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THE FEDERAL BUDGET, INFLATION, AND
FULL EMPLOYMENT

TUESDAY, OCTOBER 7, 1969

Coxcruss oF THE UNTTED STATES,
SvuscommrTtEE 0N FiscaL Pourcy,
Jornt Ecoxoymic CoOMMITTEE,
Washington, D.C.

The Subcommittee on Fiscal Policy met, pursnant to notice, at 10:05
a.m., in room S—407, the Capitol, Hon. Martha W. Griffiths, chaivman
of the subcommittee, presiding.

Present: Representatives (f iffiths, Windall, Conable; and Senators
Proxmire, Symington, Javits, and Percy; and Representative Brown
of Ohio, guest.

Also present: John R. Stark, executive director; James W.
Knowles, director of research ; Courtenay Slater, economist ; George D.
Krumbhaar, and Douglas C. Frechtling, economists for the minority.

Chairman Grirrrras. The committee will come to order, please. I
would like to begin by telling you, Mr. Secretary, that this morning
we are going to discuss inflation. The labor market is already so tight
that this committee has just hired a woman economist.

Mr. Kex~epy. Good.

Chairman Grrrrrras. This morning the Subcommittee on Fiscal
Policy begins an examination of the Federal budget and other broad
economic policies as they concern ending the present inflation and
insuring a climate favorable to the attainment of full employment
with stable prices in a continuously growing economy. -

Our first and immediate interest in these hearings is to develop
a basis for conclusions and recommendations on Federal economic
policies in the months immediately ahead. As Chairman Patman
pointed out in his request to the subcommittee to hold these hearings,
this is a matter of very considerable concern to us all. I think it is also
obvious that recent experience suggests the need for exploration as to
directions to be taken in the longer run so that economic policies, both
private and public, will prevent these regular reoccurring cycles of
mnflation and recession. This will be our second major objective.

Before proceeding with this morning’s witnesses, I wish to stress
two points.

First, I cannot understand at all the continuing suggestions from
some quarters—particularly from the economists—that the adminis-
tration and the Congress must make some sort of trade-off between
inflation and unemployment. The technicians mention some quite
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mystic device known as the Phillips’ curve. I find it incomprehen-
sible that anyone would even suggest that we can afford to buy a stable
price level at the expense of misery for millions of unemployed worlk-
ing people. Such a situation would not only bring misery to those un-
employed, but it would also reduce profits for businessmen, produce
budget deficits for Federal, State, and local governments, cause bank-
ruptcy for countless small enterprises, and no one knows how many
other horrible consequences there would be. Nor, on the other hand, can
I understand how we can be expected to purchase full employment
at the expense of a continuous inflation which would bring disaster to
over 70,000 State and local governments, to the homebuilding in-
dustry, to many small businesses, to many millions of retired indi-
viduals, and which, just incidentally, appears from historical record
to be good insurance that the real wages of the working classes would
cease to rise.

Section 2 of the Employment Act of 1946 has always been inter-
preted by the Joint Economic Committee as calling for the simul-
taneous attainment of full employment and stable prices. From the
very origin of this committee it has protested compromises that
seemed likely to produce departures from this standard. There must
be no compromise at this late date. Experience suggests that sharply
altering Federal expenditures, without an adjustment of taxes, leads
either to inflation, as in the past 5 years, or to a recession as happened
on other occasions, notably 1954,

Second, much has been made in the last year of the idea that the
Congress and the last administration had applied the fiscal brakes
via 1mposing the surtax and a limit on expenditures—actions shift-
ing the Federal budget from a high deficit to a modest surplus. The
critics then point to the continued rapid increases in prices as evidence
that fiscal policy is no good—that it cannot stop inflation.

I confess to being puzzled as to how a bare balance or a surplus
of $2 or $3 billion in the Federal budget is to instantly—or even in a
year—bring to a halt an inflation that has been fueled by a Federal
deficit which ran to over $20 billion per year.

I am puzzled also as to why the 1970 budget is touted as an anti-infla-
tionary budget. The current estimate of Federal surplus for fiscal 1970
is $5.9 billion, of which about two-thirds represents the effect upon
the budget of prospective legislation which has not yet passed the Con-
gress. All that we are really sure of now is a surplus of $2 billion or less
which is hardly more than the average error in estimating Federal re-
ceipts and expenditures. One of the paramount questions before this
subcommittee, therefore, is: How do we arrive at an anti-inflationary
budget ?

With these preliminary remarks, I wish to welcome to these hearings
the Honorable David M. Kennedy. Mr. Secretary, it is really a great
pleasure for me to have you here, also the Honorable Robert P. Mayo,
Director of the Bureau of the Budget. We greatly appreciate your
taking time out of your busy schedules to be with us to discuss the
budget this morning. We will hear from each of you. Then we will
proceed with the questioning,

Mr. Secretary, you may proceed in your own way.
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STATEMENT OF HON. DAVID M. KENNEDY, SECRETARY OF THE
TREASURY; ACCOMPANIED BY ROBERT P. MAYO0, DIRECTOR OF
THE BUREAU OF THE BUDGET; MURRAY WEIDENBAUM, AS-
SISTANT SECRETARY OF THE TREASURY; MAURICE MANN,
ASSISTANT DIRECTOR, BUREAU OF THE BUDGET; AND DALE
McOMBER, DEPUTY ASSISTANT DIRECTOR FOR BUDGET REVIEW,
BUERAU OF THE BUDGET

Mr. Kex~nepy. Thank you, Madam Chairman, members of the
subcommittee.

It is a pleasure to have this opportunity to appear before you for an
examination of the budget outlook and an assessment of our efforts to
control inflation. This subcommittee has made an important contri-
bution in serving both the Congress and the executive branch asa re-
spected forum for discussion and review of economic policy. In the
tradition of reasoned analysis which has characterized the delibera-
tions of the subcommittee, it is appropriate to review the conduct of
fiscal policy by the Nixon administration during its first 814 months
in office.

Director Mayo will give you the budget outlook for the current fiscal
year. The projected surplus of nearly $6 billion is essential in the
present economic environment. In its report on the January 1969
Tconomic Report of the President, the Joint Economic Committee
argued persuasively for a significant surplus, and we are in complete
agreement with that position. Our determination to restrain Federal
spending and to maintain sufficient revenues to adequately cover ex-
penditures supports the objective which we all share—to preserve a
positive role for fiscal policy in the maintenance of economic stability.
The failure in recent years to make prompt and timely use of fiscal
policy to counteract impending inflationary tendencies has been a
source of considerable disruption and inequity in the economy.

The American people understand the falseness of an inflated pros-
perity, and I know many of them have communicated this understand-
g to their elected representatives in Washington; many have also
expressed their concern to me personally. The real wages of the average
manufacturing worker are only $1.45 a week higher today than they
were in 1966—despite higher and higher wage settlements. Inflationary
excesses create hardships for all segments of our society. Monetary
values are eroded, purchasing power is diminished, decisionmaking is
distorted, and interest rates are disproportionally inflated.

The control of inflation is more than a matter of domestic concern.
Last week I met with the financial representatives of over 100 coun-
tries. They impressed upon me their own deep concern over inflation
in the United States. The American economy is so large and its in-
fluence so widespread, especially because the dollar is a key currency,
that the excesses of either inflation or recession affect the entire world
economy. It is important that we improve our competitive position in
foreign markets and maintain international confidence in the dollar.
The current inflation is unhealthy for both America and the rest of the
world, and its control is, therefore, both a domestic and an interna-
tional necessity. :
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Since assuming office last January, this administration has moved
quickly and firmly to bring the policies of the Federal Government
in line with the country’s most urgent economic priority—to halt the
spiral of rising prices. Qur basic strategy has been to restore stability
through the coordinated application of fiscal, debt management, and
(with the cooperation of the Federal Reserve Board) monetary poli-
cies designed to moderate aggregate demand pressures.

In April the President proposed two major actions to increase tax
revenues: (1) Extension of the income tax surcharge at 10 percent
for the first half of fiscal 1970 and at 5 percent level for the second
half of fiscal 1970; and (2) repeal of the investment tax credit. The
Congress has approved extension of the full surcharge through this
calendar year, but action to continue the surcharge at its reduced rate
and to repeal the investment tax credit remains to be taken in the Sen-
ate. I want to emphasize again that these measures are essential to
our overall strategy, and require the earliest possible action. They are
in complete agreement with the recommendations made by the Joint
Economic Committee last spring.

Enactment of these two tax proposals will produce an estimated
$3.3 billion in revenues. Including the requested extension of present
excise tax rates and the proposed imposition of new user charges, a
total of $4 billion of necessary revenues depends on favorable legisla-
tive consideration. Without positive congressional action, fiscal policy
will not be exerting the measure of restraint appropriate for effective
inflation control.

Assuming favorable action on these revenue-raising proposals, total
budget receipts for fiscal 1970 are now estimated at $198.8 billion, or
$0.4 billion below the May 20 estimate. This relatively small change
in total receipts is primarily due to a $0.5 billion reduction in estimated
corporate income tax receipts, reflecting our lower estimate for 1969
corporate profits. The economic assumptions underlying these latest
estimates are the following: Changes since May 20 largely resulted
from revisions in national income account data by the Commerce De-
partment, The May 20 estimate of gross national product was $927
billion, with a current estimate of $932 billion. Personal income in May
was estimated at $739 billion. The current estimate 1s $745 billion. Cor-
porate profits before taxes, $97 billion in May, against $9414 billion
currently.

On the expenditure side, the President has demonstrated his de-
termination to regain Executive control over Federal outlays by his
commitment to hold expenditures below the congressionally authorized
limit. Total outlays for fiscal 1970 are estimated to be $192.9 billion,
the same figure used for the May 20th- estimate. Director Mayo will
discuss budget expenditures in greater detail.

The net result of these fiscal actions will be the generation of suf-
ficient revenues to more than cover substantially trimmed outlays.
The Federal budget will be contributing importantly to the control
of inflation.

Nine months ago, we knew that this would be an arduous and
lengthy task. Aggregate spending was under strong upward momen-
tum, and inflationary expectations were well entrenched. It has been
our deliberate policy to restore economic stability through the careful
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application of restrictive fiscal and monetary measures. The evidence
that this policy is being effectively applied 1s beginning to mount:

Reul economic growth is well below the basic trend rate of capacity
growth;

The éeptember unemployment rate was reported at 4 percent;

The combined index of leading business indicators has slowly de-
clined for 3 consecutive months;

Industrial production registered a small monthly decline in August;
and

Consumer surveys indicate a significant decline in buying sentiment.

While there is ample evidence that real growth has been declining
in recent months, the desired abatement of price level increases has
not yet become evident in the statistical indicators. This is not un-
expected, since prices invariably tend to lag behind changes in the
underlying market conditions. But regardless of the source of in-
flationary pressure, whether from excess demand or from rising costs,
the absence of sufficient demand to clear markets at inflated prices must
result in inventory accumulation and inevitably lead to price reduc-
tions. Investment and production decisions reached under the assump-
tion of a continuation in current rates of inflation will come to Ee
sorely regretted.

We are encouraged that our strategy is beginning to show results.
The difficulty of pursuing this task must not be underestimated, how-
ever, and cooperation from the Congress is vitally important to our
maintaining appropriate fiscal restraint. The revenue-raising meas-
ures proposed by the administration must be enacted to continue the
desired budgetary effects.

Only last month, a distinguished former Secretary of the Treasury
told a Senate committee that both the executive and legislative
branches had committed a serious policy error by failing to control the
budget during the 1965-66 period. As a result, fiscal policy came to
exert a completely undesired influence on an overinflated economy dur-
ing the fiscal year 1968. Madam Chairman, it is my hope, and I am
certain this most important subcommittee shares my concern, that we
can maintain fiscal policy in its proper role of contributing to economic
stability. That, I believe, is the purpose for these hearings; and that
is why I am pleased to be here for a discussion of this important issue
with you.

Thank you very much.

Chairman Grrrrrtas. Thank you very much, Mr. Secretary.

Mr. Mayo?

Mr, Mavo. Thank you, Madam Chairman and members of the sub-
committee. Revised estimates of the Federal budget for fiscal year
1970 were issued on September 17 in our summer review of the 1970
budget. At that time, congressional action had not been completed on
any of the regular appropriations bills, so our estimates were neces-
sarily tentative. They remain so today, although one appropriation bill
has been signed into law and other appropriations bills and a major
user charge proposal have progressed within the Congress since mid-
September.

Our estimated budget totals are unchanged from those in the sum-
mer review :
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Receipts, as the Secretary indicated, $198.8 billion ; outlays, $192.9
billion ; and surplus, $5.9 billion. ‘

While the current budget surplus estimate is down slightly from
last spring’s $6.3 billion, it is $2.8 billion higher than the actual fiscal
year 1969 surplus. The change of $0.4 billion since last spring has
resulted from a lower estimate of receipts. In an inflationary environ-
ment this is a modest surplus indeed, amounting to 3 percent of Federal
outlays. Estimated outlays remain at $192.9 billion, reflecting the
President’s determination to control the level of Federal spending.

When our administration took office in January, the prospective
economic environment—one in which demand would continue to exceed
supply—made fiscal restraint the appropriate policy. The forces that
threatened our economic health were moving strongly toward increased
inflation. These forces had too much momentum to be left unre-
strained. Accordingly, a restrictive fiscal policy was adopted and has
been maintained ever since. During the same period, the Federal
Reserve System has maintained a complementary policy of firm mone-
tary restraint.

The momentum of inflationary forces shows encouraging but still
only scattered signs of slackening in response to these policy actions.
Nevertheless, prudence requires that fiscal restraint be continued.
After a strong rise from mid-1967 to late 1968, the index of leading
economic indicators reached a high plateau that has now developed a
slight downward slope. In the past, such a pattern has usually been
followed, after a timelag, by a similar movement in the measures of
economic growth and—perhaps after a further lag—by a slowing down
in consumer price increases.

We know from past experience that stubborn cost and price infla-
tion can be effectively minimized only after a long period of adjust-
ment. We also know from the experience of 1967 that if we relax too
soon and inflation and inflationary expectations are not reduced, we
will have to fight the anti-inflation battle all over again when the
economy resumes a more rapid rate of growth, Under these circum-
stances, and given continued price increases, a significant 1970 budget
surplus is a necessary. element of our fiscal policy. To this end the
President has:

Urged extension of the income tax surcharge at 5 percent for
the first 6 months of calendar year 1970;

Taken firm administrative action to hold 1970 budget outlays
to $192.9 billion ; and

Directed a deferral of 75 percent of all new contracts for direct
Federal construction and strongly urged State and local govern-
ments and business firms to cut back their own construction plans.

We expect that the President’s determination to hold 1970 spending
within a total of $192.9 billion will result in compliance with the stat-
utory limitation on 1970 outlays enacted in July in the Second Supple-
mental Appropriations Act, 1969 (Public Law 91-47). The limit estab-
lished by the Congress at $191.9 billion is subject to adjustment in two
ways. First, the net effect of congressional action or inaction on the
budget proposals adjusts the ceiling automatically, except for the first
$1 billion of net reductions. Second, the President may adjust the
ceiling for certain administratively uncontrollable items specified in
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the law, up to an increase of $2 billion. As of August 31, the President
specified in his report to the Congress, upward revisions of $1.5 billion
under the latter provision, so that the statutory ceiling now stands at
$193.4 billion.

The seriousness of the President’s determination to continue a policy
of restraint on Federal spending was evident in his statement on
July 22 that, even if congressional action permitted a higher level of
spending, he still intended to hold the total to $192.9 billion adminis-
tratively. As the summer review stated, there has been a substantial
worsening since April 15 in the outlook for 1970 budget outlays. Cur-
rent estimates for uncontrollable items such as interest on the public
debt, medicare, civil service retirement benefits, public assistance, and
veterans’ benefits are more than $2.5 billion higher, including the $1.5
billion noted above that qualify under the expenditure ceiling
exception,

The summer review also assumes that congressional action or
inaction—as in the case of the postal revenue bill—would add about $1
billion to 1970 outlays. But the actions or inactions to date by various
congressional committees or the House or the Senate individually
would add much more than that. For example, possible spending
increases not reflected in our summer review include:

$1.5 billion for military and civilian pay raises, under H.R.:
13000; -

$0.5 billion in 1970 outlays for the $1 billion House-approved
Labor-Health, Education, and Welfare appropriation bill, in
excess of what the President recommended ;

$0.6 billion in the food stamp authorization approved by the
Senate;

$0.3 billion if no postal rate increase is enacted effective Jan-
uary 1, 1970 (we already allowed in the earlier figures for the
fact that it could not possibly be made retroactive to July 1, 1969,
which was assumed as an effective date in the April estimate) ;

$0.4 billion for veterans’ and Farmers Home Administration
loans, unless the Congress enacts legislation to permit the disposal
of loan paper at interest rates that are competitive with com-
mercial rates;

$0.5 billion for a new GI bill for Vietnam veterans and other
veterans bills; and

$0.1 billion for additional school aid in federally impacted
areas.

I stress that these are possible. They are not yet probable because
congressional action has not been completed on any of them. But the
size of these possible increases in a clear measure of the need for con-
gressional cooperation if the Nation is to have a responsible fiscal
policy in the crucial period immediately ahead.

The President has already directed that the $2.5 billion of the
increase for uncontrollable items and for the $1 billion of potential
congressional add-ons he foresaw in July will be offset by reductions
of an equal amount—$3 billion from military programs and $0.5
billion ?net) from other programs. Taking into account both the
budget reductions announced on April 15th and the reductions now
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planned, this administration will be cutting $7.5 billion from the pro-
gram levels implicit in the January budget of the prior administration :
$4.1 billion from military programs, and
$3.4 billion (net) from other programs.

Without these cuts, budget spending in 1970 would be in excess
of $200 billion. These cuts have not been easy to achieve. I am sure I
need not- remind any Member of the Congress of the great popularity
of even the most marginal Federal program.

Under either the tax bill passed by the House or the administra-
tion’s tax proposals to the Senate, budget receipts in fiscal 1970 are
now expected to be $198.8 billion. If no tax legislation is enacted in
this session of the Congress, however, 1970 receipts will be reduced
by $4 billion, as you have already pointed out, Madam Chairman,
and as has the Secretary. Thus, if the Congress does not enact the
proposed tax legislation, the presently estimated surplus would be
lreduced by two-thirds, and urgently needed fiscal restraint would be
ost.

Excessive buoyancy in the economy during the second half of 1968
resulted, in large part, from an easing of monetary policy after the
income tax surcharge went into effect late in June of that year. Mone-
tary policy was eased—as the “consensus forecasts” advised—because
- of an underestimate of (1) the great momentum of the underlying
forces of expansion, and (2) the potency of inflationary expectations
that had been fed by a massive $25 billion deficit at the culmination
of more than 7 years of continuous economic expansion. The easing
of monetary policy encouraged widespread expectations that demands
for credit would be accommodated, and that, despite the tax surcharge,
inflation would continue to be a dominant force in economic activity.

Most responsible short-term economic forecasts made late last year
predicted a slowing of economic expansion in the first half of 1969
and a quickening of the pace of expansion in the second half, the
current period. But this pattern did not develop; we are not capable
of estimating lags quite that well. Rather, an unhealthy rate of price
increase continued through the second half of 1968 and into 1969. This
development, led to the adoption of a restrictive monetary policy at
the end of the year and continued restrictive fiscal policy in the first
half of 1969 as the new administration recommended reductions in
the programs proposed in the January budget. Nonetheless, prices con-
tinued to rise at too fast a clip. :

The slowdown in the rate of growth of gross national product orig-
inally expected by most forecasters to occur in the first half of 1969 is
now expected to occur late in the year and to extend into 1970. In view
of the fact that excessive cost and price increases can be shaken out
of the structure of the economy only after a period of adjustment, it
is imperative that fiscal policy for the immediate future be one of con-
tinued restraint.

We must be careful not to overreact in either direction. The economy
must be allowed to experience a sufficient period of slower growth to
remove the excessive cost and price increases that are built into it now.
In doing so, however, we must be careful not to force a quicker deesca-
lation of economic activity than is desirable or than now seems likely
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to occur. I want to say just a word, if I may, about the outlook for
1971.

There is nothing in the present environment to suggest that tight
restraint on budget outlays can be relaxed in the fiscal year 1971. The
major determinant of the need for such restraint is the outlook for a
substantial decline in the growth of revenue.

Federal receipts increased by $34 billion from fiscal year 1968 to
1969 as a result of the tax rate increases, including the 10 percent in-
come tax surcharge that was in effect thronghout fiscal 1969, economic
growth, and, of course, excessive price increases. The 1969 to 1970
increase in revenues is expected to be only about $10 billion, given
passage of the tax bill now before the Congress or only $6 billion if for
some reason that should fail. The increase would be larger but for the
projected decrease in the surcharge from 10 percent in calendar 1969
to 5 percent in the first 6 months of 1970. With the surcharge removed
completely in fiscal year 1971, there is likely to be only a small increase
in receipts—even assuming enactiment of the administration’s proposed
tax program.

Budget outlays on the other hand, have no such automatic goyernor.
Indeed, mandatory increases under existing law for higher interest
costs on the public debt, social security benefits, other retirement bene-
fits, veterans’ benefits, medicare and medicaid, housing commitments,
and other programs will command additional billions of dollars. We
are working on those figures right now, as you all know. New initia-
tives already announced by our administration, including revenue
sharing, the family assistance program, and social security benefit
increases, will require several billion dollars also in fiscal year 1971.
Other desirable programs, even though more controllable, have power-
ful built-in pressures for expansion. And Federal pay increases com-
parable to those currently being received in private industry could add
billions more.

Therefore, our task for 1971 is to find enough budget reductions to
offset the excess of these outlay increases over available resources. We
have yet to determine precisely the administration’s fiscal policy goals
for fiseal 1971, but given the constraint imposed by revenues, it is clear
that we must find ways to limit severely the growth in outlays. Thus,
the outlook is for a further decline in fiscal 1971 in the share of the
gross national product attributable to Federal spending.

Underlying all our planning for the coming year is an explicit recog-
nition of and support for the goals of the Employment Act of 1946
“to promote maximum employment, production, and purchasing
power.” Our difficult task immediately ahead is to negotiate success-
fully the transition from an overheated economy to a stable, noninfla-
tionary growth path—without suffering a period of significant
disruption. We believe that our current policy of fiscal restraint will
be a major factor in making the transition successfully.

Thank you, Madam Chairman.

Chairman GrrrrrTas. Thank you very much. In spite of the dreams
of this committee, may I ask both of you, do you really believe that we
can stop inflation without increasing unemployment?

Mr. Kex~epy. I think that the efforts that we have made demon-
strate our concern over unemployment because we have taken the
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approach of trying to slow the economy without too much pressure on
unemployment. There is no question but that as you slow the economy,
there will be changes in employment patterns and some increase in un-
employment. It is a question of doing it with the least impact and to
get the maximum result. It is not an easy task, as you well know, I
think if we could succeed in our training of the hard core unemployed,
those who are not skilled, bring them into the labor force, you would
have an anti-inflation measure that would let us get along with less
restrictive policies. But that takes a lot of time and it is not an easy
task, It is one that we are working on but one on which we are not
making the progress that I would like to see made.

Chairman GrrrriTHS. As a matter of fact, when we reach down and
pick up the unemployables and employ them, and give them more
money than they are getting on welfare, 1s it really anti-inflationary or
is it inflationary?

Mr. KexnEpy. As they come into productive capacity, they produce
more than they consume and to me it would be anti-inflationary.

Because we have moved almost away from hand labor in our econ-
omy, one of the current pressures we face, is that of technology and
technicians. We had not only full employment there but in many
cases over-full employment, with overtime. This has put pressure on
our wage-price structure beyond, I think, what it would have done if
we had been in the more labor intensive kinds of business.

Chairman Grrerrras. Yesterday it was reported that the rate of un-
employment had jumped abruptly in September to 4 percent, from 3.5
in August. Professor Friedman in testimony before our Subcommittee
on Economy in Government seemed to interpret this as a harbinger of
recession with even higher unemployment ahead as a result of recent
* tight money policies. I take it from your statements, that neither of
you ag@rees with Mr. Friedman’s forecast. Why do you think he is
wrong ?

Mr. Kennepy. If I may comment, Professor Friedman is putting
great emphasis on the reduction in the increase in the money supply.
We have been effective in reducing through the action of the Federal
Reserve. That is having an effect. I do not think there is any question
about it. And it will have an effect over a period of time.

Tt is a question of that in connection with fiscal policy. I happen
to believe that fiscal policy, including Government expenditures, have
a very important bearing on our overall economic activity. I, for one,
would feel that, given the leading indicators and the surveys that I
referred to in my statement, now would not be the time to change our
policy. We must be sure that these efforts are taking effect before we
start to reverse our policies. We must not make the same mistakes
that were made before, when we had a restrictive fiscal policy at the
same time that we had a very easy monetary policy.

It is a matter of balance.

Chairman Grrrrrras. Mr. Mayo, did you have something you
wanted to say ?

Mr. Mavo. I would like to add two things, Madam Chairman.

In the first place, with all due respect to the finest statistics in the
world, I do not think we should put too much store in the data for
one particular month. We have all sorts of factors, as your committee
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is aware of, perhaps more than any other in the Congress, that indicate
that 1 month does not necessarily make a pattern.

I would also, in support of what Secretary Kennedy has just said,
point out that money supply is very important, but not all-important.
For example, I believe 1f we go back to the fall of 1966, we will find
that many of those who felt that money was all-important became
seriously concerned about the possibility of a serious recession in 1967.
At that time, I believe they had great influence on policy, when
the money supply was eased too soon.

Chairman Grorrrras. If the tax bill fails, and I do not think it
looks in too strong a condition, what is your second line of defense?

Mr. Kennepy. Well, I would not give up on the tax bill at this

oint. I think we must get the Congress to act. It is important. There
1s a demand for tax reform. The public wants it. Surely if you are
going to reduce one person’s taxes you have to tax someone else. So,
I would feel that these pressures that we are getting from various
groups should not be given too much weight.

I think that the Congress should act promptly. We must eliminate
the investment tax credit and extend the surtax or we will have a loss
of projected revenue. I think if we do not get them, we will have to take
another look. There are only a few areas that we can go to. One is to
cut budget expenditures further. Mr. Mayo has, I think, done an
outstanding job with the departments in reducing governmental ex-
penditures 1n a short period of time very substantially.

You cannot turn expenditures around quickly. It has been working.
I will be putting more pressure on Mr. Mayo if we do not get elimina-
tion of the investment tax credit-along with extension of the surtax.
But I donot think that this will be the case.

Monetary policy will have to carry a much heavier load. But then
you have the distortions that Mr. Friedman does not like.

Chairman Grrrrrras. Has the Government in the last 7 months,
fewer employees, or more employees, or about the same ?

Mr. Mayo. We have, I would say, a pretty level record of Federal
employment in the last year or so. I would like to make a quite im-
portant point that has received very little publicity. Our present
plans for the level of full-time permanent Federal employment on
June 30, 1970, call for a reduction of 100,000 positions below the level
proposed in the January budget of the outgoing administration.

We are working very hard at keeping Federal employment to the
necessary minimum. We have attacked the problem in terms of specific
areas, such as overseas employment, and with particular objectives
in mind, as well as being fairly tight on the general employment
picture. We feel we owe this to the Congress as well as to the Ameri-
can people because the Congress did accept our recommendation to
repeal section 201 of the Revenue and Expenditure Act. As you know
section 201 established three out of four rule, that is, the executive
branch could only fill three out of four vacancies, a system which
worked rather unfairly and arbitrarily among the agencies.

We think we can manage more effectively with our present flexible
approach, and still cut Federal employment.

hairman GrirrFrTes. What has been the effect of the anticipated
repeal of the investment credit on capital expenditures?

37-796—70——2
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Mr. Kexxepy. I think it has had some effect in planning because the
date was fixed in the bill. The Senate also acted to present the bill
to the leadership, and it is being pigeonholed and not acted upon.
So, I think business generally expected that the investment tax
credit would be ended. I am confident that in forward planning
they would take that into account.

On the actual expenditure side, it has made very little difference
up to this point because most of the expenditures are on the basis of
plans previously made over a long period of time.

Chairman GrrrrrTHs. Senator Javits?

Senator Javirs. Thank you, Madam Chairman. I want to welcome
the Secretary and the Budget Director and their associates to the
committee. I am very deeply interested in their testimony.

Mr. Secretary, as I see it, the administration is sailing between the
Scylla of galloping inflation and the Charybdis of a recession.

You say in your statement, “the desired abatement of price level
increases has not yet become evident in the statistical indicators.”

Do you not think you are getting perilously close to piling up on
the rocks of recession without any real effects on inflation?

Mr. Kex~epy. I think we are seeing signs, Senator, that we are
having some success in the program. As I indicated in my statement,
there are various areas that look as though they are now turning the
corner. There is always a lag, according to the analysis of previous
times, before prices start to react. However, price increases have’
been less than they have been. So, there has been some slight effect
on prices.

In answer to the previous question, I indicated that I think that
we can go through these shoals without causing the trouble that you
and I are concerned about. We have got to react to the indexes and
the forces that are showing a downward trend. But I think it would
be a serious error at this time to make a shift in policy.

Mrs. Grifiiths asked the question about what would happen if the
Congress does not pass these bills. Then we would unleash forces going
the other way and very strongly so. There is an uncertainty, an un-
certainty as to our revenue side. The figures we gave you are very
tentative because we have not seen the action of the Congress on the
revenue side.

Senator Javirs. Would you say affirmatively, then, that the Con-
gress would be performing a serious disservice to the Nation if it
did not pass the tax bill which at least gave us the bulge of the surtax
without penalizing us in more reduction in the tax reform hill?

Mr. Kexxepy. I would say that unequivocally, categorically.

Senator Javrrs. Now, coming back to the Scylla and Charybdis ref-
erence, is it not a fact that you have realized a very, rather serious
bulge 1n unemployment considering the fact that seasonably the un-
employment rate goes down in September and you have not realized
but the barest fractional result in a reduction of the price level ?

Mr. Kex~epy. There was a shift in the figures that were just
released up. to 4 percent from the 314 percent level. That is the
rate which prevailed during the high employment situation just prior
to the Vietnam expansion. That rate of unemployment is one that
used to be looked at as a goal that we were trying to achieve. As we
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have gotten into an inflationary economy, we have successfully
pulled that rate below 4 percent. :

Senator Javrrs. The administration has always told us that it wishes
to effect the slow down in inflation “without an unacceptable degree
of unemployment.”

Now, is this 4 percent acceptable or unacceptable?

Mr. Kex~epy. In the present circumstances it is acceptable.

Senator Javirs. What would be an unacceptable rate? What is the
red light?

Mr. Kex~epy. I could not give you a percentage figure. I think it
would be a mistake.

Senator Javits. Does the administration have one?

Mr. Kexnepy. No, I think not. We would be taking into account
all of the factors. What are the chances of fiscal policy working?
What are the problems in the monetary side? You cannot very well
give a figure.

Senator Javirs. But does the administration have any standards
which will guide it in deciding that it is in such danger of a reces-
sion that it is going to ease up a bit on the anti-inflationary front?

Mr. Ken~epy. I do not think there is any magic figure or magic
number anywhere. What you look at is all the indexes, each one of
them, and see their general impact. It is not an exact science, as you
well know, Senator. It is really an art. The Federal Reserve is in
charge of the monetary area, and that is their responsibility. Right
now the money markets are very tight. Financing requirements are
being met with difficulty. We found in our last offering of the
Treasury that we had to pay 8 percent interest. Some indicated to
me that was probably too high a rate and that we might have been
giving something away. Actually, considering the results that took
place, and it was an exchange offering—the holder had to present
the security to get the new security—we had an above normal level
of attrition, even with the high rates that we were paying. So we do
have areas where pressures are building up.

On the other side, we still have very strong forces going in the other
direction. It will be a balance between all of these that the Federa
Reserve and the administration will have to take into account. :

Senator Javrrs. I think we would all agree that an 8 percent rate for
the U.S. Government is pretty shocking, and as far as the people are
concerned, T think the one area of real irritation and difficulty in the
actions of the adminiétration is the very high interest rates. Right
now as you know, loans are being offered at a minimum of 10 percent
considering maintained balances, and probably around 12 percent,
which is unheard of in this country. Do you not think that is a case
for wage and price controls under these conditions rather than the
effort to kind of nudge it along which we have been making?

Mr. Kexxepy. Well, we have been using fiscal and monetary policy
in tandem so as to influence the fundamental factors in order to bring
into balance the underlying economic forces. I deplore as you do, the
high rates. I am a borrower now, not a lender, and I want that to be
clear for the record. So, when I see these rates, they concern me very
much. But, I think that it is a price that we are having to pay in order
to get over the pressures we have. The guidelines, and so on, that



14

have been talked about did not work well as you well know. They were
almost useless even in a period when we had better balance between
supply and demand. When you get into a period such as we have now,
it would be very, very difficult to administer such guidelines.

Senator Javirs. Well, nonetheless, Mr. Secretary, there is some feel-
ing that the administration ought to try to exercise an influence to
bring about a far greater degree of restraint in wages and in prices
. than it is doing, whether it is guidelines or controls or something else.
There is a general feeling that that would help materially. You your-
self must feel this too. I think the figures on the cost to the United
States of money illustrate the problem as well. In 1969, 1970, and
anticipated for 1971, it almost looks as if you are just exchanging peas
for bananas and whatever you cut out of your budget you are paying
back in interest. Is that not true?

Mr. Kexnepy. It is quite a factor. It is one of the big uncontrollable
items that Mr. Mayo is referring to. In the Government, we are doing
our part by reducing Government expenditures, maintaining the sur-
tax, and by the action we have taken to restrict Government contracts.
Reducing the new contracts will reduce demand at least. I think
that we are quite firm about getting our own house in order. Those
who are looking ahead, building more plants, using more money than
is needed and pushing Interest rates up perhaps more than needed, will
have a hard time validating that unless inflation is not under control.
It is our dedication to bring it under control.

Senator Javirs. Mr. Secretary, if one Senator may just give you
an opinion, and I will close on this note, I think the administration has
to do some very hard thinking about a more direct impact of the
President’s standing and prestige on the wage and price struc‘ure. I
think that is the lead point. We are trying to do it all indirectly
through fiscal and monetary policy and I think it is exacting a burden
which may not be all that necessary.

I knew a general in Hollandia when I served in World War II
who insisted on having his headquarters in a sea of mud instead of
like General MacArthur up on a hill where it was nice and cool because
he thought that would really season his officers. Well, it depressed
them.

I just suggest that to the administration, that this is something
you can perhaps learn from us. We are close to the people and this is
bearing in very hard and very heavily, and right now I would judge
the public of America thinks you are more likely to have a recession
than to control inflation.

I close on that note. I want the administration to succeed and I com-
mend to the administration some real hard thinking about what to
do about wages and prices if it really wants to make this go without
bearing so heavily in on the people that they will change your policy
for you—perhaps unwisely—because they just will not have it this way.

Thank you, Madam Chairman.

Chairman GrirriTes. Senator Proxmire ?

Senator Proxmrre. Gentlemen, I would like to follow up along the
same line that Senator Javits has pursued so very well. I seem to get
Mr. Mayo, from you the impression that what you intend to do is to
prevent the economy from moving ahead too fast and to continue a
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period of slower growth, is the way you put it, for some time, at least,
until as you say we can get costs and prices under control.

Mr. Mavo. That is our immediate goal, yes.

Senator Proxmire. Can you give us any idea at all on how long
this period is likely to take? I would call to your attention the fact that
back in 1957 and 1958 we had over 4 percent unemployment for a
couple of years and the administration then was trying to restrain in-
flation. We went to 6.8 percent average unemployment throughout 1958
and during that periog, as you know, it was a long hard effort to get
prices under control. At least, the price rise under control. We still
had inflation.

My question is, are we going to have to go through the same kind
of thing again? Will it take a couple of years, in your view ?

Mr. Mayo. We have no specific time period in mind, Senator Prox-
mire, as to how long it would take. This is not an area where we feel
we can be precise. This is a stubborn inflation, I think we will all agree.
I would hope that a basic adjustment, at least to turn the rate of
inflation around so that it declines to a more historic 2 percent, or
perhaps less, will be achieved fairly soon now.

Senator Proxaire. Do you have anything in mind, either you or
Mr. Kennedy, any figure beyond which you just will not go? Can
you tell us you will do everything you can to prevent 'unempﬁoyment
exceeding, say 5 percent? Can you give this committee and the Nation
assurance that under those circumstances you would not pursue a slov-
down policy ?

Mr. Kex~epy. Surely, we will give you a commitment that we are
sensitive to unemployment. Our objective and aim is to control infla-
tion without having an unacceptable level of unemployment.

Senator Proxmire. What is unacceptable?

Mr. Ken~epy. I cannot give you figures, as I indicated before,
because that would be touted all over the housetops. That would be
one that would cause us complete embarrassment, and I have none in
mind. I think you have to take into account the factors you work with
and any one unemployed person over the present level 1s very difficult
for me to face.

Senator Proxmire. Well, you have a very, very difficult position
and I do not mean to indicate that you do not, but I would hope that
you do have in mind, whether you tell us or not, I do hope you have
in mind a figure beyond which you will not go because I feel very
strongly that as the chairman indicated earlier, we simply cannot
permit unemployment to go higher than 5 percent. In fact, I would
. hope it does not go, as all of us hope, will not go higher than the
present 4 percent, but I would hope you would have some figure of
that kind in mind.

Mr. Kexnepy. I would like to say this, that we will strive to keep
unemployment at the lowest possible level consistent with price
stability.

Senator Proxmire. Then, we come to the other topic—interest rates.
Senator Javits pointed out interest rates are higher than they had
been in 100 years and certainly unacceptably high. Again, are you
going to tell us on this, too, that you do not have a position beyond
which you are not going to let them go? It would seem to me if we
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had sat here a couple of years ago that it would have been easy to say
we are not going to let the prime rate go above 814 percent, not going
to have the Federal Government pay more than 8 percent on Treasury y
bills, and so forth. Now, it seems we may go even higher than that.

Mr. Kex~eoy. My judgment, for whatever it is worth in this field,
1s that with the factors changing as they are and as they appear in the
indexes that I see, I think interest rates are peaking out at this level
and the next movement will be down. But there again, there is no

magic in a situation of that kind.

Senator PROXMIRE. Well, we have been hoping that for a long time,
month after month, ever since you have been 1n, but it has not been
that way.

Mr. Kennepy. But we have not seen the figures coming through
that we are now seeing in the business communlty

Senator ProxMire. Let me ask, Mr. Kennedy and Mr. Mayo, if
you can tell us what should be the 1eact10n to the budget? What should
be the reaction both in terms of revenue and in terms of expenditures
in the event you are convinced that inflation is coming under control
and unemployment is becoming the most serious problem? What kind
of action would you take and recommend to the Congress?

Mr. Kexnepy. Well, on the budget side I think that, Mr. Mayo
can comment on this in more detail, and would continue to push for
the levels that we now have in mind which look consistent with any
pattern that I can foresee coming. I think the change would come in
monetary policy rather than in budgetary pohcy at this point. I
think he would have to continue to work on reduction in budget
expenditures.

Senator Proxmyire. Monetary policy really is outside of your
control.

Mr. Ken~NeEpy. Yes.

Senator Proxmire. At least,outside of your full control.

Mr. Kex~epy. Yes.

Senator ProxMire. The Federal Reserve Board has the real

Mr. Ken~epy. It is within the Government but it is outside of our
control.

Senator Proxmrre. So, you do not have any kind of action in mind
in the event that we get into a situation in which unemployment
becomes a more serious problem than inflation even in the view of
the administration.

Mr. Mayo?

Mr. Mavo. I would just introduce one more qualification. On the
expenditure side of the budget, the President announced on the 4th
of September a 75 percent cut back of new starts in direct Federal
construction, a cutback which, incidentally, was on a base already
lower than it had been for several years, because the preceding Admin-
istration also exercised quite a bit of muscle in cutting back on public
works. T would suggest that this is one area where the President has
already announced

Senator Proxnire. How much real leeway is there there. Mr. Mayo?
I have seen estimates that the actual effect of this so-called 75-percent
cutback is to reduce about $300 million, which is a lot of money but a
very, very tiny nercent of the Federal budeet and GNP and the effect
on inflation or jobs should be almost invisible.
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Mr. Mavyo. There are three effects, I think, of the construction cut-
back, Senator Proxmire. In the first place, there is an important psy-
chological effect in demonstrating a determination to do something
about the construction problem. This was combined, as you know, with
other things, notably, manpower training and vocational education to
achieve a major increase 1n needed skilled labor. It was not just a
budget proposal.

Second, the actual cutting back on the award of contracts has some
deflationary effect on the construction industry.

And third, the cutback involves new contracts estimated at about a
billion six hundred million dollars. You are correct

Senator Proxmire. How long:

Mr. Mavo. You are correct, though, that the effect on budget out-
lays would only be $300 million in this fiscal year. Much of your effect,
therefore, in terms of the actual cash flow through the economy, would
be in fiscal 1971. This points up again one of the lags that——

Senator Proxyire. That means

Mr. Mavo. Let me just finish.

Senator Proxyire. Iam sorry.

Mr. Mavo. This lag may be a little more predictable than some of
the other lags in the economy, but one which means that expenditure
policy is not very flexible. If this policy were to be reversed, let us say,
next June—just to pick an arbitrary date—there would still be an im-
portant economic effect in 1971,

Senator Proxaire. Exactly. So that the effect of this is going to be
perhaps 9 months or a year from now at a time when we might very
well need stimulation in the economy rather than a slowdown.

Mr. Mavo. Yes, except that there is a current effect that has eco-
nomic significance, not just psychological.

Senator Proxaare. How about the military cutback ? We were told
by Secretary Laird there would be a cutback up to $3 billion and I
understand the actual cutback when you consider all that is actually
done, it is closer to $1.3 billion, and if you throw in research and devel-
opment it will come to $2 billion but far below the $3 billion we were
assured, and even the $3 billion, I would remind you, is a great, deal
less than many called for.

At the Senate Banking Committee hearing a week ago Chairman
Martin of the Federal Reserve Board recommended $10 to $15 billion.
So, is there really a significant cutback ?

Mr. Mavo. Yes. Are you casting doubt on the $3 billion?

Senator Proxmire. Yes, I am.

Mr. Mavo. Cutting the defense budget is not easy to do, but I have
been assured by Secretary Laird that he will achieve the $3 billion this
fiscal year.

Senzmtor Proxarre. Well, I hope he will, but the best information we
can get is that he is below it and what Secretary Laird did say was that
he would cut up to $3 billion. So, he can cut $2 billion and still meet
that up to $3 billion pledge.

Mr. Mavo. He has used the $3 billion target quite a bit.

Senator Proxarre. My timeis up. I will be back.

Chairman Grirrrras. Mr. Widnall ?

Representative WipxarL. Thank you, Madam Chairman.
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Mr. Mayo, do you know if the administration will be cutting: $715
billion from the budget by the previous administration in January,
including $4.1 million military.

Mr. Mavo. Yes, sir.

Representative WipxaLn. This is somewhat along the line of the
questions asked by Senator Proxmire. Are they really cutting expendi-
tures or primarily postponements of certain programs which will have
to be reinstated at a later time ?

Mr. Mavo. I would consider, Mr. Widnall, that these are true sav-
ings in expenditures. There will be some instances in which the cuts
might look like just a postponement. For instance, the President in his
cutback announcement on construction, indicated that there should be
no expectation that when the public works deferment expired some
day in the future, everything would be made well, so to speak, after
the public works deferment expired. There is such a thing as a more
or less permanent postponement, I think, in the world in which we live,
where a project or a program can be developed more slowly than was
originally scheduled. You never have a final totaling of the books, so
to speak, in an instance like this. So, I think there are real savings
here, not just a damming up of expenditures that will suddenly flood
out at some later time. _

Representative Wipxarr. I think it is an extréemely important ques-
tion because it influences the post-Vietnam military budget and we
ought to be fully aware of what we are doing. Will we find that after
the war is ended we will have to defer some of the funds spent on the
war to finance programs that were postponed earlier to help fight
inflation ?

Mr. Mavxo. T am sure that

" Representative Wipxarr. I am not talking about military now.

Mr. Mavo. Yes; I understand. Yes. There will be some military
programs in the list of claimants on whatever, if we may use the
common term, peace dividend there is after Vietnam.

Representative WipxaLrL. Do you have any estimate as to the
amounts that will be involved ?

Mr. Mavo. No. I think the estimate is highly speculative at this
point. Figures have been bandied about, but T think it is just too soon
to try to make an evaluation until we know a little more of the shape
of the post-Vietnam period. Post-Vietnam may not be just something
that suddenly occurs as of a given date. There may be a transition
period, and you can draw all sorts of curves on how you get there.
Until we have some more positive indication of the way in which the
Vietnam problem will be ended, I think we should keep our estimates
fairly flexible.

Representative Winxare. I would like to come back to some ques-
tions that our chairman, Mrs. Griffiths, asked. You mentioned, Secre-
tary Kennedy, that congressional enactment of the continuation of
the tax surcharge, repeal of the investment tax credit, extension of
the present excise tax rates and the proposed imposition of new user
charges will produce $4 billion of necessary revenues. You go on to
say without positive congressional action, fiscal policy will not exert
the necessary restraints for effective inflation control. .

How do you propose to deal with inflation if these fiscal measures
are not enacted?
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Mr. Kex~xrpy. We would have to pursue, I suppose, stronger policy
on monetary restraint which would be very restrictive and very diffi-
cult to handle. To me it is unthinkable that the Congress would not

rovide the necessary tools to control this inflation. I think that the
ongress must act on these measures,

Now, if it does not act, we will have to go back to what we were
talking about before, Congressman Widnall. That is, we will have to
go back to more budget action on the part of Mr. Mayo, maybe moving
mto the field of controls of some kind. It is not a very pleasant thought
we are facing up to—lack of fiscal responsibility in the present
circumstances.

Mr. Mavo. Mr. Widnall, I might add that I hope I made it clear
in my prepared testimony how seriously we are committed to $192.9
billion of outlays, and also how difficult it may be to achieve that
particular figure, partly because of the uncertain fate of proposals
now before the Congress.

Beyond that, the President becomes increasingly limited in what he
can do on the budget side as the year progresses. If it is required that
he do more because, say, of a failure to pass the tax bill, as each month
passes 1t becomes increasingly difficult to achieve a given dollar cut
simply because we are dealing with, first, two-thirds of a year, then
only half a year, and then only a quarter of a year, and it 1s far, far
harder to achieve a billion dollar cut in, say, February, than it is a
$2 billion cut right now.

Representative Wimxarr. That is all. Thank you.

Chairman Grrrrrras. Senator Symington ?

Senator Symixceron. Thank you, Madam Chairman.

Secretary Kennedy, Director Mayo, it is a privilege to see you this
morning.

I have three basic questions, perhaps some additional questions
behind them, I would ask this morning.

First, why some months ago did this administration decide to recom-
mend a cut in the surtax from 10 percent to 5 percent come next Jan-
uary, for the last 6 months of this fiscal year?

Mr. Kexxepy. The answer to that question, Senator, is, that in
formulating the overall tax program, we recommended the elimination
of investment tax credit in lien of continuation of the surtax at the
10 percent rate from January to June. So, that recommendation was
a balancing factor revenuewise. We came out with more revenue than
we would if we had carried it the other way.

Senator SymuneTon. Now, the staff tells me that this surtax, if
passed, will take in a total in those 6 months of $2 billion. We know
the debt of the United States is some $365 billion. And has been
estimated as being $57 billion more than the debts of all the other
countries in the world combined.

I figured out yesterday just as a matter of interest, that the surtax
will bring us in around $100 a second but the Vietnam war alone today
is costing us over $900 a second. Why, therefore, as this war goes on
do you not recommend, if not increasing, at least continuing, the
surtax at its present level?

Mr. Kex~epy. Hopefully, we are trying to bring the Vietnam war
to an end and——
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Senator Syyrxcrox. Yes, but we have a great deal of testimony in
other committees that even if it does end, for a long period there will
be no substantial reduction in our defense costs.

Mr. Kexxrpy. Our objective, Senator, is to have a budget surplus
in which total receipts exceed total expenditures. The estimates that
we had, provided the Congress acts, would produce about the surplus
that we felt was the right medicine for this vear.

Now, that does not answer the question of what you do with Vietnam
or other war expenditures. It seems to me that is a separate question.
Tt does mean taxes. of course, and I think it was a serious mistake that
we had the expenditures at that level without having the revenue to
pay for them. So that the program that we now have at least would
be a surplus program, and I think that is what is required.

Senator Syarxarox. Well, you say a surplus program. You empha-
size the importance of gross national product which, with all due
respect. is in a sense, another way of expressing the growing inflation.
Regardless of the surplus, the truth is, however, that the larger the
debt. the less your ability to control the national budget. Is that not
a fair statement? ‘

Mr. Kexxeoy., Well

Senator Syarrxaron. Because of charges that vou cannot change?

Mr. Ken~epy. Tt is difficult to, in effect, make chanees in the budget.
I think in the defense area, where you are interested. you have com-
mented to the effect that our efforts have not been satisfactory or large
enouch from your standpoint. But these efforts have at least made a
significant cut in defense spending.

Senator Syyixerox. Well, let the record show that T am imvressed
with the efforts made by Secretary Laird to reduce the defense budget,
but that has nothing to do with the political decision as to what we
are going to do about this war. Regardless of the saving of a billion
dollars here or a half billion dollars there, the fact that we are spend-
ing $80 million a day in Vietnam is, in my opinion, occasion for your
problems and much of ours as representatives of the people.

Interest rates to business are at an unprecedented high level and,
according to mv constituents, some relatively small businesses are
actually now being destroyed by the tight money situation. The prob-
lem is particularlv acute in the housing industrv. As I understand it,
the savings and loan associations, have some $180 billion. Thev are
getting into trouble and they cannot lend money to promote the hous-
ing business. One of the leaders in this field told me the other day
that if they really got in trouble they could not pay out 3 percent.

So, we can estimate the theory of a balanced budget; but at the
same time, as our chairman, Mrs. Griffiths, pointed out, we are hav-
ing growing unemployment: growing failures in business; unnrece-
dentedlv high interest rates; and a steadily increasing inflation, I
think it is fair to say that the primary reason for this is the continuna-
tion of the tragedy in Vietnam.

Now. I do not. mean to criticize present officials on the basis of the
past. T do not think I have ever criticized this administration about it.
But I am intricued by vour testimony .that there does not seem to
be anv financial way out if we continue with these tremendous expenses
abroad.

On that premise, I wonld ask this question. Are we planning for a
recession as a way to handle our inflation?
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Mr. Kexyepy. No. We are trying to reduce the inflationary pres-
sures without causing the imbalance that would force us into a reces-
sion. The problem now, of course, will be to watch these indexes, to
watch the timing of this in order to make sure that that does not
happen. Fortunately we do have many kinds of measures that are
built into the structure—the automatic features of our budget. We
also have measures that can be taken budgetwise if that should happen
on monetary policy. But I think the real test will be to carry forward
this program to eliminate inflationary pressures and not push us into a
recession.

Senator SyarineTon. Could I ask one more question? Are you satis-
fied with the development of the SDR’s under the International
Monetary Fund?

Mr. Kex~epy. I think that was a major step forward, Senator. I
think a lot of work was done by the previous administration, so I
take no credit in that respect. We did move forward with it and we
were able to get a volume sufficient, I think, to take care of the mone-
tary needs for a period of time. I was pleased with the amount and
the early activation. So, I think that we will have more stability in
the international monetary markets now.

Senator Syarrneron. Thank you, Mr. Secretary. Thank you, Madam
Chairman.

Chairman Grirriras. Senator Percy ?

Senator Percy. I am sorry to report to my colleague from Missouri
that as a result of the football games a week ago the balance of pay-
ments between the senior Senator from Illinois and the senior Senator
from Missouri is badly tipped in favor of Missouri. But I hope I will
recover.

I am always happy to follow my former fellow businessman and
ﬁhough I am tempted to get into Vietnam, I will try to restrain the

eeling.

I would like to congratulate the administration first, on this budget
review. It is exceedingly helpful to have these periodic reviews and
I think having dealt with budgets most of my life, there is a remark-
able correlation between current estimates and your original fore-
casts with slight shadings and changes. But it has been a result of
very hard work and determined effort; and I believe it is exceedingly
helpful to point out to the Congress the dependence that you have and
reliance you have on restraints by Congress in certain areas in order
that you will be able to meet these figures and clearly point out the
areas where we can possibly exceed estimates, such as in the hunger
program which T participated in and contributed somewhat to your
problem in that area.

I think particularly the cutback of $314 billion in the military has
been hard but I think exceedingly wise and necessary.

I would like to ask this question, looking to the rather large picture
that Senator Symington pointed to on Vietnam. I am just wondering
whether with minor bites we are going to be able to solve this gap
between the domestic needs that we face which are tremendous in the
future and our expected revenue if we do not look at the underlying
premise behind our whole commitment program abroad—the defense
of the free world and the much discussed capability that we are sup-
posed to have of waging two major and one minor war simultaneously.
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If we could reduce that to one major war and one minor war you
might talk in terms of reducing our Armed Forces by 750,000 men or
a million men and that might be $10 billion to $12 billion in savings
right there. :

Is there thought being given inside the administration to appraising
our lovera,ll commitments that require this $80 billion military defense
level ?

Mr. Mavo. Yes. This, -Senator Percy, is undergoing very deep
thought at the present time within the administration, not just in the
Defense Department but in the context of a much broader look at the
entire environment in which we are operating as a nation.

Senator Percy. I have talked informally to members of the Armed
Services Committee about this overall commitment we have. I find some
of them deeply concerned about it, particularly in the area of the num-
ber of men we are maintaining under arms, because that just auto-
matically requires all the heavy support behind it. And if we can just
take the big bite rather than these little nibbles, cutting small programs
or parts of programs out here and there which never really get to the
heart of it, I would certainly feel there would be a tremendous amount
of support in the Congress for vour giving us a re-analysis of what our
commitments around the world should be and what we should try to
undertake in view of the nation-building job we have here at home.

Could you give us a feeling on housing, where we are going here? We
are caught between the necessity to reduce construction, of course, and
we are doing that at the Federal level. I think the 75-percent deferral is
a fine, wise program and necessary probably now. But to cut back in
domestic housing as much as we are and come down almost to a level of
a million homes when we are going to need 214 million on average for
the next 10 years to meet our basic needs, is very tough.

What do you see is the outlook for housing ? Have we reached a low
point and can that be one of the first industries to respond after we get
some of these other things under control ?

Mr. Mavo. Well, there are several points that could be made on the
housing front. I am not prepared to say we have reached the low point
on new starts, Senator Percy. They might still sag a bit more. I think
in part this is a reflection of a fact that we all know so well, that housing
is one of the areas that is more sensitive to tight money and one where
an increase of 1 percent in the interest rate makes a big difference be-
cause it involves long-term borrowing.

I might add—I must add, T should say—that as I look at the Federal
budget in terms of what we are doing in housing programs, I find that,
almost to the same extent that the increases in interest are uncontrol-
lable, we have some rather significant uncontrollable items. Even if T
were to suggest to Secretary Romney that we have to cut back in budget
spending on housing, he might be unable to do very much. In many
of these areas, his budget will go up by a figure well in excess of a half
billion dollars for housing aids in fiscal 1971 without lifting a finger
or making a new commitment, just on the basis of what is already
outstanding. '

Although this gives me some pain as Budget Director, it does, on
the other hand, represent a national commitment to housing that is an
important factor in our allocation of resources. )

Senator Percy. Secretary Kennedy
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Mr. Kexnepy. Could I just add, Senator Percy, one thought in
answer to the second part of your question? When things turn around
and the money does become available, housing will be one area that
will move very fast, based on past experience, to step into the breach. It
is quite a strengthening fagtor in the economy. It is very strong in
every community, not only in the urban but the rural areas.

Mr. Mavo. I think we also have to keep in mind that one of the
greatest beneficiaries of inflation control can be the person who is geing
to buy a new house. He is plagued now with a realization that even if
he has the money for a downpayment, and he is paying very high
prices for things in general, as all of us are, he is paying even more
when he is buying a new house because of high interest rates that will
affect his payments for the duration of the mortgage. We want to do
everything we can on the general inflation front to help him.

Senator Percy. Secretary Kennedy, I agree with you that it is
crucial that we extend this 5-percent surtax. We simply must do it. It
is, as you know, tied up in politics and it is tied up in tax reform.

I strongly support a tax reform bill. T think we have some gross
inequities. But I must say I am going to testify before the Senator
Finance Committee tomorrow and say stop, look, and listen at one
aspect of the tax reform that is in the House bill that I think can
severely damage and begin to destroy a part of the genius of the
American system. It can initiate a shift into Government sector, what
we are now doing which is the envy of the world in the private sector,
and I am talking about the changes affecting private philanthropy,
foundations, educational institutions, and personal giving which 1s

" personal giving to treasure as well as time and energy. This can hardly
be calculated as to the amount of voluntary contribution of effort and
energy that presently goes to our social and charitable institutions.

Secretary Finch has given the only really dramatic and positive
position paper on this particular point. I realize these provisions are
not a part of the administration bill, other than to the extent that you
have supported a 2 percent tax to cover the cost of auditing. I think
that will not cost you nearly that much to audit and I hope we can get
that figure down some more. But would you and Mr. Mayo care to
clarify what your feeling is on this matter. I think it is terribly impor-
tant to the Senate Finance Committee now and the entire Senate to
have the administration’s position made as clear as possible as to how
you do look at anything that will undercut private philanthropy, will
undercut the voluntary nature of American society and life which I do
consider is real genius. DeTocqueville was the man who discovered
that and what he said in 1832 is just as true today. If we start to
erode that, we have really cut in at the heart of America and how we
conduct our philanthropy as well as our business and everything is
going to end up down in Washington, I am afraid.

Mr. Kexxepy. I would make this comment, Senator, that I would
agree completely with you that we need to continue preference for
charitable giving. Foundations, and so on, have done a tremendous
amount of good in our country, and I would not want to see a tax bill
that would do damage.

On the other hand, there are some changes that can and should be
made as you, I am sure, would agree. It would be the task of the Senate
Finance Committee to make what changes are necessary in the House
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bill in order to keep that bill from causing the damage that you
foresee. And those chariges are not too difficult to make and they would
not impair the value of tax reform. I happen to have received Secretary
Finch’s letter and we answered his letter. In general we agreed with it.
As the House bill works its way through the Finance Comimittee, I am
sure that those changes will be considered and your testimony should
be appreciated there.

Now, we need tax reform. We must act promptly on it. We do not
want to get into the delaying tactics of keeping the investment tax
credit and the 5 percent extension because that will cut revenues. They
are badly needed. And I would hope that whatever political considera-
tions there are, and that is in your field, not mine, that that would be
worked out and we would get some prompt action. It can be done.
And I would like to see the Senate move forthwith.

Senator Percy. Well, I would be willing to eat Christmas dinner
in Washington as much as that might interfere with our family
plans if it would help finish a tax bill.

Mr. Kennepy. I will join you. We will have dinner together.

Senator Percy. We have got to know where we stand on this and
we have got to let the American public and the business community
know where we are, both from the standpoint of what we are going
to appropriate and also what our tax structure is. But I realize we
have got a big job and I hope we will try to do it as expeditiously as
possible with your guidance and help.

Thank you.

Mr. Kexnepy. I would like to make one further comment, Senator,
on that tax bill with respect to reform. It should be balanced out. Tt
should not be a tax reduction bill in the light of the inflationary
difficulties we are discussing here. And that is the real danger and this
is where we have got to have statesmanship all the way through.
Because in the economic climate that I see, I think it would be very
bad to have that as a tax reduction bill.

Senator Percy. Thank you.

Chairman Grrrriras. Mr. Conable?

Representative Conapre. Thank you, Madam Chairman. Sitting
down at the end of the line, of course, most of the obvious questions
have been asked.

I have been sitting here and musing a little philosophically about
Senator Javits analogy to a Scylla of recession and Charybdis of infla-
tion, and I was thinking that you gentlemen must have an awful lot
of back seat drivers as you trace this perilous course, not just in the
Congress, of which this committee is probably a microcosm, but also
in the business community. I sympathize with you. It would be a
tough enough job if you had complete control of the ship. Here you
have all the economic crosscurrents that are imperiling the voyage and
you also do.not have complete control of the crew.

With all this back seat driving, you two gentlemen are responsible in
very large degree for the adoption of the unified budget concept.
Although it was adopted during the Johnson administration, you
both worked on it and strongly supported it. Then you were thinking
as economists as you were both deeply involved in financial circles.

Now you have to think politcially, also. I wonder if you ever some-
times regret that we have a unified budget concept and are now talk-
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ing about a surplus and trying to maintain a surplus rather than hold-
ing down the deficit that we would be talking about if we still were
talking in terms of the administrative budget? It seems to me that
politically you are in a very strange position to be talking about sur-
pluses and I would like to report, if you do not know it, and I am sure
you do, that the discovery that we had a greater budget surplus—under
the unified concept, that is—than was originally anticipated, had a
major impact on the fiscal restraint that the administration was asking
for with respect to the education bill in the House.

So that political considerations certainly are now something that
you are having to deal with in the psychology of fiscal restraint as it
applies to the unified budget concept.

Do you have any comments to make about that, Mr. Secretary ?

Mr. Kenneny. Yes, I do. I think that the effort of the unified budget
was a very productive one and that it——

Representative Conapre. Certainly in economic terms, I agree.

Mr. Kex~epy. In economic terms and in giving the figures so that
they could be understood. I think that the word surplus or deficit is
where we probably have our real problems. One problem in understand-
ing arises when there is a surplus at the same time the debt is increased.
This problem keeps coming back from congressional members and
that is the one I think you allude to. But at the same time, a problem
in understanding arises when the budget figure shows a surplus while
the debt is going up. That is a hard one to answer.

The figures are all in the budget. Perhaps we have been hit by at
least the congressional end on the basis that, with their preference, the
old administrative budget, which they understood, would be more effec-
tive in selling programs. I have not discussed this with Mr. Mayo. I had
a long discussion on it yesterday. As a matter of fact, it was on the
same question that you are giving me.

Representative Coxasre. I notice in your statement the word “sur-
plus” appears many times and .

Mr. Kexxepy. Well, that is probably where we might have to change
terminology or something. From an economic standpoint it is the
impact of Government programs on the economy. Trust accounts are
also involved in this.

I will ask Mr. Mayo to comment on that. He has more of a problem
than I do.

Mr. Mavo. I have no regrets about what we came up with in the
Budget Commission, Mr. Conable. I think we recommended the right
thing and I think it is just as right today as it was then.

I recognize that, as the Secretary mentioned, there is a difficulty in
explaining why the debt subject to limitation goes up, the way we de-
fine this debt, at the same time there is a budget surplus. The point, I
think, is that we should be careful how we define debt. We went through
all that earlier this year and failed to convince the Congress that we
should define debt as debt. Involved, I think, is, as the Secretary sug-
gested, the economic concept, of the unified budget as a measure of the
impact of Government activities on the economy.

Perhaps as important is that the whole point of the budget com-
mission and the whole point of coming up with a unified budget was to
eliminate, insofar as it was possible, the confusion caused by three
different budget concepts that existed before. In January of 1967, for
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example, the Associated Press reported in terms of the administra-
tive budget; the United Press carried the story based not on the ad-
ministrative budget but on the cash budget; and the Washington Post
and New York Times emphasized the budget based on the national in-
come account. So, depending on which paper you picked up, you could
draw different conclusions.

I think this was creating undue confusion in an area that is by defini-
tion somewhat confusing anyway. So, I feel very strongly, not just
because of my association with the budget commission, but also in my
present capacity, that the unified budget is the best way to present these
figures, and I say that with no intention of disguising the fact that if
you were to take out the trust fund surplus from the 1970 estimates,
you would have a substantial deficit in the budget this year. You would
have had a deficit last year. You would have had an even bigger deficit
in 1968 than the $25 billion that we experienced.

So, I feel again that from a budget standpoint we are talking about
resource allocation and the best way to allocate is on the basic of as
comprehensive a definition of the Federal budget as we can get.

I feel it is important to look beyond the mere technical distinction
between trust funds and Federal funds.

Representative Coxaere. I am not quarreling with the economic ra-
tionale and I hope the confusion we have over the unified budget is a
temporary one. I am thinking about the psychology of fiscal restraint.

Mr. Kex~xepy. Selling the taxpayer.

Representative Coxapre. You gentlemen have a real problem with
back seat drivers who say, “The No. 1 domestic problem is inflation
and do something but you do not do anything that will have any con-
sequences.” That is the problem that you are faced with. It is a psycho-
logical and political problem. I would like to tell you that here is one
member that feels that tough measures are in order for the administra-
tion and I will support tough measures. I acknowledge the fact that
you cannot make an omelet without breaking eggs. I do think that in-
flation is the No. 1 problem and I want to compliment the administra-
tion on what it has been doing to fight inflation generally. I think we
have got to quit pussyfooting about the probability that there may be
some discomfiture in the course of trying to get inflation under control,
I want to see it under control sooner rather than later because I do not
want prices stabilizing at the higher level that they will achieve at if
we wait.

g 1Idi:hink we have got to move fairly vigorously and toughly in this
eld.

Let me ask you—Senator Percy discussed the problem of the home-
builders to a certain extent. Are there ways in which we can mitigate
the hardship in this particular industry ¢ Homebuilders are not being
discriminated against because they will benefit, of course, from getting’
inflation under control as you pointed out so well, but which, of course,
has got to be the point of the fight against inflation as long as monetary
policy is a very substantial part of that fight. T am sure that this s
something that you have been concerning yourself with and I know the
homebuilders descended on Washington last week and had all sorts of
suggestions, some of which were somewhat inflationary themselves.

I wonder if you, Mr. Secretary, have any suggestions of ways in
which we can mitigate their plight while not changing the basic course
of the fight against inflation.
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Mr. Kexxepy. We have been discussing various problems facing the
housing industry with the homebuiders and the other groups. “%%ave
no answer that will remedy the situation at the moment. There are
piecemeal actions that might be taken into account. I think in the last
financing we were quite aware and quite concerned about causing dis-
intermediation which would take even the short supply of funds out
of the savings institutions. And there are proposals being discussed to
solve this problem, but we have no answer at the moment.

Representative Coxapre. That is all, Madam Chairman.

Chairman Grrrriras. I understand that the technicians consider
as a rough rule of thumb that when the general price level goes up 1
percent, the cost of running the Federal, State, and local governments
goes up between 114 to 2 percent.

Since prices have been rising recently between 5 and 6 percent per
vear, this suggests that the cost of running the Government is up
somewhere between 714 to 10 percent. This amounts in dollars to
between $15 and $20 billion in the Federal budget. Yet, the increase
in expenditures in fiscal 1969 to fiscal 1970 is only $8.6 billion.

Does this imply that we have to face an exceptionally large increase,
perhaps $20 or $30 billion, in the next fiscal year to catch up with
expenditures not allowed in the current fiscal budget or does it mean
in real terms we are passing on the burdens of inflation to the bene-
ficiaries of Government programs, including the aged, those on wel-
fare, and the States and localities whose budgets are already allocated ?
To me the figures imply that somebody is paying a high cost for
inflation through reduced Government benefits and what I want to
know is who is paying ? . :

Mr. Mavo. Well, that is quite a large order, Madam Chairman.
In the first place, I am not familiar with the rule of thumb you
stated. Also I am by nature, I guess, very cautious about ruies of
thumb. ' .

But to get down to the specifics, your point is well taken, that there
is a substantial increase in Government spending as a result of the
inflation. I would not pretend to measure 1t precisely. We know that
the very inflation we are talking about is the reason why pay com-
parability of Federal employees, for instance, requires us to spend
nearly $3 billion in pay raises for this fiscal year that were not in
last year’s figures.

We know that the erosion of buying power due to inflation is the
reason why President Nixon has asked for a 10-percent increase in
social security effective April 1.

We know that the civil service retirement fund has an automatic
escalator for benefits that are tied to the cost of living. And we know
that procurement and many other things go up not only in the Federal
sector but in other areas.

So, your point is well taken, and I would illustrate the point even
further. If you take the relationship of total Government spending
to the gross national product, it is shrinking somewhat at the present
time despite the costs of the Vietnam conflict. We estimate for fiscal
1970 that the budget outlays will be 20.2 percent of GNP as against
21.6 just 2 years ago, fiscal 1968. This is a manifestation of the same
sort of thing you are talking about.

37-795—70—3
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I would also add that national defense purchases of goods and
services—and this is something that is surprising to many people—
are declining. They have declined from 9.1 percent of GNP 1n 1966-67,
to less than 814 percent at the present time, both figures being substan-
tially less than, say the 10 to 13 percent we spent on national defense
in the 1950%s. I bring that in just as a footnote to some of the earlier
discussions here.

In terms of overall Government spending, I think the point is very
clear that each program in turn must be reevaluated in terms of in-
creases that occur because inflation has forced higher costs on those
programs. We are doing that as a regular process in the budget reviews
which are going on right now for fiscal 1971.

Chairman Grrrrrras. In the summer review. of the 1970 budget
the surplus is currently estimated at $5.9 billion compared——

Mr. Mavo. Yes.

Chairman Grrrrrres. To $3.1 billion actually for fiscal 1969 ; is that
not right? '

Mr, Mavo. Yes, that is correct.

Chairman Grrrrrrirs. Superficially this looks like a more restrictive
budget but two-thirds of the more than $5.9 billion is contingent on
legislation, is it not?

Mr. Mavyo. That is correct.

Chairman 'GrrrriTs. Does not this mean that there is considerable
uncertainty as to whether the fiscal 1970 budget shows any improve-
ment as far as surplus is concerned ?

Mr. Mavo. Well, there is certainly uncertainty among business-
men, among citizens, among financial markets—where it is perhaps
the most obvious—as to where not only the tax bill but where the
appropriations bills are going as they wend their way through the
congressional process. And I would say that not only is it terribly im-
. portant for fiscal responsibility that these uncertainties be resolved in a
favorable way, but that this be done as soon as possible because un-
certainty is not really the way to achieve optimum economic growth.

Chairman Grirrrrms. Actually, if you had the $5.9 billion sur-
plusis not it really less restrictive than the last budget ?

Mr. Mayo. Than the $3.1 billion ¢ No, I do not think so, although I
would join you in the point that each dollar does not necessarily have
the same anti-inflationary or inflationary impact. You would have to
look at individual programs and individual taxes to come to a firm
conclusion on that. :

Chairman Grirrrrms. If you were to prorate the 1970 budget over
the fiscal year, is it not true that the seasonally adjusted balance in
the budget would show a declining surplus?

Mr. Mavo. T am not sure that our figures are too good on the sea-
sonal adjustment factors to point that out, but I would like to, if I may,
take a look at that, and maybe insert something in the record on
seasonally adjusted.

Chairman Grrrrrras. Without objection.

(The information referred to and subsequently submitted,
follows:) ‘

Monthly and quarterly data on the unified budget basis are available only

for the fiscal years beginning with 1968. This is too short a period to permit
the development of reliable seasonal adjustment factors.
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If the seasonal patterns of fiscal years 1968 and 1969 are repeated in fiscal
year 1970, except insofar as proposed changes in tax laws would affect the
pattern, the unadjusted quarterly budget receipts, outlays and surplus (or
deficit) in fiscal year 1970 will be :

{In billions of dollars}

Surplus or

Receipts Outlays deficit (=)

Firstquarter. ... e 47.9 50,4 =2.5
Second quarter. S 43.2 47.2 —4.0
Third quarter__._... —a- o - 45.5 47.1 —1.6
Fourth quarter 62.2 48.2 14.0
Total for year 198.8 192.9 5.9

Mr. Mayo. We, of course, pay attention to the seasonal adjustment
but our business is basically the dollars themselves with reference to
the way that our books are kept, if you want to put it that way ; that
is, without seasonal adjustment. The seasonal adjustment is done as
a separate economic exercise.

Chairman Grrrrrras. But the real truth is that the Government is
largely responsible for the inflation and I sort of go along with the
theory that it is. The 1970 budget is really not as restrictive as it
probably should be to stop inflation, is that not true? :

Mr. Mayo. Well, we are trying to tread this narrow path that Sena-
tor Javits was referring to and I am loath to suggest that a surplus
of $9 billion or $11 billion or $2 billion would be a precisely better
or worse surplus than the six. The surplus is a temperature gage but
only one.of a whole list of temperature gages.

Chairman Grirrrras. If the tax bill were actually passed as the
House wrote it with the reductions in it, since I understand that there is
no estimate made or an allowance made for economic growth.or infla-
tion, can you tell me or give me any inkling of what the loss in revenue
would be over the next 10 years?

Mr. Mavo. I do not have such figures. T am not sure if the Secretary
or Mr. Weidenbaum do. I was not even aware that such estimates as
T have seen did not have a growth factor in them.

Chairman Grrrrrras. I would like to ask you one more thing. We
were discussing the decrease of Government employees. Is it true that
more Government work is now being contracted out ?

Mr. Mavo. Any effort to keep severe restrictions on the number of
full-time permanent Federal employees may possibly elicit certain
responses from a person managing a program. If you are in the De-
fense Department you may scratch your head and see if you cannot
get a sergeant to do the job rather than a civilian employee of com-
parable grade. In certain cases you may be able to get more temporary
employees, rather than permanent employees. In still other cases, you
may try to resort to contracting out.

We have fairly stiff regulations on contracting out in the Budget
Bureau. We are the first to admit that even with those stiff regulations,
there is pressure in this direction and we are working very hard at
controlling it.

Chairman Grrrrrras. Well, will you answer in the record, then,
whether or not you consider this more expensive than in hiring the
employees by the Government ?
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Mr. Mavo. Yes; I will be glad to put something in the record.
(The following statement was submitted by the Bureau of the
Budget :)

CONTRACTING OQUT

Bureau of the Budget Circular A-76 dated August 30, 1967, sets forth the
basic policies to be followed by the executive agencies in determining whether
commercial and industrial products and services used by the Government are
to be provided by private suppliers or by the Government itself.

Contracting out to avoid personnel ceilings is clearly prohibited by the Cir-
cular, the pertinent paragraph of which reads as follows :

“4, Scope. This Circular is applicable to commerecial and industrial products
and services used by executive agencies, except that it:

“a. Will not be used as authority to enter into contracts if such authority does
not otherwise exist nor will it be used to justify departure from any law or
regulation, including regulations of the Civil Service Commission or other ap-
propriate authority, nor will it be used for the purpose of avoiding established
salary or personnel limitations.” (Emphasis supplied.)

Budget Circular No. A-64 on the subject of position management and employ-
ment ceilings also provides a clear directive on this matter in section 4d:

“d. Any decision to substitute the use of service contracts for direct employ-
ment, or to change the proportionate use of full-time (permanent or temporary),
part-time, or intermittent employment must be based on considerations of effec-
tiveness and economy in administering Federal programs, and must not be used
as a device to avoid compliance with the ceilings.”

On the maitter of relative costs, in-house vs. contracting out, the Circular is
also clear. Paragraph 5.e. provides that:

“A government commercial activity may be authorized if a comparative cost
analysis prepared as authorized in the Circular, indicates that the Government
can provide or is providing a product or service at a cost lower than if the
product or service were obtained from commercial sources.”

Paragraph 6. of the Circular provides: .

“Commercial sources should be relied upon without incurring the delay and
expense of conducting cost comparison studies for products or services estimated
to cost the Government less than $50,000 per year. However, if there is reason
to believe that inadequate competition or other factors are causing commercial
prices to be unreasonable, a cost comparison study will be directed by the agency
head or by his designee even if it is estimated that the Government will spend
less than $50,000 per year for the product or service. A Government activity
should not be authorized on the basis of such a comparison study, however, un-
less reasonable efforts to obtain satisfactory prices from existing commercial
sources or to develop other commercial sources are unsuccessful.”

“Cost comparison studies also should be made before deciding to rely upon a
commercial source when terms of contracts will cause the Government to finance
directly or indirectly more than $50,000 for cost of facilities and equipment to
be constructed to Government specifications. Cost comparison studies should also
be made in other cases if there is reason to believe that savings can be realized
by the Government providing for its own needs. Such studies will not be made,
however, if in-house provision of the product or service, or commercial procure-
ment thereof, is clearly justified in accordance with other provisions of this
Circular.”

I believe that these directives are unequivocally clear in setting forth the pol-
icy to be followed by the agencies of the Executive branch in determining activ-
ities to be performed in-house and/or by private enterprise.

The intent of these directives is to make contracting out no more expensive
than direct hiring by the Government and to prohibit the use of contracting out
to ‘avoid personnel ceilings.

Chairman Grirrrras. Thank you.

Senator Proxmire?

‘Senator Proxmire. I would like to join in congratulating you gen-
‘tlemen on being the principal movers in providing our unified budget.
T think that was a great contribution and Mr. Kennedy, you were the
-chairman, as I understand it, and Mr. Mayo was the executive direc-
:tor .and certainly most responsible——
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Chairman Grrrrrras. Pardon me, Senator Proxmire. Representa-
tive Brown, who is a member of our full committee, has just come in.
We welcome your presence, Mr. Brown.

Representative Browx. I arrived to discover the same people but
discovered it was not my subcommittee. However, with your indul-
gence, there is one question I would like to ask just for your comments
on what can be done about the problem.

Chairman Grrrrirrs. Without objection, the committee invites you
to ask any questions you like.

Representative Brow~. Thank you, Madam Chairman, and mem-
bers of the subcommittee, I appreciate your hospitality.

Have you had any rethinking, Mr. Secretary, oni the wisdom of the
total budgetary limitation that the Congress has passed which limits
the President in what he can spend but does not limit the members of
Congress on the appropriations for which they can vote, and, there-
fore, finds the President in a political whipsaw which provides the
opportunity for members, all of us, to beat their breasts and view with
alarm over any reductions proposed in certain areas and vote over
the budget for appropriations m other areas and yet know that the
President is faced with the necessity of restricting total spending to
$192.9 billion ¢

Mr. Kexnepy. Iam sureIdohave concern and Mr. Mayo has double
concern. Would you like to comment on that?

Mr. Mayo. Well, as you know, Mr. Brown, the administration pre-
ferred just as it did on the personnel side, that the Congress recognize
the President’s firm intention to keep budget spending at $192.9 billion
and not impose a limit itself. The limit that was enacted was $191.9
billion plus a $2 billion kitty, if you please, for uncontrollables, most of
which has now been used up. So the legal limit is already above the
President’s own ceiling, which he is determined not to exceed.

But we feel much as you suggested, that it is a very difficult sort of
situation where an overall limit i1s imposed by the Congress, yet appro-
priation bills are passed which, when the expenditure effects are added
up, exceed, perhaps significantly, the total ceiling. This gives us a
responsibility which we are glad to have but we hope to share more
with the Congress.

We continue to urge the Congress, therefore, in specific appropriation
bill testimony, that the President’s budget requests be adhered to. If
they are not, then we may be forced into the very awkward position
of reserving funds for specific programs and making further cuts in
order to keep within the limits.

Representative Brow~. In a happier day or perhaps a day with a
different set of problems, at least, Congress used to suspect that the
various departments and the administration totally padded their budg-
et requests in order to make allowance for the fact that the Congress
was in those years inclined to cut budgetary requests when the Congress
approved appropriations. Have you given any thought to the possibil-
ity that you might hew a little hunk of bone off here and there in the
thought that the Congress is probably going to add to the allowances
that you have made when they get into the appropriation procedure
on your budget requests? )

Mr. Mavo. I thought your line of questioning was going to go in
little different way, that you would suggest that maybe we should pad
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tl};e budget to give you folks some place to cut so you would feel better
about it.

Representative Brown. That is the way it used to be done. It used
to go in the other direction in other days. We have reversed our roles
in this procedure, however, in recent years, and I wondered if you
thought of reversing your role to the extent of recommending in your
budget less than maybe the minimum so that the Congress could take
the credit with their constituents for putting that back in and then
we could all still live within the budget and everybody would be happy
economically and politically, too.

Mr. Mavo. Well, I am not sure it would work out that way. My
policies have been to submit the very best budget estimate that T know
how to make and not attempt to play games with padding the esti-
mates on the one hand or making cuts that we had good reason to
believe would be restored on the other. I think the Congress is entitled
to our best judgment. Otherwise, the whole process becomes a loss.

Representative Browx. And then if they do not follow your advice
it becomes the responsibility of the Congress, I suppose.

Mr. Mavyo. Yes.

Representative Browx. That would be your attitude. Except that
we managed to put this total limit on which now adds another dimen-
sion to the thing. I wonder if at any place along the line anybody
1s going to point out how much more Congress appropriated in total
than the President allowed and how much had to be cut by the
administration?

Mr. Mavo. I think it will become clear as we go through the year.
We are talking, of course, on the basis of only one appropriation bill
having passed the Congress. Only the Treasury-Post Office bill, has
been enacted, so all the returns are not in. But as I indicated in my
statement, the possibilities at this stage are not particularly
encouraging.

Representative Brow~. Maybe what you ought to do or somebody
ought to do, some unbiased observer like the press ought to keep a box
score on every Member of Congress to see if his individual voting with
reference to appropriations matters kept within the budget or was
irresponsible with reference to the budget and that would at least
entitle us to talk out of one side of our mouths on the legislative side
and just as it may keep the administrative side talking out of one side
of its mouth, too.

This is the extent of my questioning, Madam Chairman, and again
I thank you all very much for your kindness. :

Chairman Grrrriras. You are quite welcome, Mr. Brown. Senator
Proxmire, you are again recognized.

Senator Proxyire. Having congratulated you on the unified budget,
Mr. Mayo, now I would like to say it is not very reassuring when the
only reaction the administration has in the event that unemployment
increases very sharply is that you would reverse this construction cut-
back which, as we pointed out, has had a very minute effect, $200
million, equal to 4 days of the Vietnam war. Obviously, it is not going
to do much to provide the kind of jobs that we would need in the event
unemployment rises. And you see what concerns me about it, and I
think it should concern the administration very much, that if we felt
confident, more confident than we do, that the administration would
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act decisively and effectively in the event unemployment starts rising
sharply, I think you would get more support for your revenue measures
and your expenditure measures designed to overcome inflation.

T suspect that the really great difficulty you are going to have with
the tax bill in the Senate will depend on what happens to unemploy-
ment figures in the next month or two, and if there is no feeling the
administration has any program to deal with this effectively in a big
and sharp and decisive way, it would seem to me that it is going to
be difficult to expect the Senate to go along on what could be construed
as a deflationary recommendation.

Mr. Mavo. Senator Proxmire, I might say that just because I men-
tioned the Federal construction cutback as an example, it is not neces-
sarily the only

Senator Proxare. What else is there ?

Mr. Mavo. Well, of course, there are some automatic stabilizers as
we all know. Unemployment compensation is one case in point. I would
also mention that although we have not constructed a specific set of
plans as to what we would do if the economic indicators begin to
exhibit certain patterns, it is quite obvious that our approach would
change. For instance, certain manpower programs cou d quite logi-
cally be expanded, and training programs could be speeded up
somewhat.

Senator Proxare. I would certainly like to see a specific series of
plans. For example, I think the last administration started working on
a program to meet the economic problems to develop after Vietnam and
I l'i\rlesume you are carrying on in that area.

r. Mayo. Yes.

Senator ProxmIRe. But it has been quiet, anonymous. We have not
heard very much about it and it seems to me something like this might
be useful and helpful. We hope that the Vietnam war is going to wind
down and, of course, the President does, too.

Mr. Mavo. To continue with my previous comment for a moment,
we have some options on the construction side, too. Not only would
the reversal of the 75-percent cutback have some significance, but, as
I indicated earlier, Senator Proxmire, the policies of the preceding
administration on Corps of Engineers and on reclamation were re-
strictive in earlier years. Changes there could add buoyancy to the
economy, if necessary.

T want to emphasize, however, that we are not planning for a reces-
sion at this point. We feel that the economic adjustments will be suffi-
ciently gradual that we can cope with them as they come along.

Senator Proxyire. Now, one of the reasons why I am concerned
about this, the distinguished gentleman on your right, Secretary Ken-
nedy, is Mr. Murray Weidenbaum, who we know well, an extraordi-
narily able economist who has testified before this committee before.
He made a speech yesterday in which he said this:

September results on the job situation, just released this morning, indicate
that we may be returning from overheated, overemployed condition to more
sustainable employment levels. The unemployment rates in September reached
4 percent.

Now, this seems to indicate that the administration feels that 4 per-
cent, 414 percent, this area, may be sustainable and may be the kind
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of level with which we are going to have to live for a long time. Does
not the administration have a program for cracking into the struc-
tural elements that scem to give us serious inflation when we get
below 4 percent, something which we have confidence in, some way
we can move toward getting our unemployment rates below their
present level without inflation? Four to 414 percent means a lot of
very, very unhappy Americans. Three million of them, including
many members of the minority groups.

Mr. Kennepy. If T may make one comment and then I will turn
the microphone over to the man who caused this question to be raised,
I think you stated a very important point. We must somehow provide
the answer by qualifying a large number of people for gainful em-
ployment. These training programs and the efforts in our cities should
move forward very quickly.

That is one area that is being considered when things start to change
where you should move very quickly and carefully to increase your
efforts. They are spending as much as they can now with the budget
situation as it is. But you might want to talk about the unemployment
rate, Mr. Weidenbaum.

Mr. WemensaUM. It is always a pleasure to discuss economics with
the Joint Economic Committee. I should caution the committee, of
course, not to read too much into the speech that I gave yesterday.
My main point there in that part of the speech you recited, Senator,
dealt with the fact that as we examine the American economic history,
a-4-percent unemployment rate compared to a 314-percent unemploy-
ment, rate, has generally been associated with periods of greater price
stability. As the Secretary indicated, we are not engaged in recession
planning, in good measure because that is not our expectation.

However, consistent with that I should like to point out that the
administration has taken a number of steps, some of which require
congressional action, to strengthen the ability of the American econ-
omy automatically to adjust to softening in economic activity.

Senator Proxmrre. Let me come to that in a.minute, but first, let
me point out that you refer to a more sustainable rate in the employ-
- ment situation just prior to the Vietnam expansion. I want to know
what you mean by just prior but in 1963 we had 5.7-percent unemploy-
ment ; 1964, 5.2; 1965, 4.5.

Now, those were perhaps acceptable at that time but in view of
developments since then, to go back to this area of 414 to 5, 514
percent, it seems to me, would be really cruel and something we simply
cannot accept.

Mr. WemeNBauM. Senator, I certainly did not have in mind an

extrapolation of the rate. My statement was—please keep in mind the
basic speech was on tax policy and in a sense this was an aside.
- Senator Proxmire. I did not mean to pick on your but it is so hard
for us to get hard figures and I do not blame you gentlemen for shy-
ing away from them. Here we have a figure that is fairly hard, so T am
trying to find out if this is apparently the attitude of the administra-
tlon, it seems to be that we can go along with this 4 to 5 percent
unemployment perhaps because that is necessary if we are going to
have stable prices. Is that an unfair statement ?

Mr. Wemensaunm. That is not quite the way I would put it, Sena-
tor. My point was a far smaller one and that is that as T examine
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American economic history in recent decades, I find that a 4 percent
unemployment rate is usually associated with a less inflationary con-
dition than a rate such as 315 percent.

Senator Proxmire. All right. Now, Mr. Kennedy, let me move into
what the administration really has done that is new. Back in the
1950’s we had much higher unemployment. The Eisenhower adminis-
tration had great trouble coping with it. Thay did a fine job in many
respects, but in this respect I think many of us felt it was not adequate,
and even in the 1950’s, as I pointed out, unemployment was high.

Now, what new program is there that the administration has that
can really change this situation? Senator Javits properly pointed out,
and I would have if he had not, that we no longer have wage-price
guidelines, no longer jaw boning by the President, no longer this kind
of effort to hold down prices to the administrative price area or put
pressure on unions to settle for more reasonable wage levels. Under
these circumstances, it seems to me fairly clear that we ave likely to
get a higher level of unemployment and a steeper rise in prices than
we would have if we had that kind of effort by the administration.

Mr. KexNepy. Senator, in connection with your point on programs,
the tax bill itself maximizes receipts over the period where inflation,
not deflation or recession, appears to be our very serious threat. In
other words, with the ending, as we recommended, of the surcharge next
June, extension of 5 percent to June and then terminaton of the sur-
charge provided in the tax reform bill as it passed by the House, the
revenue holding measures come into immediate play like the invest-
ment tax credit. The phasing out of many of them would be coming
in a period when the economy would have turned the corner and 1t
would have a stimulating rather than a deflationary effect as would the
enactment of the family assistance program in the reform of our
welfare system.

Senator Proxmire. The President recommended family assistance
go into effect January first, 1971?

Mr. Ken~epy. That is right. That is the time when it would be going
into effect. Then there are other areas. The enactment of the proposals
to modernize the Federal-State unemployment insurance system would
provide some automatic stabilization.

Senator Prox»ure. Well, automatic stabilization but that automatic
stabilization will only work to the extent that we have a deficit, to the
extent that we have—I mean, very largely to the extent that we have
a deficit. After all, if you are going to spend $4 billion that is the
recommended addition to the family assistance program, this would
tend to unbalance the budget ?

Mr. Kexxepy. If you

Senator Proxarre. Unless you cut out

Mr. Kexxepy. If you are talking about a turn in the economy, Sena-
tor, you will have a fairly quick imbalance in the budget because tax
revenue falls off very fast and expenditures escalate on the automatic
expenditure side. So, there is a built-in, as you well know

Senator Proxyire. Well, that is right.

Mr. Kex~epy. That is already there.

Senator Proxmire. I understand that. But you see the difficulty is
that the administration seems to be relying on these automatic factors
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with very little dynamic action on their own part. They are relying on
kind of a passive acceptance of the stabilizing effect of unemployment
compensation. You do have this new family assistance program that
will go into effect at a fairly modest level more than a year from now.
But by and large, it is hard to see anything that really is going to cope
effectively with the kind of rise in unemployment we may be experienc-
ing, especially if the Vietnam war cools off as all of us hope and pray
it will.

Mr. Kex~epy. The way I see the economic situation is just the
reverse from the kind of a picture you are painting. You are talking
about contingency planning and I agree.

Senator Proxmire. I think we ought to be prepared for every-
thin

M%. Kex~epy. My view is that moving as fast as we are with tech-
nology and the pending demand that everyone has in our economy as
well as worldwide, demand for almost everything imaginable, change
in monetary policy in this kind of a climate can push economic activity
up very, very fast. It is an entirely different situation than one you
have over a longer period of time. '

Senator ProxmIRe. You know the famous reaction that Chairman
Martin had to this kind of thing when he was asked why he did not
rely more on monetary policies to stimulate a sluggish economy. He
sald, you cannot push a string. In other words, monetary policy is
pretty effective—supposed to be pretty effective—in holding down an
expanding economy but when you

Mr. Kennepy. I was thinking that, given the needs for worldwide
markets to satisfy the expectations of people in every walk of life, it
would move much faster than when he was talking about the string.

Senator Proxmire. Thank you, gentlemen, very much. I just want
to conclude by saying I would hope that you would give some really
serious consideration to working up a program, a comprehensive pro-
gram to meet the possibility of a serious unemployment problem aris-
ing. T am somewhat surprised and unhappy that the administration
does not have that kind of thing in mind and thought out rather
carefully.

Chairman Grrrrras. I would like to thank you very much for com-
ing here and helping us.You have been very kind and quite responsive.

This committee will now adjourn until in the morning at which time
we will hear Mr. Moore, Commissioner of the Bureau of Labor Sta-
tistics, and Mr. Fabricant, Director of Research for the National
Bureau of Economic Research.

(Whereupon, at 12:30 p.m., the committee was adjourned, to recon-
vene Wednesday, October 8,1969.)
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The Subcommittee on Fiscal Policy met, pursuant to recess, at
10:05 a.m., in room (—308, New Senate Office Building, Hon. Martha
W. Griffiths, chairman of the subcommittee, presiding.

Present : Representative Griffiths and Senator Proxmire.

Also present : John R. Stark, executive director; James W. Knowles,
director of research; Loughlin F. McHugh and Courtenay Slater,
economists; and Douglas C. Frechtling, economist for the minority.

Chairman Grrrrrras. The committee will be in order.

Gentlemen, I would like to welcome both of you. I am very happy
to have you here. ‘

This morning the subcommittee continues its study of the budget,
inflation, and full employment by inquiring into the anatomy of
inflation.-

We shall be concerned not with the movement of some single
price index but with how the process of inflation moves through the
complex network of thousands of prices, wage rates, profits, unit costs,
and other economic factors. We shall be concerned with whom infla-
tion affects; in what sequence do various prices, say, of raw mate-
rials, semifinished goods, finished products, or services begin to move;
and, if we succeed 1n moving toward more stable prices, how will we
detect success.

We have today two outstanding experts to help us comprehend the
processes of inflation. Our first witness is Dr. Geoffrey H. Moore,
Commissioner of the Bureau of Labor Statistics, Department of Labor,
who is both a distingunished economist and statistician, and who was
the recent president of the American Statistical Association. Our
- second witness is Dr. Solomon Fabricant, Director of Research at the
National Bureau of Economic Research, an outstanding economist and
student of economic processes. Both of our witnesses this morning are
well known to this committee, and we welcome them.

Gentlemen, we will first hear from you in an opening statement
and then proceed with the questions.

Dr. Moore, will you please lead off?

Dr. Moore. Thank you, Madam Chairman.

I have prepared a statement of some length, and I would like, with
your permission, to put it in the record and just briefly summarize it.

(87)
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Chairman Grirrrrus. Please feel free to do so.

Mr. Moogre. Thank you.

(The prepared statement submitted by Dr. Moore appears following
his oral testimony. See p. 44.)

STATEMENT OF DR. GEOFFREY H. MOORE, COMMISSIONER OF
LABOR STATISTICS, U.S. DEPARTMENT OF LABOR

Mr. Moore. Madame Chairman, Senator Proxmire, I am pleased to
appear before you today.

As you have indicated, it has become fairly common in this country
to discuss inflation in terms of a single index, namely, the Consumer
Price Index. But really the term “inflation” covers a much wider realm
of prices and costs: retail and wholesale prices of commodities, retail
prices of services, wages and other factor prices, and asset values such
as land or common stocks—all the things that people buy and sell.
It is in the context of all these prices that I want to discuss some as-
pects of the anatomy of inflation.

I think the chief characteristic of inflation is a persistent and wide-
spread rise in the price structure, plus a general expectation on the
part of the public that this rise will continue.

The role of expectations deserves a good deal of stress and probably
has received less attention than it deserves, in my judgment. The rea-
son is that when people think prices are going to continue to increase
at a rapid pace, the decisions they make reflect those expectations. A
decision to buy an automobile or to build a house at a considerably
higher price is likely to be influenced by whether or not the buyer ex-
pects prices to continue to rise rapidly. Borrowers become willing to
pay interest rates at a higher level if they figure that they may have to
face still higher rates if they postpone a decision or 1if they figure
that the price level will keep on rising at a fairly rapid rate and make
the loan easier to repay later on.

Inflationary expectations lead to higher wage demands because
workers feel they must get a substantial wage increase to cover the rise
in the cost of living or what they expect the rise in cost of living to be.

And there are a lot of decisions in the securities and money markets,
both here and abroad, that are generated by expectations regarding the
value of the dollar. ‘

These expectations, at least for some time, help feed the inflation
that brought them about but at the same time there is a possibility at
a later stage for disappointment of widely held expectations. This can
be a powerful factor, reversing decisions to buy or borrow or to hold
or sell. It is for this reason, in considering this whole problem, I shall
try to deal as best I can not only with the actual course of prices but
with some evidence on expectations as well.

Now, we must use a number of statistical techniques in considering
the inflationary process. One technique that I have tried to concentrate
upon in this testimony is the rate of change in prices, and a good many
of my statistics will bear on the rate of increase rather than the level
of prices.

To understand the difference, please turn to chart 1-A (p. 46), which
pertains to the Consumer Price Index. The top line on the chart shows
the level of that index in each month since 1948, with the base 1957-59
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as 100. The top line is the level of the index, and the line below, which
is much more jagged in its appearance, is the rate of change in that
index over 6-month intervals but put at annual rates. Recently, for ex-
ample, the rate is somewhat over 5 percent.

In addition to considering rates of change, we must also bear in
mind that there are seasonal fluctuations in prices—or at least in some
prices. Prices of cars, for example, are generally higher at the begin-
ning of a model year than they are later in that year. In other words,
there is a gradual decline as the year goes on. Food prices also have a
seasonal component.

In order to look at the longer run drifts and get a better fix on just
where we are, I think it is desirable wherever there are these seasonal
variations which simply repeat themselves every year, to eliminate
them—and statistically we can do that. In the materials I have pre-
sented we have eliminated seasonal variations where they seem to
persist.

In addition to considering the rate of increase in prices, I think one
needs to look at the scope of price increases, that is, how widespread
the price changes are. As I indicated at the beginning, I think an in-
flationary period is one in which price increases are general and we
can, statistically, measure how general price increases are. We do that
in terms of what we call a diffusion index, which simply measures, for
any group of prices, how many of them are rising at any given time.
If a large proportion are rising we can say that the inflation is wide-
spread, and if only a small proportion are rising, it is less widespread.

T also want to treat the sequence in price changes, and for this pur-
pose we have attempted to identify peaks and troughs in the rates of
change in the various price indexes.

Now, let me refer briefly to the chart that I mentioned earlier on the
rate of change in the Consumer Price Index and pick out a few of its
features over the period since . 1948.

Right after World War II, there was a very rapid increase in the
price index through about the end of 1946. During 1947 it began to
subside, and we pick up the movements in the chart in 1948 where
you see a decline extending through most of 1948 and then into earl
1949. That is, although the Consumer Price Index was still rising until
the end of 1948, it was rising at a declining rate, and the decline 1n the
bottom line of the chart shows that.

Then, early in 1949, the rate of decline began to diminish, and shortly
before the middle of 1950, it crossed the zero line and began actually
to increase again. So that was the period, through most of 1949, when
the Consumer Price Index was declining and the rate of change was
negative.

During the Korean war the rate of increase rose to as much as 14
~ percent per year at the beginning of 1951. Then it dropped off very

sharply, and while the index kept on rising, the rate of increase was
relatively low and reached its lowest point in the next cycle at the
end of 1954.

Then, there was a rise again, into 1956, and an irregular decline
thereafter that was interrupted early in 1958 by a sharp rise in the
rate of increase. Then it dropped toward the end of 1958. The rate
of increase picked up again in 1959, began dropping slightly in 1960,
and still more in 1961.
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Then, there-came a long interval with relatively small rates of
increase in the Consumer Price Index until 1965 and early 1966, when
the rate of increase began to rise rapidly, reaching about a 4 percent
rate. It dropped off in 1967 very briefly to about 2 percent, and since
then has been rising fairly steadily until recently. I will come back to
the recent changes in a moment.

Well, I think this history of rate of change in the Consumer Price
Index reveals that the rate has varied over a very wide range in the
last 25 years and that the very high rates of increase have not persisted
for very long. .

Another observation is that the declines from the highest rates of
increase have occurred prior to business recessions. The peak rates in
194647, in 1951, in 1956-57, and in 1959 all occurred well in advance
of the onset of recession. One inference that I would draw from that
is that a recession is not necessary to bring about a decline in the rate
of increase in the Consumer Price Index.

Moreover, there was at least one occasion, very recently, that is,
1966 and 1967, when there was a significant decline in the rate of
increase of the Consumer Price Index, and no recession that is gen-
erally recognized as such occurred.

Now, in tables 1 and 2 (pp. 47,48), we have tried to identify the peaks
and troughs in the various measures of prices and costs and show what
their sequence has been on different occasions when the Consumer
Price Index rate of increase reached its peak or trough. In all cases,
I am talking about the rates of change and not the levels of the indexes.

I have summarized in my testimony the conclusions I draw from
that table. One is that stock prices have led at every turn in the Con-
sumer Price Index, but by widely varying numbers of months averag-
ing about a year at peaks and a half year at troughs. The prices of
industrial materials traded on commodity markets have also tended to
precede turns in the rate of change in the CPI and, to a lesser degree,
so do prices of industrial commodities in wholesale markets generally.

On the other hand, looking at the components of the Consumer Price
Index itself, it is clear that the service prices that are included in it,
such as rents or utility charges, lag in relation to the total index as
well as in relation to its commodity price component. Some of these
prices lag because they are fixed by contract, by regulation or simply
by custom. .

Turning to the comprehensive measures of wages and their rates of
increase, I read from the table that their movements are approxi-
mately coincident with the rates of increase in consumer prices while
the rates of increase in labor costs per unit of output usually lag behind
both the compensation rates and prices.

Finally, a record of selling price expectations held by business enter- -
prises and compiled by Dun & Bradstreet suggest that these expecta-
tions also lag behind actual price changes. Similar data on consumer
expectations compiled by the University of Michigan Survey Research
Center reveal a similar type of lag.

In chart 1, I have put together some measure of what, for this
purpose, 1 have calle(f indexes of demand pressures, because they
throw some light on the kinds of factors that have influenced the rate
of change in the Consumer Price Index or in prices in general. They
are called indexes of demand pressures because they represent, for the
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most part, types of economic data that have a forward-looking and
early-moving element and pertain to the pressure of demand against
supply.

l1‘1131{27 first line in that chart is called capital investment commitments,
and these include such things as new orders for durable goods, con-
tracts for construction, permits for new housing, and formation of new
business enterprises. These represent commitments for future activity
and usually rise when the demand for such capital investment is rising,
and putting pressure on the capital goods markets.

The next line is inventory investment and purchasing. The com-
ponents include such things as the change in business inventories, the
change in unfilled orders, purchasing activities of purchasing agents,
and, again, from the standpoint of looking at the demand an supply
situation, these types of activities put pressure on markets for
commodities.

Sensitive financial flows, the third line of the chart, include the rate
of change in the money supply which can be looked at as the net
increase in funds created by banks relative to the amounts which they
absorb, and some rather cyclically moving types of credit flows:
consumer installment credit, mortgage credit, and business loans. All
these are in the form of a net flow, that is, the amounts of credit or
money that are created on net balances each month. These, of course,
provide the wherewithal for the purchases in the capital markets as
well as the commodity markets.

Profitability, line four, is included because one of the most sensitive
and early ways in which the pressure of demand on supply gets indi-
cated is through profits.

The fifth line, marginal employment adjustments, includes activi-
ties such as the change in the average workweek, new hiring or lay-
offs, and initial claims for unemployment insurance, all of which
represent initial reactions in the labor market to a change in the de-
mand and supply relationships.

The sixth line, a composite of elements of all five preceding ones,
in a sense sums them up, and I think you can see a good deal of
similarity among the five elements themselves in their short-term
movements, so the composite index is a fairly representative summary.

Finally, the rate of change in the Consumer Price Index; is the
same series that I showed you on the preceding chart.

Now, looking at these indexes of demand pressures and the rate of
change in the CPI, I think you can see a modest relationship between
the two. It is not by any means close. Sometimes, as in 1950-51, there
was a clear and almost coincidental relationship between them, and,
again, in 1966-67, the demand pressures and the rate of change in the
CPI moved down together. At other times, there seems to be more
of a lag in the rate of price increase behind the demand pressure
indexes. Nevertheless, there is some correspondence if you take the lag
into account.

In the next collection of charts 2, 8, 4, and 5, we put together
some measures of the kind of thing that I mentioned earlier, but
pertaining to fairly recent periods.

Chart 2 includes the different types of prices that I mentioned
earlier, to show something of their sequence in the last 4 or 5 years.
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Chart 3 measures the rate of inflation in terms of the Consumer
Price Index on the first page, the GNP inflator at the bottom of the
page, the wholesale industrial price at the top of the next page, labor
costs per unit of output, and labor compensation and output per
man-hour. All of these measures are interms of annual rates of increase
or decrease, as the case may be.

The fourth chart includes measures of what I have called the dif-
fusion or scope of inflation and shows on the top line what percentage
of a group of wholesale price indexes are rising at any given time.
The second and third lines show what manufacturers and retailers say
they think is happening to their own prices in any given quarter,
whether'they are rising or falling.

Finally, in chart 5, there are three indexes of inflationary expecta-
tions which record how wide the belief is that the prices will continue
to rise over the next 6 to 12 months. _

Let me summarize the findings that I think these charts enable us
to come up with.

First, the current inflation developed gradually over the past 4 years,
becoming more and more pervasive. The rise in the price level
began to accelerate in 1965, and acceleration continued during most of
the period since 1965. Expectations that prices would continue to rise
became more and more widely held.

There was a significant but short-lived interruption to this process
during 1966-67. During that period of about a year, every one of the
demand-pressure indexes declined, and the rate of increase in the
Consumer Price Index fell from 4 percent to 2 percent. But unfor-
- tunately that interruption in the rate of increase was short and came
to an end very soon. By the end of 1967 the rate of increase was back to
where it had been the year before. The acceleration has continued
through 1968 and early 1969.

In the last few months, all of the indexes of demand pressures,
with the possible exception of inventory investment and purchasing,
have begun to weaken, and I have reported in my prepared statement
the months where they reached their highest point. The earliest month
in that group is December 1968, when the sensitive financial flow index
reached its high point, and the rest ranged through April and May,
with the latest one reaching a high point in July. The composite index
of all of them reached its highest point to date in April. While all of
them have weakened, this weakening has not generally carried as far
as it did in 1966-67.

Well, besides this weakening in the demand pressure indexes, we
can see some decline in the rates of increases in some of the early mov-
Ing price indexes. In stock prices, the rate of increase not only began
to decline late last year, but, of course, the actual level has been
declining for some months.

In industrial materials prices, the sensitive commodity market index,
the rate of increase has been gradually declining in recent months. But
it certainly has not dropped in its level.

The rate of increase in the Consumer Price Index has been
relatively stable for several months. It is too early to say that a
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decline has set in, but the highest rates to date were reached last spring
or summer, at about the same time or a bit later than the highs in the
demand-pressure indexes.

The rates of increases in wages may also have begun to stabilize,
though at a much higher level than the rates of increase in output
per man-hour. The discrepancy between the two produced very sharp
increases in unit labor costs the first half of this year.

Expectations of further price increases are more widely held, ac-
cording to the indexes I have shown, than at anytime since the 1950,
but, as I pointed out, such expectations have generally lagged behind
events.

The way I sum up this situation is that the developments that have
occurred 1n recent months are similar to those which have usually oc-
curred when an inflationary period has been drawing to a close. This
does not mean that the general price level will not advance further. It
is virtually certain to do so. But the acceleration that we have been
observing over the past 4 years has, in my judgment, been stopped, and
the next development that I look for is a reduction in the rate of price
increase which I believe could be expected to follow from the relatively
mild reduction in demand pressures that have already occurred.

I would like to conclude, Madam Chairman, by mentioning three
statistical improvements that I think we ought to be making, and I just
put them before you. :

One is that whereas we have a widely accepted measure of the gen-
eral price level on a monthly basis, we do not have a similar widely
accepted index of the general wage level. I have used in this pres-
entation the most comprehensive index of labor compensation per
man-hour that is available, but there are many defects in it from a
statistical point of view in its coverage and in its availability. I think
we should attempt to construct a better general wage index.

Secondly, there are some specific needs for improvement in the price
statistics, particularly with respect to the comparison of U.S. prices
with prices in other countries. There are also some deficiencies In our
wholesale price indexes that could be remedied by further work.

Finally, there is a need for statistics to be presented currently, as
clearly and conveniently as possible on inflation, the rate of inflation
and inflationary expectations, the demand pressures that I have men-
tioned, and so on. On the whole, from my experience, I see a lag in the
recognition of inflationary pressures, and there may well be alag in the
recognition of the cessation of those inflationary pressures. By making
a better statistical presentation available to the public, we could reduce
those lags.

In these various ways, our knowledge of the anatomy of inflation
can be expanded and made more precise, that is, with the additional
statistical improvements that I mentioned. The toll of human misery
and economic waste that inflation leaves in its path surely justifies
this effort.

Thank you.

37-795—70——4
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(Dr. Moore’s prepared statement follows 7

PREPARED STATEMENT OF DR. GEOFFREY . MOOREK
THE ANATOMY OF INFLATION

1. INTRODUCTION
(a) Inflation

Although it has become customary to measure the degree of inflation in this
country on the basis of a single index, notably the Consumer Price Index, the
term inflation is really descriptive of the state of the whole price and cost
structure. The anatomy of inflation should be viewed through the complicated
network of commodity and service prices, wages and other factor prices, and
asset values. All of these move constantly in relation to one another as changes
occur in cost and supply conditions, consumers’ and businessmen’s expectations,
fiscal and monetary policy, consumers’ incomes and tastes, and foreign as well as
domestic competitive conditions. As a result of these changing conditions some
prices fall and others rise, but the chief characteristic of an inflation is a per-
sistent and widespread rise in prices, plus a general expectation on the part
of the public that this rise will continue.

Expectations play a very important role in how the price structure hehaves,
and in what the consequences are. The reason is that when people think prices are
going to continue to increase at a rapid pace, the decisions they make reflect
those expectations. A decision to buy an automobile or to build a house at a con-
siderably higher price is likely to be infinenced by whether or not the nrospective
buyer expects prices to continue to rige rapidly. Borrowers become willing to pay
interest rates of seven, eight, or nine percent if they figure that interest rates may
go still higher or the price level will keep rising three or four percent per year,
making the loan easier to repay at a latter date. Inflationary expectations also
lead to higher wage demands. Workers feel that they must get a substantial wage
increase just to cover the rise in the cost of living. But rapid wage increases raise
costs of production and influence decisions to raise prices or to avoid price cuts.
Finally, many types of decisions in both foreign and domestic money and se-
curities markets are generated by expectations regarding the future value of
the dollar.

Decisions that are influenced by the state of expectations often help to feed
the inflation that brought them about. This constitutes a self-generating process
that promotes price and cost increases and, at least for a time, verifies the ex-
pectations themselves. By the same token, disappointment of widely held expec-
tations can be a powerful factor reversing decisions to buy or to borrow, to hold
or to sell. For these reasons, in considering the anatomy of inflation I shall deal
not only with the actual course of prices but with some evidence on expectations
as well,

(B) The level of prices versus the rate of change

In analyzing the inflationary process we must employ a number of statistical
techniques. We must concern ourselves not only with the level of prices but also
with the rate at which the price level is changing. There are many ways in which
the rate of change can be measured. What we have done is measure the rate of
change in a price index over different lengths of time, such as one, three, six, and
twelve months. The rate of increase over each of these spans is then converted
to an annual rate. Two principles can be observed from this method of measur-
ing the rate of change. If you use the rate of change over a very short span such
as one month or one quarter you may be able to recognize a change in the trend
sooner than if you used a longer span. To be aware of current developments you
must concentrate on short-run movements.

On the other hand, there is generally a grea't deal of erratic movement in
month-to-month or quarter-to-quarter changes and consequently, if you look
at every wiggle, you are bound to be wrong about what is happening to the
general trend a good deal of the time. The longer the span the smoother the rate
of change. But one pays a price for smoothing away the wiggles, namely, tardy
recognition of a change in trend. We have found no ideal answer to this
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dilemma, but resolve it by providing a variety of measures and making some
arbitrary compromises. .
in working with rates of change one must consider not only the irregular and
cyclical aspects of a price index but also its seasonal behavior. Some prices go
up quite regularly in certain months and go down just as regularly in other
months. Quite often a price index will appear to have very little seasonal
movement in terms of its general level. This is true of the Consumer Price
Index and the Wholesale Price Index. However, in terms of rates of change
over short periods such as three or six months the seasonal factor can be quite
significant. As a rule, we will use seasonally adjusted data in this analysis,
since we are interested in the persistent movements in prices, not the ups and
“downs that occur regularly every year. To show what the adjustment does, I
have included an analysis of seasonal movements in the Consumer Price
Index in Appendix A.
(¢) Scope of inflation
The rate of increase in prices is mot the only attribute of inflation that re-
quires measurement. The scope of inflation is also important. The seriousness of
the inflation depends on whether prices are advancing in most sectors or just
a bare majority, whether prices of most types of commodities, services, or
factors are advancing, and whether a large or small fraction of the population
expects the rate of advance to continue. Furthermore, the end of a period of
inflation may be heralded by a reduction in the scope of price increases. Diffu-
sion indexes provide a useful means of looking at this aspect of the anatomy
of inflation. For any group of prices, a diffusion index shows what percentage
are rising at any given time. We shall, therefore, want to observe closely a few
of the more important diffusion indexes available.
(d) Sequence in price change
The condition 'of inflation means a general, or widely diffused, rise in prices,
but at the beginning and again at the end of such a period, price increases are
less common. In part, this is due to the existence of more or less regular
sequences in the movement of different prices. The prices in some markets
almost always begin to rise more promptly than in other markets. Similarly,
some prices typically begin to fall sooner than others. In order to observe these
sequences we have identified peaks and troughs in the rates of change of
various price indexes and other series, and have measured leads and lags
between these high and low points. The methods used are the same as those
used for many years at the National Bureau of Economic Research in iden-
tifying leading indicators. For the present purpose we have measured leads
and lags with reference to the rate of change in the Consumer Price Index. By
determining the historical relationship of other series to the rate of increase
in the Consumer Price Index, we hope to illuminate the current situation and
near-term prospects.
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2. LEADS AND LAGS IN THE PRICE SYSTEM

Before taking' up the subject of leads and lags in the price system let me
review briefly the history of changes in the rate of increase in the Consumer
Price Index since World War I1 (see Chart 1-A).

CHART 1A
CONSUMER PRICE INDEX AND ITS RATE OF CHANGE 1948-1969
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Shortly after the war ended the price index began rising at a very rapid pace,
reaching a rate in the neighborhood of 30 percent on an annual basis at the
end of 1946. Early in 1947 the rate of increase began to subside, but it was
still as high as 12 percent at the end of 1947. A further decline occurred in
1948 and by the end of the year the price level actually began to fall—i.e.,
the rate of change became negative. The sharpest rate of decline occurred early
in 1949. With the outbreak of the Korean conflict in June 1950 the index shot
up, and its rate of increase reached the spectacular level of about 15 percent
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per year early in 1951. Fortunately this rate did not persist. By the end of
1951 it was down to about 4 percent, and it ‘fell further during 1952, 1953, and
1954. The bottom was reached at the end of 1954, when another climb began.
By the autumn of 1956 a rate of increase of more than 4 percent was being
registered. An irregular decline followed, interrupted by a sharp rise early in
1958, after which the rate of change dropped to zero towards the close of the
yvear. The year 1959 saw some acceleration, but ‘only up to a rate of increase
of 2 percent, following which another irregular decline occurred, with a zero
level recorded in mid-1961. For the next three years the index rose at rates in
the neighborhood of 114 percent, but in 1965 a 2 percent rate became prevalent
and early in 1966 a 4 percent rate was reached. A year later the rate had

dropped to 2 percent again, but it didn’t stay there long. A rather steady ac-
celeration in the rate began in the spring of 1967 and continued during 1968
and early 1969. :

This brief history of the rate of change in the Consumer Price Index reveals
several things. First, the rate of increase has varied over a wide range during
the past quarter-century. Second, high rates of increase have not persisted
very long. Third, declines from the highest rates have occurred prior to business
recessions. The peak rates—1946—47, 1951, 1956-57, and 1959—all occurred well
in advance of the onset of recession, from which I infer that a recession is
not necessary to bring about a decline in the rate of increase in the Consumer
Price Index. Moreover, since some declines in the rate of price increase occurred
when no recession ensued—the most recent example is 1966-67—recessions are
not a necessary consequence of a decline in the rate of increase in the Consumer
Price Index. The one can occur without the other.

Tables 1 and 2 utilize the chronology of peaks and ‘troughs in the rate of
increase in the Consumer Price Index to look intio the question whether other
prices, wage rates, costs, and price expectations tend to move sooner or later
than the CPI. We reach the following conclusions, all with respect to rates of
increase in these indexes.

TABLE 1.—CYCLICAL PEAKS IN RATE OF CHANGE IN SELECTED PRICES, WAGES, COSTS, AND PRICE EXPECTATIONS

Mediar;
a

Series Peaks peaks
1. Cotnstugner Price Index, February 1851 . _._ October 1956_.____ November 1959_ __ April 1966_______.

otal.
2. 500 common stock prices 1. January 1951_____ September 1955___ January 1959_ ____ April 1963 ____.__.
3. Industrial material prices_. November 1950_ _. December 1955____ November 1958___ November 1964___
4. WPI, industrials 2.________ January 1951_____ November 1955___ May 1959_________ July 1966...__..._
5. GNP deflator___. . February 1951____ August 1956__ [C) N, August 1966______
6. CPI, services____ I O T, June 1957________ September 1959___ September 1966___
7. Selling prices, manufac-
turing and trade:

Actual....___. ... February 1951____ November 1956___ August 1959______ August 1966 _____

Anticipated _____._... May1951_________ February 1957 ____ November 1959___ February 1967____
8. Co'r]npensation per man- November 1950 __ August 1956______ February 1960.... May 1966__.__.._.

our.
9, Unit labor costs_________._ February 1951___. February 1956.___ August1960...___ August 1966__ .. __

Lead (—) or lag (+) at peaks in CPl, total, in months

2. 500 common stock prices 1. -1 —-13 -10 —36 —12
3. iIndustrial material prices.. -3 —-10 —12 -17 —11
4. WP, industrials 2._______. -1 —-11 —6 . +3 -4
5. GNP deflator._. 0 -2 - (O] +4 0
6. CPl, services . [O] +38 -2 +5 +5
7. Selling prices, manufac-

turing and trade:

Actual ... 0 +1 -3 +4 41

Anticipated . ._.._____ +3 +4 0 +10 +4
8. Cotrjnpensation per man- -3 -2 +3. +1 -1

our.$ .
9. Unit laborcost__.____... 0 -8 +9 +4 +2

t Additional peaks occurred in April 1961, April 1967, and September 1968.
2 Additional peak occurred in July 1953,

3 No timing comparison.

4 Not available.

5 Private nonfarm, all persons.

Note: Rates are computed over 6-month spans except series 5 (2-quarter span) and 7 (4-quarter span), are datedat
end of span, and are annual rates based on seasonally adjusted data except sertes 2, 3, 6, 7. Series 7 is a diffusion index.
For further indentification of series, see app. B.



TABLE 2.—CYCLICAL TROUGHS IN RATES OF CHANGE IN SELECTED PRICES, WAGES, COSTS, AND PRICE EXPECTATIONS

X Median at
Series . Troughs . troughs
1. Consumer price index, total_____._____________________ _ February 1949 . December 1954______ October 1958________
2. 500 common stock prices®___________.__ - December 1948___._. September 1953._ January 1958.
3. Industrial material prices_______________ _ June 1949 - August1951_____________ do_______
4. WPI, industrials2________________ - May 1949 - January 1954. __ February 1958____.
5. GNP deflator_ ...l do__._____.___. November 1953_____ No timing compari-
son.
6. CPl,services. _.._.._.____________.._______._.._....___......__._ Notavailable. . ___ Not available.__.... December 1958...._______ y
7. Selling prices, manufacturing and trad
Actual____________ May 1954 __._______ May 1958__._________ May 1961...._.._... May 1967 ... ..
Anticipated August 1954. _ August 1958________ February 1963.____. August 1967.
8. Compensation per m - . February 1955 May 1958.__._______ February 1961.___ .. May 1967___
9. Unit fabor cost3. . ... ...  August1949__ = doe oL August 1958_.._____ August 1961._______ August 1967

Lead (—) or lag (+) at trough in CPI, total, in months

2. 500 common stock prices ! ~6
3. Industrial material prices R ~6
4. WPI, industrials 2. _________________ - —6
5. GNP deflator__________ ..l ..l +3
6. CPl,services_....__________________________ ... ... Not available. . ... F2 ol ) +2
7. Selling prices, manufacturing and trade:
Actual 0. =T ~3
Anticipated_________ +1
8. Compensation per man-hou +1
9. Unitlaboreosts _________ . . ..l ...l +2
1 Additional troughs occurred in June 1962 and March 1968. Note: Rates are computed over 6-month spans except series 5 (2-quarter span) and 7 (4-quarter
2 Additional trough occurred in November 1951. . span), are dated at end of span, and are annual rates based on seasonally adusted data except

3 Private nonfarm, all persons. series 2, 3, 6, 7. Series 7 is a diffusion index. For further identification of series, see appendix B.

8%
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1. Common stock prices, as measured by Standard and Poor’s 500 stock index,
have led at every turn in the CPIL The leads have averaged about a year at peaks
and a half-year at troughs. However, the leads have varied greatly in length and
there have been some swings in stock prices—for example, in 1961-G2—that are
not matched by corresponding swings in the CPI. Stock prices are, of course,
especially sensitive to investors’ appraisals of domestic and international events,
many of which have little to do with the factors that determine the prices that
consumers pay. But some factors influence both stock prices and consumer prices,
causing them to move in a rough correspondence, but with the effects showing up
much earlier in stock prices, and of course greatly magnified in degree.

2. The prices of industrial materials traded on commodity markets also tend to
lead the turns in the CPI. To a lesser extent, so do the prices of industrial com-
modities in the wholesale markets generally. Price changes in these markets are
generally passed on, with a lag, to the retail markets. The processing that the
industrial materials and components undergo as they enter into finished goods for
sale to consumers adds a cost element which itself generally lags behind these
prices. B

3. The Consumer Price Index includes services as well as commodities, and the
prices of these services lag behind the total index as well as its commodity price
component. Some of these service prices, such as rents or utility charges, lag as a
consequence of being fixed by contract or by regulation, or simply by custom.

4. Rates of increase in labor compensation per manhour appear to move in
roughly coincident fashion with rates of increase in consumer prices, while rates
of increase in labor costs per unit of output usually lag behind both the compensa-
tion rates and the prices.

5. Records of selling price expectations held by manufacturers, wholesalers
and retailers, compiled by Dun and Bradstreet, Inc., suggest that such expecta-
tions lag behind actual price changes. Similar data on consumers’ expectations,
compiled by the University of Michigan Survey Research Center, reveal a similar
pattern.

3. DEMAND PRESSURES AND THE PRICE SYSTEM

The leads and lags within the price system tell us something about the infla-
tionary process and how it develops. But we need to know more about the under-
lying conditions of demand and supply, and how these relate to the inflation of
prices. One way to observe these conditions, which seems to have particular
merit from the standpoint of current analysis of forecasting, is to pick out aspects
of demand, or of demand-supply relationships, that have a forward-looking, early-
wmoving element. I shall call them indexes of demand pressures, and some five
different types are portrayed in Chart 1, which shows their course month by month
since 1948, together with a composite of all five (line 6 in the chart) and the rate
of increase in the Consumer Price Index (line 7).

The top line, capital investment commitments, includes orders for durable
consumer goods and durable producer goods, orders and contracts for plant and
equipment, building permits for new housing, and an index of the formation of
new business enterprises. Each of these represents a commitment for future ac-
tivity, and such commitments not only have effects on the level of future activity
as and when they are fulfilled, but also are likely to be highly sensitive to ap-
praisals of future demand-supply, or price-cost relationships.

The second line, inventory investment and purchasing, includes the change in
manufacturing and trade inventories, which is a measure of the difference in the
rate of flow of goods delivered to business enterprises and goods sold by the
enterprises. It includes also the change in unfilied orders for durable goods, which
can be viewed as a measure of the excess of new orders placed over goods de-
livered. A measure of the activities of purchasing agents in adding to their in-
ventories is also included, and finally the index of industrial materials prices,
which in turn is sensitive to the demand created by attempts to maintain or
expand inventories. All of these measures are, like the capital commitments,
sensitive to appraisals of the future price-cost situation.

Line 8, sensitive financial flows, includes the rate of change in the money supply
and three of the more cyclically volatile elements in the new flow of credit, namely,
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the change in consumer instalment credit, mortgage credit, and business loans of
commercial banks. These funds provide the wherewithal for capital investment,
inventory investment, and other transactions, and represent corresponding finan-
cial commitments by borrowers and lenders.

CHART 1}

INDEXES OF DEMAND PRESSURES AND THE RATE OF
CHANGE IN THE CONSUMER PRICE INDEX, 1948-1969
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Line 4, profitability, includes corporate profits, a ratio of prices to unit labor
costs in manufacturing, and an index of stock prices. These components reflect,
each in its own way, the element on which changes in demand and supply usually
impinge first and most directly, namely, profits.

Line 5, entitled marginal employment adjustments, includes the average work-
week, accession and layoff rates, and initial claims for unemployment insurance.
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All of these represent types of activities with respect to the employment of labor
that are intitial responses to demand-supply changes They can be expected to
reflect promptly in easing in the demand for labor.

The sixth line is a composite index, based on elements of all five of the preced-
ing indexes. It is, in fact, an mdex of twelve “leading indicators.” Since the
movements of the five sub-indexes are fairly similar to one another, the com-
posite index provides a fair summary of them all.

Clearly, the relation between these indexes of demand pressures, on the one
hand, and the rate of change in the Consurmer Price Index on the other, (the
bottom line on the chart) is far from perfect. Sometimes, as in 1950-51 and
1966-67, the movements correspond closely. At other times, as in 1954-53, the
CPI appears to lag well behind the upward surge of the demand pressures.
Further refinement of these measures, which were really developed without this
particular use in mind, and hence are not precisely suited to the purpose of
analyzing inflation, might clarify these divergencies. Yet by and large it seems
to me that the mde\es do have a good deal to say about the factors underlying the
inflationary episodes since World War II.

4. THE CURRENT INFLATION

What do our measures of the rate of price change, of the scope of price in-
creases, of expectations regarding price change, of sequences among price changes,
and of demand pressures, tell us about the current inflation? Let me enumerate
some principal points that I believe are supported by the charts already presented
and those that follow (Charts 2, 3,4, 5).
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Chart 2.
Rates of Change in Prices, Costs, and Price Expectations

{Seasonally adjustod except where indicoted)
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Chart 3.

Measures of the Rate of Inflation

(Seasonally Adjusted Series)
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Chart 3. (Continved)

{Seosonally Adjusted Series)
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Chart 4.
Measures of the Scope of Inflation

Wholesale Prices, Manufactured Goods (22 industries}

Ditfusion Indexes: percent
rising plotted at end of span

100 6-months span

L o\
VIR

v

_{;‘

A T N N M DU T

1953 1955 1960 -1965 1969

Selling Prices, Manufacturing, Actual (about 750-800 firms}

100 3 guarter span

50/\ /_/\/\-W

0 ] I | . 1 1 | | I N . T
1953 1955 1960 1955 1969

Selling Prices. Retail Trade. Actual {about 260-300 firms)

100 3 quarter span

-50 -/\V W

P AN T (Y T N N G SN (SO WA SN SN I S W S LT
1953 1955 1960 1965 1969

Latast Data: July (monthly ploting) and 2nd Quarter.

UNITED STATES DEPARTMENT OF LABOR

BUREAU OF LABOR STATISTICS Manufacturing and reta:l sefhing prices copyright by
Dun and Bradstreel: may not be reproduced without
written permission from the source.




56

Chart 5.
Measures of Inflationary Expectations
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1. The current inflation developed gradually over the past four years, becoming
more and more pervasive. The rise in the price level began to accelerate in 1963,
and acceleration continued during most of the period since 1965. Expectations that
prices would continue to rise became more and more widely held.

2. There was a significant but short-lived interruption to this process during
1966. Every one of the demand-pressure indexes declined, and the rate of increase
in the Consumer Price Index fell from 4 percent to 2 percent. But early in 1967
the inflationary process resumed its course. By the end of the year it had made
up for lost ground, and it continued to accelerate through 1968 and early 1969.

3. All of the indexes of demand pressures, with the possible exception of
inventory investment and purchasing, have begun to weaken in the past few
months. The high points to date (using the latest available data through August)
were reached in the following months :

(a) Sensitive financial flows, December 1968.
(b) Capital investment commitments, April 1969.
(¢) Marginal employment adjustments, April 1969.
(d) Profitability, May 1969.
(e) Inventory investment and purchasing, July 1969.
(£) Composite index, April 1969.
This weakening has, in general, not carried as far as it did in 1966-67.

4. The rates of increase in some of the early moving price indexes—stock
prices and industrial materials prices—have been declining for several months.
In stock prices the decline has been much sharper than in materials prices, since
the decline in rate of increase has been succeeded by a decline in level.

5. The rate of increase in the Consumer Price Index has been relatively
stable for several months. It is too early to say that a decline has set in, but
the highest rates to date were reached last spring or summer, at about the same
time as or a bit later than the highs in the demand-pressure indexes.

6. Rates of increase in wages may also have begun to stabilize, though at a
much higher level than rates of increase in output per manhour. The discrepancy,
which was especially large in the first half of this year, produced sharp increases
in unit labor costs.

7. Expectations of further price increases are more widely held than at any
time since the 1950’s, but such expectations have generally lagged behind events.

8. In short, we seem to be able to observe much the same sequence of develop-
ments occurring in recent months as that which has usually occurred when an
inflationary period has been drawing to a close. This does not mean that the
general price level will not advance further. It is virtually certain to do so. But
it seems reasonable to say that the first essential objective, namely, to stop its
acceleration, has been successfully accomplished. It also seems reasonable to
expect, in my judgment, that the next objective, a gradual reduction in the rate
of price increase, will follow from the relatively mild reduction in demand
pressures that has already occurred.

5. SOME NEEDED IMPROVEMENTS IN STATISTICS ON INFLATION

I should like to conclude this statement with some recommendations for
improvements in our statistical arsenal for dealing with the problem of inflation.

First, although a widely accepted measure of the general price level is available
promptly every month, we do not have a similar, widely accepted index of the
general wage level. We have used in our presentation the most comprehensive
index of labor compensation per manhour that is available. But its statistical
basis, particularly in coverage of salaried employees, is weak, and the earnings
of government employees are not included at all. Moreover, it is available only
quarterly, and one unfortunate result is that at the present time the latest figure
we have is for the second quarter, which ended more than three months ago.
If we turn to monthly data, the most comprehensive figures have other short-
comings. Besides omitting farm and government employees, they also omit most
salaried workers, and they fail to include fringe benefits. They are superior to
the quarterly data in that they can be broken down by industry, but inferior in
that comparable data on output per manhour and labor cost per unit of output
are not available. \

An ideal general wage index would cover all employees and include all forms
of compensation. It would be so constructed as not to be affected by fluctuations
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"in overtime, by shifts in employment from one industry to another, or by changes
in the mix of occupations. It should also be possible to break down the general
index to provide comparable data for different groups of workers, different
industries and areas, union and nonunion situations, and to show separately the
various components of compensation for all classifications. With such a measure,
we should all be in a better position than we are today to know how effectively
and how equitably policies designed to meet the problem of inflation are working.

Second, there are some specific needs for improvement in price statistics, I
said nothing in my statement about how U.S. prices compare with prices in
other countries, either with respect to level or rate of increase. The relevance
of foreign prices during a period of domestic inflation, especially with respect
to our balance of payments and trade position, is obvious, My excuse is that
statistics that would enable us to compare foreign and domestic prices for many
of the products we export are sadly lacking. Another deficiency in price statistics
is that our wholesale price indexes fail to cover adequately the products sold
by many industries, and in some instances they fail to measure adequately the
actual transaction prices that prevail in the marketplace. Improvements are also
needed in the weekly industrial materials price index, which as I have shown,
provides some early warning signals both on the upside and on the downside.

Finally, I believe there is need for greater emphasis on statistics pertaining
to inflation in current statistical reports. The data we have brought together
and presented today on the rate of inflation, on inflationary expectations, on
the scope of inflation, and on demand-pressures should be made publicly avail-
able in current reports. Conveniently arranged charts and tables, released on
a prompt publication schedule, can create an awareness of an emerging problem.
whether it be inflation or deflation. The lags in expectations that I have referred
to, and the unfortunate consequences that ensue when anticipated developments
fail to materialize, can be at least partly overcome by an improved information
system.

In these various ways, our knowledge of the anatomy of inflation can be
expanded and made more precise. The toll of human misery and economic waste
that inflation leaves in its path surely justifies this effort.

Appendix A
SEASONAL MOVEMENTS IN THE CONSUMER PRICE INDEX

Seasonal movements in components of the Consumer Price Index are most
noticeable in food, fuel, auto, and apparel prices. Very little of this seasonality
is apparent in the all-items index, especially in recent years. Earlier the
seasonal movement was larger. This is probably due in part to the increased
importance of services in the index, since prices of services exhibit little or no
seasonal. For 1968 seasonal factors for the all-items index derived from the
Bureau’s computer program vary between 99.8 and 100.1. (See Table A-1.)

TABLE A-1.—SEASONAL FACTORS FOR CPI, ALL ITEMS, 1968

1-month 3-month 6-month
! hang hang change
factor (annual rate) (annual rate)  (annual rate)

ANUAMY o e e e e e e e e e mmmm e a—nan 99.9 —-1.2 —0.8 —0.4
February. 99.9 0 - .4 - .4
March___ 99.8 —-1.2 — .8 — .4
April.._. 100.0 2.4 4 - .2
May.__ 99.9 —-1.2 0 —.2
June__ 100.0 1.2 .8 Y

July__. 100.1 1.2 .4 .4
August_..__ 100.1 0 .8 .4
September. _ 100.0 —-1.2 0, .4
October___ . 100.1 1.2 0 .2
November. . 100.0 -1.2 — .4 .2
December. ..o e ceaaaas 100.0 0 0 0

The entries in the first column tell us that the level of the CPI would be raised
at most by 0.2 percent and lowered at most by 0.1 percent after seasonal adjust-
ment. These differences seem small enough to be neglected. In terms of rates of
change over short intervals, however, the situation is quite different. As an ex-
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ample, consider the rates of change from month to month during 1969 in Table

P SN

TABLE A-2.—RATE OF CHANGE IN CPI, ALL ITEMS, OVER 1-MONTH SPAN, SEASONALLY ADJUSTED AND
UNADJUSTED, 1969

P‘_ercent Percent change at annual rate

Months unadjusted Unadjusted Adjusted Difference
December to January_ ... ... ... 0.32 3.8 5.0 -1.2
January to February_____ ... ... ___________ - .40 4.8 4.8 0
February to March_ __________ ... . ... .80 9.6 10.9 -1.2
March to April. ... - .64 7.7 5.3 +2.4
ApriltoMay_____ ... .32 3.8 5.0 -1.2
May to June .63 7.6 6.4 1.2
June to July ' .47 5.6 4.4 1.2
July to August. oL .39 4.7 4.7 0

Several observations can be made about the above figures. The unadjusted data
indicate the rate of increase accelerated in February but it was all due to sea-
sonality. In May the unadjusted rate of increase dropped sharply but not on a
seasonally adjusted basis. Although the March increase was greater on an
adjusted basis than unadjusted, the adjustment makes its exceptional and iso-
lated character plainer. Indeed, in six of the past eight months the adjusted rate
of increase was close to five percent, This stability does not show up as plainly
in the unadjusted rates.

87-7195—70——5
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The chart which follows presents similar rates of change for the past few
years on a one-, three-, and six-month basis. These results clearly show the
importance of seasonal adjustment in interpreting short-run developments.

Chart A.

Rate of Change in CPl, Total
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Appendix B
TITLES AND SOURCES OF DATA
[Q ;_-quarterly series ; M —monthly series]

A. Department of Labor, Bureau of Labor Statistics
1. Consumer price index (M).
2. Consumer price index, commodities (M).
3. Consumer price index, services (M).
4. Wholesale price index, industrial commodities (M).
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5. Index of industrial material prices (M).

6. Compensation per manhour, total private nonfarm, all persons (Q). Com-
pensation from Dept. of Commerce, Office of Business Economics.

7. Output per manhour, total private nonfarm, all persons (Q). Output from
Department of Commerce, Office of Business Economics.

8. Labor cost per unit of output, total private nonfarm, all persons (Q). Based
on data from Department of Commerce, Office of Business Economics.

9. Diffusion index, wholesale price index, manufactured goods, twenty-two in-
dustries, six-month span (M). Department of Labor, Bureau of Labor Statistics
and Department of Commerce, Bureau of the Census. .

B. Other titles and sources of data

1. Index of stock prices, 500 common stocks (M), Standard and Poor’s
Corporation. : '

2. Implicit price deflator, gross national product (Q). Department of Com-
merce, Office of Business Economics.

3. Composite index of twelve leading indicators without reverse trend adjust-
ment (M). Department of Commerce, Bureau of the Census.

4. Index of capital investment commitments (M). Department of Commerce,
Bureau of the Census.

5. Index of inventory investment and purchasing (M). Department of Com-
merce, Bureau of the Census.

6. Index of sensitive financial flows (M). Department of Commerce, Bureau
of the Census.

7. Index of profitability (M). Department of Commerce, Bureau of the Census.

8. Index of marginal employment adjustment (M). Department of Commerce,
Bureau of the Census.

9. Diffusion index, anticipated and actual selling prices, manufacturers, whole-
salers, and retailers, four-quarter span (Q). Copyrighted by Dun and Brad-
street, Ine. Firms are asked whether their prices were higher, lower, or un-’
changed in the previous quartér compared with a year earlier and whether they
expect prices to be higher, lower, or unchanged in the coming quarter compared
with a year earlier. These series may not be reproduced without written per-
mission from source. )

10. Diffusion index, consumer price expectations (Q). University of Michigan,
Survey Research Center. Consumers are asked whether they expect prices to be
high, lower, or unchanged during the coming year.

(The following materials were subsequently furnished for the rec-
ord by Dr. Moore:) :

U.S. DEPARTMENT OF LABOR,
BUREAU OF LABOR STATISTICS,
. Washington, D.C., October 15, 1969.
Hon. MARTHA W. GRIFFITHS,
Clairman, Subcommittee on Fiscal Policy, Joint Economic Commitiee, Congress
of the United States, Washington, D.C. :

- DEAR MRs: GRIFFITHS: Thank you very much for the privilege of appearing
last week before your Subcommittee. Since that time I have had an opportunity
to examine some additional information on expectations held by the public. As
you know, when I appeared before the Subcommittee, I stressed the importance
of expectations regarding prices because of the effects they have on consumers’
decisions to buy. Data compiled by the Survey Research Center at the Uni-
versity of Michigan indicate that there has been a deterioration in consumer
attitudes in recent months.

Although there are a number of factors underlying the deterioration, I believe
the impact of tight credit conditions and high interest rates is particularly inter-
esting. More and more people believe the next twelve months will be a bad time
to buy large household goods, automobiles, and homes because of tight credit and
high interest rates. A year ago this factor was much less important than it is
today. The enclosed table summarizes some of the factors underlying expecta-
tions and changes which have occurred over the past year. The impact of tight
credit and high interest rates, on attitudes towards home buying during the past
yYear is particularly great, but the effect also shows up on attitudes towards
purchases of autos and large household goods.

Of course, as I pointed out in my testimony. a large majority of consumers
coritinue to think that prices are going up. But more of them are beginning to
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believe that this makes it a bad time to buy rather than a good time to buy, be-
cause they are giving more weight to the possibility that prices will fall later.
For example, of all those who thought prices would go higher, the following per-
centages thought it was a bad time to buy :

August 1968 August-September 1969

Autos_ -
Large h 2
Houses

56
34 49
57 64

Please call on me if I can be of help in any other way.
Sincerely yours,

GEOFFREY H. MOORE,
Commissioner.

SELECTED REASGNS FOR OPINIONS ABOUT MARKET CONDITIONS

{In percent]

November August August-
196 968 September 1969

CARS
+Good time to buy because—
Prices are low; good buys available . _.__ . . .. .. ........ 20 6 9

Prices are going higher; won't come down_________._.__..___.___ 12 26 19

‘Bad time to buy because—
Prices are high; going up; may fall fater____._____._____.__ e 9 20 24
Credit is tight; interest rates high.______ 0 2 11
Wncertain, other reasons, or no answer 59 46 37
L S 100 100 100

LARGE HOUSEHOLD GOODS

Good time to buy because—
Prices are low; good buys available___ . ____ . ... . ..... 20 12 12

Prices are gomg higher; won't come down. ... . .oo.o._o_.. 14 25 20

Bad time to buy because—
Prices are high; may fall Yater____. .. .. ..i... 9 13 19
Credit is tight; interest rates high:__ 0 4 11
Uncertain, other reasons, OF 0 answer_ . _______ .. _._.__ ... ..o_._._ 57 46 38
Total . o 100 100 100

Good time to buy because—
Prices are low; good buys available_____________________________ 14 4 1

Prices are going higher; won't comedown_ ... ... __.___ 15 20 15

Bad time to buy because:
Prices are high; may fall later_______ . e oao_. 15 26 27
Credit is tight; interest rates high 1 23 45
Uncertain, other reasons, or no answer 55 27 12
Total . o e 100 100 100

~ Source:'Survey Research Center, University of Michigan.
OcToBER 17, 1969.
Hon. GEorFrreY H. MOORE,
Commissioner, Bureau of Labor Statistics,
Department of Labor, Washington, D.C.

DEeAR MR. CoMMISSIONER : Thank you very much for your letter of October 15
containing information on expectations regarding prices, also for the table
giving selected reasons for opinions about market conditions. These materials
are most helpful, and we have decided to include them at the end of your
testimony in our printed hearings.

We do appreciate your taking time from your busy schedule to be with the
Subcommittee in our current hearings and we are grateful for your valuable
contribution.

Sincerely,
MARTHA W. GRIFFITHS,
Chairman, Subcommittee on Fiscal Policy.
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Chairman Grirrrras. Thank you very much, Dr. Moore.
Mr. Fabricant?

STATEMENT OF SOLOMON FABRICANT, PROFESSOR OF ECONOMICS,
NEW YORK UNIVERSITY, AND FORMERLY DIRECTOR OF RE-
SEARCH, NATIONAL BUREAU OF ECONOMIC RESEARCH

Mr. FaBricaxt. I cannot say that it is a pleasure for me to be here.
No one finds it pleasant to be faced with a problem as serious and
difficult as inflation. T wish the problem were not here to trouble us
and the rest of the country. However, inflation is here, and I do want
to say that I am grateful for this opportunity to assist the Congress
and the people, as well as I can, to understand what we are up against.

Let me start with a capsule summary of my main points:

(@) The inflation problem is serious. It is also difficult. It is not
going to be solved quickly.

() Cwrrent anti-inflation policy, which, of course, embraces mone-
tary as well as fiscal policy, has not yet had any very obvious effects
on the price level or on its rate of growth. This is not because the
policy is weak. Rather it is because time—considerable time—is gen-
erally required before these effects manifest themselves.

(¢) What is happening in the economy today, and what may be
expected to happen in the future, depends only in part on current
Government policy. The path traced out by aggregate production,
employment, and the price level depends also on outside forces (the
military and political situation here and abroad, for example), on the
policies—good or bad—of the Government in the past, and, what is
too often forgotten, on the cumulation of restrictive forces generated
by the expansion that has led up to the present boom period.

(d) In viewing the present situation, and considering the prospects
ahead, allowance needs to be made for the restrictive forces developed
by the boom, for these intensify the danger of recession in 1969 or
1970. Allowance needs to be made also for the lag T mentioned. When
these are taken into account, we will come to realize that there is a
very real danger that the present policy to fight inflation is now too
restrictive. It 1s my opinion that monetary policy, though not fiscal
policy, should be relaxed somewhat—which does not mean it should
be abandoned.

(e¢) Relaxation of the present very tight monetary policy would
help lessen the probability of a serious recession. On the other hand,
it would also mean less pressure on the inflationary spiral. But it is
too much to expect that we will succeed in stabilizing the price level
this year; or even by 1970 or 1971. This could be done only at the cost
of an intolerably high level of unemployment and the loss of a large
volume of production. We may reasonably expect, however, as we
look ahead, that further acceleration of the price change will be
stopped soon—and it is just possible that this has already happened,
to judge from some of the figures that Commissioner Moore cited—and
that the rate of increase in the price level will be brought down in
the next couple of years, to a level closer to what it was over the decade
that ended 5 years ago, and that this will be done without paying too
high a price 1n unemployment and production.
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(f) It is important to intensify efforts to improve the structure of
our economy, improvements that can lessen the cost, in terms of
employment and production, of a reasonably stable price level. To
make the required structural changes is a big job, but if we tackle it
vigorously and imaginatively we can be more optimistic about attain-
ing our economic goal of prosperity without inflation—not, to be sure,
in the period immediately ahead, but eventually.

(g) It would be a waste of time to return to the guideposts policy,
and a serious mistake to go on to the much more drastic policy of
price and wage fixing, even on a limited basis. These policies cannot
accomplish what is needed. If we try hard to make them work, we will
not succeed and we will find ourselves saddled with a large bureauc-
racy, troubled with black markets, and paying a very high price in
terms of economic growth, efficiency, and freedom.

Now, let me say a bit more about these points:

Ome. That the inflation problem is serious is indicated by the rise
in the Consumer Price Index over the past 12 months by as much as
5.6 percent. But perhaps even more important is the fact that the
present high price level is the latest in a series that began accelerating
about 5 years ago, after a decade of relative modest increase. Few
Eeople feel they have been able to adjust to the price increases that

ave already taken place. Few people are not worrying about what
the future might bring in the way of further increases.

ATl this is well known. Not so well understood is an implication
of the fact that the Consumer Price Index tells us the average change
in the price level. Precisely because it is an average, the CPI under-
states the drain on the pocketbooks of about half the families of the
United States. It is little comfort to the families that have suffered
a rise of more than 5.6 percent in the prices they pay to be told that
there is another half that has suffered a lesser rise. Those especially
hard hit are the families, particularly the younger families, that
are just now buying—or trying to buy—their first home, or renting
and furnishing their first apartment. Also older families that need to
move into larger quarters, or make major alterations and repairs on
the quarters they now occupy, or pay extraordinary medical and hos-
pital and dental bills, are in the same difficult position.

Further, inflation has pushed money incomes into higher tax brack-
ets more rapidly than would otherwise have been the case. Inflation
has also reduced the real value of exemptions. As a result, the fraction
of a given amount of real income going for taxes has been raised, apart
from any changes in the tax rates themselves. Families with real
income formerly too small to be burdened with income taxes—some
even below the so-called “poverty line”—now have to pay these taxes.

While average money income has also gone up as a result of infla-
tion, as I have just said, the rise has not been enough to keep average
disposable real income growing in recent years at anything like the
rate that our people have come to expect. Over the past 12 or 15 months,
in fact, average per capita disposable personal mcome—in constant
prices, of course—has shown virtually no rise. Although there is some
tendency on the part of the public to put all the blame for the slowdown
in the growth of real income on inflation or on the efforts to control
inflation, more than just this is behind the slowdown. I will say some-
thing about the other factors in a moment. The point I want to stress



65

now, however, is that with average real income virtually constant,
there must be some families that were hit by more than the average
increase in the prices of the things they buy at the very same time that
their money incomes failed to grow or even declined. I do not know
how big this group is, but I do not believe that we can dismiss it as
negligible. And I would add to Commissioner Moore’s list of statistical
jobs that might be undertaken, the acquiring of more information on
this particular point.

There are, of course, still other reasons to worry about inflation—
the problem of the balance of payments, for example—but these are
well known, and I will not stop to list them.

That the problem of inflation is not only serious but difficult is also
evident. The studies of economists and the discussions among them—
and the strong differences of opinion expressed during these discus-
sions—make clear that even we experts, whose particular job it is to
know about such matters, know less than laymen think we do. I should
mention here that this is one reason why whatever I am saying here is
entirely my personal opinion and that it is not to be counted as the
responsibility of the National Bureau of Economic Research, with
which I am connected ; and the same, of course, goes for the New York
University with which I also have the pleasure of being associated.

I also ought to add that I retired recently as Director of Research
at the National Bureau, so I am now former Director of Research,
and just a working member of the research staff, and a hard-working
member I hope.

Our citizens recognize that the Federal Government, including the
monetary authorities, are making efforts to arrest the inflation of
prices. The public has been lectured on the need for and the nature of
these policies, and has experienced them directly in the form of post-
poned tax reductions, cuts in Government programs, and tighter
money. But with the experts often differing, with the news from other
countries on efforts to restrain inflation abroad rather less than en-
couraging, and with the price level here still rising, it is natural for
people to wonder: When, if ever, will the price level stop rising or at
least stop rising so fast? Should or should not stronger or different
policy be pressed # What might be the consequences of anti-inflationary
action, not only on prices but also on production and employment ?

These doubts and fears reflect fundamental issues on the causes,
process, effects and control of inflation. In the time allotted, let me
concentrate on a few of the points on which something reasonably
factual can be said, an which have at the same time often been
neglected or misunderstood. I list these points briefly, but T hope not
too cryptically, as a basis for questions by the committee and discussion
by the panel.

Two. The failure of the CPI to decline or even level off—it might
have stopped accelerating, to judge from some of the figures Com-
missioner Moore mentioned—has been explained by a lag between
actions taken to stem inflation and the effects of such actions on the
price level.

One fact to keep in mind, when thinking about this lag, is that the
antiinflationary actions taken are mostly of rather recent vintage.
The shift from a Federal deficit to a surplus, measured on the national
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accounts basis, began around mid-1967, two years ago, but the first
surplus was not actually attained until the first quarter of 1969. The
decline in the rate of growth of the money supply, narrowly defined
to cover demand deposits and currency, did not begin until mid-1968,
a little over a year ago, and did not fall below, say, about 3 percent
per year, allowing as best as we can for erractic fluctnations, until the
spring of this year, 1969. The decline in the rate of growth of the
money supply, broadly defined to include also time deposits, did not
begin until late in 1968, or about a year ago; but it proceeded much
more rapidly and has reached very low levels. The most recent figure
on its rate of change in this money supply, July to August, is minus
10 percent on an annual basis, well below what has been seen in
many years.

Is the length of the lag so far—we have not yet seen a general decline
in the price level—within the realm of experience?

Tested knowledge, in contrast to just speculation, on the effects
of deliberate shifts in fiscal and monetary policy is rather scarce.
The cause and effect relationship must be inferred from records of
the past, during which many other factors affected price levels, and,
of course, the economy has changed in many ways. Also, until recently,
changes in the Federal surplus and in the rafe of change in money
supply were more often passive responses to changes in business con-
ditions than the result of deliberate efforts to influence business con-
ditions. For these and other reasons, economists differ with regard to-
the inferences they draw from the record and with regard to the degree
of confidence they put in their conclusions.

Without going into the details, let me simply mention a few objective
facts, about which there can be little question. These relate, to begin
with, to the timing of changes in the Federal surplus or deficit, and in
the rate of change in the money supply, relative to peaks in general
business. This is information similar to that which Commissioner
Moore was presenting a few moments ago. We know, first. that the
Federal cash surplus, on which information has been available for
a long time, has more often led turns in general business than it
has lagged. But the timing has been rather irregular and the average
lead is therefore not very meaningful. Also, with a few exceptions,
over most of the prewar period the Federal surplus was relatively
small and therefore could be only a minor factor in the economy as a
whole. The available statistical information on the Federal surplus on
the national accounts basis, which is the basis favored bv economists, is
limited to the postwar period. But this is when the Federal budeet
was large, and this recent experience may be more to the point. The
lead in this series is much more consistent. There is a clear tendency
for turns in the Federal surplus so defined to lead business cycle
peaks. The average lead is some 14 months.

As for the historical experience with changes in the monev supply.
these—whether defined narrowly or broadly—have almost always led
turns in general business, on the average. In case of peaks, the lead
was by as much as 20 months.

The historical relation between consumer price changes and changes
in general business is not easy to describe briefly. It must suffice to
say that turns in the level of the consumer price index usually came
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after a peak in general business, on those occasions when the index did
in fact turn down. The average lag was 2 to 3 months. Sometimes,
however, and this has been often the case since the war, the CPI failed
to turn down at all. On these occasions, the index sometimes simply
stopped rising for a while, or rose at a less rapid rate. But sometimes
there was no obvious conformity to the turn in general business, which,
of course, was essentially what Commissioner Moore was saying a
while ago.

It seems fair to conclude this much: Turns in the price level and
even in the rate of change in the price level, have tended generally to
come some considerable time after changes in the Federal surplus
and in the rate of change in the money supply. If one assumes a cause
and effect relationship, one may say that the reaction of price levels
to changes in the Federal surplus and rate of change in money supply
has been quite slow, as a rule. The fact, then, that the price level has
not yet stopped rising does not mean that anti-inflationary policy is
not working. Indeed, as I have mentioned, there is a hint in the recent
fignres that the rate of change in the consumer price level and also in
the wholesale price level—we saw this in Commissioner Moore’s
charts—has stopped rising and may even have begun to fall.

Three. The fact that historical periods have differed considerably in
the length of the lead of changes in the Federal budget and the rates
of increase in the money supply, on the one hand, over the changes in
the level of prices or its rates of change, on the other, has important
implications. It means that—in the short run, at least—other factors
play a part in determining the behavior of price levels and price trends
besides current fiscal and monetary policy, and that these other factors
can be important. I want particularly at this time to draw attention
to the factors effecting the price level, and production and employ-
ment as well, that are generated by developments in the private sector.
These are the developments that economists have in mind when they
speak of business cycles, or—in the terms perhaps more appropriate to
the world of today—of periods of speedup and slowdown.

A couple of years ago, 1t is true, a conference of economists was held
on the question whether the business cycle is obsolete. I could not be
there, but I was not surprised to learn that a colleague of mine at the
National Bureau of Economic Research had said that “the question
posed by this conference may be obsolete, the problem of booms and
recessions is not.”

If economists were able to fool themselves enough to pose the ques-
tion, it is not surprising that the public seems to have forgotten—if it
was ever really learned—a very important fact. An economic expan-
sion during which aggregate activity increases in volume, unemploy-
ment declines to low Jevels, and prices and wages rise, develops—to use
the words of another former colleague of mine at the National Bureau
of Economic Research—restrictive forces that gradually but insist-
ently come into play as a result of the expansion process itself.” This
conclusion is based on a vast amount of carefully analyzed data which
T can only mention here. Let me merely list, by way of illustration and
in the most summary way, some of the restrictive forces that are ulti-
mately developed by the very process of expansion : One is the narrow-
ing of the scope and reduction in the pace of expansion. Another is the
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rise in costs, which sooner or later exceeds the rise in selling prices and
reduces profits per unit of sales and then, also often, aggregate profits.
A third is the 1ncrease in construction costs and interest rates, which
soon depresses home building, dampens State and local government
construction plans, and—coupled with the slowdown in expected
profits—eventually leads also, and on a widening front, to the post-
ponement of investment in new business plant and equipment. A fourth
1s the depressant effect of these developments on the stock market, the
declines in which become, in turn, another restrictive force on business.
investment, home building, and the purchase of large items of durable
consumer goods. In time, these and other developments, which I have
not been able to mention 1n the time we have, lead to retardation in the
growth, if not actual decline, of aggregate production and to a widen-
Ing gap between a growing number in the labor force and a stable or
declining number employed, that is, to rising unemployment.

It would be foolhardy, I think, to ignore the possibility—no, let
me say, the fact—that these restrictive forces have been gathering
strength, for some time in our economy, and not only because of the
relatively recent restrictive policies of the Federal Government. We
may expect that even by themselves, were policy neutral, they could
cause the decline in the rate of growth of aggregate output which has
already been evident for some time, the decline in profits, which have
been falling in real terms—and also sooner or later a decline in pro-
duction, a rise in unemployment, and eventually a slowdown in the
rate of inflation. This is all the more likely a prospect as we look ahead,
because fiscal and monetary policy is now pushing in the same direc-
tion, in contrast with the situation a year or two ago.

Four. If the boom is itself generating restrictive forces on a widen-
ing front, and these forces are growing in strength, it may be wise to
begin to lighten the pressure of anti-inflationary policy.

This may be all the more necessary at this time because of the longish
lag between policy and its effects. We may be heaping more wood on
the fire, to use another figure of speech, when what is needed is to give
the wood already there a chance to catch fire.

I might mention here that John Maynard Keynes, whose name
sometimes comes up in this room, has an even more interesting analogy,
and I might recall it, if it is not too close to lunch:

Chairman GrrrriTas. Yes.

Mr. FaBricanT. A lessening of pressure does not necessarily require
a reversal in both fiscal policy and monetary policy. There ‘are good
reasons, apart from the desire to stabilize the economy, for establishing
and continuing a policy of Federal surpluses when unemployment 1s
low. But the very tight monetary policy now in force could be relaxed
without interfering with these long-term goals.

What T have been saying is, in substantial degree, consistent with the
idea expressed in the so-called Phillips curve. This specifies the “pay-
oft” between inflation and unemployment, that is, the cost in increased
unemployment of a given reduction in the rate of price increase. There
is evidence, however, that the relationship is subject to change as the
structure of the economy is altered. These structural changes need not
be a result of chance. They can be planned, and when planned, a delib-
erate effort can be made to design them to favor reduction in the unem-
ployment cost of a reasonably stable pricelevel.




69

It would take at least another session to list the kinds of improve-
ments in economic organization and structure that might do this. An
obvious example is an improved and widened program of training
or retaining. The possibilities now being worked on and others
in sight are many, and more can be discovered if we devote
the resources to the task. Some can be instituted fairly quickly, in
addition to those already in existence. Some will require much experi-
mentation and discussion and time before practical difficulties can be
overcome and differences in sectional interests reconciled. It is not
too soon to expand and intensify the work that is already going on.

In the meantime, we may have to rest content with halting the
acceleration in prices, and then reducing the rate of price increase
to something at least a bit closer to what it was during the decade
that ended 5 years ago. If we can do this much without paying an
inordinately heavy price in unemployment and lowered output, we
should count ourselves lucky.

Five. Tet me conclude: One solution that is often put forward for
stabilizing the price level without raising unemployment involves
fixing by Government, in a formal or informal way, all individual
prices and wages or only those which are set in imperfectly competi-
tive markets. This is the sort of thing that the guidepost policy of
1962-66 tried to do, or the more formal incomes policy such as they
have in Europe, or even an unlimited or limited OPA-type policy.
Much has been said in criticism of this solution in other congressional
hearings, and I need not take the time to explain why I believe it
to be a costly and ineffective way of dealing with the problem of
mflation. I bring it up because subsequent public sessions of this com-
mittee will focus on some of the individual categories of prices that
have risen more rapidly than the average. There 1s a tendency, when
one focuses on individual price increases, to argue that the way to
keep the general price level down is somehow to restrain these individ-
ual prices.

Thank you.

Chairman Grirrrras. Thank you very much, Mr. Fabricant.

I am surprised, Dr. Moore, that you did not put in your indicators
the length of women’s skirts, because they seem to be a pretty true
indicator. I mean, they are going down to your ankles, as precedes, I
think, a depression.

Mr. Moore. I have heard of that as an indicator, but I have never
given 1t a close examination.

Chairman Grreritas. Well, you try it for this century.

May I ask you: Has inflation ever been stopped without increasing
unemployment ?

Mr. Moore. Well, the rate of price increase has declined on some
occasions without an increase in unemployment or without an appreci-
able increase in unemployment.

The most recent occasion was in 1966-67, when, as I mentioned, the
rate of increase in the Consumer Price Index dropped from around
4 percent to 2 percent, while the rate of unemployment remained
slightly below 4 percent during that whole period, with the exception,
I think, of 1 or 2 months when it got a fraction of a percent above
4 percent. Now, that is a substantial drop in the rate of increase, but,
as I mentioned, it did not persist.
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Chairman Grirrrras. In your judgment, can this inflation be
stopped without increasing unemployment ?

Mr. Moore. Well, that is my hope and expectation, yes. I think the
policy that the administration adopted, of a gradual reduction in infla-
tionary pressures, was calculated to do that, and I have every hope that
it will.

Chairman Grrrrrras. Do you think so, Dr. Fabricant ?

Mr. Fasrrcant. Well, I think that inflation can be stopped—Do
I think that inflation can be stopped without causing a rise in unem-
ployment ? If by stopping inflation, you mean the consumer price level
would level off essentially, my answer is “no.” I have tried to indi-
-cate some of the reasons why I think so. I would agree, I think, with
‘Commissioner Moore, that 1t is possible—there have been historical
episodes—and he mentioned one—in which the rate of increase in
-consumer price level has been reduced without any obvious effect on
unemployment. To that statement, I would add that one must make
an allowance that sometimes the consumer price index stops rising
because something has happened to food prices which may reflect farm
conditions, weather, and things of that sort, and it is sometimes, there-
fore, better to look at the nonfood part of the Consumer Price Index,
and I suspect that might not show exactly the same picture.

It is also the fact that the rate of change in any of these indexes,
including the Consumer Price Index, is rather erratic, so it depends
on whether you are looking at a very short period during which you
may get an erratic declining rate of growth or a longer period in which
case you would smooth out the erratic changes.

To return to the basic question, I do not think that in the United
States, or in any other country, there has even been—I know of no
case in which an actual reduction in the Consumer Price Index, or even
a leveling off when it has been rising very rapidly, has ever occurred
without a rise in unemployment.

Chairman Grrerrras. What percentage increase in unemployment
do you think we would have to have to make an appreciable stop in
the rise of prices? :

Mr. Fapricaxt. Well, by “appreciable”, if you mean something close
to zero, I would say more than the American people are willing to pay,
or that any of us would want to pay. I tried to indicate that in my
statement. I think, however, we can, and ought to, reduce the rate of
growth of the consumer price index to something close to what it was
5 years ago. It was not zero 5 years ago; it was going up at the rate
of 1, 1%, or 2 percent per annum. I think we ought to try to get back
to something closer to that, let us say 3—to pull one out of the hat
and I think it would be worth paying the price of some unemployment
for that. There is a trade-off also between unemployment now and
unemployment in the future. If we let the private level get out of hand,
let acceleration continue, let prices march up at a very rapid rate, I
think the burden on various groups of the population ‘would be such
that there would be a terrific outery, “Stop it at any cost,” and if we
stop it at any cost at a later time we would have a lot more unemploy-
Hflfnt than we would if we tried to stop it gradually in a succession of
efforts.

Chairman Grrrrrras, Well, now, if prices were rising between 114
to 3 percent and we had about a 5 or 6 percent unemployment rate, do
you think that we can tolerate that today ?
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Mr. Fasrrcaxt. Iwould not think so, no,not 5 or 6.

Chairman Grrerrras. No, I donot think we can either.

May I ask you: Do you think that the surcharge was anti-infla-
tionary, or inflationary, or neutral—the surcharge, the 10 percent
surcharge?

Mr. FFanricant. Well, I think that most of the Congress would say
that it was anti-inflationary. :

Chairman Grrrrrrus. Well, T think that is what we intended to
be, but, do you really believe that it was anti-inflationary ? As a matter
of fact, at that exact moment, the UAW—before it went into effect,
the UAW and the steel unions and all the big unions were negotiating
contracts. Did they not allow for that surcharge in their negotiations?

Mr. Faprroaxt. Well, I really do not know the details of the
negotiations. ‘

Chairman Grrerrzus. T think they did.

Mr. Fasricant. It is quite possible. I think the answer to the ques-
tion you are raising is rather complicated, because the effect of the
surcharge or any other change in the Federal budget depends also
to what is happening to the rate of change in the money supply and
what, of course, has happened to prices in the past. If, when a trade
union is negotiating with an employer for a wage increase, they are
in a position of trying to catch up on changes in the consumer price
index that have taken place since the preceding contract, and, therefore,
the fact that prices conceivably might not rise or rise as rapidly in the
future is not something that 1s going to hold them back from trying
to recoup some of the loss they have suffered. There have been a num-
ber of such contracts. I think, to judge from what I have seen in the
papers—Well, maybe I had better not get into any particular case.
But there have been such contracts signed without escalator clauses,
and after a time this obviously turned out to be a mistake.

Chairman Grrrrrras, Well, when I came on this committee, one of,
the matters that was being considered was the use of the tax structure
to fuel a boom or to stop inflation. In the light of the years that have
passed since we have actually tried to use it, do you believe that it is
a successful method of stopping inflation or fueling a boom ?

Mr. Moore. Well, if T may say one point on that—but let me preface
this by saying, too, that I really do not feel that I should enter into a
discussion of Government policy. The reason I say that is because I
am the head of a statistical agency.

Chairman Grirrrras. Yes, I understand.

Mr. Moore. And I believe that agency ought to be kept out of policy
pronouncements, at least in public. But the point that I was going to
make is that T do think that we have to consider the effect of any
policy on expectations of the public and the businessmen and how they
act in the light of expectations. If the policy is pursued in a restric-
tive direction consistently, whether it is fiscal, monetary or any other
kind, it has some effect on people’s expectations, and that, in turn,
has an effect on inflation, itself. .

Chairman Grrrrrriss. Would you care to comment ?

-Mr. Fapricant. Well, T would agree with what I think is in your
own mind, namely, that our efforts 1n recent years to use fiscal policies
as a flexible stabilization tool have not been very successful. And, I
suppose the executive branch can always blame the Congress for that,
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for not listening to what the executive wanted, and, perhaps, the Con-
gress might blame the executive, too. But it has not, in fact, been very
successful.

T might add this, that in a world in which information and com-
munication has improved enormously, people have become much more
sensitive to changes in fiscal policy and prices. It is quite possible that
reaction to a given change in taxes or Government expenditures may
not be the same today that it used to be in the olden days. People are
sometimes told “This is only a temporary rise in taxes,” and they may
adjust their levels of consumption and expenditures to take account
of the fact that it is just temporary. They may go ahead and buy that
house or that car, borrowing 1f necessary, or drawing on some of their
savings, because next year the tax will be reduced. I think there is some
-evidence that this has taken place in the United Kingdom. I remember
reading a very interesting article about the experiences in the United
Kingdom in their efforts to control inflation as well as to increase pro-
<ductivity, and the remark was made in one of these discussions to the
effect that there is a continuous dialog between the public and the
Government and the public is always trying to anticipate what the
Government will do in the future. If the Government says explicitly
“this is temporary,” whatever it is, the public is naturally going to take
that into account. )

I might add also that if the Government does not do what it says
it is going to do, the public will begin to take that into account.

Chairman Grrrrrras. Thank you very much.

Senator Proxmire ?

Senator Proxmrire. Mr. Moore, you say that all of the indexes of
demand pressure were up, foreshadowing an easing of price increases,
that is, a slowing rate of inflation. Can you give us any idea of a rough
timetable on this? When can we expect the rate of inflation to ease ?

Mr. Moore. Well, looking at the past relationship between these
indexes of demand and pressure and the rate of increase in the CPI,
on the whole they have occurred roughly at the same time.

Senator ProxMIre. What does that mean ?

Mr. Moore. Within a few months of each other.

Senator Proxmire. So, you are telling us that within a few months
we can expect the rate of price increase to moderate?

Mr. Moore. Well, I would judge that to be a reasonable prospect
from the way these demand indexes are moving.

Senator Proxmire. In view of the fact we already have, according
to your indexes—the composite index, showing a definite turning point
in April, T would think that by now, this being October, that we should
have this. Do you feel we already have stafistical evidence that the
rate of inflation is easing ?

Mr. Moore. Well, the problem is that if it has eased, it has not eased
very much—that is, the rate of inflation.

Senator Proxaire. But you would expect that easing '

Mr. Moorz. If we had another year’s worth of data and were look-
ing back, we might be able to say that last spring was the peak rate of
increase in the CPY, which it was in terms of its monthly rate of change.
But, as of now, since it has not declined very much from that level,
I cannot say that with any assurance.
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Senator ProxMire. Now, let me give you some hypotheses and ask
you to tell us how this will work out:

Supposing the Congress does not extend the surtax—the 5 percent
surtax, Will that have a significant effect, in your view, on the slow
down of inflation?

Mr. Moore. Well, I think

Senator Proxmrre. That is, the 5 percent surtax, after January 1
until next June. ]

Mr. Moore. As I told Mrs. Griffiths, I would rather not, if I may,
decline enter into a discussion of Government policy. I am head of a
statistical agency, and we are

Senator Proxarme. Well, I am not asking you for your judgment on
whether this would be wise or not. I am just asking you for your pro-
fessional opinion as an expert as to what effect this is likely to have. Is
this going to be significant?

As I understand, there would be a reduction in revenue of $2 billion
to $3 billion over a 6-month period.

Mr. Moore. Well, I think I just cannot answer that.

Senator Proxmire. You cannot give us a professional opinion of
whether a reduction of $2 billion to $3 billion would be significant or
not?

Well, let me ask Mr. Fabricant. Can you tell me what your view is
on this?

Mr. Fasricant. Well, I indicated a moment, ago, what the Govern-
ment does in taxes or expenditures may not bring the response that
the old-type theory would lead us to believe. My own feeling, however,
is that a reduction in the surtax and an easing of taxes would not be
a good thing at this time, because we do want to maintain some pres-
sure on the mflationary spiral. '

Senator Prox»ire. Supposing that is accompanied by a spending
hold-down including an easing in Vietnam, and we have every reason
to expect in the coming year instead of spending the $25 billion to
$30 billion we are now spending in Vietnam it will be reduced by some
amount. It may not be by a great deal, but certainly enough to com-
pensate for a $3 billion loss in the surtax.

Mr. Fapricant. Yes. It depends on your timing. If you begin to
talk about and actually reduce the surtax now and make it appear that
it will be reduced before the expenditures would have been reduced,
I do not think it would be good from the point of view of inflation.
I think a better way to reduce the pressure—we want to maintain
pressure, but not quite as much pressure on inflation—is to reduce
or bring back the money supply rate of growth to something that
makes more sense than the present level.

Senator Proxyrre. Well, that is supposed to be within Congress’s
purview, but we have about as much control over that as King Canute
had over the tides. Our creature, the Federal Reserve Board, deter-
mines monetary policy, and it is supposed to be our creature and they
tell us it is our creature, but they never respond to anything we
suggest.

an you tell us, Mr. Moore, what does this recent economic history
tell us about how high unemployment is likely to get to slow annual
inflation rate down to say 3 percent?
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Mr. Moore. Well, I do not think that recent economic history tells
you much about that particular question. I would like, though-—and T
think it is illuminating—to recall our 1966-67 experience, and I do not
think it really can be explained in the way Dr. Fabricant suggested. 1
do not believe that it was an aberration in food prices or some special
factor. If you look on my chart No. 2 which contains a number of
different price and cost indexes, and most particularly look at that
period of 1966-67, the GNP implicit price deflator, which is one of
the broadest price indexes that we have, declined—its rate of increase
declined—as well as the prices of services in the CPI. Even wage rate
increases were reduced by a small amount, as well as labor costs and
output per man-hour.

Senator Proxmire. You are talking about 1966 and 1967 ¢

Mr. Moore. Yes, 1966-67. Well, now, as 1 have mentioned before,
the rate of unemployment through that period was slightly below
4 percent, with the exception of 2 months when it got a little bit above
4 percent.

Senator Proxmrre. Well, you gentlemen seem to feel that that is &
good precedent. I disagree very vigorously on that. I think 1966-1967
1s something that we are not likely to get, and I am not sure we should
for several reasons: No. 1, it did not result in getting inflation under
control. It was a temporary easing of inflationary pressures, and the
prices did not rise for a month or two or three or four, but then they
resumed their rise. No. 2, we had a near panic in the financial market.
No. 3, we had devastation in housing. We went down to an annual
rate of 800,000 housing starts a year, and, of course, that is a depres-
sion level. It just seems to me that this is not a satisfactory way to
handle it or to expect that this is going to give us the kind of results
that would be adequate to cope with inflation.

Mr. Fasricant. Mr. Proxmire, if T could add a word 2

Senator Proxmire. Yes. '

Mr. Fapricant. The decline which occurred in the rate of growth
of Consumer Price Index between 1966 and 1967 followed a period
in which it was going up, and going up at a very modest rate. I think
one of the troubles right now is that the consumer price index has been
rising much more rapidly than it was at that time, and for a longer
period than at that time, so that to reduce the rate of growth of the
price level by a significant amount, say 2 or 3 percent, would, I think,
require much more in the way of increase in unemployment than was
the case at that time.

Senator Proxmire. I think that is a proper observation. Many
of us in Congress—and I think Mrs. Grifliths is one of them, and I
am certainly one—feel that we cannot and will not pay for inflation
control the price of substantial increases in unemployment. We have
to find another way, even if it is controls, and T know that you gentle-
men do not like controls. And I am inclined to feel that this is a
better solution than to permit the unemployment level to rise, say,
above 5 percent. How significant to futare inflation, Mr. Moore, 1s
the increase in labor costs to which you referred ?

I think the labor cost increased in 1967 rather sharply. Can you
translate that into what this means for the future prices of 19697

Mr. Moore. Well, T think basically it puts a sort of floor, at least
temporarily, under price, under the rate of price increase. But, of
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course, labor costs have been brought down, as I think they were in
1967; and they can be brought down again if there is a sufficiently
large increase in productivity.

Senator Prox»nke. That really takes a long time, dees it not?

Mr. Moore. Well, that is another point that T would like to make.
I think what Mr. Fabricant was saying about unemployment depends
partly on how long the process of getting inflation under control

takes. If you allow a sufficiently long time and have a persistent policy

of gradually reducing pressure, it seems to me that you are more
likely to change people s expectations about price increases, and this
then will be brought to bear on the actual price increases themselves
because of the decisions that they will be making. If you try to do
it all next month or within the next 2 or 3 months, you can have a
catastrophe.

Senator Proxartre. I have a couple of more questions, but my time
is up.

Chairman Grrrrrras. I would like to go a little bit more close]) into
this expectation business.

The University of Michigan survey shows that the upper-income
people are now deciding to cease buying. How does this fit in with
expectations? Do they believe prices are going to fall ?

Mr. Moore. Well, I do not know. They may believe that the prices
are high and that they are just as well off, or better off, by not paying
these high prices, and they are simply makmcr decisions postponing
buying. But I do not know the real details of that surv ey.

(Dr. Moore subsequently furnished the following:)

The Michigan survey obtains answers to the questions why people believe it
is a good or bad time to buy. In recent months two significant trends have shown
up in these data (see table).

1. The proportion believing it is a bad time to buy because credit is tight and
interest rates high has risen sharply. This applies not only to houses but also,
to a lesser extent, to autos and large household goods.

2. Of those believing prices will continue to rise, a larger proportion now
think it is a bad time to buy, apparently because they think prices may fall later.

SELECTED REASONS FOR OPINIONS ABOUT MARKET CONDITIONS

[In percent]
Novem-
ber-to August
Novem- May to Feb- Decem- Feb- Mayto to Sep-
ber June ruar August ber ruar June  tember
Commodity 1965 1967 196! 1968 1968 196 1969 1969
CARS
Good time to buy because—
Prices are low; good buys
available. ... [ 20 17 9 6 5 12 13 9
Prices are going higher; won’t
come dowWn__.. ... .... 12 14 22 26 20 20 22 19
Bad time to buy because—
Prices are high; going up; may
fall later____ . ... .. _....... 9 16 17 20 16 16 18 24
Credit is tight; interest rates high_ o 1 3 2 3 7 10 11
LARGE HOUSEHOLD G60O0ODS
Good time to buy because—
Prices are low; good buys -
available.. .. __......._..._.... 20 21 16 12 11 16 15 12
Prices are going higher; won't
come down__._....._.._...... 14 19 21 25 20 22 26 20
Bad time to buy because—
Prices are high; may fall later____ 9 10 11 13 14 14 15 19
Credit is tight; interest rates high. 0] 2 2 4 3 6 8 11

Footnotes at end of Table, p. 76.

37-795—70 6
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SELECTED REASONS FOR OPINIONS ABOUT MARKET CONDITIONS—Continued

[In percent]
Novem-
ber to August
Novem-  May to Feb- Decem- Feb- Mayto to Sep-
ber June ruary  August ber rual June  tember
Commodity 1965 1967 196 1968 1968 196 1969 1969
HOUSES
Good time to buy because—
Prices are low; good buys
available . 14 12 [©)) 4 2 3 3 1
Prices are going
come down e 15 21 ® 20 18 20 20 15
Credit will be tighter later;
interest rates will go up._....._ @ ® ® ® ® ® 10 4
Bad time to buy because—
Prices are high; may fall later_. __ 15 19 (&) 26 22 22 26 27
Credit is tight; interest rates high_ 1 13 @ 23 19 24 36 45

1 Less than 14 of 1 percent.
2 Not available.

Note: Responses to the query, “Why do you say so?"’ following each of these 3 questions: (1) “'Speaking now of the
automobile market—do you think the next’12 months or so will be a good time or a bad time to buy a car? (2) About
the things people buy for their house—I mean furniture, house furnishings, refrigerator, stove, television, and things
like that. In general, do you think now is a good or a bad time to buy such large household items? (3) Generally speaking,
do you think now is a good time or a bad time to buy a house?

Source: Survey Research Center, University of Michigan.

Chairman Grrrrrras. Well, now, would consumer buying actually
fit in with expectations anyhow? Let’s go back to these dresses. Any
woman would be a fool today—or extremely wealthy—to invest any
real amount of money in a short skirt or a wardrobe filled with short
skirts, because she knows that next year they are going to be long.
go,‘ 1t has nothing really to do with the price, it is a change in the

esign.

M%' Moore. Oh, yes.

Chairman Grirrrras. Well, would that not be true?

Mr. Moore. That would certainly be true of a lot of things that
people buy.

Chairman Grirrrras. Well, now, I was on a TV program the other
night where we were arguing doing away with the internal combus-
tion engine, and I think that is what they use in cars. Of course, this
is treason in Detroit. But suppose that laws were passed that brought
back the Stanley steamer. The effect would be immediate upon the
automobile market, would it not?

It would stop right then?

For instance, the prices of cars have remained relatively stable
throughout this whole rising price level. Now, they have gone up.
What, in your judgment, will be the effect on the automobile market ?

Will people stop buying, or will they all buy immediately because
they may go up again?

Mr. Moore. Well, I really cannot predict that. I do think that
whatever the price expectations people do hold, particularly on dur-
able goods like automobiles, that does affect their tendency to buy.
If they change their expectations, as I rather hope they will, to the
effect that price increases in the future are not going to be as large
as they have been recently, they may hold off.

Now, the example you gave of the ‘dress is not a good example to
express this idea. Let me give you the example of a coat which you
do not, I would think, buy every year. You decide to buy one this
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year, or you might postpone that purchase until next year thinking
that coat prices will be lower, and you can postpone that type of pur-
.chase I think much more sensibly on the basis of expectation than
you can postpone others.

Chairman Grrrrrras. But there are some very large elements of
purchase that would not have as much to do with the price as they
have to do with the design.

For instance, you can use only a conventional refrigerator, but if
you have, suddenly, a refrigerator that defrosts itself and does a lot
of other things automatically, you buy, not because the price may
go up but because the cost of cleaning ladies goes up, and 1t is easier
to have a defrostable refrigerator. So, it does not actually work every
time, and it seems to me that it would be in a large sector purchases
that price has relatively little to do with, as to whether you buy or
svhether you do not.

Mr. Moore. Well, I think that is true. There are simply thousands
of factors influencing decisions to buy, the design and style, and a
.great many other factors. But I do not think that many of those fac-
tors can be pointed to as influences on the general trend of prices.
They behave in all sorts of ways, in different directions at different
times, and what I was addressing myself to was the general trend of
prices and not to any specifics.

Chairman Grrrrrras. But clothing is a significant factor in the cost
of living, and you can assume that as the months go on short skirts
are going to go down in price very rapidly or are going to be dumped
completely.

Mr. Moore. Well, I am glad my wife is in the audience and I hope
she is paying attention.

Chairman GrrrriTas. And someone said to me that if she was lucky
she was going to be able to dress next year from the attic. You can just
go upstairs and find all of those clothes that you threw away in the
20’s and wear them.

Your testimony contains little reference to the wholesale price in-

dex or the GNP deflator. We often hear it said that the wholesale
price index is a better indicator of underlying price trends than the
consumer price index. Is this true?
i Mr. Moore. Well, it is better and it is worse. The GNP deflator
has the advantage of covering a great deal more of the total amount
of goods that are sold; it includes producers goods, equipment, com-
mercial buildings, costs of construction, and other services that are
produced and sold by businesses, so it is more comprehensive.

On the other hand, it is available only quarterly, and I believe at
the present moment the last published quarterly figure is for the sec-
ond quarter, whereas the CPI is available through August. Its statis-
tical basis for measuring these other prices, the prices of business
equipment, the prices of construction, and so on, is considerably weak-
er, I believe, than that of the Consumer Price Index. So, you have to
assess the two indexes on the basis of those considerations, and I really
do not like to make a choice myself. I look at both.

Chairman GrrrriTas. The preliminary September estimate of the
index for wholesale industrial commodities shows that they are con-
tinuing to advance at an annual rate of about 5 percent. Is that not
a rather discouraging sign?
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Mr. Moore. I would much rather have it advancing at a lower rate,.
yes.

Chairman Grirrrras. But it is still not too good ?

Mr. Moore. No.

Chairman Grirrrras. Just what is included in the indicator you call
industrial materials traded on commodity markets?

Mr. Moore. Well, there are some 13 commodities in that index.

Chairman Grrrrrrus. Is lumber one of them ?

Mr. Moore. I do not believe so.

Chairman Grrrrrrms. It is not.

Is copper and aluminum?

Mr. Moore. I know copper is, and scrap steel, rubber, hides, but I do
not believe aluminum is. .

Chairman Grirrrtas. Turning from price statistics to employment
statistics. We are interested in the September unemployment figure.
Just how much significance should we attach to this extraordinary
jump in the unemployment rate? .

Is it a statistical aberration, or is it a continuation of a trend which,
for some reason, failed to show up fully in the August figures? Or is it
the beginning of a really major rise in unemployment?

Mr. Moore. Well, the way I would characterize this is that there has
been a gradual rise in unemployment, in the unemployment rate. 1
think there were some special factors connnected with the unemploy-
ment rate in September, and one of them T would put this way : There
was a rather substantial decline in agricultural employment between
August and September. It was unusually large. The rate of increase
in nonagricultural employment was lower than it had been recently,
but it was still an increase and not unusually small or large, one way
or the other. There was, however, a drop in agricultural employment,
and it seems to me that one needs to pay attention when considering the
size of the increase in unemployment to what the sources were in terms
of the decline and increase. I am merely pointing to the fact that agri-
cultural employment in that 1 month took a rather substantial drop.

Chairman Grrrrrris. What else have you found ?

Mr. Moorr. Well, there was a rather substantial increase in the un-
employment of people who had not previously been in the labor force.
They were entering the labor force. So that, if you look at the unemp-
loyment of people who were not previously employed. cither because
they were newly seeking a job or reentering the labor force, there was
an increase in unemployment. But so far as I can judge from the data
we have there was no perceptible increase in the number of people who
lost their jobs. That remained essentially the same in both August and
September. ‘

Chairman Grmrrrras. Ts unemployment now Jarger with Negroes
and women ?

Mr. Moore. Larger than what ?

Chairman Grrrrrras. Than it has been?

Are they the people who have borne the brunt of it ?

Mr. Moore. No, there was no significant increase in the unemploy-
ment rate of Negroes.

Chairman Grrrrrrus. Of the Negro. But what about women ?

eri. Moore. I am afraid I cannot answer that question. I do not
recall. :
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‘Chairman Grrrrrras. Will you supply the answer ?

Mr. Moore. I certainly will. )

(The information requested and later supplied, follows:)
Unemployment rates (seasonally adjusted) for major groups in the labor force

in August and September 1969, and the averages for the first three quarters of 1969
were as follows:

Quarterly averages

January to April to July to
March

August September June  September

LI PN 3.5 4.0 3.3 3.5 3.7
‘Men, 20 yearsand over.____._ ... . ___.___.._... 2.1 2.4 1.9 2.0 2.2
“Women, 20 years and over. 3.8 4.2 3.5 3.7 3.9
‘Both sexes, 16 to 19 years___._._.__ 12.5 13.2 12.1 12.3 12.6
White 3.2 3.6 3.0 3.1 3.3
‘Negro and other races 6.5 6.8 5.9 6.8 6.6

Unemployment rates for all the above groups have risen since last winter.
‘The rate for teenagers has risen relatively less than for adults. Unemployment
-of Negroes went up sharply in the second quarter and has not increased since .
(the change in their rate from August to September is too small to be statistically
significant).

Chairman Grrrrrrus. You mentioned the need for a better wage
index. What is the primary obstacle involved in such an index?

Mr. Moore. Well, I think it is the inadequacy of the present statisti-
cal surveys in covering the wages or salaries of salaried employees and
the fringe benefits that both salaried and nonsalaried employees ob-
tain. We have a good monthly series on the-average hourly earnings of
so-called production workers, but this does not include many of the
salaried workers, or it does not include the fringe benefits of anyone.

Chairman Grrrrrras. Have you ever requested funds to begin the
construction of such an index?

Mr. Moore. No, we have not requested funds yet.

Chairman Grirrrras. Senator ?

Senator Prox»ire. Mr. Fabricant, yesterday we heard Mr. Mayo
and Mr. Kennedy, and they made it clear that the administration has
mno comprehensive or effective program for dealing with the sharp in-
crease in unemployment. They just do not think it is going to happen,
and, consequently, they are not prepared to do anything about it. You
speak here about trying to work hard to overcome some of the obstacles
in the way of structural resistance to reducing the level of unemploy-
ment consistent with price stability. Is there anything else you think
the Government can do promptly 1n the event this unemployment in-
crease that we had last month turns out to be something that goes on
and increases over the next 3 to 4 months?

Mr. Fapricaxt. Well, yes. I was a little surprised to read in the
newspaper the statement to which you referred, and I think, to ex-
press my own opinion, that the Government or anyone in a responsible
position, should prepare for the contingencies unless they absolutely,
have a probability of zero, which T do not think is the case here.

I have already said, because I do not want to see too much increase
in unemployment, and I do not think the American people want to see
much increase in unemployment, that the very tight monetary policy
which is now being applied should be eased up on, and if that is not
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done I think there is a good chance we will get much more unemploy-
ment than we want. And, when we do get ﬁla.t, if that you fear does:
happen, then if we have not already lifted the tight money supply, we:
ought to take strong action to do so promptly. There are, of course, still
other things that might be done if that is not sufficient, and this is the-
old list, which is still, I think, one that is worth looking at. We might
reduce taxes. I think that might be a very proper time to do it, and we-
might increase Federal expenditures.

enator Proxmrre. You see, one of the difficulties in relying on.
monetary policy is that we had that experience in 1966 and 1967 which
seemed to disillusion the Federal Reserve Board with what they might
term a quick turnaround. They do not want to ease upon inflation
until they get it under control, and Mr. Martin and some of the other:
members of the Federal Reserve Board have made it very clear that
they think this is our No. 1 economic problem by all odds, and I think
it is unrealistic to expect them to ease up on their restraint very much:
over the next few months.

Mr. Farricant. But if there is a lag, which I think most economists.

- would agree there is, between action taken by the monetary and other-
authorities and the effect visible in the price index, one should allow
for the lag and one should begin to ease up before you actually get the-
decline that is hoped for in the rate of increase in prices. I think that
this is now the time in which to begin to ease up. I do not mean for yow
to take your foot off the brakes, but to ease up on the brakes, to go a lit-
tle easier in repressing inflation.

Senator Proxmire. Why are vou so emphatic ahout wage price:
guidelines or about jawboning—I feel that the President should use:
the power of his office to try to persuade unions, for example, to settle
at a moderate level in their wage demands, and the power of his office,
especially, this President, to persuade business to be as moderate as:
they can in their price increases, and he can have some effect.

President Johnson and President Kennedy did have effect. We all
know that. It was not a very happy reception on the part of business,
but it seemed to work, at least in specific instances; and the wage price
guidelines, the statistical evidence is that it helped to hold down wage:
costs for a period of 3 or 4 years.

Mr. Fasricant. Well, there are two points to be made on that. There
is some question as to whether it worked. Economists have been trying
to measure the extent to which the guidelines really have had any ap-
preciable effect except on a very few prices. What we are concerned’
with is the general price level, or at least the price level on manufac-
tured goods. There is a question about that.

Senator Proxmire. Is it not true, however, that steel, for example,
is a commodity that does affect the price of others?

Mr. FaBricant. Every price affects every other price, but that does
not mean that it affects it to a sufficient extent to make any really im-
portant difference.

I think there is another point, namely, that a certain large number
of prices, and wages as well, are out of line with the present price level.
They have lagged for any number of reasons. The very obvious cases
are those, of course, of wage contracts which might have been signed 5
years ago without an escalator clause, to which I referred earlier. Tt
could be a rent, for example, which has been held down by a long-term
contract and now needs to be lifted. And there are any number of such
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prices, wages, and interest rates that have lagged. I think if you impose
a ceiling, fix wages and prices, you prevent that adjustment. It's in-
equitable. Let me add further that 1f the guidelines did manage to
help a bit say between 1962 and a few years later, I doubt very much
1f they would help as much now, because the people are much more
aware of the fact that there are a lot of other factors that affect the price
level.

Senator Proxarre. It may be, but was there not a perfectly proper
principle behind the guidelines, that we wduld have wage increases
that paralle]l productivity increases without an increase in wage cost,
and, therefore, without inflationary pressures, and to the extent you ex-
ceeded that, you would have inflationary pressures? The extent that
you are consistent with it, prices do not have to go up, and there is not
the same kind of pressure, overall, for industrial prices to rise. Once
that concept is understood, it seems to me you have achieved a very
great deal.

Mr. FapricaNT. I think there is a great deal of common sense and
economic sense, theoretical sense, in that concept. However, there are
two important points that need to be made there. One is that while it
is true in the long run, that wages, real wages, move up with produc-
tivity and will not move up more or less rapidly by and large, this is
not necessarily the case in the short run. If wages have moved ahead
too fast over a few years, as has been the case sometimes, they might
move up more slowly than productivity now. If they moved up less
rapidly than productivity over a few years, they should move up more
1‘api]dly now. This is something that can be said about the general wage
level.

Further, when you come to look at individual wages, you are back to
the problem I mentioned; namely, individual wages, here and there,
maybe are far too high and ought not to move ahead with produe-
tivity, or they are far too low and ought to move more rapidly than
productivity. In order to find out which of these wages are to be the
exception to the productivity guidepost, you have got to do more than
just make a few speeches; you have got to set up a big bureaucracy
that will be investigating wages, prices, productivity in all of the in-
dustries of the United States, and I do not think the American people
will tolerate either the cost or the nuisance of it.

Senator Proxyire. Well, I think we had an experience in 1962, 1963,
1964, and 1965 that we should not reject.

Let me ask Mr. Moore. Your chart 3, Mr. Moore, indicates some-
thing that seems to me to be very alarming about the prospect of in-
flation in the near future, and that is that it shows that output per
man-hour from the beginning of 1969 actually was negative; not only
did not increase, it was negative, and under the circumstances, when
your output is negative, it seems to me you have a tremendous infla-
tionary pressure even with a modest wage settlement when you have
the kind of wage settlements that we have had, the effect on wage costs
can be very great.

You show, for example, in one of your charts here, that over a 12
months’ span, the wage costs are now increasing at an annual rate of
about 7 percent.

Why will this not translate or is not likely to translate either into
diminished profits which can have, of course, an adverse effect on the
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economy, or into a terrific pressure on the prices, in pushing prices up,
an inflationary effect.?

Mr. Moore. Well, I think it is likely to have both such effects, and
historically it certanly has, that is, tending to dimnish profits—and
in fact there was some reduction in total corporate profits in the
second quarter—and also tending to raise prices or put a floor under
their decrease. Well, I regard it, too, as a very disturbing phenomena
to see a decline In output per man-hour. I found it, frankly, a little
hard to believe. It is very likely true there has been some reduction in
the rate of increase in output per man-hour, but that there has ac-
tually been a decline certainly was surprising to me.

Senator Proxmire. My time-is up. Thank you, gentlemen, very,
very much. Both of you.

Chairman Grirrrras. Mr. Fabricant, you suggest relaxation of
the monetary policy now. Suppose the Fed adopted this policy and
then the fiscal policy was also relaxed by not extending the surtax
and by the Congress voting to increase expenditures? Now, we have
already, in the House, moved the appropriations up from the Presi-
dent’s request for water appropriations from $214 million to $600
million, and they are going to make an attempt this afternoon to move
it up to a billion. Supposing this goes along and we do not extend the
surcharge, and the Fed relaxes the monetary policy, what, in your
judgment, would be the effect.?

Mr. Faericant. Well, it is a matter of degree when you talk about
‘the Fed relaxing. What I suggested was a modest relaxation and
without any changing of the surtax at this time. If you had a very con-
siderable relaxation on the part of monetary policy and a reduction
in the surtax or an elimination of the surtax, I think we would be con-
firming the expectations in the minds of many people that we are in an
inflationary era, and by gosh, no wage negotiation, no contract, no
nothing, should fail to take proper account of the fact that 514 per-
-cent which was the rise in the cost of living index, the consumer
price index, last year, is something that is going to persist or be ex-
ceeded in the years ahead. I do not think we should do that. T think
it would be a bad mistake. We have got a very careful line to tread
here between lifting all of the pressure on inflationary and pressing
too hard. And what I am saying is that this time, it seems to me, we
should relax the pressure a bit but not lift it entirely. That would be
a disaster.

Chairman Grrrrrras. Mr. Moore, in your closing paragraph, you
-speak of the human misery and economic waste that inflation leaves.

Now, one of the things that I really am the most interested in finding
out is who gets hurt by inflation and who profits by it? What kind of
statistics do you have on this?

Mr. Moore. Well, I am not so sure that in the Bureau of Labor
‘Statistics that we have very much to help on that. T think, as Mr.
Fabricant indieated, we do need statistics on the distribution of in-
come.

Chairman Grrrrrras. That is right.

Mr. Moore. And how it changes over a time, how the income of
individuals change over time in relation to the prices that they pay.
"The Bureau of Labor Statistics has a great deal of information on
prices, but it does not collect information on income, We do collect in-
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formation on wages but not in a way which I think would throw very
much light on this.

Well, let me expand a little bit on that. Maybe I should take part
of that back.

From our. wage statistics, of which we have a very great number, I
should think it would be possible to apply price indexes, as we do on
an overall basis, to a great many of the component wage data classi-
fied by industry—primarily by industry—and arrive at some idea as
to the distribution of real wage changes over time and how they al-
tered during this inflationary period.

(Dr. Moore later supplied the following information :)

The following table shows that workers in some industries have had smaller

increases in real weekly earnings over the past four years of more rapid price
increases than have workers in other industries.

AVERAGE WEEKLY EARNINGS, IN JULY 1965 DOLLARS

Average weekly earnings Percent change
July 1965-69
July 1965 July 1969 1

Total private. o e $95. 80 $99. 59 4.0

Major industries:
Contract construction . i 140.89 158.13 12.2
Mining. ... _..____._. 123.25 132.67 7.6
Wholesale trade._... 106. 60 111.93 5.0
Finance, insurance, an .77 92.83 4.6
Manufacturing_______ 107.01 111.09 3.8
Retail trade_____ 68.25 69.61 2.0

Manufacturing industries:
Tobacco manufactures. .. .. . . ... .. .. ... 82.72 89.79 8.5
Petroleum and coal products. ____ ... ________. R 139.53 151.45 8.5
Apparel and other textile products. .. _____.________.__ 66.43 70.69 6.4
Textite mill products. - __ ... - 77.64 82.24 5.9
Paper and allied products_ . _._____ ... . ... _ 114,65 120.53 5.1
Transportation equipment____________________.________ 133.46 139.86 4.8
Lumber and wood products__ .. _________ .. ... 89.35 93.53 4.7
Chemicals and allied products___________._._.._._.. 120, 22 125.13 . 4.1
Food and kindred products_________ . _______.______ . 101.40 105,21 3.8
Printing and publishing___________ .. ... ..._._____. 117.12 121.50 3.7
Furniture and fixtures. ... . .. .._.... 86, 51 89.43 3.4
Stone, clay and glass products. _._.______.___.___... 110. 83 114,57 3.4
Miscellaneous manufacturing. ... . ... ..... 84.32 87.17 3.4
Fabricated metal produets.._____________._____.... 114,68 117.61 2.6
Electrical equipment..._ . ... 103. 57 105.74 2.1
Machinery, except electrical . ____________._______.___. 125. 83 127.59 1.4
Instruments and related products. 107.94 109.35 1.3
Primary metal industries_.__ 135.26 135. 56 0.2
Rubber and plastic products, 109. 52 108. 04 —1.4
Leather and leather products 79.75 75, —5.8
Ordnance and accessories. 132,51 117.72 —11.2

tAdjusted for change in Consumer Price Index since July 1965 (16.3 percent).

Chairman Grirrrras. And what the effect of investments would be,
other income besides wages, and assets.

Mr. Moore. Well, again, we would have to turn to other sources, like
the Department of Commerce.

Chairman Grrrrrras. And the method of living.

For instance, I noticed that both of you assumed that old people are
hurt by inflation. I would assume that in a large city this is not neces-
sarily so. I would assume that the people who are most hurt in a large-
city by the increase in cost of houses—if they are moving into the sub-
urbs, 1t is not because they need a larger house but because they buy
a different house. They sell a house maybe at a higher price than they
paid for it, but in order to replace that house in the suburbs, they are-
having to pay two and a half to three times the price for it; whereas,
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-an older person may not replace it with a house. He may sell his house
for twice what he paid for it and move into an apartment or reduce
his living so that he may not really be hurt at all. He may have been
‘helped by inflation, contrary to the general theory.

Mr. FasricanT. Well, I would agree with that, but we must not for-
get that there are a lot of old people who do not own houses.

Chairman GrrrriTas. Yes.

Mr. FaprrcanT. And they will be hurt because they will not get
‘the profit on the old house.

Chairman Grrrrrras. That is right, of course.

Mr. FarricanT. And we have to worry about that part of the popu-
lation. On the average, for the country as a whole, one could argue that
nobody—that on the average there is no gain or loss, that it goes from
one pocket to another. But there are people from whose pocket it was
taken; you see. '

Chairman Grrrrrras. Well, I think it would really be helpful if
we had the kind of statistics that we could use to tell who really gets
‘hurt in an inflationary situation and publish it; let everybody know
‘who is being hurt.

I think you would bring up some real public understanding.

Mr. Moore. Well, I would certainly agree on that.

Chairman Grrrrrras. I noticed in one of the papers I was reading
where some elderly people wrote in and said: “Well, we are not being
hurt at all.” They were in their 80’s. They gave their menus everyday,
and they told exactly what they did. It was very interesting. They did
not go to the football game; they watched it on television. They were
having quite a good time. They sounded quite sensible and not a bit
senile. Now, maybe they were not being hurt, but I assume there are a
1ot of other old people who really were being hurt.

What are the specific deficiencies of our statistics in preparing price
trends of goods traded internationally?

Mr. Moore. Well, the problem is if you compare wholesale price in-
dexes for commodities in the international markets, you are faced
with the problem that they really are not comparable, that they are
not pricing the same thing, and not knowing exactly how comparable
they are, you are faced with uncertainties as to what they mean. That
is one alternative. :

The second alternative is to use what are called unit value indexes for
export prices and for import prices, and these are measures of the aver-
age value per ton or per pound or per unit of things that we export
or import. Well, if there is a great change in the mix of commodities
that are exported or imported, more valuable things per pound being
-exported than at other times, this so-called unit value index is just
meaningless asa price index.

So, what we would like to do at the Bureau of Labor Statistics is
to begin to collect—and we have been doing some experimental work
along these lines—actual transaction prices for goods that we buy and
sell in foreign markets, and get a good statistical basis for knowing
exactly what our price position is in those markets.

Chairman Grirerras. In your judgment, will this help to determine
when the balance of trade is going to begin to go against usor with us?
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Mr. Moore. Well, I do not know how important or how useful it
will be in forecasting that. I think it will be important in interpreting
why it is that the balance of trade is going against us or in favor of us,
as the case may be, whether it is a price matter or whether it is some-
thing else.-

Chairman GrirriTs. What 1s our present situation with respect to
labor productivity ?

Has productivity actually been declining in recent months?

Mr. Moore. Well, I indicated to Mr. Proxmire that the statistics, the
gross national product statistics, do indicate a decline in the first
quarter and also in the second quarter and that I was surprised to see
those figures. Now, I do not have any direct information to say that
they are wrong. I am just a bit skeptical about whether there was such
a decline or that it was of that magnitude.

Chairman Grirrrras. What measures do we have of increases in
prices of goods and services purchased by the Government ?

Mr. Moore. I think that is one of the large deficiencies in our price
collection effort. We do not have very much information on that at all.

Chairman GrrrriTes. Do you not think it would be a very great
idea to have that information?

Mzrx. Moore. I do.

Chairman Grirritas. Believe me, if you get it, you will be the first
person who has it, because the Defense Department does not. Do the
prices paid by Government tend to rise faster than the general price
level ?

Mr. Moore. Well, if T had the information you just referred to, I
could answer that question, but I do not have 1t, and I really do not
know,

Chairman Grirrrras. Inflation creates problems for State and local
governments. What statistical measures do you have for the intensity
of this problem ¢

Mr. Moore. Well, there, again, there is a deficiency, and we have
made a recommendation i our budget that it be remedied by the
collection of wage data on the State and local government employees.
We simply do not have adequate data on their wages at the present
time, and, hence, we are at a loss to say just what the situation is. But
I think that is an area that can be and should be remedied.

Chairman Grrrrrras. It would be a tremendous help.

Mr. Moore. I agree. :

Chairman Gruwrritas. And if you can get these prices for these
things bought by the Government, then I think a computer and two
or three people can keep track of everything. The Defense Department
people think you have to build the Pentagon over again, but I do not
think so. I think that any industry knows exactly the price it pays for
every item it buys, and it knows whether it is cheaper to buy or cheaper
to build it, and I think that it would not hurt for the Defense Depart-
ment to know that, and I think it would reduce the prices we are
paying for things. o )

Is there any evidence which tells us whether the rise in unit labor
cost is biased upwards by the fact that in an inflationary period an
upgrading of labor occurs?
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You do have to promote people, do you not ?

Mr. Moore. Yes. There is some evidence of that sort, but I am
really not sufficiently familiar with it to answer your question. I would
like to supply an answer for the record, if I may. '

Chairman Grirritas. Please do.

(The information referred to and subsequently supplied, follows:)

Available data on occupational employment do not permit a precise answer to
the question of upgrading over the course of the business cycle. There is evidence,
however, that during the period since 1965 there has either been occupational
upgrading or many more individual wage adjustments. Since 1960, wage drift
in manufacturing has been about 3 percent, almost all of it occurring since 1965.
‘We cannot be sure whether this represents real occupational upgrading, simply
a change in job titles, or more frequent individual wage adjustments.

CHANGES IN EARNINGS, GENERAL WAGE CHANGES, AND WAGE DRIFT, 1960-68, MANUFACTURING

v

Average hourly
earnings adjusted

for industry shifts Mean effective

and overtime general wage "
Year (December) adjustment Wage drift
100.0 100.0 100.0

102.8 102.5 100.3

105.1 104.7 100. 4

108.0 107.5 100.5

110.3 109.7 100.5

113.6 113.1 100.4

118.1 117.0 100.9

124.1 122.0 1017

132.4 128.5 103.0

Chairman Grrrriras. Have all of the service prices gone up at about
the same pace or has there been as much dispersion among service
prices as among prices of goods?

Mr. Moore. Well, I think there has been a very considerable dis-
persion among service prices. Again, let me supply for the record, if
I might—some statistics for the record. :

Chairman Grrrriras. Would you identify those that have gone up
the most rapidly and those that have moved up the least rapidly ?

Mr. Moore. Yes, certainly.

(The following material was later furnished by Mr. Moore :)

Most service prices have increased considerably during the past year. However,
there have been substantial differences in individual rates of increase (see table)..
The largest increases have been concentrated mainly in medical care and house-
hold services less rent. Rising mortgage interest rates and costs of home mainte~
nance and repair services contributed significantly to the 8.4 percent rise in
household services less rent from August 1968 to August 1969. Some other
service costs associated with home ownership have increased by much less, such
as residential gas and electricity rates, telephone service charges, property
insurance rates, and property taxes. Most types of medical care prices have also.
increased considerably. The largest increases were recorded for hospital service
charges for private, semiprivate, and operating rooms. Physicians’ and dentists”
fees have risen by somewhat smaller percentages.

Transportation costs have risen less than medical care and heusehold services
less rent. Local transit and airplane fares, and automobile insurance rates regis-
tered larger increases than taxicab and intercity bus fares.

Other service prices, such as recreation, apparel, and personal care, increased
considerably less than medical care and household services less rent. The largest
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increases in this group were for movie admissions, legal fees and tailoring
charges.
RATE OF CHANGE IN CONSUMER PRICE INDEX, SERVICES

lIn percent]

12 months eading—

August August  August August August
1965 1966 1967 1968 1969
2.2 4.3 4.2 5.7 7.0
3.2 5.5 8.9 7.1 8.9
1.4 5.0 4.2 1.2 8.4
4.0 4.8 2.8 3.7 7.1
1.0 1.5 1.8 2.5 3.4
4.1 4.1 3.8 5.9 4.9

‘Chairman Grrrrrras. Once again, I want to go back to this expec-
tation matter and point out something that T think probably changes
it besides the price. In the last few months, I would say, there has
been—and I am going to ask the people that appear—a large increase
in carpeting sales, in indoor-outdoor carpeting. Now, the reason you
have, I think, such an increase is not because anybody thinks they are
buying at a bargain price. You really are not. Though maybe it will
not go up, some people, I assume, probably think it will go down in
price. But they are buying because it is so much easier for housewives
to clean that carpeting than it is to get down on her hands and knees
and clean the floor or hire somebody to do it for her. You cannot do
1t all. So, I think these are not small things for a kitchen. It might be
3750 to $1,300 to cover a kitchen. They are not really insignificant.
But I would assume that something besides the expectation of prices
is affecting a lot of consumer-price sales.

Mr. Fapricant. May I come back to that question ?

You were raising this earlier, too, and it seems to me that there are
other factors that affect purchases by consumers beside the prices.
You have just mentioned quality improvements which I think are
important. You have mentioned fashion, which can be important for
particular items. There may be other reasons, however, that we ought
not to neglect. Particularly, with regard to consumer durable goods
as a whole—there may be exceptions and perhaps carpeting is one.
But with regard to consumer durable goods as a whole and particu-
larly automobiles, the stock market may be a factor. I rather suspect
that the decline in the stock market has tended to depress the buying
power, the feeling that they have got money to spend, on the part of
people, and this may account for some of the decline that is suggested
by the Ann Arbor, Mich. survey. Also, of course, the rise in interest
rates, the stiffening of credit terms—although many people are not
aware of these things. They just sign on the dotted line and do not
ask too much about credit terms. Nevertheless, there are a consider-
able number of people who are aware of it, and, certainly, anybody
buying a house is aware of it, or the person making the loan himself
is directly aware of it, and with its credit terms.

Although people may expect prices to continue higher, even rise,
very stiff credit terms may be a factor which would help to account
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for a reduction in buying. Still another, of course, is that people
may, in many cases, feel that they have stocked up on whatever it is.
You know, they have got the automobile. They have hurried to buy
it because they thought prices might rise, whatever it is. But after
all, prices are going to have to gallop as far as expectations are con-
cerned before they begin to stock up on autos as a speculative
commodity.

So, I think there are a lot of factors that could account for the
reduction of expectations in buying, in addition to those that you have
mentioned.

Chairman Grrrrrras. Investment buying certainly must be affected
really just by price, largely by price. Also the sales to consumers
amounts to billions of dollars, and it must be affected by other things
than your price. I wonder if the truth-in-lending bill has any effect
upon people in delaying their purchases? .

This was predicted, that once they knew what they were really
paying in interest that they would change their ways. I do-not think
that is quite right, but maybe it did have some effect.

I want to thank both of you for being here. It was very kind of
you, and what I want is some statistics that show us who gets hurt in
nflation, and I think, also, it would be tremendously helpful to know
why it is that people buy products abroad—or the effect, if we could
work past the effect, of increased purchases from abroad.

Now, the Ways and Means Committee would be very interested in
that, I am sure. 4 :

Thank you very much.

Mr. Fapricant. Thank you.

Mr. Moore. Thank you very much. :

Chairman GrrrriTes. The subcommittee will adjourn until
tomorrow morning at 10 o’clock. :

(Whereupon, at 12:05 p.m., a recess was taken until 10 a.m.,
Thursday, October 9, 1969.) : :



THE FEDERAL BUDGET, INFLATION, AND
' FULL EMPLOYMENT

THURSDAY, OCTOBER 9, 1969

Congress oF THE UNITED STATES,
SuscommrTrEE ON Fiscar Poricy,
Joint EconoMic CoMMITTEE,
: Washington, D.C.

The Subcommittee on Fiscal Policy met, pursuant to recess, at 10s
a.m., in room G-308, New Senate Office Building, Hon. Martha W.
Griffiths (chairman of the subcommittee) presiding.

Present: Representative Griffiths and Senator Javits.

Also present: John R. Stark, executive director; James W. Knowles,.
director of research; ILoughlin F. McHugh and Courtenay Slater,
economists; and Douglas C. Frechtling, economist for the minority.

Chairman Grirrrras. I would like to welcome you gentlemen to-
this committee this morning, and thank you for coming here and
testifying.

I have been particularly anxious, myself, that we hear some specifics:
on inflation, just what it is that causes this and who gets hurt.

This morning, of course, we continue with the review of the rela--
tion of Government policy to inflation and full employment by con--
sidering price and cost trends in construction, the first of the specific
fields we shall be concerned with. The other two will be medical costs-
and food prices. In recent years the construction of various types of’
structures, both public and private, appear to have accounted for about
10 percent of the Nation’s gross national product in current prices.

In the last 2 or 3 years the rapid increases in prices have been
accompanied by a slowing in real terms, so that the ratio of construc--
tion to GNP in real terms has fallen.

The committee’s concern in this specific area of construction is in:
seeking answers to three questions:

(1) What has happened to costs in this sector compared to those in:
the rest of the economy ?

(2) Why have these costs behaved the way they have?

(3) What can be done to reduce the degree of inflation in this
specific sector?

This morning we have three witnesses. We have asked Dr. George
Christie, chief economist at McGraw-Hill Information Systems Co..
to deal with nonresidential building; Dr. Sidney Goldstein, Deputy
Director, Office of Policy Planning, Federal Highway Administra-
tion, to deal with highway construction costs; and Dr. Michael Sumi--
chrast to analyze residential building costs.

(89)
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Gentlemen, we are grateful to you for being with us this morning.
We will hear from each of you in an opening statement, and then
proceed with the questions. '

Dr. Christie, will you please lead off in your own way?

STATEMENT OF GEORGE A. CHRISTIE, CHIEF ECONOMIST,
McGRAW-HILL INFORMATION SYSTEMS CO.

Mr. Curistie. Madam Chairman and members of the subcommittee :

Each year at about this time, my company issues an analysis and
outlook for the Nation’s construction markets. This year’s analysis—
which will be released in another week or so—begins and ends with
an expression of concern about the special impact that inflation is
having on the construction industry. The general problem of inflation
which is affecting all goods and services has been especially trouble-
some in the construction industry where costs are currently advancing
at more than 7 percent. That’s roughly one and one-half times the
rate of inflation for the economy as a whole.

Because of the size and scope of the construction industry and its
conspicuous cost problems, I think it is especially worthwhile that
the subcommittee has set this day aside to consider what can be done
to limit these fast-rising building costs.

In the next few minutes, I would like to establish the severity of
the problem of inflation in construction, to highlight some of its basic
causes, and to suggest some possible steps that could alleviate some
of the industry’s underlying inflationary pressures.

I will be directing my remarks—as much as possible—to the non-
residential building sector of the construction market, since the other
two participants in this morning’s hearing will deal primarily with
housing and construction other than buildings.

In that way, we will cover the whole field. To the extent that there
are speclal problems peculiar to the nonresidential building sector, I
will try to isolate them, but for the most part, the forces that lead to
worse than average inflation in construction generally, affect individ-
ual types of building in pretty much the same way.

I would now like to refer you to a set of charts which will quickly
and easily show the extent of the problem we are dealing with.
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Chart 1 compares two measures of construction costs with the basic
index of costs for all goods and services—the one used by the Com-
merce Department to adjust its gross national product sfatistics for
price changes—the well known GNP deflator.

CHART 1
INDEXES OF COSTS: 1958-1969
(1957-59=100)

0 e Nonresidentiol Buildings
wemcmem All Construction (Composite Cost)
0" o = All Goods & Services {GNP)
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The two construction cost indexes—one for all construction and one
just for nonresidential buildings—measure the cost of on-site work
only, and do not include the price of land, or the costs of designing or
financing a construction project.

Since on-site construction work is essentially a process of assembling
parts, construction cost indexes are heavily weighed by wage rates and
building materials prices. Here is what these indexes show

Over the past 10 years, construction costs have persistently risen
faster than the costs of all goods and services in the economy.

Within the construction industry, inflation has been more severe
in nonresidential building—schools and hospitals, industrial and com-
mercial buildings, and public administration buildings—than for the
average of all construction.

Concentrating on the period since 1965, when inflation began to ac-
celerate rapidly throughout the entire economy, we see that the spread
between construction costs and the general price level has increased.
Let me cite a few useful comparisons.

Prior to 1965, in what we will call a period of mild inflation—since
the overall index of prices was rising at an annual rate of about
1% percent—total construction costs were advancing at a little over
2 percent, and nonresidential building costs were rising at 214 percent.

In the recent period of much more severe inflation—since 1965—
with general inflation averaging 814 percent, total construction costs
have gone up 5 percent a year, and nonresidential building costs have

37-795—70——7
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risen more than 6 percent annually—nearly double the general rate of
inflation. , . : '

This year, 1969, with the overall price level rising at:414:percent,
construction costs are up 7 percent in the aggregate and nonresidential
building costs are up even more, about 814 percent.

Now, if you will turn to the second chart, you will see what is
behind the sharp rise in construction costs. The heavy line in the
center is the same composite construction: index shown in the first
chart; the other lines show the pattern of the two principal elements
of that cost ; wages and materials. :

CHART 2 o
MAJOR ELEMENTS OF CONSTRUCTION COSTS
{1857-59=100)
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From this chart it is quite apparent that for most of the past
decade, that is, up to 1965, wage costs have been responsible for a very
large part of the increase in total construction costs.

Materials prices were unsually steady during that earlier period,
and if anything, served to hold down the total rise in building costs.

Since 1965, however, both wages and materials prices have been
rising sharply. Hourly earnings in the building trades have risen
about 25 percent in the past 4 years, and materials prices have gone
up nearly 20 percent.

These are some of the important dimensions of inflation in the con-
struction industry. The charts merely serve to establish what we al-
ready know—inflation is even more of a problem in construction than
it is in the economy at large. But cost indexes are only symptoms of
the problem. From the point of view of policy, which must treat causes
rather than symptoms, 1t is important to distinguish between two types
of inflationary problems in construction.

One concerns the very rapid rise in costs in just the past few years;
the other is the problem of why construction cost indexes are persist-
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ently higher than the general price level of economies as a whole over
the lorig run. These are separate problems. They require different
remedies. :

Economists recognize two basic types of inflation—one sometimes
called cost-push inflation, and the other, demand-pull.

The former, a sort of “hard-core” inflation, stems from a set of
built-in conditions . . . rigidities within a particular industry—or
in the entire economic system, for that matter—iwhich prevent the com-
petitive forces of the marketplace from doing their job of promoting
efliciency and passing improvements in productivity along to the buyer
in the form of lower prices.

The other kind of inflation, demand-pull, is usually the result of a
temporary imbalance in the market—an excess of demand in relation
to the capacity to meet it.

This situation is usually self-correcting, since higher prices can be
expected to encourage the addition of capacity, which in turn, re-
stores balance. Right now, both types of inflationary forces, cost-push
and demand-pull, are at work in the construction industry.

The rigidities that are built into the construction industry, result-
ing in its long-term, higher-than-average pricing structure, are well-
known, i

In the interest of saving time I will mention some of the critical
ones:

L. Restraint on the growth of the construction labor force, by
limitation of membership in the building trades unions and by long
apprenticeship programs.

2. Restraint of technological advance, by union work rules, and by
local building codes. ‘

3. Low productivity, owing to a low ratio of capital equipment per
worker. Where there are exceptions, such as highway construction,
the cost experience has been generally favorable.

4. Lack of standardization in buildings themselves. Again, the out-
standing exception to individual design in construction, tract building
of lower-cost, one-family housing, shows more favorable cost
experience.

5. Seasonality of construction, which results in excessive overtime
and high labor turnover, both of which tend to boost costs.

6. The local nature of construction, which, along with the immobil-
ity of labor, results in pockets of labor surplus and scarcity.

7. The high failure rate of building contractors.

These obstacles to efficiency make themselves felt through high con-
struction costs in good times and bad. Collectively, they represent a
formidable obstacle to achieving many of the Nation’s goals in the
decade ahead.

From time to time, however—and this is certainly one of these
times—this cumbersome structure is further aggravated as demand for
the industry’s output temporarily outruns the capacity to meet it.

In this way, demand-pull affects construction just like any other sec-
tor of the econdmy : It accelerates an already existing tendency toward
inflation.

There is little question that the demand for construction has been
strong this year, though it is harder to speak with precision about the
industry’s capacity to meet it.
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Perhaps it helps to note that while spending for construction of all
kinds is up 9 lpercent so far this year, all but 2 percent of that again
has been simply inflation. ‘

The real increase in the industry’s output has been only 2 percent.

If any excess capacity exists in construction, it can only be in the
one-family housing sector where credit restraint is currently depres-
sing output. !

"Lhe present situation boils down to this: The construction industry’s
inefficient market structure which leads to a built-in tendency toward
high cost operation is now being aggravated by especially strong
demand for its output. The result is severe inflation. The question is
what to do about it.

A simple answer, perhaps the simplest, is to_reduce construction
demand by withholding public construction funds. And to the extent
that excess demand is the most urgent problem we face, some withhold-
ing of Federal construction money—-as the President has ordered—
may be helpful. But this is at best a stopgap measure, and fails to come
to grips with either the general imbalance of demand and capacity in
the economy as a whole, or with the special underlying problems caus-
ing inflation in construction.

What is more, it looks as though we will soon be getting some relief
from the sereve pressures due to excess demand—particularly in non-
residential building. ‘

During 1969, there has been a shift in the trend of contracting for
new work—largely in the previously booming area of industrial and
commercial bullding—and our 1970 forceast anticipates a_decline in
the total of such construction, perhaps 5 to 10 percent less, in the year
ahead. :

This should take some of the heat off construction costs—though I
remind you this relief is still much ahead of us.

For the time being, a fiscal policy designed to treat inflation in the
economy as a whole is superior to selective measures which attack it in
one sector, only to have it pop out somewhere else.

In the short Tun, the broad guidelines of restrictions on public spend-
ing of all kinds, supplemented by an extension of the surtax beyond
December 31, in order to produce as large a budget surplus as possible,
seem as appropriate and necessary now as they did earlier this year.
Any interim adjustments that might become necessary to prevent
restraint from turning into recession can be made by relaxing our
-extremely tight monetary policy.

In = slightly longer-run sense, however, such a restrictive policy
whose object is to stifle demand soon becomes self-defeating.

Taxation for the purpose of reducing spending power is also a deter-
rent to economic growth. ’

The deliberate underfunding of existing programs for social de-
velopment is clearly contrary to the goals and priorities of the Nation
as Congress has expressed them in the Housing and Urban Develop-
ment Act, the recent Transportation Act, the Hill-Burton Act for the
‘development of medical facilities, the various programs for educa-
tional facilities, and many others—all of which have been seriously
underfunded for several years now.

One has to-question the process that provides funds for the ABM,
 the C5A and the SST while cutting the heart out of the model cities
program. .
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This Nation desperately needs schools and hospitals, highways and
airports, water supply and pollution control—and most of all adequate
housing for low-income families. .

Withholding appropriations in the interest of controlling inflation
is not going to solve these broader issues. And paradoxically enough,
neither will it produce any lasting relief from inflation in the construc-
tion industry because it does not get at the roots of the problem there.

I mean, of course, the existing barriers to the expansion of the con-
struction labor force, and the factors that limit the productivity of
all construction workers.

There is a great deal more to be gained from a positive concept of
“creative” spending of Federal construction funds than can ever be
derived from the negative act of withholding them.

By creative spen(ﬁng I mean spending in a way that achieves the
dual purpose of correcting some of this industry’s basic defects at the
same time it helps satisfy the urgent need for public facilities.

Examples are not hard to find. On a very simple level, the release
of public money timed in a way that avoids the normal seasonal peaks,
an(!l fills in the seasonal gaps of the construction year would help to
ease rather than accentuate cost pressures..

In a similar way, the release of public construction money with an
eye to local market conditions, stepping up the flow in labor surplus
areas and holding back in labor shortage areas, would also help hold
down, costs.

This kind of continuing mangement of public spending would cer-
tainly be an improvement over the recent across-the-board cutback
approach.

On a more significant level, the “Philadelphia plan”, requiring
compliance with minority hiring guidelines on Federally-assisted con-
struction work, is an excellent example of creative spending.

This principle could be the key to providing much of the needed
expansion in the supply of construction workers over the next decade.
And without such an increase in the labor force, construction costs will
go out of sight.

This same approach also has potential application in the problem
area of building codes. As a condition to the allocation of public funds
for local construction projects, Federal agencies might require com-
munities to show progress in bringing their codes up to the standard of
a modern and uniform national code. This conld remove one of the
single biggest barriers to the improvement of productivity in
construction. :

Over the decade ahead, the strong demand for construction of all
kinds will be a continuing source of potential inflation. The best way
to head off this situation is with an equivalent expansion in our capacity
to meet future demand as it develops.

But unless the construction industry’s two biggest problems—limita-
tion of the growth of the labor supply, and restrictive building codes
that stand in the way of technological advance—are solved, future
demand will make itself felt as much in rising costs as in additional
construction put in place.

Government agencies can help control these inflationary tendencies
by spending their construction appropriations in ways that encourage
necessary structural changes in the building industry.
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' Chairman Grrrriras. Thank you veiy much. T particulitly appre-
c1ate]a{ your statement. I have always been impressed by McGraw-Hill’s
work. o ' : .

Mr. Curistie. Thank you. .
Chairman Grrrrrras. -Mr. Goldstein ?

STATEMENT OF SIDNEY GOLDSTEIN, OFFICE OF POLICY PLAN-
NING, FEDERAL HIGHWAY ADMINISTRATION, DEPARTMENT
OF TRANSPORTATION L

Mr. Gorpstein. Madam Chairman, highway officials are deeply con-
cerned with increasing costs in highway construction within recent
years. Not only do such cost increases lengthen the completion time of
highway programs, but they result in foregone and postponed tangible
and intangible advantages that accrue from highway transportation.

Stability in the relationship of highway costs and highway pro-
ductivity would enable the transportation requirements of the Nation
to be more effectively met. Presently, highway transportation is the
backbone of our surface transport system. ' ’

The Federal-aid highway construction program is carried out
through the individual State highway departments. The States plan,
design and build the highway projects subject to Federal guidance and
approval.

Federal-aid highway construction programs consist of two major
components: :

The ABC program or the primary, secondary and urban connector
systems reauiring 50 percent State matching funds, and the national
system of interstate and defense highways which require 10 percent
State matching. -

-In addition, there are some Federally financed programs for high-
ways on public Jands and forests. These latter programs were author-
ized at a $50 million level in fiscal 1969. Detailed engineering estimates
developed in 1956 projected a cost of approximately $41 billion to com-
plete a 41.000-mile interstate highway svstem.

In 1968 that estimate had increased to approximately $57 billion
hecause of changes in design standards, added safety features, land-
scaping, land costs and unit construction costs increments.

To be sure, the subject of increasing highway costs is very much in
our minds, and we support the President’s formation of a National
Commission on Construction Labor to reduce these cost pressures.

Federal-aid highway funds authorized by Congress are apportioned
among the States by the Secretary of Transportation. The apportioned
funds are then available to the States for obligation. in advance of
appropriations, with a commitment on the part of the Federal Govern-
ment to pay its share of the work as it progresses. :

Federal-aid highway programs are financed from a hichway trust
fund establish in 1956. The trust fund is the repository for revenues
from Federal motor fuel taxes.and certain other Federal taxes levied
on highwav users. These funds are apportioned among the States on
the basis of statutory formulae. :
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Relevant data-on .obligations and disbursements inr the Federal-aid
highway activity for fiscal 1957 through fiscal 1969 are described in

table I. A

TABLE 1.—HIGHWAY TRUST FUND, FE[;ERAL-A‘l.D HIGHWAY PROGRAMS FINANCED

[In millions of dollars]

Aﬁthorizatio ns

v

Revenue,
. Date  Regular Inter- Obliga- Disburse-  present
Fiscal year  apportioned ABC . Other state Total tions ments law Balance
Balance 1...._ June 30,1956  $1,633 $32 $315 $1,980  $1,160 ... ... _.._.__.... .
1957_....._.. June 29,1956 125 4 1,000 1,129 2,227 3966  $1,482 $516
1958 Aug. 1,195 850 9 1,700 2, 559 2,945 1,511 2,044 1,049
1959 Aug.- 1;1957 875 503 2,200 3,578 3,509 2,613 2,087 523
1960 Aug. 1,1958 900 - -6 2,500 3,406 -+ 2,610: 2,940 2,536 119
1961 Oct.  8,1959 874 4 1,800 2,678 3,187 2,619 2,799 299 »
1962 Aug. 1,1960 874 9 2,200 3,083 , 034 2,784 2,956 471
1963.. Aug. 17,1961 925 .4 2,400 3,329 3,927 3,017 , 293 747
1964.. .. Sept. 21,1962 950 24 2,600 3,574 4,165 , 645 3,539 641
1965.. .- July 81963 975 82 2,700 3,757 4,022 4,026 3,670 285
1966... .- Aug. 18,1964 1, 000 23 2,800 3,823 4,048 3,965 3,924 244
1967.. . Aug. 30,1965 1,000 30 3,000 4,030 3,782 , 974 4,455 725
1968.. .. Oct. 7,1966 1,000 30 3,400 ,430 , 232 4,171 4,428 982
1969......... Aug. 29,1967 1, 000 30 3, 800 4,830 4,658 4,149 4,689 1,522

! Unpaid balance of prior authorizations.

. Federal-aid . highway construction expenditures have constituted.
a declining portion of the gross national product in current prices in
recent years due to the more rapid output and price expansion of other
sectors in the economy. For example, Federal-aid highway expenditures
product; by -

in 1960 amounted to 0.6 of 1 percent of the gross national

1969 these disbursements had declined to 0.4 of 1 percent.

Thus, while Federal-aid highway expenditures had increased by
some two-fifths during this period—from $2.9 to $4.1 billion—their
relative share in the economy had been reduced substantially.

It should be pointed out that employment in highway and street
construction and maintenance in the United States, according to the
Census of Construction of 1967, amounts to approximately 300,000
workers or about 10 percent of the employment in contract construc-

tion as a whole.

The share attributed to Federal-aid has been estimated at approxi-
mately half of the this number. Thus, the number of employees
in this sector of the highway construction industry is rather minimal
in relation to a total civilian labor force of 80 million.

The highway construction employees are dispersed among all the
States. However, highway employment in the less industrialized States
has considerable economic importance for these areas.

We have examined the most recent data available regarding prices,.
labor costs and productivity in the highway construction industry and
have drawn some conclusions regarding their relationship to the econ-
omy in general and to other construction activities. (See tables IT,

111, and IV.)
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TABLE 1§.—AVERAGE HOURLY EARNINGS (CURRENTiPRICES)

Totat non-
) agricultural Contract Heavy
Period (private)  Manufacturing construction construction
$2.09 $2.26 $2.84
2,14 2.32 2.98
2,22 2.39 3.02
2.28 2.46 3.11
2.36 2.53 3.23
2.45 2.61 ,3.38
2.56 2.72 3.55
2.68 2.83 3.75
2.85 3.01 4,07
3.02 3.17 4,40

Source: “‘Employment and Earnings,” August 1969, Bureau of Labor Statistics, U.S. Department of Labor; ‘‘Con-
struction Review,'' August 1969, U.S. Department of Commerce.

TABLE 151.—PRODUCTIVITY COMPARISONS

{In percent]

Labor produc-  Index of output
tivity changes  per man-hour of
in Federal-aid priv‘gte econom):

" high on establishmen
Year activities T rbasis 2

mrmwew
— 4= 00 M D LN 0o

LiErEEEs
Wt www W
NP0 =D No

I oo

t Bureau of Public Roads.
2 Bureau of Labor Statistics.

TABLE IV.—THE CONSUMER PRICE INDEX AND SELECTED CONSTRUCTION COST INDEXES
(1966 TO JUNE 1969)

Department of
C

Composite Federal- ce com-  Engineering-News

Consumer Price aid-highway position construc- record construc-

ndex price index tion cost index tion cost index

1966 average. ..o oooooicecoicnans 113.1 13 . . 119 134.3
1967 average_.___._._._....... PR 116.3 117.6 125 141.4
1968 average. .. ... oooooooo._. 121.2 121.6 131 151.9
March 1968, . ___._.__... 125.6 123.5 138 162.9
June 1969, .. ... o...... 127.6 130.3 121 169.1

Sources: Survey of Current Business, September 1968, June 1969, Construction Review, August 1969,

The Bureau of Public Roads publishes a composite highway bid-
price index which describes the price movements 1n excavation, struc-
tures, structural steel, and other components of Federal-aid highway
construction to be put in place. According to this index, highway bid-
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prices have tended to increase at about the same rate as the Consumer
Price Index during the past 2 years. (See table V.)

Table V

U.S. DEPARTMENT OF TRANSPORTATION
FEDERAL HIGHWAY ADMINISTRATION

BUREAU OF PUBLIC ROADS

PRICE TRENDS for
FEDERAL-AID HIGHWAY
CONSTRUCTION

1957-59 BASE

SECOND QUARTER 1969

This index is composed of six indicator items and is based on total quantities used during
the 1957-59 period.” These items are common excavation, to indicate the price trend for
all roadway excavation; portland cement concrete pavement and bituminous concrete pave-
ment, to indicate the price trend for all surfacing types; and reinforcing steel, structural
steel, and structural concrete, to indicate the the price trend for structures.

Development of the index is discussed in some detail in an article in Public Roads Maga-
zine, volume' 31, No. 10, October 1961.

Office of Engineering and Operations

Construction and Maintenance Division

FOR OFFICIAL DISTRIBUTION
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Table V

" PRICE TRENDS FOR FEDERAL-AID HIGHWAY CONSTRUCTION

1957-59 Baso'
[ — | St
Common exeavatlon | ! !
| Pothudement | Bitemisous Struetural
Yesr | cenerete H concrets Comporlte
) ) Brue- Index
1 Burfacing tures
Aversgs Average Average Index Avenge Aversge Avernes indes
‘contract tndex contract tndes Tadex contract Todex coptract Todex
loe. s Prica Lo
(eu. yd.) . yd) (3] {eu. yd)
.| t0.40| 1025 | s2.28 | 589 £0.074 ! 37.3}s20.18| 36.6| 37.2 83.2
q Tar) nea] 20430 6006 0 39 2337 424| a2 704
| sy weea] a0y selo o7 | 38.81 2201 418 419 67.6
4 ‘s ess] 236! 580 L0671 33.8| 22,53] 400 408 64.2
3 02,8 2.20] 57, . 74 | 373 22.7 41.3 0.6 61.8
35| 80.8| 2.29( 57, . 71 .8 | u2.8 41| 397 60.9
38| 8sa| 210 52 . 67 | 338 21.2 38.5 7.6 56.9
32( 0.0 2:05| 5l . 59 | 29.8| 215 39.2 7.2 55.0
2301 77.3{ 1.86| 46 | loss 81 | 30.8 | 20.0 36.4 5.0 s1.2
27| ¢.5] 1.6 .040 05 27.2| 18.02] 32 313 45.9
187 402|144 .03s 04 23.21 15.33] 27 26,6 36,4
2 66.2] 1.67 .038 <04 23.2| 16.15| 200 28.2 5.8
(291 746 190 043 < 08: 26.7| 17.73 1 32, 316 X
25| 656 1.90 1044 05! 26.2| 17.78 | 32 31.9
26| 67.0| Lo 1 16 .06 & 30.3 | 20.2: 36 5.2 |
124 . 6L8] 1.8 .048 - 06 33.3| 10.7 35, 5.8
l2r| Csast on7e i 045 083 | 318 19,0 34 4,1
2t 535 Li3 ¢ 044 <08 08| 195 34 3.6 |
2] 53.0 1.68 ; 5 . 0C: 3.8} 19.1 34 4.3
L21f 620 1.87 ©.084 .07 38.3| 21.44| 38.9| 3.4l
a7 932 239 | .065 -0 46.4 | 20161 47.5[ 47.8
a4 ol 2T | os7 £09, 47,91 30.19 | 518 s26
37| esis| 245 .084 <08 4.9 941 53.0| 834
36| el 238 b los2 .07 38.8] 31.62| 57.4| 518
35| 88.7{ 2.65 075 .11 57.0, 38.7 7 04. 4
38t 970 301 1093 13 66.6] 45.3 83, I 7,01
420 1068 337 - L108 L 154 79.7 | s1.00| o2 7.6
38| 9621 340 “104 L 14 78,7 47.3 86. 2.3
33| 84.G| 3.32 ~100 13 701 | 44,6 81, 8.0 i
a2| 757 3.6z | .009 42,62 718.7| 742
1 40| 96.2) 3.92 . .1 .30 Lno | 50.72 | 93.6) o923’ 1
1 43| w02:4f 319 X .8 L5 119 52,25 | 96,4, 4.1 9
1 40| ‘96.2f 4.07] 930 X [ 6 121 | 5282 | 91.5( 940 3
I 38| 94| 30987 90.9. 597 80.71 90.3' .12 50,15 92.61 830 2.9
1 3! 840 | 396| 0051 B.07| oz, 008! lid| 5001 [ 923 | 874 .2
1 0| os0f 420 on3| ess! oss! es1l .27 53.74 | 9.2 1020t 985
1 4210007 | 4034 9,2 675 10L.4° 1003 134 55.98 | 1033 107.5 1031
I 43110209 | 441 | r00.84 667, 1002 100.5: .12 | 54.10 | 999 5, 1000
1 20| 'esi7| 440 10051 6:38] 9.8 998 1% 53.00 { 97.8 2! 9B
1 39| e3i8| 433 8.9 637, 057 972, [il9 51.72 [ 955 70 0
I 96. 1.20 6.0 6.35] 954 115 53.38 [ 8.5 4] 919
1 106.2 | 428 7.8| 6.28| 94.3 ‘3 5462 | 100.8 .5 98,6
? 106.4 | 4.32 86| 6.45] 969 (13 57.44 [ 106.0 6| 1010
¥ 109.0 | 4.25 7.0 | 6241 038 f 12 58.32 | 107.8 1| 102,
1 121|443 | 1003 ] 637 | 857 [ .83 | 1119 0! 1057
52| 124.3{ 4.61) 105.4] 6.36| 5.5, .27 224 61| 18.3] 113.6] 13.0
1967:
irst quarter. .. 18.5| 4.43 6.3¢| o52| 981 124 957 254 | 130.7[ e6.74 | 1232} 120.86| na.2
econd quarter. sl | 443 6.15 | 9231 06.5 127, 98.0 252 | 129.7| 67.07 | 123.8] 1210, 1123
Third quarter. 1431 165 6.58 | 98.81 1023 133 | 1028 237 | 1219 | 70.10 | 12904 | 122020 1230
ourth quarter, 122.9 | 4.61 6.59 | 99.0| 102.1 |+ .137 | 106.0| .244 | 1255 | 77.77 | 143.6| 1310 1i8.2
Average.._...| 128.1 ] 4.53 6.42; 9. 99.8! 130 | 100.5| .246| 128.4| 70.26{ 129 12341 117.8°
1068: :
First quarter... 54| 127.4] 4.78| 100.3 | 6.66| 100.1 5 133 | 102.7 252 | 120.4| 7434 | 7.2 128.5| 1208
Second quarter 57 135,21 4.8 [ 1LO[ 673 1011 105.8 1301 100.8 ' 233 [ 119.8.| 70.48§ 130.1 | 121.5( 121.2
"Third quarter. 52| 124:8| 4.83| 10.4| 661l 993( 1056 120 99.8) .2 1334 72,671 1341 | 122.7| 1193
Fourth quarter. (66| 157.61 5.16| 117.9| -6.75| 1014 1003 33| 1027 29| 1zsizl 7471 ] 13709 4| 1323
Average....[. .55 | 1319 | 4.86 | 11,1} 6.63 | 100,3 | 105.% 13t | 101.3 249 11279 | 7270 134.2| 1262, 1218
.57 [ 185t 444 10031 6.78| tonof 101.6] .13¢| 103.8] .2 137.8 1 75.67 { 139.7] 132.6 | 123.5
61| 14a.5| 4.65( 106.3] .7.13| 107.0 | 106.7] .135| 108.3| 276 | 1420} 79,03 | 1¢5.9| 1371 l 130.1
0.42| 100.0| 4.38 100.0| 6.66( 100.0| 100.0| 0.120 | 1000 0.195 | 100.0| 54.18 | 100.0 | :00.6  100.0
i
PREVIOUS QUARTER BASE—index for each quarter
103.7 95.6| 98.1{ 101.2
106.2 94 94:6 1 100,53
92.3 103.1 | 105.1 98.5
1263 (2211070 102.8 [ 100.6 | 110.7
1964 i
85.3 [ ss9l 101.3 | 103.2 93,4
107.4 o] tod.e o 104.4 | 103.4 105.3

'Base for compoaite index, 1857-89, Involves 3,641,885,000 cuble sards of roadway excavation 184,953,000 sqaare yards of portland cement covcrete surfacing with en average

ihtckuess of 9.1 f3ches, 111,515,000 tons of bituminous concrete eurfacing, 2,208,879,000 pounds of relnforcing steel for structures, 2,581,402.000 pounds of atr
14,583,000 cuble yards of structoral concrete,

Index fignres for 1922 through 1950 are simple mathematical conrersions from the 192520 base to the 1957-59 base. They were derived trom the previcusly com;
using 1925-29 base quantities and prices, and dividing the Agures for cach year by the average of the figures for the years 1957, 1958, and 1959. Revislans for 103!
subsequent thereto are computed from 1957-69 base quantities and prices. The breaks In the curves indicate indexes for 1950 computed by both methods. Prices
cement concrete surfaciag reflect adjustments o base period thickness tn each State and do not include costs for refnforcing ateel and jolnts.

NoTz: Several prices and index figures for the first quarter of 1969 differ rom those In the previoun fssue dve to minor corrections.
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PRICE TRENDS FOR FEDERAL-AID HIGHWAY CONSTRUCTION
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Total output in the economy is being diluted by price increases so
that little real gain has been evident in the economy recently. -

The estimate of the gross national product for the second quar-
ter of 1969, for example, amounted to an annual rate of $925 billion,
an increase of $22 billion, over the first quarter but the “real” gain was
less than $4 billion.

Consumer prices have increased from an index of 113.1 to 127.6 in
the period from 1966 through June 1969, or approximately 13 percent.

During this same period the bid-price index for Federal-aid high-
way construction activities increased at almost the same rate, 15 percent.

Yet, if we look at the period between 1966 and March 1969, high-
way prices increased only 9 percent compared with a consamer price
increase of 11 percent. :

The latest highway bid-price data for the second quarter 1969
moved upward by more than 5 percent from the first quarter of 1969.
. However, with no adjustments: for seasonal and other changes
comparisons of individual quarters are not meaningful and may be
misleading. . : :

A more valid comparison is the highway price changes between the
second quarters of 1968 and 1969, which indicates a 7 percent increase
in line with price increases in general. C

Furthermore, comparison of highway bid-price changes with those
of all construction activities during the past 214 years show that
changes in general construction prices are larger than changes in
highway construction. o :
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For example, the Department of Commerce composite construction
cost index increased by 18 percent; the index of construction of the
Engineering News-Record by 26 percent during this same period.

Thus, general construction prices have increased more rapidly than
highway prices in the most recent period.

Lanor Costs axp Probuoriviry

Skilled labor costs in the construction industry have been increasing
at a faster rate than that indicated in the average hourly earnings
figures for highways and heavy construction. This is particularly
noticeable in construction activities such as housing.and . hospitals,
which have higher proportions of skilled and urban labor than preva-
lent in highway construction.

While skilled labor in highways has been estimated at about 39 per-
cent of the total work force in housing and hospital construction,
skilled workers constitute 70 percent of the work force. In Federal-aid
highway construction, labor costs account for 25 percent of production
costs.

During the period from 1960 through 1968, average hourly earn-
ings for heavy construction activities, including highway and street
construction and heavy construction, increased from $2.84 an hour
to $4.07 an hour, or approximately 43 percent.

Wages in manufacturing activities increased an almost identical 40
percent, or 4 percent annually.

Recently, however, hourly earnings have been increasing at a sub-
stantial rate in heavy construction, averaging 7 percent, annually, in
the past 2 calendar years, and 9 percent in the last year.

While in past periods, increases in highway productivity, as meas-
ured in total man-hours required per million dollars of Federal-aid
highway construction in constant prices, have been sufficient to make
up for cost increases, this has not been the case within the 2 recent

ears.
Y Highway productivity has fallen considerably, as has output per
man-hour trends in the economy as a whole.

Thus, “real” product in highway construction is not maintaining its
pace. Because of these relationships, there is an inflationary impact
of wage and other cost increases.

Analysis of the productivity relationships in the economy with those -
in highway construction in recent decades shows that productivity in
the economy increased at a slower rate than in highway construction
in the period from 1950 through 1964.

However, since 1964 productivity increases have slowed somewhat
in highway construction relative to the economy generally.

Within the two most recent years, most relevant for their inflation-
ary implications, productivity declines of 0.4 percent and 1.1 percent
in 1967 and 1968, respectively, were estimated for highway
construction.

In the economy as a whole such negative change in productivity was
first evident in the first and second quarters of 1969: -

Hence, declines in output per man-hour are characteristic of high-
way construction, as well as of the economy as a whole, during the most
recent period.

There is a need to increase highway productivity to counter such
gains in costs. It may be unlikely that the large productivity gains
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characteristic of the earlier years of the interstate highway program
can be restored to counter large cost increases in labor, materials and
credit.

"The implications of changes in the highway mix to include more
urban highway mileage may negatively affect the cost-productivity
relationship.

Hopetully, new advancements in highway technology and manage-
ment techniques and applications of present knowledge may eventually
restore the cost-productivity relationships achieved in prior years.

Stability in highway costs is essential to meet effectively the trans-
portation requirements of the Nation and to prevent further erosion of
highway construction activity. If wages in highway construction con-
tinue to increase at about current annual rates, there is little chance
that they canlbe offset by productivity gains.

The President’s statement of September 4 directed cutbacks in Fed-
eral construction programs and urged voluntary reductions by State
and local agencies 1n their construction activities.

Consistent with this statement, the Federal Highway Administra-
tion has requested that the Governors and State highway departments
make substantial project deferrals during the remainder of the fiscal
year to result in significant reductions 1n the programs in order to
counter the pressures on construction wages and other costs.

In addition, the Governors have been requested to reduce corollary
expenditures to the greatest extent possible.

While immediate short-run anti-inflationary impacts are less likely
to ensue from highway program adjustments because of the nature of
the industry and the long lag of 6 months to 2 years to fully work out
the effects of changes in Federal-aid obligation levels, there is little
doubt that cutbacks result in restraints on the part of the construction
industry and a change in their expectations. These have consequent de-
flationary effects.

However, it should be understood that most current. Federal outlays
for highway construction represent outlays against obligations already
incurred in prior years under contract authorization.

The Federal Government is already indebted to the States for this
amount. Claims in any year already have a potential for reimburse-
ment in excess of any established outlay ceihng. Controls on obliga-
tions must be quite severe in-order to effect Federal-aid expenditures
within the same year. Less than one-fifth of the obligations incurred
throughout a year can be expected to be translated to expenditures
within that year with the balance claimed over a 2-year period. A
greater anti-inflationary impact would, of course, occur if the obliga-
tions were not spread to this extent throughout the year.

There are, of course, differences between highway construction and
general construction performance and labor force, a long lag that ex-
1sts from apportionment to obligation to expenditure of Federal-aid
highway funds, and program start-up difficulties that engender addi-
tional costs.

Because of these differences from other construction programs, re-
ductions in the highway program though anti-inflationary, as is any
reduction in a sizable governmental program, may differ in its micro-
economic effects.

There have been three curtailments of highway construction program
levels within the past 2 years as an aspect of economic stabilization
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activities. As inflationary pressures arose, controls on obligations were
imposed a number of times. From fiscal 1967-1969, there was a total
decline in obligations of $1.5 billion.

In 1967, at the request of the Department of Transportation, an esti-
mate was made by the Bureau of Labor Statistics of employment im-
pact of a reduction in highway trust fund expenditures of $2.4 billion.

This cuthack was estimated as affecting 218,000 jobs, of which
108,000 would be onsite and 110,000 throughout the rest of the
economy.

These calculations therefore show that each $1 billion of highway
expenditures affects about 80,000 employees within the year, but as
already pointed out there is a considerable leadtime required to obtain
any economic effect on income and spending. Thus, the effects may be
spread over a relatively long period.

The BLS study also indicated that the industries most dependent
upon highway construction are: The highway construction industry
itself, the stone, clay, glass products, mining and manufacturing indus-
tries, and the fabricated steel manufacturing industries.

The jobs affected directly and indirectly in these industries would
total 136,000.

Highway activities also affect particular industrial suppliers. Over
40 percent of highway construction purchases are concentrated in struc-
tural metal, mining, and stone, clay and glass products.

Because of the widespread nature of the Federal-aid highway pro-
gram, it affects all States and many localities. Hence, the regional im-
plications may be particularly significant.

In conclusion, we expect that the curtailments described in the Presi-
dent’s September 4 memorandum and requested by the Federal High-
way Administrator will account for reduction of highway labor and
other price pressures in the industry and we believe that the President’s
recently announced formation of a National Commission on Construc-
tion Labor is a forward step in the longer range process of the abate-
ment of construction cost pressures.

Chairman Grrrrrras. Thank you very much.

Mr. Sumichrast ?

STATEMENT OF DR. MICHAEL SUMICHRAST, CHIEF ECONOMIST,
NATIONAL ASSOCIATION OF HOME BUILDERS

Mr. Somrcurast. Madam Chairman, Mr. Javits, for a quarter of
a century it has been quite apparent that the sensitivity of residential
construction to changes in credit conditions has helped the Federal
Reserve make a contribution to our overall stabilization objectives.
It has been argued that while producing general overall stability, no
inequities have occurred to consumers; there was no significant loss
in housing output. When all factors are added up, the argument goes
on, the stabilization objectives derived from countercyclical variability
in the supply of mortgage credit did not impose a net burden on the
residential sector. .

This argument loses its validity during any period of rapidly rising
prices. : ‘ :

I am not questioning the ability of the Federal Reserve Board to
dictate what volume of housing start the residential construction in-
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dustry produced. This is fairly obvious. The simplicity of the rela-
tionship between overall credit and volume of mortgage credit is one
of the fundamental reasons why it is used so often in the past.

Examining the past trend in the cost relationship of housing makes
it clear that under conditions of rapidly increasing prices there are
no cost benefits derived to either the consumer or industry from this
stabilization process. Neither the consumer, the builder, the laborer,
Eor gnancial institutions supplying the bulk of the mortgage money

enefit.

Let us first examine what the costs are. For the sake of simplicity,
I will use a typical single-family house built for sale. (Cost break-
down isincluded in table1.) .

TABLE 1.—BREAKDOWN OF SOME MAJOR COMPONENTS OF A TYPICAL SINGLE FAMILY HOUSE!

Percentage Percentage
Item . Cost of total Item Cost of total
Land cost.. ... $2,620. 00 10.16 | Structure—Continued
Land improvement Full enclosure—Continued
49, 40 Others...co.coeemon.. 68.00
36.40 _—
176.80 Total.oooaeeonas 2,375, 00 9.21
Engineering. . 140, 40 =
Rough grading 140. 40 Finish trades:
Street grading 296, A0 Drywall and plaster___ 707.00
Street paving____ 413,20 1 D
213,20 Finish trim__.__.._._. 1,035. 00
e 150. 00 . Flooring and covering 655. 00
Storm sewer and drainage. 210, 00 Cabinets and vanities._ 263. 00
Major drainage ditches___. 220.00 Interior decoration.__. 361. 00
Sanitary sewers. ... _.__.. 355. 00 Finish electrical .. ____ 221.00
Mains and water supply - Finish plumbing_____. 540, 00
lings. oo oocaeeeaaaaas 350. 00 Finish heat_.___.__._. 168. 00
Water connection charges. . 85.80 Finish metal. 99, 00
[T 13.00 Appliances.._......_. 283. 00
Subtotal. ... ... 2,850.00 11. 05 [ (1] I 4,420. 00 17.13
Total, land.._..___._... 5,470. 00 21.20 .
Completion and inspection:
Structure: Cleanup. .o oooeoooooo 140, 00
Preparation: . Landscaping_._.._._. 304. 00
Permits and fees.___. 70,00 Final inspection._.____ 70.00
Engineering. . 91,00 Others. oo oo 195, 00
Site work.-._. .- 99, 00
Utility connections._ . 559. 00 Total. oo 709, 00 2.75
Footing and
foundations____.._. 1,037.00 Overhead, profit and sales ex-
ense:
Total . _....._... 1,856. 00 7.19 P Overhead ... .._........ 870.00
Profit. . . 1,274.00
Rough structure: Sales expense. ... 900, 00
Structural steel..__... 75.00
Framing. .. 2,852.00 Total.o oo ooeeeceeeo 3,144, 00 12.19
Concrete.... .. 780. 00
Rough sheet metal 70.0 Financing expenses:
Rough electrical____._ 226.00 Interim financing-._.__._. 689. 00
Rough plumbing 536. 00 Fees and appraisals..._... 221.00
Rough heating .. 169. 00 Inspections. . ______..__.. 62.00
Others. 476. 00 Title and recordings....... 39. 00
—_— Fees—commitment. .. _._. 200. 00
20.09 Interest on notes_........ 70.00
i t on mortgage._ ... 1,200.00
Closing cost paid for cus-
g tomer. ... ... 140, 00
. Hazard or builder’s risk
21 insurance........... 21.00
Exterior trim. . Total oo 2,642.00 10.24
Exterior paint. .- 213.00
Stairs. .- .ooeoeaennn. 21,00 Selling price. ... ..... 25, 800. 00 100. 00

1 For illustration purposes only since there is no such thing as a “‘typical” house. Cost was darived from the NAHB
Metropolitan Cost of Homebuilding, being developed as a quarterly reporting of cost for several metropolitan areas. The
sales price was derived from current median sales price as published by thr Bureau of Census in their C-25 series. Dis-
counts are based on current FNMA prices of FHA loans; assumed 2C-p2rcent downpayment and 25-year loan. The dis-
closure of discounts among financial charges is only to illustrate the impact of this direct payment on total cost. Up to now
di are not allowed to be included in the overall cost of the unit by the FHA, aithough they are unguestionably a part
of the total cost and cannot be ignored.
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If you group the total costs as they are presented in table 1 into a
few major categories you will get a better picture and understanding
of the total components as they changed over the last 20 years
(table 2).

TABLE 2.—SUMMARY OF COST 1949 AND 1969

1949 1959

Item - (percent) (percent)
SHUCUT®. e 70 56
On-site labor. . 33 18
Materials._._ 36. 38
Land. ... _.... 11 21
Overhead and profit. 15 .13
Financing. . ______ 10
Average price $9, 780 $20, 534

Source: Bureau of Labor Statistics and NAHB Economic Department.

There are three major changes apparent from thistable:

One is the doubling of the share needed to finance construction.

The second is the substantial increase in the share of land as a por-
tion of the final product. '

Third is the reduction of onsite labor from about 33 percent to
18 percent in the last 20 years.

Let us look at the major components now, financing costs, first.

Fixnaxcineg Cost

Looking at the problem of financing costs as it reflects itself under
the impact of monetary and fiscal policy in the last 3 years, the follow-
ing can be concluded :

One, cost of financing has been the single largest individual item
responsible for the increase in total cost.

Sinee 1966, the financial charges connected with construction of resi-
dential units have more than doubled. The effective interest rate on
construction loans alone in August was 11 percent, up from 8.57 percent
just a year ago (tables 3, 3a, and 3b). To this interest rate has to be
added discounts, fees and other financial charges. In the area of multi-
family units the situation is even worse. There are dozens of “equity”
participations tied to the borrowing of money.

TABLE 3.—CONSTRUCTION LOANS

175 percent, 6 months loan]

June 1968 July 21, 1969  Aug. 11, 1969

Loan required

$18,750.00  $19, 012. 50 $19,106.25
Interest rate (perce 6.97 8.50 8.40

Discounts (points)___ 0.80 1.09 1.30
6-month interest charge_.______ .l o ..... $653. 43 $808. 03 $802. 46
DiSCOUNES o s 150. 00 207.24 248.84
Total financial charge s 803. 43 1,105.27 1, 050. 84
Effective interest rate (percent). .______________._..__._____ s 8.57 10.68 11.00
Increase in financial charge (percent) .. oo iemmeeae 26. 40 3.50

Source: NAHB Economics Department, Builders Economic Council weekly Survey, August 1969,
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TABLE 3a.—MORTGAGE DISCOUNTS PAID BY BUILDER

June 1968 July 21, 1969 Aug. 11, 1969

Discount rate.
Discount paid. .
Increase in discol
Increase in discount paid.

1.12 points____.._._ 1.39 points.
$28392 ... ..... §$354.10.

45.00 percent_____.. 24.10 percent.
84.40 percent____._. 24.70 percent.

Source: NAHB Economics Department, Builders Economic Council Weekly Survey, August 1969.

TABLE 3b.—CONVENTIONAL MORTAGE, 25 YEARS 20 PERCENT DOWN

June, 1968 July 21, 1969  Aug. 11, 1969

Selting price of house._ ... e $25, 000 $25, 350 $25, 475
Downpayment . . .. .o iecacereieeaanaaen 5, 000 5,070 5,095
Amount of 10an_ .. e 20, 000 20,280 20,380
Interest rate (percent). . ..ol 6.87 7.98 8.02
Monthly payments, principal, and interest______ . ..o $139.80 $156. 16 $156. 96
TaXES . oo o e an 35.50 39.65 41.51
IOSUFANCE . o o oot eecee e e e acccmnnn 5.70 5.78 5.81
Additional annual eXPeNSe . ... e cecammmm————————— 247.08 32.28
Annual income needed:

PITIX60.._.__... 12, 095. 40 12,256. 80

Required additional _ 1,235.40 161. 40

wote: Increased costs due to financial charges: June 1968-July 21, 1969, 1-time increase equals $341.76; monthiy pay-
ment increases $20.59. July 21, 1969-Aug. 11, 1969, 1-time increase equals $105.75; monthly payment increases $2.69.

Source: NAHB Economics Department, Builders Economic Council weekly survey, August 1969.

The financing cost is the most inequitable cost in terms of the ulti-
mate consumer. It brings no benefit either in size, luxury, better equip-
ment, or any other facilities, to the final product. All it does is increase
the cost of the housing.

An example, perhaps will better illustrate this point: The Kaiser
Committee in its studies found that the total mechanical/electrical
costs, which includes plumbing, heating, air conditioning, and electri-
cal work, accounted for 11.4 percent of the total price. This is about
the same price you pay for the privilege of borrowing the money to
construct the house.

The total inside work, consisting of tile, linoleum, painting, appli-
anees, and cleanup accounted only for 7.3 percent.

Two, financial charges for permanent mortgages also have imposed
a tremendous burden on the prospective buyer. Since early 1966, the
average mortgage interest rate has increased from a 6-percent level to
about 8.5 percent.

Senator Javirs. Madam Chairman ?

Mr. Suricrrast. It is very well illustrated in the charts which I
have attached to the testimony.

- Senator Javirs. Would the witness allow me to have just one word ?

Mr. SuaicHRasT. Yes.

Senator Javirs. Madam Chairman, I must go and make quorum on
the Committee on Public Labor and Welfare. I came especially this
morning because I believe the witnesses are touching on one of the
most critical problems in the American economy. That is: the rigidity
of the building construction industry and the new factor in this rigid-
ity produced by very high money rates which fall with equal severity

v
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upon those who can, and those who can’t, afford it. I say this in the
sense that large corporations are able to bear and able to mark up their
prices according to the cost of money, whereas individuals suffer and
‘have no protection.

I would like to assure the witnesses, Madam Chairman, that I will
read the documentation with the greatest interest. I am sure the Chair
'will ask you all the appropriate questions. If it is any satisfaction to
them, as one Senator I will do my utmost to try to bring about some
-of the reforms which are recommended.

Chairman Grrrrrras. Thank you very much for your kindness, Sen-
ator Javits,

Senator Javirs. I hope the witness doesn’t mind the interruption.

Mr. Sumicurast. Not at all, sir. To resume, what such in increase
‘means in relation to the consumer is illustrated in table 4.

‘TABLE 4.—MONTHLY PAYMENTS FOR INTEREST AND PRINCIPAL AT VARIOUS INTEREST RATES AND WHAT A
$100 MORTGAGE WILL BUY AT THESE RATES!

Percent
5.5 6 634 7 7% 89 9
Monthly payment at
$1,000____________._. 6,140875  6,443014  6,752072  7,067792  7,389912  7,718162 8,391964
‘Monthly payment
($20,000 loan).._____. $122.96 $128. 86 $135, 04 $141.35 $147.79 $154, 36 $167. 84
Annual payments_._____ $1,475.52  $1,546.32 $1,620.48 $1,646.20 $1,773.40 $1,853.32  $2,014.08
‘What will a $100 monthly
mortgage payment
buy? (25-year
mortgage)__..._.__... $16,280.00 $15,520.00 $14,810.00 $14,148.00 $13,532.00 $12,956.00 $11,916.00
rChanée from—
.5 10 8 percent. . e 255 ...
610 8 percent e 19.8 _.......
Change in price of house
$100 will buy:
5.5 t0 8 percent. e —~20.42 .. _.
610 8 percent . e ~16.52 ... ...

-as compared to $26,000 priced house (with 20,800) mortgage at 6 percent in 1966.
Source: Monthly Payment Direct Reduction Loan Amortization Schedule; Financial Publishing Co., Boston, Mass.

! The same monthly payments today at 8.5 percent interest rate will buy onlyg $20,200 house (wifh $16,000 mortgage

The table shows that for the same monthly payment today at 8.5
percent interest rate, a buyer can purchase only a $20,200 house as
compared to a $26,000 house at 6 percent in 1966.

To put it another way, the increase in the mortgage rate alone means
that for the same monthly payment, the consumer can buy today 363
square feet of finished living area less than three years ago.

Third, the financial charges for mortgages include only the payments
of principal and interest. To obtain monthly fixed obligation, there
must be added several other charges. One part of this fixed obliga-
tion, real estate taxes, has increased by 50.3 percent from 1963 through
the second quarter of 1969 on new houses, or 8.3 percent annually
(table 5).
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TABLE 5.~MONTHLY REAL ESTATE TAXES ON FHA 203B HOMES

Median monthly taxes

Year New Existing
_____________________________________________________________________ 18.07 18.81
................................................................. 19.20 19.80
_________________________________________________________________ 19.49 21,11
................................................................. 20. 66 21,72
_________________________________________________________________ 21.23 23.39
___________________________________________________________________ 24.77 24,54
_________________________________________________________________ 21,45 22.30
___________________________________________________ 20,35 22.95
30 QUMY - - o e oo oo emmmemmeemeeececesmmmeesccenesooeeenas 21.717 24.16
4th quarter 24.35 24.26
1st quarter 24.40 24,486
2d quarter 24.44 24,34
3d quarter__ 25.90 24.72
Ath quarter 25,48 24.74
st quarter 27.08 24.75
20 QUATEF . - - - e iemmmmeecmsemeessomsooes-eesomsmcesiooasno-se 21.16 24.09
Percent change:
196368 - - - e e cmaeemmmame-ccca-eaceceesmecase-someemamcesmen 3.1 30.5
1963 to 2d quarter 1969. . ..eooooaaoo-- 50.3 28.1
1st quarter 1967 to Ist quarter 1968 13.8 9.7
1st quarter 1968 to 1st quarter 1969 11.0 1.2
1st quarter 1967 to 1st quarter 1969 26.2 11.0
2d quarter 1967 to 2d quarter 1968, .. e 20.1 6.1
2d quarter 1968 to 2d quarter 1969 __ .o 11,1 -1.0
2d quarter 1967 to 2d quarter 1969. . . L i 33.5 5.0
Average annual percent change 1963-68_.__..____ e e e cmomamm—mmmm——emaunn 6.2 4.7

Source: 1963-66, “Series Data Handbook'’ a supplement to “FHA Trends" covering section 203b, home mortgage
characteristics, Department of Housing and Urban Development, Federal H g Administration, Division of Research
and Statistics, Statistics Section; 1967 to 2d quarter 1969, FHA Trends of home mortgage characteristics Department of
Housing and Urban Development Federal Housing Administration, Division of Research and Statistics, Statistics Section,

June 16, 1969.
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Total monthly fixed obligations increased during the same period
by 61 percent (table 6 and 6a).

TABLE 6.—TOTAL FIXED MONTHLY OBLIGATIONS, PERCENT OF AVERAGE MONTHLY GROSS EARNINGS

Average monthly Median
£ross earnings total  Earnings as percent of
monthly fixed obligations
U.S. pro- fixed
duction FHA obligations, Production FHA
workers purchaser! FHA2 workers purchaser
$418.43 $641.24 $189,32 45.2 29.5
430,65 666. 50 200.13 46.5 30.0
446.20 676. 66 210.68 47.2 3.1
465, 96 696.15 219,63 47.1 3.5
486. 81 749,36 243,14 49.9 32.4
497.90 820. 20 266. 20 53.5 32.5
1368 530. 88 869. 56 282.81 53.3 32.5
Istquarter.______________ .. ________ ... 487.47 807. 21 263.69 54.1 32.7
2d quarter_. . 491. 56 816. 52 264.78 53.9 32.4
3d quarter.__ 497.94 831, 87 269.15 54.1 32.4
684th quarter..__ .. ... 509.63 852,21 271.92 53.4 31.9
1st quarter 515,47 855, 55 277.05 53.7 32.4
2d quarter_______ 525.08 866. 30 279.49 53.2 32.3
3d quarter_._____ 532.65 897,31 295.78 55.5 33.0
69Mh quarter. 547.83 897.24 297.31 54.3 33.1
Istquarter.___ ... . ____.__.__ 545.93 921.39 307.89 56. 4 33.4
2dquarter_ ... ... ... _________..__ 556. 90 : 0
Percentage changes:
1962-1968____ . 26.9
1962-2d quarter, 1969____________._______.__ 33.1
st quarter, 1967-1st quarter, 1968____________ 57
Ist quarter, 1968-1st quarter,1969____________ 59
Ist quarter, 1967-1st quarter, 1969_____.______ 12.0
2d quarter, 1967-2d quarter, 1968_____________ 6.8
2d quarter, 1968-2d quarter, 1969_____________ 6.1
2d quarter, 1967-2d quarter, 1969_____________ 13.3
Average annual percent change, 1962-2d quar-
er, 1960 e

1 Average effective monthly income.

2 Includes monthly housing expense, State income tax, life insurance policy premium, compulsory contribution to
retirement fund, payments on installment accounts, mortgage payments on other real estate, payments on other loans
and accounts, and similar items.

Source: Cof. 1, Survey of Current Business, U.S. Department of Commerce, Office of Business Economics, Labor Force
Employment and Earnings, Weekly and Hourly Earnings, Manufacturing Establishments; cols. 2 and 3, 196266 Series
Data Handbook, a supplement to FHA Trends, DHUD, FHA, Division of Research and Statistics, Statistics Section, covering
sec. 203b, home mortgage characteristics; 1967-2d quarter, 1969 FHA trends of home mortgage characteristics, Depart-
ment of HUD, Federal Housing Administraton, Division of Research and Statistics, Statistics Section, June 16, 1969.
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TABLE 6A.—SALES PRICE, INCOME AND PAYMENT REVIEW, NEW UNITS

» Median

i Median tamily income

Median monthly Median (total

property mortgage total fixed current

value payment obligations income)

$14,607 $103.81 $175.10 $7,78

14,918 106. 60 185, 87 7,882

15,151 105. 20 189, 32 7,899

15,789 108,94 200.13 8,237

16,063 111. 49 210. 68 8,484

16, 561 114.26 219,63 8,717

17,163 122.41 243.14 9,226

17,992 113,14 266. 20 10, 008

18,797 143.45 282,81 10, 597

17,854 131, 82 263. 69 9, 855

_________ 17,955 131.83 264.78 9,977

3d quarter..____. 18,127 135,01 269.15 10,169

684th quarter 18,645 139.43 271.92 10,332

1st quarter 18, 548 139.15 277.05 10,414

2d quarter____... 18, 141. 36 279.49 10, 580

3d quarter._..... 19,125 152. 38 295.78 10, 849

sgdth quarter 19, 349 154. 66 297.31 10,813

Istquarter. .. .o eeeeeaeas 19,753 160. 66 307. 89 11, 202

2d QUAIer . e 20, 187 170. 80" 323.20 11,474
Percentage changed:

600 1968. . .. __. . 28.7 38.2 61.5 37.0
1960 to 2d quarter 1969. .. R 38.2 64.5 84.6 48.4
1st quarter 1967 to 1st qua - 3.3 5.6 5.1 5.7
1st quarter 1968 to 1st quarter 1969 - 6.5 15.5 11.1 7.6
1st quarter 1967 to 1st quarter 1969_. U, 10.6 21.9 16.8 13.7
2d quarter 1967 to 2d quarter 1968. ... ._... 4.8 7.2 5.6 6.0
2d quarter 1968 to 2d quarter.1969.. ___..__.______ 7.3 20.8 15.6 8.4
2d quarter 1967 to 2d quarter 1969 . __ ... __... 12.4 29.6 22.1 15.0

Average annual income 1960 to 2d quarter 1969_________ 4.0 6.8 8.9 5.1

Source: 1960-1966: ‘“Series Data Handbook'’, a supplement to FHA trends. DHUD, FHA. Division of Research and
Statistics, Statistics Section, covering section 203b, home mortgage characteristics; 1967 to 2d quarter 1969 FHA trends
of home mortgage characteristics, Department of Housing and Urban Development Federal Housing Administration,
Division of Research and Statistics, Statistics Section June 16, 1969.

In 1962, the median monthly fixed obligation of FHA purchasers.
amounted to $189.32. The average monthly earnings of manufacturing
workers was $418.32. To meet these monthly obligations, a manu-
}flactqring worker would have to pay 45.2 percent of his income toward

ousing.

Today, he earns $138.47 more per month. But his monthly obliga-
tions have increased to $323.20. He would have to pay 58 percent of
his income to meet these obligations. He can neither pay 45 percent
as was the case in 1962, nor 58 percent as is the case today.

In the last year alone, this process has shown a dramatic increase:
Wages of manufacturing workers increased by 6.1 percent but their
monthly obligations increased by 15.6 percent. The implications are
clear and do no need elaboration.

Chairman GrrerrTas. His wife has to work.

Mr. SUMICHRAST. Yes.
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Laxp Cost

Land cost has increased on the average by 16 percent per year
since 1951, or nearly 300 percent in that time (table 7). The sale price
of an FHA home, excluding land, increased during the same period
by 87.1 percent, or 4.7 percent annually.

TABLE 7.—AVERAGE NEW-HOUSE COST PER SQUARE FOOT COMPARED WITH SALE PRICE

Average
sales Average  Price per .
_ price  Average Sale calculated square foot Price per
includes  price of price area, including square foot
site site  less site square feet site less site
$8,688 $942 $10.38 $9.22
9, 850 968. 11.44 10.18
9,224 953 11.03 9.68:
9, 529 90 11.10 9,63
10,48 1,049 11. 55 10. 00
11, 581 1,104 12.20 10.49
12,393 1,146 12.69 10.81
12, 060 1,138 12.55 10. 60
12,086 1,140 12.67 10, 60
12,192 1,142 12.84 10.68
1,141 13.05 10,78
12,454 1,162 13.05 10.72
12,906 1,182 13.43 10.92
13,103 , 206 13.45 10. 86
13,398 1,228 13.70 10,91
14,016 1,210 14.55 11.58
14, 847 1,216 15.31 12.21
15, 440 1,226 15.96 12.59
14,719 1,218 15.14 12,08
14,757 1,213 15.25 12.17
15,010 1,217 15.47 12.33
15, 243 1,222 15.88 12.47
Istquarter. ... .. .veeeioeceaaeaea 19,287 4,039 15, 248 1,222 15.78 12. 48
2d quarter__ 19,638 4,201 , & 1,226 16. 02 12.59
3d quarter__ .. 19,851 4,172 15,679 1,230 16.14 12.75:
SQMh quarter. .. ... .. eoaeeeaao 19,960 4,197 15,763 1,215 16.43 12.97
Istquarter ... . ..o .ee.io - 20,266 4,252 16,014 - 1,224 16. 56 13.08
2d quarter_ .o ... iiieiacao- 20, 534 4,319 16,215 1,219 16.84 13.300
Percentage changed:
1951-60. . . iaiaena- 49.9 126.2 40.3 21.2 23.7 15.8&
1960-68. .. . . ... 33.5 67.1 26.6 7.4 24.3 17.9
1st quarter 1967 to 1st quarter 1968 ; 4.6 8.4 3.6 .3 - 4.2 3.3
st quarter 1968 to 1st quarter 1969____. 5.1 5.3 5.0 .2 4.9 4.8
st quarter 1967 to 1st quarter 1969_.__. 9.9 14.1 8.8 .5 9.4 8.3
2d quarter 1967 to 2d quarter 1968__ 6.2 12.4 4.6 11 5.0 3.5
2d quarter 1968 to 2d quarter.1969 4.6 2.8 5.0 —.6 5.1 56
2d quarter 1967 to 2d quarter 1969 11.0 15.5 9.9 .5 10.4 9.3
1951 to 2d quarter1969..._._____ 110.0 295.5 87.1 29.4 62.2 44.3
Average annyal percent change, 1951 to . .

2d quarter 1969 ... .. ... ... 5.9 16.0 4.7 1.6 3.4 2.4

. Source: Cols. 1, 2, 4: Series Data Handbook, a supplement to FHA Trends. DHUD, FHA, Division of Research and Sta-
tistics, Statistics Section, covering sec. 203b, home mortgage characteristics; 1967-69 FHA trends of home mortgage
characteristics, Department of HUD, Federal Housing Administration, Division of Research and Statistics, Statistics Section
June 16, 1969; col. 3 equals col. 1 minus col. 2; col. 5 equals col..1 divided by col. 4; col. 6 equals col. 3 divided by col. 4

The living area also increased by 30 percent from 942 square feet
to 1,219 square feet, or 1.6 percent annually. The price per square foot
of finished floor area excluding land increased 44 percent or 2.4 per-
cent annually during the 18-year period.

The purchasing power of the dollar declined at a somewhat higher
annual rate—2.68 percent—suggesting a most remarkable conclusion :
The price per square foot of housing, excluding land, actually dropped
slightly since 1951.
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Lasor Cost

As has been already illustrated, the portion of cost of a housing unit
attributable to on-site labor has changed dramatically in the last
20 years.

It now accounts for about 18 percent as compared to about 33 per-
cent before. Yet, the wage increases labor was able to' negotiate in
the last 12 months in the construction industry are well beyond the
average increases in other industries—15.1 percent or 2.5 times higher-
than the average of all wage increases.

This 15.1 percent average wage increase in on-site labor means an
additional $724 in cost to the consumer on the typical conventionally
built home selling at $25,800 today as compared to a year ago.

Consider the wage increases which have been negotiated in the past
few years. A plumber’s hourly basic wage in San Francisco is now
$10.26, compared to $6.44 in 1966.

At this rate, 50 week’s work would bring in an income of $16,384.
To this one must add overtime and other benefits.

A carpenter’s wage increased in the same city from $4.88 to $7.81
per hour.

In Detroit, labor was able to negotiate a 70 percent increase since
1966 and a carpenter now earns $7.87 compared te $4.63 in 1966
(tables 8 and 9). Compare this annual wage to that of professionals:
such as teachers, or policemen, or even college professors with Ph. D.’s.

TABLE 8.—WAGE RATES OF CARPENTERS IN SELECTED CITIES

Percen®

Percent average

Increase increase

Metro area 1966 1969 1966-69 per year

Los Angeles._._.___ $4.8 $7.00 4.9 14,97
District of Columbi 3.50 4.63 32.3 10.8
Chicago.__..... 5.20 6.60 26.9 9.0
Detroit__._________. . 4,63 7.87 70.0 23.3
Minneapolis. - ..o 4,13 5.94 43.8 14.6
Birmingham.________ .. ..l ..io.o... 3.70 6.19 67.3 22.4
Dallas. . . o iiiiiieaes . 3.00 4.52 50.7 16.9
Seattle ... .. iiiiiiieao. . 4.48 6.15 37.3 12.4
San FranCiseo. o ou oo oo icciaaaaeos - 4,88 7.81 60.0 20.0

Total, all CitieS . oo oo oo et ce e ceieeccvec e m e 15.87

Source: NAHB Economics Department.
TABLE 9.—~INDEX OF UNION HOURLY WAGE RATES 1957-59:=100
All building Percent’
trades change:

1 Estimate.
Source: U.S. Department of Labor, Bureau of Labor Statistics Construction Review, June 1969, table E-3, p. 49.



114
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The increase in materials cost was the lowest among major items
going into the cost of a housing unit. While, for instance, the index
of union wage rates in building trades increased by 22 percent from
1964 to 1968, the wholesale index of construction materials increased
11.5 percent. This is still somewhat higher than the increase in all
industrial commodities—7.7 percent—but could be explained by the
unusual increase in lumber prices late last year (table 10).

TABLE 10.—WHOLESALE PRICE INDEX 1957-59=100

All industrial Percent Al construc- Percent

dities. - hange - . tive material change

10,2 ... 99.6 ...

102.5. +41.2 100.8 +1.2

104.7 +2.1 103.9 +3.1

106.3 +1.5 105.2 +1.2

109.0 +6.1 1111 -+4-5.6
...................................................... F1T i +11.54

Source: U.S. Department of Labor, Bureau of Labor Statistics; Construction Receive, August 1969, table E-2, p. 44
SUMMARY

The rapid increase in costs means that it is less and less possible for
a family to buy a house if only one member is working.

In 1959, 73.6 percent of all FHA homes were purchased with one
income; today, only 55.9 percent. In 10 years, 20 percent more people
who purchased FHA homes have to send their wives to work in order
to buy an FHA house.

This trend has accelerated rapidly in the last 2 years (table II).
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TABLE 11.—COMORTGAGOR INCOME

(Figures in percentage)

No Comortgagor Comortgagor

comortgagor _income income

73.6 9.3 17.1

73.3 9.3 17.4

71.6 9.6 18.8

~11.8 - 9.9 18.3

70.2 10.2 19.6

73.5 8.7 17.8

69.4 10.9 19.7

63.9 1.5 28.6

60.7 5.8 33.5

59.1 5.6 353

............. 62.4 6.2 31.4

57.8 6.0 36.2

61.7 5.3 33.0

............... 60.3 5.2 34.4

................. 59. 4 5.9 34.7

51.9 5.4 36.7

60.1 5.3 34.6

R 57.2 5.2 37.6

ISt QUAMET_ .. oot eeee e 56.9 5.3 37.8

2d.quarter. . . 55.9 4.5 40.5
Percentage changed:

1959 to 1968 —-19.7 -39.8 —106.4

1959 to 2d quarter 19| .. —24.0 —-51.6 —136.8

- Ist quarter 1967 to 1st quarter 1968. —4.8 —4.8 10.5

1st quarter 1968 to 1st quarter 1969. ~4.2 -10.2 8.9

1st quarter 1967 to 1st quarter 1969 —-8.8 —14.5 20.4

2d quarter 1967 to 2d quarter 1968__ 0.2 —10.0 1.4

2d quarter 1968 to 2d quarter 1969 —-3.5 -16.7 10.4

2d quarter 1967 to 2d quarter 1969 _________....__.__... -3.3 -25.0 11.9

Average annual percent change 1959 to 2d quarter 1963___._____ -2.3 —-4.9 13.0

Source: 1959-1966, ‘‘Series Data Handbooks'' a supplement to “'FHA Trends’" covering section 203b, home mortgage
oharacteristics, Department of Housing and Urban Develop t, Federal Housing Administration, Division of Research
and- Statistics, Statistics Section; 1967 to 2d quarter 1969, FHA Trends of home mortgage characteristics Department of
Iluusu; aln!;jsgrban Develop t, Federal Housing Administration, Division of Research and Statistics, Statistics Section,

une 16, §

A conventional buyer with a typical house priced at $25,800 would
need, in August 1979, nearly $1,400 more in annual income, which is
an increase of 30 percent than was the case a year ago. His monthly
costs increased by $23.28 or 13.5 percent since that time.

As can be seen from the accompanying chart (chart I), we expect
housing starts to decline farther this year. The level of starts early
next year will also be very low and recovery much slower than in 1966.
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We are moving into an era of substantial housing shortages and the
basic makeup of family living is being challenged by increased costs.
In the 1950’s apartments accounted for less than 10 percent of starts;
now, this year for the first 8 months they run at the rate of 44.2 percent.

Failures in the construction industry have accelerated rapidly since
1950, reaching a high in 1966 of 19.2 percent as a percentage of total
business failures. In 1950, they accounted for only 10 percent. There

is little question but that failures will increase again this year and
next (table 12).



117

TABLE 12.—FAILURES IN CONSTRUCTION INDUSTRY

Construction

. Total failures,

.+ "construction Average percent of

failures liabilities total failures

912 $2,813 10.0

1,404 5,924 12.8

2,607 7,724 16.9

2,513 11,578 18.6

1966, ..o oo e heeee 2,510 13,003 19,2

1967 e 2,261 14, 316 18.3

1968 1, 12,722 12.3
Source: Survey of Current Business, U.S. Department of Commerce, Office of Busi E ics, General B

Indicators, industrial and commercial failures.

Clearly, residential construction does not and cannot benefit from
prolonged inflation. If the industry is to provide decent housing it
must have stability. It must have a regular supply of mortgage money
at reasonable rates. It needs fiscal responsibility with a surplus budget.
The industry cannot compete with Government and large corpora-
tions for money in a period of rising prices and heavy demand for
loanable funds (chart IT).
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YIELDS OF LONG-TERM BONDS AND MORTGAGES
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SOURCES: Board of Governors of the Federal Reserve System and FHA.

NAHB- Economics Department

Assuming that corporate borrowing is one of the essentials for full
employment, it must be Government that provides the framework of
fiscal responsibility.
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The many proposals dealing with this subject are clearly beyond the
scope of this short statement and have been made on several occasions
by NAHB.

Future fulfillment of the housing goals is indeed bleak, unless we
will be able to live within our means, get some semblance of order
into the money markets, and bring inflation under control.

RecoMMENDATIONS

We will have to find a way to insulate mortgage market from credit
restrictions.

We would have to provide additional training of labor.

We would have to seriously study the problem of expanding supply
of usable land.

We need to extend the surtax.

We need to have a reasonably long period of budget surplus.

Thank you.

Chairman Grrrrrras. Thank you. You certainly bring home the
problem of housing in a very dramatic way.

As a matter of fact, some changes in the tax laws, I would assume,
would help you. They certainly build a lot of new structures for busi-
ness. Some type of change could do the same thing for home builders,
couldn’t it?

Mr. SumicrrasT. Yes. the pressure is there, of course, to borrow
while a certain percentage

Chairman Grrrrrras. A selective increase in interest rates, that in-
creased interest rates for some items much higher and enlarged the
home building can also help you, couldn’t it?

Mr. SumicarasT. I don’t understand the question.

Chairman ‘Grirrrras. Supposing for putting up an office building
vou had to pay 14 percent for your money, but for putting up a family
dwelling you had to pay 5 percent. That could help you, couldn’t you
heist the general increase in interest rates? The question would be for
what are you going to use the money ?

Mr. SumicarastT. What are you going to use for money?

Chairman Grirrrras. For what would you use the money ¢ If you
put an interest rate on homebuilding that was much lower than the
interest rate on other types of construction, it would certainly help
the homebuilder?

Mr. Svaicarast. It certainly would—there is no question about it.
But I don’t think you can really do that under present conditions.
There are many ways other countries are supporting a flow of savings
into the institutions which deal in the mortgage markets. In Germany
for instance, the mortgage bond, which could have a great potential in
this country, is one of these instruments that indirectly supports the
savings and loan industry. This, in turn, brings larger savings into
these institutions.

The problem we have in this country is that the share of savings
going into savings and loan associations and mutual savings banks
has declined in the last 20 years. The savings and loan industry has
permanently lost a place among the financial intermediaries as far as
attracting a share of saving funds is concerned.
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Now, we depend to a very large degree on these institutions. They
can no longer lend more money than they do now, because the savings
and loan have about 85 percent of all their assets put into mortgages,
only about 1.9 percent in cash and the rest of it in Government
securities.

The same situation exists at the mutual savings banks. So you can
no longer get a larger portion from these two institutions into the
mortgage market.

What you could do, you could enlarge the portion of savings which
they could receive. There have been many suggestions by the savings
and loan industry which would do this. .

Then you have the problem of the basic change in attitude of savers.
I think the saver is not the sanie saver we had 20 years ago. That is
another problem: How do you make commercial construction to pay
15 percent rates and housing only 5 percent in a free economy ?

To provide more money for the mortgage market a small portion
you could shift into the mortgage market from existing lending insti-
tutions. I am suggesting how this could be or should be done.

I think the commercial banks were created many years ago and we
should look closely not only how they function in the light of today’s
requirements, but they should accept some part of the social function
and not be directed by onlfr one proposition: the highest yield. We
have a report of charge yielding to lenders as much as 20 percent on
residential construction loans. You cannot build this kind of cost into
a residential unit unless you price yourself completely out of the
market.

The other institutions—such as pension funds—which do not have a
large portion of their funds invested in the mortgages could transfer
say 1 percent or 2 percent or their assets into mortgages, and I think
we will have a lot of problems solved.

Take the pension fund assets of $235 billion. If they would change
their portfolio only by 2 percent, this would bring to the mortgage
market $4.7 billion.

Chairman Grrerrras. They will not unless they are forced into it
or enticed into it. One or the other is going to have to occur.

Mr. Goldstein, what was the original cost of building a mile of
highway in any major city that you care to name? What was the cost
when the highway bill first went into effect ?

Mr. GorpsTEIN. The 1956 highway bill?

Chairman GrrrrrTES. Yes.

Mr. GorpstEIN. I don’t think I could answer that question, but I
can say that the original planning estimate for the total Interstate
- System was $27 billion for 37,700 miles, But immediately after the
passage of the act there was a detailed engineering estimate made, and
the cost was then developed at $41 billion.

Chairman Grrrritas. For 41,000 miles?

Mr. GorpstEIN. For 41,000 miles, But I couldn’t tell you what the
cost was for a mile of urban highway at that time.

Chairman Grrrrrras. Would you supply it for the record? T would
like to know the cost originally, of building a mile of highway in the
city of Chicago, in the city of New York, Detroit, and Los Angeles,
and the cost today. '
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* Second, I would like to know what the land cost was in 1956 as
opposed to the land cost today.

(The following information was subsequently supplied for the rec-
ord by Mr. Goldstein:)

The detailed engineering estimates developed in 1958 and 1968 provide com-
parisons of the estimated costs of highway construction in these cities. The
1958 estimate was based on July 1, 1956 data and the 1968 estimate was as of
January 1, 1967.

TOTAL COST PER MILE ON THE INTERSTATE HIGHWAY SYSTEM

[Doltars in thousands)

1958 estimate 1968 estimate
Number Cost per Number Cost per
Area miles mile miles mife
CRICARO. .o e oo eeeeae 89 881.7 143 $8,852.8
Detroit._. : 83 5,853.0 179 5,943.6
New York.. . 98 6,771.9 283 8,833.7
Los Angeles._ . ... eeeceicamaaean 197 273.1 230 5,569.2

The right-of-way costs developed in the 1958 estimates and in the 1968 esti-
mates for the four cities are shown in the following table. The 1958 estimates were
as of July 1, 1956 and the 1968 estimates were as of January 1, 1967.

RIGHT-OF-WAY COST PER MILE ON THE INTERSTATE HIGHWAY SYSTEM

[Dollars in thousands]

1958 estimate 1968 estimate
Number Cost per Number Cost per
Area miles mile miles mile
ChICagO. . oo 83 $1,473.0 143 $2,382.9
Detvoit. .- 83 1,774.0 179 1,492.0
New York___ 98 1,663.4 283 2,192.4
Los Angeles 197 1,184.7 230 2,133.3

Chairman GrirriTgs (continuing). How many homes have been,
or dwelling units have been torn down for the highway construction?

Mr. GorpsTEIN. I can give you an estimate of this current year.

Chairman Grrrrrras. All right.

Mr. GowpsTEIN. Of what we would call relocation assistance, not
necessarily number of homes. I believe we estimate that there will be
payments made to 49,000 residents, I believe, and 7,000 businesses.
These are payments.

Chairman Grrrrrtus. For a moving out of the way of the highway?

Mr. GorpsTEIN. Yes, these arve estimates for the current year, 1969.

Chairman Grurrrras. Why shouldn’t purchasing a new home for
these people be a part of the highway cost?

Mr. GoupstrIiN. Well, under the 1968 Highway Act, they are allowed
to pay additional amounts for relocation assistance, which would mean
that the Federal Highway Administration can participate up to an
amount above the current sales value of that house, to get them into a
new home, up to I think $5,000 above the market value. This they can
get.
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So, in a sense, that is one of the objectives of the 1968 Highway Act.

Yes, one of the objectives of the 1968 Highway Act, relocation assist-
ance provision, does have the particular provision you suggest.

Chairman GrrrriTis. But it does not actually pay for'a new home.
Tt pays something about the market value?

Mr. Gorpsrern. It pays above the market value.

Chairman Grrrrrras. And in many instances the market value of
the old home has been run down by the mere fact that the highway
is coming through, and we have just heard from the homebuilders that
the price of a new home is greatly higher than the price of a home for
which they have paid. So that in reality the highway building is a
real disruption in home building and in American life today.

Why haven’t vou ever considered using any of these moneys for
anv other form of transportation than highways?

Mr. Gowpstrin. Well, actually

Chairman Grrrrrras. Why haven’t you asked Congress for that?

Mr. Gorpster~x., Well, the first thing, I don’t think I am in a posi-
tion to answer that question.

Chairman GrrrriTrs. I see.

Mr. Gorpstrin. But, T think the general position that is taken is
that the highway trust fund restricts the use to certain particular
purnoses only.

Chairman GrrrriTHS. To surface highways?

Mr. Gorpstern. To surface highways. That has been our inter-
pretation.

Chairman Grrrrrras. But you could build highways underground.
You could have subways.

Mr. GoupsteIN. Well, T think your question is a good one, but all
I can say is that the interpretation that the Federal Highway Ad-
ministration has followed 1s that the highway trust fund restricts
it for roads for highway users and that when particular assistance
to busses and so forth through construction activities can be provided
so that more people can be carried, we will participate. But as far as
using the funds that come in for other forms of transportation, the
interpretation so far as I can give is that this has been considered
outside the purview of the act.

Chairman Grrrriras. Why don’t you have parking lots in the
highway bills?

Mr. GoLpsTEIN. We do have, in the 1968 highway act the provision
which allows us to participate in fringe parking lots.

Chairman GrrrriTas. To what extent?

Mr. GorpstEIN. When the fringe parking lots are, as I recall,
adjacent to mass transit.

Chairman Grrrrrras. How much do you pay on it, 90 percent?

Mr. GoupstrIN. No, I believe it is on a H50-percent basis.

Chairman GrirrrrHs. Are the parking lots in relation to the traffic
that is on the highway?

Mr. GorpstErn. That would be one consideration, and I believe it
also would need to be near a federally aided highway.

Chairman Grrrrrras. How many road contractors are there in the
United States that bid on Federal highways?

Mr. GorosTEIN. I really couldn’t

Chairman Grirrrras. Could you estimate it ?
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My, Goupsrein, Well, I know that

Chairman Grrrrrrus. There really aren’t very many road
contractors. ’

Mr. GorpsTeEIN. According to the census of construction for 1967,
the highway and street construction industry has, as I recall, some-
thing Tike 14,000 establishments. Of those I think about 80 percent
have 20 employees or less. '

Chairman Grirrrras. Well, these people aren’t. building any of
these Federal highways; are they?. v

Mr. GorpsTEIN. I suppose most of the real small ones are probably
maintenance contractors or subcontractors.

Chairman GrreriTas. So there must be a few hundred who are
building the main part of the Federal highways; isn’t that true?

Would you supply it for the record, exactly how many there are,
because I would assume that if you have 100 it would be a lot. 1
know highway contractors that ‘build in many States.

Mr. GoupstEIN, Probably so. The number of contractors who bid on
7Fedeml-aid construction in the year ending June 1969 amounted to

,310. :
Chairman Grrrrrras. I would like to ask you, when do you build
and when do you cut back? How do you cut back? Are you going
to cut back 50 States at the same time? .

Mr. GoupsTEIN. I guess my only answer to that is that I personally
am not involved in the decision for the cutback.

Chairman Grrrrrras. Historically, have you built in all 50 States
at the same time ? ,

S Mr. Gorpstein. Historically the cutback has been made in each
tate.

Chairman Grrrrrras. In all States?

Mr. GoLpsTEIN. Yes.

. Chaa'irman GrrrriTHs. And you have built in all States at the same
time ?

Mr. GorpsreIN. Yes.

Chairman GrrrriTES. As a matter of fact, isn’t highway labor quite
mobile?

Mr. GorpstriN. Well, you mean among highway projects?

Chairman GrrrrrTHS. Yes.

Mr. GoupsTEIN. Among highway projects. Well, I have had several
discussions about that, and it is mobile, but again looking at the census
material that T mentioned, something like 90 percent of the contrac-
tors work in the particular State only in which they report. I assume
that this is true of the laborers as well. So I am not really sure how
mobile they are. .

Chairman Grrrrrras. Well, T will give you some facts. I worked
for a highway contractor when I was a young woman in the 1930’s.
There was a lot of labor. You could have gotten anybody to work. I
distinctly remember that that highway contractor advertised in every
State in.the Union for a shovel operator. He really didn’t want the
shovels going out. They brought a shovel operator from several States
away. I learned also, then, that those expert crews moved from State
to State, from one piece of construction work to another.

The only people you hired on the spot were the manual laborers.

37-795~—~70—9
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Novw, if you are going to turn on and turn off any type of building
why isn’t highway construction the simplest one to go?

Mr. GorpstEIN. Well

Chairman Grrrritas. The fact is why don’t you build roads in the
north in the summertime and move those crews into the south in the
wintertime? T think it would be quite simple. You would get rid of
this idea that they are unemployed overnight.

Mr. GorpsteiN. Well, actually the way the program works, it is a
State highway department program. It isnot

Chairman Grrrriras. Well, why don’t you put in some standards?
You are going to cut off the money. You are supplying 90 percent of
the money. You cut it off in the north in the winter and cut them off
in the south in the summer.

Mr. GorpsteIN. Well, our current experience proves that the high-
way crews are rather fully occupied throughout the south throughout
most of the year, and in the north, except in the very coldest weather.

Chairman Grrrrrras. But still you do have some stowdowns in the
north ¢

Mr. GorLpsTEIN. Yes.

Chairman Grrrrrras. So that if there is anything that lends itself,
it seems to me, to an intelligent cutback where the Government can
really manage 1t to conserve money and to conserve labor, the highway
program is that program.

Mr. GorpsTrIN. [ think, Madam Chairman, one thing should be
pointed out, that about 60 percent of the people on the work force are
unskilled and semiskilled, and these people are hardworking. Since
a large proportion of the highway program is built in rural areas,
these people are hired in the rural areas and this activity is a supple-
ment to employment and earnings for those people.

Chairman Grirrrrrs. What equipment did highway builders have
in 1960 that they didn’t have in 1950 that made them more productive?

Mr. GoupstrIn. I think it wasn’t the equipment so much as the kind
of building activity. I think that we are now entering a period of
additional urban building, which is more costly. The large machinery
is not being used as productively as in rural areas, since the highway
mix is changing.

Chairman GrrrriTHS. So that the equipment that they used in the
1950’s—you pointed out that in the 1950’s the cost went down.

Mr. GoLpstEIN. Yes.

Chairman Grirrrras. Is that only because they were building in
rural areas?

Mr. GorpsteIN. No, I think it is a change in the mix, the proportions
that are being built. Tnr the rural versus urban areas there are changes
in the productivity relationship.

Chairman Grrrrrras. Well, as a matter of fact, why are we building
more in urban areas today; just because we have the money?

Mr. GoupsteIN. Well, we are building in the urban areas becaunse
we have been directed to build an interstate highway system that is
supposed to connect cities of 50,000 population and over, and we are
now getting to the phase of our operations that requires that particular
activity.
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Chairman Grirrrrns. How many connections do you have to make?
There are about four major ones already in the center of Detroit.

Mr. GorpsteiN. Well, I really am not an engineer, I am not qualified
to answer many of these questions.

Chairman Grrrrrras. Of course, the real question is why don’t we
shift our resources away from urban highways. You are causing con-
gestion, noise, air pollution. The real question is: Hasn’t the time
arrived to reconsider the highway program?

Mr. Gorpsrrin. Well, I think those of us in the highway program
feel that we are considering and directing our attention at these ifems,
and we have been researching in these areas. We believe we are helping
to solve congestion in the urban areas. We arve taking social factors
into account 1 our planning, in our highway location. I believe many
of us feel we are doing this.

Chairman GrrrriTas. As you replace buildings, the truth is you are
contributing to the inflation of the rest of construction ?

Mr. Gorpsterx. Well, every public works investment has displaced
buildings, and our Highway Act does have a social thrust, and I believe
its relocation provisions are the most advanced social legislation of that
type in public investment activities.

Chairman Grrerrrus. Could you tell us in more detail what the
functions of a National Commission on Construction Labor will be ?

Mr. GorpstrIN. All I know of that is what I read in the newspaper,
and in the releases that it would essentially be a study group to obtain
voluntary compliance with results of analyses that are prepared on
such factors as seasonality in the field, rigidities of different types of
labor in the particular areas, open up entrance so that the supply of
labor can be increased, and remove restrictions of one sort or another
on labor supply—either through labor uniors-or through social restric-
tions. My impression was that it was going to be a group to study and
to look at these particular areas.

Chairman Grrrrrrus. The Subcommittee on Economy in Govern-
ment has been holding hearings and it has been brought out that unless
a producer bears the full cost of production too much of that item will
be produced. Wouldn’t you believe that in principle this should apply
to (Government programs, as well as apply to producers?

Mr. GorpsteIN. In general, yes.

Chairman Grrrrrrus. Well, would you think it is possible that high-
way production is now one of the things that is moving toward destruc-
tion of the city ?

Mr. Gorpsrerx. No. First, as T said before, you put me in a very
bad position. First, I am a technician in the Federal Highway Ad-
ministration. I am not a policymaker as such, just a planner. But I
think I would have to repeat what I said before, that we believe that we
are attempting to improve the city and that we are trying to reduce the
urban congestion, that we are trying to improve the traffic flow, that
we are trying to meet the needs where relevant, of bus transportation,
things of this type, in our urban transportation studies, in Detroit and
elsewhere.

We do try to consider the needs of all modes and then estimate the
highway mode requirements separately, afterwards, but our trans-
portation studies do consider population factors, distribution, the eco-
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nomic factors, the growth patterns, residential and other land use
arrangements, and this is the idea that we have of what we are
attempting to do.

So that 1s the only way I can answer you.

Chairman GrirriTas. Well, let’s let these other gentlemen answer,
too.

Mr. Sumrcnrast. Could I comment on these other items ?

T think the question you raised, of the efficiency of equipment, I
think it is a very important one. I think there is no comparison to
the way highway construction is built today and 20 years ago. The
equipment efficiency is just unparalleled. The progress we have made
in highways, it is fantastic. It is now a “science” of road building.
Every yard you move is well planned. The machinery has changed
tremendously in the last 20 years. I think in this area you will do
injustice to the producers of larger equipment to say the equipment
is the same as it was 20 years. '

Chairman Grrrriras. Would you mind mentioning some of the
equipment that is now superior to that ?

Mr. SumicarasT. Well, the graders, for instance, that used to be
pushed by bulldozers, the new Westinghouse Electric ones that run 60
miles or more an hour. The precise planning and scheduling of each
trip ; the placing of earth ; tamping it, ete.

The new kind of bulldozers and all kinds of shovels; the graders; all
of which are much superior to what they were 20 years ago.

Chairman Grirrrras. Has asphalt advanced ?

Mr. SumrcHrast. Yes, very much so, and so did concrete work.
Building of bridges; the use of steel which combines high grade steel
and low grade steel getting a better job at a cheaper price.

The other comment, the Commission on Labor which you mentioned :
This is a commission pretty much the same type as that which has
been in existence for many years. John Dunlop, perhaps you might
know him?

Chairman Grirrrrs. Yes.

Mr. SumicHrast. He has been the chairman of this committee for
many years and I have been a part of it. Of course now it is on a
much higher level and the new committee certainly have better chances
to get something done in the ease of labor supply, and seasonality,
productivity and lower cost. At least I hope so.

Seasonality. The pattern in seasonality is such——it may surprise
you—but you take any trade in the construction, the seasonality pat-
tern has not changed in the last 20 years, in spite of all the techno-
logical progress. This applies the same way, to south, north, east, and
west.

Chairman Grrrrrras. Why do we have it ?

Mr. SumicaRAsT. One is, of course, of tying of the union labor to
pension funds. They cannot transfer pensions from one State area to
the other. So they are not so mobile as we think they should be.

Chairman Grrrritas. We had a committee here that looked over
that, too. I happened to be one of those who thought pensions should
be mobile. So when you get around that

Mr. Sumicarast. The other is the pool of labor: Where I used to
work, in New Jersey, Pennsylvania and Ohio, all labor used to come
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from West Virginia. These people traditionally work 8, 9 months and
retire to the hills and take unemployment benefits. So there is not
much you can do with this supply of labor. Also, it costs more money
to work in wintertime.

It is still more expensive to push mud during the wintertime. The
Canadians are trying to subsidize a winter employment in construc-
tion. This has been suggested by Mills and Dunlop.

So I am quite skeptical as to the possible progress since the last 20
years in spite of the greatest technological changes have been in the
tooling industry and equipment industry, we have not been able to
change the seasonal pattern.

So I am not so sure in the next 20 years we will be able ‘to do a
better job.

Chairman Grrrrrrus. Thank you. .

Mr. Curistie. I have a couple of observations I would like to make.

It is certainly true, as both of the other members of the panel pointed
out, that highway construction is perhaps unique among the many
types of construction in that the cost experience here has been consider-
ably more favorable over the past decade than most other types.

Costs have risen less and this I am sure we would all have to agree
is due to higher productivity, owing to better equipment and more
equipment. I don’t think there is much question on this point.

The point the chairman raised about how much resources we are
devoting to highways relative to other uses of these funds is really
the appropriate one. It is one I would like to address myself to a
little more.

We are currently spending about $8 billion, give or take half a
billion, roughly, for highway construction. Most of this results from
the interstate highway program which began back in the early 1950’s
and is supported primarily out of the highway trust fund which
accumulates something like $4.5 billion to $5 billion per year and is
supplemented with $2.5 billion or $3 billion, of State and'local money.

Now, there are two aspects of this thing which lead to some of the
problems we are discussing today. Cloncerning the inflationary aspects
of the problem, last fall President Johnson froze the highway trust
fund in the final quarter of 1968 to the extent that about three-quarters
of a billion, maybe $800 million, worth of work did not get done in that
final quarter of the year. He really slammed the brakes on highway
construction that year.

However, because of the nature of the trust fund, these funds were
earmarked. They arose out of user taxes for highways. People who get
the benefits are the same people paying for them through gasoline
taxes and truck taxes and the like.

So these funds were special purpose funds and couldn’t be used for
anything else, and they were literally frozen for a time.

They were released early in 1969. The result was that three-quarters
of a billion or more got jammed into the first quarter of 1969. Actually
it spilled over into the first 5 months of 1969 on top of the regular
flow of funds out of the trust fund.

So it meant that in the first half of 1969 compared with the last
})'m't of 1968, something between one and a half to two times as much
highway construction was contracted in this period as in the previous
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one. That had substantial inflationary effects, since by crowding all
this work in a short space of time, it put enormous pressure on the
available resources to supply it.

The highway construction issue has at least two aspects—first a
broader question of how much resources we want to put into high-
ways; secondly, the severe limitations on the use of highway trust
funds as far as their timing and application.

Maybe we have reached a point where the trust fund concept itself
ought to be looked at. Can we in fact determine 10 or 15 years in
advance, as we thought we could back in the early 1950’s, that ear-
marking $7 or $8 billion a year would be the best and most eflicient
and most appropriate allocation for our resources in 1969% T rather
think that if we had options on how we wanted to spend this money
today we might well spend it differently—perhaps on urban renewal
or low-income housing rather than highways.

I point this out largely because there is under consideration the
notion of doing virtually the same thing in the area of airport con-
struction. We are considering a trust fund approach for airports to
be built over the next 10 years. Certainly we need airports. There is
not much question about that.

Air traffic control, the safety aspect of this thing, undoubtedly, is
very important in the growing role of aviation in our commerce and
travel. I would not want to see, however, the solution of this problem
take the rigid lines it did in the highway trust fund approach of the
past decade. I would want to see more flexibility built into the funds
provided for airport needs in the future. Anytime the concept of a
trust fund approach to proving funds for airport construction comes
up, the question should be asked: Can we really determine priorities
that far in advance?

Chairman Grrrrirus. I agree. I am very much opposed to ear-
marked funds. I think they perpetuate themselves and people stay
up trying to figure out ways to spend much the same way; at the
present, time, I spend a great deal of my time trying to fight off 100
Senators in the House on earmarking the remaining part of the excise
tax on autos. I know they will be doing the same thing. I think it is
just foolish. These things should come back year after year and ask
for an appropriation, in my judgment, and this really should have
been true of the highways.

T think it is time we took a look to see whether this is really what
we need or what we don’t need.

We had a hearing here on the overruns of the C5A which had over-
run $2 billion. Now, as a matter of fact, the highways have overrun
about $31 billion, haven’t they?

Mr. Gorpstern. If by “overrun™ you mean the estimates of cost
have increased over the years due to various things that the Coungress
itself has required us to do, which is a very substantial part of that
overrun. The question of beautification, the question of fringe parking,
the question of relocation assistance, the question of scenic enhance-
ment and so forth and onand on.

The question of traffic improvements, the question of spot safety, all
of these thines which are now part of highway expenditures actually
dilute expenditures for construction purposes, and they are social pur-
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poses. So I don’t know if I can answer the question on “overrun”
quite the same way as I would if I were a private corporation that had
contracted to do a particular job, according to certain specifications.
However, the costs are considerably higher.

Chairman Grrerrrus. I would like to ask you: Why don’t we stand-
ardize fixtures in buildings? Wouldn’t this do a lot for homebuilding?

Mr. Suaicurasr. Talking about the Operation Breakthrough I
would like to add the following: I think there is a great deal of stand-
ardization in structures now. I think the study which we made for the
Kaiser Committee on Industrialization of Housing in the United States
shows that there has been a great deal of industrialization, but concen-
trated mainly on small parts.

We looked into just about all systems available at this time in 17.S.A.
and we found that the cheapest way—per square foot—to build was
by the use of conventional methods. In other words, there was no one
single system which could bring more cost benefits to the ultimate user
than the conventionally built unit.

As to the Operation Breakthrough, I think something will come out
of, something similar to subsystems, which will be reusable for many
other units similar to what the Canadians did. In this respect the
Canadians are many years ahead of us in the design of schools.

The Toronto system did a remarkable job in first setting up a philos-
ophy of teaching. Then, going from that point of view, without de-
tailed specification, they outlined the kind of teaching unit you ought
to have. They didn’t tell you what the school should look like or how
many inches of concrete you should use for walls, and so forth. They
did tell you : This is the kind of teaching they expected to have in their
schools,

They were able to provide a substantially superior product at 10
percent less of their average cost. This is one of the most remarkable
things that T have seen in the last few years.

Now, Operation Breakthrough. I don’t know what the end result will
be. T have my doubts about whether much will be accomplished cost-
wise, because you are talking about, usually about one-sixth of the total
cost when you talk about the structure. And this is what everybody is
talking about, and the structure itself.

How much can you do with that one-sixth as a total reduction cost?
I am sure you cannot reduce it by 50 percent. It is impossible. So to
answer your question: there has been a great deal of standardization.
There is a great deal of small parts which have been developed over
the years. I think our construction industry, it is much superior to most
- of the industrialized nations. We get people from all over the world.
We had about 80 Japanese in here last week, Germans coming in here,
and all we have to do is take them out and show them how the thing is
put together.

I think it is fairly obvious to me that we are not doing so badly in
terms of what we provide in housing. Where we failed is in the area of
low-cost housing. There is plenty of housing being built for upper
middle-income and up, but the middle-income people, people com-
pletely forgotten are the middle Americans which cannot do anything
because they either make $7,000, $8,000, or $9,000; for this they cannot
buy new housing.

This is the problem.
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Chairman Grrrrrras. Mr. Christie?

Mr. Curistie. I think we are all hoping for and expecting some
pretty good things out of breakthrough. It is well to point out, though,
that the freely operating homebuilding market has already achieved
quite a good deal in this area over the past decade or so. _

I would point out that out of about 800,000 singe-family homes built
this year, approximately 250,000 of those are what we would classify
as nearly or fully prefabricated, or a better term, manufactured homes.
That is close to a third, somewhere between a quarter and a third of
the total.

In addition, the mobile home industry is producing, on top of that
800,000, an additional 400,000 units, most of which are geared to a
single-family low-cost market. So that means you take the 800,000
single-family homes of the conventional type, add 400,000 mobile homes
and you have a total of 1,200,000 of which 600,000—400,000 mobiles
and about 250,000 manufactured homes—or roughly half the total,
represents largely off-site construction.

The point we are making is if we want to save money and lower
costs in building, we should move more of the work off the site. The
more you complete off-site and simply bring to its final point of appli-
cation, the more you are going to achieve in the way of cost savings
and efficiency.

Just the fact that the market has accomplished this in its own way
seems to indicate that it is the path of progress.

I would point out, though, that almost the entire application of this
principle so far has been confined to single-family housing. Multi-
family application of this principle represents the next stage of the
breakthrough for the future.

Chairman Grirritas. That isn’t the real reason that you have this
type of breakthrough, mobile homes and so forth put up; isn’t the
reason for it that you have put up these homes in places outside the
cities that had building codes?

Mr. Curistie. Yes, very definitely. Codes and zoning regulations
limit very greatly the places you can put these units.

Mostly their application has been in places where you can get around
those codes and zoning laws.

Chairman GrrrriTaS. Don’t you think it is essential that there be
a better zoning regulation for the whole country and for all the areas
outside a major city, either that or we are just rebuilding slums?

Mr. Curistie. I think probably the single strongest recommendation
that came out of Senator Douglas’ investigations last year and the
year before, was in the area of zoning, and perhaps next most critical .
was reform of building codes.

To the extent that we can use Federal funds to encourage changes
in these areas, we stand to gain greatly.

Chairman Grrrrrris. Part of this subcommittee has just returned
with me from visiting new towns in Europe. One of the things that im-
pressed me was that the towns had been built for humans. There were
no streets crossing the pathways. They had rapid transportation out-
side of the town, and another thing that impressed me vastly is that
all of the utility lines are underground, which I thought was a great
help, in place of looking up at tangles of wires and so on. In addition
they had built into those towns recreation areas and they had green
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areas, and they had trees and so forth, and so on, which is not really
available here.

In one city, the Canadians set up 4,000 acres for a new town, but in
any new town we are considering we have only really a few hundred,
and that it not really enough, because that town will be immediately
occupied by industry.

It will be rapid and everybody else will just be outside the zoning
ordinances, and we won’t have recreation involved in any of them.

But, is a key element in the cost reduction the time it takes to build ?

Mr. Suartcrast. The time it takes to build, no. We used to cycle the
houses in 90 days, and I don’t think it really makes a bit of difference
because construction costs run only about 60 percent of the total
mortgage and you try to borrow as little as possible, so really that is
not the problem. At least in the single-family housing it is a minor
problem.

Chairman Grrrrrrus. You state that a plumber’s hourly wage in
San Francisco is about $10. With a 40-hour week, 50 weeks a year,
this would be an annual income exceeding $20,000. Yet you give an
annual income figure of $16,384. How many hours a week does a
plumber work ?

Mr. Sumicurast. I don’t know, really. I think this is the question
we dealt with in the seasonality. I think 1n the last 2 years we have had
full employment in the construction industry. I don’t for one moment
agree with Mr. Goldstein. For practical purposes we have had full
employment.

My guess would be that in the last couple of years he worked 52
weeks, not 50.

Chairman Grirrrtis. Does the $10 include the fringe benefits?

Mpr. Sumrchrast. No, this does not. They don’t.

Chairman GrirriTHs. Aren’t fringe benefits in some of these con-
struction contracts greater than they are in any other type of contract ?

Mr. Sumicurast. That is probably true. 1 don’t really know.

Chairman GrirrrTus. 1 observed there are two small unions in the
City of Detroit with large resort areas just for their union members.
One of them was on some 600 acres of land, and one on 300 acres with
three lakes. I would think that is quite expensive, because I am sure
that that land at the present time would sell at about $2,000 or $3,000
an acre. So it must have been very expensive for the management to
have added the cost of those resort areas.

Mr. SunmicHRAST. $2,000 or $3,000 an acre but for what kind of land ?
What was it used for? What zoning?

Chairman Grrrrrras. It was a private residence of a very wealthy
person.

Mr. SumicHRasT. Well

Chairman Grrrrrtas. Three lakes, and it was bought for a very
small use.

Mr. SuacHRrast. $2,000 or $3,000 an acre is a very inexpensive piece
of land.

Chairman Grrrrrrrs. Well, not, at the place it was, at that time. It
certainly doesn’t go up to $14,000 or $15,000, but

Mr. Sumicurast. I would like to come back to the question you
asked, the point of transportation, coming back to it.
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I have been working on a book which shows how we spend money,
all our money, as a percentage of total consumption. It is surprising
when you look at it from the period of 1929 that we pay now as much
for transportation as we pay for shelter, just to go back and forth from
work. I don’t know whether this adds anything to our way of life.

When you look at this line, what has happened is that the expendi-
ture for food and clothing declined very sharply and the other expend-
itures for social services, medicare and so forth increased.

I am not so sure we live in a society which I can be completely happy
with because of the transportation system. It is getting very difficult
to find a place to park. It is very difficult to get to any place.

You can multiply this by 220 metropolitan areas in the U.S.A. and
you get about the same picture. :

So I think the morale of it is that I think we ought to have some
other kind of transportation. We are just as guilty because we provide
about $2,500 in garages just to accommodate cars. That is a pretty
large chunk of money. '

Chairman Grrerrrus. I would like to ask you if you suddenly went
to that, how would we pay for the price of shoes? The real truth is
the economy has been largely built on that transportation, hasn’t it?

Mr. Crrtstre. In many respects this simply represents a substitu-
tion. As we move the house out into the suburbs, part of what we used
to be paying for shelter now goes for transportation to get us fo and
from our less costly housing.

Mr. Svarcnurast. In terms of cost they are very Iavrge increases
because they are not built the way—ive build roads for airplanes. Now,
sometimes a city asks you to put 6 or 8 inches of concrete base plus
two 114 inch layers of asphalt. You can Jand a jet on it with that kind
of a road. For a residential area nobody needs that kind of a road.
Then add to this the curb and gutters, which are extremely expensive,
extremely time-consuming and so forth, and this is the kind of thing
you have to develop and consumers have to pay for. I don’t know if
this is really good for the consumer.

Chairman Grrrrrrms. T think some of the houses that have been
built have been built to wear out. What would it cost, really, in the
price of housing, to build a house, even on the same square footage,
that would really last. Supposing you built a house that you assumed
was going to be standing there and serviceable 75 years from today;
what would be the cost ?

Mr. Svaicnrast. This is what the Canadians do: They build it in
the way—total evaluation system, based on that premise. You should
be able to renew this house every so often, maybe every 5 vears and
have the built-in—take the built-in obsolescence out of the house.
Their schools, T venture to say, are going to be just as good—and just
as little additional expense will be needed 50 vears from today as thev
are now,

This is the kind of subsvstem T would like to see in housing. Yon
have to take that kind of philosophy. You have to define what is living
first. Once you define a way of living—and it can be defined in many,
many ways—then vou can go one step further. Yon can say we have
certain requirements and see what we can do in terms of construction.

I'f nothing comes out of Operation Breakthrough
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Chairman Grrrrrrus. The real truth is that you look at it in the
cities of America, the thing that I think is very significant is that
there has been very little real change in housing.

Mr. Suaicrrast. Deterioration.

Chairman GrrrriTas, I mean no protection from the winter winds,
really. That is about it in a remarkable amount of housing.

Mr. Sumrcurast. You mean the styles haven’t changed?

Chairman Grrrrirus. A house built 200 years ago in Europe and
still standing might be just as valuable, you might add a little plumb-
ing and electricity.

Mr. Sumicurasr. This is a function of people, No. 1, and you can’t
change that. It is the way people live. I can take you to Baltimore and
show you some houses where people don’t live like human beings, and
that is the way people live. I have tried to sell houses to low-income
families and T have to talk to the housewives and tell them that “this
is not the way to live. This is not, the way you abuse your house.”

The other problem is the problem of taxes. When you buy a house
or when you already have an existing house and when you need im-
provements your real estate taxes will increase. It just happened in
the last week that the tax man has been around and my wife, unfor-
tunately, was home.

We had just finished the basement, and, I guess, T will pay more
taxes on my house. There is no incentive for people to maintain units
because the minute they do it they will be penalized by the system.

Chairman Grrrrrras. May T ask each of you in turn what you
would do to increase the amount of labor and to bring wage increases
more into line with the rest of the economy ? o

Mr. Curistie. I will have to go back to the two points I brought
out in my earlier testimony. It is largely a deliberate restriction on
the available construction labor supply that causes the scarcity and
high cost of labor such as we have now. Admission to the building
trades has to be freer, more broad.

As I pointed out, and perhaps something like the Philadelphia
plan—which will require a greater acceptance of minority group
workers on federally financed construction jobs—would certainly have
a positive effect in increasing the total supply of labor.

Participation by minority groups in construction trades is unusually
low. So any expansion there will be a net addition to the total.

Secondly, T think in many cases, but especially in residential build-
ing, that the type of mechanic that is produced by a 4-year apprentice-
ship program is largely overqualified for the kind of work he does.

Perhans this is not so true in many kinds of nonresidential building,
but certainly some process by which the apprenticeship program can
be shortened, perhaps turning out different classifications of workers,
matching the degree of training and skill of certain kinds of work,
could produce a quicker expansion in the labor supply than the present
apprenticeship programs are doing.

Chairman Grreritas. I noticed an article in a paper the other day
by a brother tradesman that if the Rockefellers could leave their money
to their children why can’t I leave my job to mine? How can you
explain that?

Mr. Curistie. T am not sure. T hope we still believe in freedom of
opportunity in this country.
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Chairman Grigrrris. Do you have any more suggestions?

Mr. Curistie. I did have one further point I wanted to make on the
issue of construction costs.

Chairman Grirrrras. Yes. '

Mr. Currstie. It follows from the problem of labor scarcity. Scarcity
of labor is the main problem in expanding the total volume of construc-
tion produced. If we are not successful in expanding the supply of
labor, there has to be another way to increase output.

The other alternative, of course, is substitution of capital for labor.
This is done in every other kind of industry and probably one of the
mmportant things that prevents this in construction. is the building code
structure in communities all over the country as they exist today.

To the extent that we can move work off the job-site, prefabricate is a
commonly used term; systems buildings is another one, to the extent
we can move work from the job-site, put it under a factory roof where it
can be done with more capital equipment under conditions greater and
higher productivity, generally we can get a larger volume of work,
done for the amount of labor available.

Mr. GorpsterN. Actually, I think Mr. Christie has made my speech
for me. This is what we have done. We do not use much construction
labor. However, in urban areas where we impinge and compete with
many other types of—particularly with the 90 percent craftsmen we
use—there I fully agree that the movement of rigidities, both social and
institutional, certainly would increase—assist the supply.

Mr. Sumtcurast. I think a fundamental way you could do this is
by trying to level the building cycles. In 1966 we lost literally hundreds
of thousands of people who never came back.

Give more stability to construction and labor could see the next year’s
employment.

The other thing is I think that the incidence of Negroes in highly
skilled, skilled trades, is very nominal.

So you have probably a possibility of supply of black people into
construction, which of course they were unable to do. But they are not
the only ones.

There are also restrictive practices of trade unions that don’t let any-
body get in.

Also, 1t takes too long for training. I think today a man who lays the
roof can be trained in two weeks or maybe a month.

Chairman Grirrrras. Thank you very much.

I want to thank all of you for being here. I found it very interesting,
and I am sure that the other members of the committee would like to
ask some questions, too.

So if they submit them to you in writing, will vou answer in the
record, please.

(The following questions and answers were subsequently supplied :)

ANSWERS TO QUESTIONS SUBMITTED FOR THE RECORD 0N BEHALF OF THE MINORITY
OF THE F1scAL PPoLICY SUBCOMMITTEE TO GEORGE A. CHRISTIE. CHIEF KCONO-
aIsT, MCGRAW-HILL INFORMATION SYSTEMS Co., OCTOBER 9, 1969 *

Question 1. On page 5 of your statement, you say that demand-pull inflation is
usually self-correcting, “since higher prices can be expected to encourage the
addition of capacity, which in turn restores balance’.

Has this. in fact, been the tendency nver the recent period? Has the construction
scctor as a whole and non-residential construction in particular ceperienced in-
creasing capacity?
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Answer. The statement that “higher prices can he expected to encourage the
addition of capacity, which in turn restores balance” refers to the general way in
which the price system functions to allocate resources throughout. the economy.
This principle has operated badly, if at all, in construction because of this in-
dustry’s built-in barriers to expansion (the seven “rigidities” noted in my opening
statement—restraint on growth of the labor force, restraint on technological
advance by union work rules and by building codes, low productivity, lack of
standardization of product, seasonality, the local nature of construction markets,
and the high failure rate of contractors).

Between 1965 and 1968—the period of accelerated inflntion—the number of
available construction workers has remained virtually unchanged (2,710,000
in 1963 ; 2,754,000 in 1958) while the demand for their output, as measured hy
the value of construction put in place, went up 17%. Over this three-year
period, real output of the construction industry increased only 2% as prices
rose by 15%.

Question 2. You note that onc of the critical rigiditics built into the constriuc-
tion industry and producing a higher than average pricing structure is the low
productivity of comstruction workers, resulting from a low ratio of capital
cquipment per worker. ,

Can this rigidity be corrgcted? How rwould you suggest that public policy
stimulate higher labor productivity in construction?

Answer. The best way to improve productivity in construction is through
the process of “industrialization”. The more construction work can be stand-
ardized into sub-assemblies which are capable of being prefabricated under fac-
tory conditions (instead of custom-made on the construction site), the more
there is the opportunity to reduce unit costs by the greater application of capital
equipment and mass production methods. (This is the underlying principle
of Operation Breakthrough, but it has application in nonresidential construction
as well as housing.)

Public policy can be instrumental in stimulating higher productivity by focus-
ing on the two key barriers to industrialized methods in construction—union
work rules and local building codes. As a condition to the alloeation of public
funds for local construction projects, Kederal agencies might require that prog-
ress be shown in modernizing building codes and work practices in much the
same manner that the “Philadelphia Plan” requires compliance with minority
hiring guidelines.

Question 3. You suggest on page 11 thet onc way to remove restraints on
technological progress imposed by local building codes would be to have Federal
agencies require communities to bring their locul codes into line with « standard,
uniform national code. .

Does such « code now exist? If mot, how would you suggest that ome be
formulated?

Answer. Fonr national or regional model construction codes have been avail-
able for adoption by local communities for a considerable time. They are:
AIA National Building Code: ICBO Uniform Building Code: BOCA Basic
Building Code: Southern Standard Building Code. In addition to these, there
are several model codes for particular types of construction work—e.g., electrical,
plumbing, ete. Most model codes stress performance standards rather than
specifications.

In a recent survey of community acceptance of national model building
codes, the National Commission on Urban Problems (Senator Paul H. Douglas,
chairman) revealed the following:

1. Eighty-five percent of local governments either :
(a) don’t use a model code, or if they do:
(b) those that do use a model code make substantial departures
from it, or:
(¢) fail to keep it up to date.
2. Only fifteen percent of communities have codes capable of permitting
efficient and economical building.

For further information on this subject, see Research Report No. 6. “Local
Land and Building Regulations”, National Commission on Urban Problems,
Superintendent of Documents, U.S. Government Printing Office, Washington,
D.C., October, 1968.



136

ANSWERS TO QUESTIONS SUBMITTED FOR THE RECORD ON BEHALF OF THE MINORITY
OF THE FIscAL PPOLICY SUBCOMMITTEE TO SIDNEY GOLDSTEIN, UFFICE OF POoLICY
PLANNING, FEDERAL HIGHWAY ADMINISTRATION, DEPARTMENT OF TRANSPORTA-
TI0N, OCTOBER 9, 1969. ’

Question 1. Mr. Christic notes in his statement that if any crcess capacity now

Answer. It is the intent of ‘Congress, as expressed in the Federal-aid Highway
Act of 1968, that National System of Interstate and Defense Highway is to be
completed as nearly as practicable in the fiscal year ending June 30, 1974. The
The Act extended the period of availability of authorizations of appropriations
through the same date. These authorizations were based on the 1968 Interstate
Cost Estimate (House Document No. 199, 90th Congress, 2nd Session) which was
based on the cost to complete the then designated 41,000 mile system. Since
that estimate was made the Congress, again in the 1968 Highway Act, author-
ized an additional 1,500 miles to the Interstate System, a total of 42,500 miles.
The Act requires the Secretary to make a revised estimate of the cost of com-
pleting the system to be submitted to the Congress in January, 1970. It is un-
likely that the whole system can be completed by June 30, 1974, including the
new mileage. Present projections are for completion in 1975 or 1976.

Question 1a: Is there cnough capital equipment and skilled labor in the resi-
fund when the system is completc? Has the Federal Highway Administration
given any consideration to this?

Answer. A determination as to the future of the Highway Trust Fund will
have to be made before the Interstate System is completed. While funds for
the Interstate System are authorized under existing law through June 30,
1974, the Highway Trust Fund, and the additional Federal taxes that were levied
or increased by the Highway Revenue Act of 1956, avill expire on October 1, 1972.
Therefore, the Congress will first have to deterinine whether the life of the
Highway Trust Fund should be extended to finance the presently authorized
highway programs and second, whether this form of financing is to be continued
to fund highway improvements after 1975, The Federal Highway Administration
is giving consideration to this problem and is working on a number of possible
alternative courses of action with respect to both the nature and scope of
future Federal-aid highway programs and methods of financing such programs.

ANSWERS TO QUESTIONS SUBMITTED FOR THE RECORD ON BEHALF OF THE MINORITY
OF THE FIscal PoLICY SUBCOMMITTEE TO MICHAEL SUMICHRAST, CHIEF
ECONOMIST, NATIONAL AsSSociarTios oF HoME BUILDERS, OCTOBER 9, 1969

Question 1: Mr. Christic notes in his statcment that if any excess capacity now
exists in construction, it must be in the onc-family housing scctor. In your
opinion, docs therc now ewxist Substantial excess capacity in the one-family hous-
ing industry?

Answer. As of today, in general there is an excess capacity in residential con-
struction. This is obvious from (1) The low levels of housing starts, (2) In-
creased unemployment rate among construction workers, (3) Decline in materials
shipments for construction. We started 1969 at close to 1.9 million level (meas-
ured at seasonally adjusted annual rates). The last figure for August indicates
nearly a 30% drop from that level. It is therefore, obvious that some excess
capacity does exist . . . and mostly in the area of single family housing where
the drop was the largest.

Question la: Is there cnough capital equipment and skilled labor in the resi-
dential construction sector to mect our national housing goals of 26 million new
and rehabilitated housing units by 1978.

Answer. If we maintained about the same portion of housing units built with
what we define as “conventional” construction (which in our last national survey
done in 1964 showed no change from 1959 and accounted for some 85% of all
starts), then there is no question that we have enough capital equipment to build
substantial portions or all of the 26 million housing units (new and rehabili-
tated). The process of acquiring new equipment goes hand-in-hand with increased
production and is not a one-deal proposition. Nobody in this industry would ven-
ture to invest into heavy equipment at this time and gamble ten years in the
future. On the other hand, there is no reason to believe that there will not be
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enough capital equipment used in the present construction set up and what is
being used is available or can be produced in time for the enlarged demand.

But it one talks about a large (and substantially heavier investment) in large
pre-fabrications such as is suggested in “Operation Breakthrough,” where not
only heavy equipment may be needed but a substantial investment may be re-
quired for building new factories, that is an entirely different story. I would
guess that we do not have this kind of investment in capital equipment now.

As to the labor requirement, and especially skilled labor, we have suffered as
a result of each cyclical movement, a heavy outflow of labor. A good example still
fresh in our minds is the 1966 drop in construction. The industry lost literally
thousands of workers who never returned to construction.

What the magnitude of new labor requirements is, of course, a matter of spec-
ulation. Much will depend on the degree of off-site labor and the success of in-
dustrialization. My own estimates, done some two years ago, show that due to
new requirements and attrition rate, we will need some 2.8 million new workers
in the construction industry. (Measured at that time from 1966 through 1975).
This figure is undoubtedly low, since we have set our sights at a much higher
level, namely in the residential sector alone at 26 million units. Added to this,
the other improvements which go with it, and it is obvious that one of the great-
est problems we are going to be facing is the labor shortage in construction.

BUILDING TRADES EMPLOYMENT

Juilding trades craftsmen comprise the largest group of skilled workers in the
nation’s total labor force. There were about 2.9 million such craftsmen employed
in 1966—about 3 of every 10 skilled workers.*

Building trade craftsmen are employed mainly in the construction, mainte-
nance, repair and alteration of homes and other types of buildings, highways,
airports, and other structures, including substantial work involved in the nation’s
mixsile and space programs.

AVAILABLE: 280,000 NEW OPENINGS ANNUALLY

Building trades employment is expected to increase at about a 2% rate an-
nually, from the 1966 level of 3,762,000 to 4,520,000 by 1975. In addition to these
additional 758,000 new jobs needed in the next 10 years, more than 2 million new
openings will be created through retirement, death, and the need to replace
workers who will leave construction for other types of work. Therefore, there
will he 2.8 million new openings available in the 10 years between 1966 and 1975.

This estimate, shown in the table is substantially different from projections
done by the U.S. Labor Department recently. The Labor Department study does
not include in its attrition rate the vast number of peaple who each year leave
construction and find jobs elsewhere.®

NEGROES LARGELY AMONG UNSKILLED WORKERS

Negro employment in the construction industry has been estimated in 1966 at
about 472,000 workers, or 12.5% of total construction employment. This is some-
what higher than overall employment of Negroes in the total labor force. It is
estimated to be close to 119,

Nationally, Negro workers tend to be concentrated in the less skilled blue-
collar and service occupations, 35.3% as compared to 15.89, for the white and
others in 1965. The same is true in the construction industry. The Negro propor-
tion among the skilled workers is in most cases low, while unskilled employment
is high.

Highly skilled, unionized crafts, such as plumbers and electricians, are largely
dominated by whites. The total number of plumbers and pipefitters is estimated
at 350.000. Only about 12,000 are Negroes, just 3.49,. Of the estimated 400,000
electricians, only about 16,000 are Negroes, or only 4.

Although information about the number of total Negro employment is some-
what imprecise, there are indications that among the skilled trades the propor-
tion of Negroes has not changed materially in the last 25 years.

1 See Table. Also separate hooklets published by the Department of Lahor for each
occupation in building trades, Occupational Outlook Report Series. Bulletin No. 1430.

2 Department of Labor. Occupational Outlook Report Serics, Bulletin No. 1450 considers
only openings as a result of retirement and death.
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For instance, according to the Census of Population done in 1950 and 1960, the
total number of electricians increased between 1950 and 1960 from 307,000 to
335,000, or by 28,000. In the same time the number of Negro electricians increased
from 3,000 to 5,000. Similarly, the number of plumbers and pipefitters increased
from 276,000 in 1950 to 303,000 in 1960 while the number of Negro plumbers and
pipefitters was estimated to have increased from a mere 8,000 to 10,000.

But even among “freer” trades such as carpenters, Negro employment has been
and still is very low, estimated to be at less than 59 of the total in 1966, or
41,000. 1t has changed little since 1950 when there were 35,000 Negro carpenters.

Highest employment of Negroes is to be found in unskilled occupations, such
as construction labor. In 1966 there were estimated to be 230,000 workers em-
ployed in this category, or about 269 of the estimated 800,000 laborers.

EMPLOYMENT IN CONSTRUCTION INDUSTRY, 1966 TO 1975 AND PERCENTAGE OF NEGROES

Total employment Job apenings Negro employment, 1966
G Net : Percent
- Actual, Projected, growth  Attrition Total net Total in Percent of each
1966 1975 10yrars rate  openings 1966 of total trade
1. Ashestos and insulation____ 22,000 26, 000 4,000 10,000 14,000 1,000 0.2 4.7
2. Bricklayers_...._.._ 170,000 200,000 30, 000 80,000 110,000 37,000 9.7 21.8
3. Carpenters.... 820,000 980,000 160,000 450,000 610,000 41,000 8.7 4.8
4. Cement masons: 60, 000 90,000 30,000 45, 000 75,000 16, 000 3.4 26.7
5. Construction labor_ 800,000 - 880,000 80,000 480,000 560,000 230,000 48.7 26.1
6. Electricians_._____ 400,000 480,000 80,000 220,000 . 300,000 18,000 3.4 4.0
7. Elevator construction 15, 000 22,000 7,000 10, 000 17,000 1,500 0.3 10.0
8. Floor covering.__ 35, 000 45,000 10,000 20, 000 30,000 5,000 1.1 11,1
9, Glazier. 8,000 12,000 4,000 10, 000 45, 000 500 0.1 6.3
10. Lathers____. 30, 000 10, 000 15, 000 25,000 5,000 1.1 16.7
11. Marble setters___. R 40, 000 50,000 10,000 20,000 30,000 2,000 0.4 5.0
12. Operating engineers. 275,000 350,000 75,000 150,000 225,000 26,000 4.2 1.2
13. Painters_.__..... 450,000 530,000 80,000 250,000 330,000 35,000 7.4 7.8
14. Paperhangers. 12,000 15,000 3,000 5,000 8, 000 1,000 0.2 8.3
15. Plasterers........__..._.... 50, 000 60,000 10,000 30, 000 40,000 10,000 2.9 20,0
16. Plumbersand pipe fitters.__ 350,000 450,000 100,000 150,000 250,000 12,000 2.5 3.4
17. Roofers....___________..._ 60, 000 75,000 15,000 30, 000 45,000 5,000 11 8.3
18. Sheet metal workers. 55, 000 70,000 15,000 30, 000 45,000 2,000 0.4 3.6
19. Stone masons_____ 35,000 45,000 10,000 20, 000 30,000 3,000 0.6 8.8
20. Structural workers________. 75,000 100,000 25, 000 40, 000 65,000 20,000 4.2 2.7
Total. .. ... 3,762,000 4,520,000 758,000 2,065,000 2,823,000 472,000 100 12.5

Note: Most of the data from above mentioned publications covers 1964 and/or 1935. 1t was necessary to adjust this data
for 1966. Projections were based partially on Bureau of Labor Statistics publication, partly on projections by the trade
groups in some of the occupations. Attrition rate was derived at by using the retirement and death annual figures as pub-
lished by the Bureau of Labor Statistics as a base. Additional workers were added to the attrition rate for those who are
leaving jobs for other occupations. The percentage of Negroes was derived partly from published data by the Bureau of
Lhabor (Sjtatistics, partly from unpublished sources and partly estimated by NAHB from information supplied by some of
the trade groups.

Source: Bureau of Labor Statistics, Office of Manpower and Employment Statistics, Projections of Manpower Require-
ments in the Building Trades, May 17, 1965. Bureau of Labor Statistics, The Negroes in the United States and Their
Economic and Socia! Situation, Buliletin No. 1511, June 1936. Bursau of the Labor Statistics, Occupational Outlook Report
Series, Bulletins No. 1450. Bureau of Labor Statistics, Changing Patterns in Employment of Nonwhite Workers, in
Labor Monthly Review.

A higher proportion of Negroes is found in skilled trades which have heavy
physical requirements, such as bricklayers, where Negroes account for about
22% ; cement masons 27% ; plasters 209% ; lathers 17%, and floor covering 119,.

INSUFFICENT HELP OF GOVERNMENT IN APPRENTICE TRAINING PROGRAMS

© A total of 14,700 workers have been and are—-directly or indirectly—being
trained by government programs on a cummulative basis from August 1962,
through August 1966. Assuming continuation of these programs, this would mean
that government is training only about 3,600 skilled construction workers
annually.

Now, consider that the annual attrition rate in the industry is estimated to be
282,000 workers. Even allowing for about 56,000 jobs where unskilled labor
could be used (construction labor) this would still leave annually, a gap of 218,000
skilled workers to be filled. To put it another way, the goverment is training
annually about 1.59% of all the needed skilled jobs in the construction industry.

Of the 3,600 workers being trained annually, about 760 are Negroes, or about
219%,. This is substantially lower than about 30% of Negroes being trained in all
occupations.
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The percentage of Negroes being trained outside government is, however, even
lower. There are some indications that no more than 3-59% of total carpenter
apprentices are Negroes and a lower percentage is found among plumbers or
electricians.

In Detroit, for example, out of 750 carpenter apprentices, only 26 were re-
ported to be Negroes. Out of 371 plumber apprentices, only 13 were Negroes, and
among almost 100 painter apprentices, 15 were Negroes.

The actual portion of Negroes among these trades similarly showed a low
count : 8 Negro plumbers, 150 Negro painters, etc.

According to the Department of Labor, Bureau of Apprenticeship and Train-
ing, there are about 16,000 new registered apprentices who complete training an-
nually. Their distribution by craft is shown in the accompanying table.

The striking fact is not so much the low number of apprentices who annually
complete their program but the fact that for each one who completes the pro-
gram, more than one had cancelled for one reason or another.? In the last 10 years
(1957-1967) there were 605,000 new apprentices registered in various programs,
287,700 -completed the apprentice program, but 305,800 cancelled their training.
" A similar situation occurred among consrtuction trades where in 10 years.,
377,000 were newly registered, 173,500 completed training and 200,000 dropped
out.

CONSTRUCTION EMPLOYMENT, CHICAGO

X Total

journeymen Total Negro Total apprenticeship
Bricklayers. o ot e s 6, 000 200 72 (16 Negro).
Carpenters. 33,000 2,000 307 (19 Negro).
Painters.___ 10, 000 450 156 (31 Negro).
Plumbers. - . oo 7,200 150 250 (20 Negro).

Source: NAHB estimates.

LABOR DEPARTMENT SPONSORED TRAINING PROGRAMS IN CONSTRUCTION INDUSTRY, AS OF AUGUST 1966
(Cumulative from August 1962 through August 1966)

Institutional t On the job 1
Total
United  Percent of United  Percent of Negroes
States Negroes States Negroes trained
Total of all programs of alt occupations_ .. ...._____ 431,100 32 99, 400 17 154,818
Construction:
1. Asbesto and insulation. ... __.__________ 200 12 (¢ ] 24
2. Bricklayers_ _ .. ... ...._.____ 1,700 40 200 23 726
3. Bricklayer apprentices. ... ______ 600 55 500 37 515
4, Carpenters.__.........o...o._. 2,400 26 200 13 650
5. Carpenter apprentices....._._.___ 600 36 400 10 256
6. Electricians_ ... .. ........___. 600 17 ® 2) 102
7. Floor covering_..... ... ... 100 14 (2 ® 14
8. Operating engineers.___.__.____ 200 6 2,500 3 87
9. Painters___. 200 37 (&) ® 74
10. Plumbers. 300 32 ® [ 96
11. Pipe fitters.. ) 1,700 13 800 14 333
12, Sheetmetal.__.__..________.__. 1,300 15 200 16 227
Total construction________.____________.__. 9,900 2,588 4,800 516 3,104
Percent_ __ - .. 26 ... 10 21

1 Under the Manpower and DevelopmentTrainingPrograms, the two segments of training covers (a) Institutional setting,
apprentices being trained mainly through the classroom methods, (b) On the job training where learning of skilled trades
is done primarily on the job.

2 Too small to be indicated.

Source: Department of Labor, unpublished data.

8 Including dropouts, payoffs, discharge, out of state transfers, upgrading and suspen-
sions for military services.

37-795—70——10
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CONSTRUCTION UNEMPLOYMENT HIGH AND YET THERE IS A SHORTAGE OF LABOR

The unemployment rate among construction workers for many years has been
about twice as high as that in other industries. Similarly, the unemployment rate
wmong non-whites has been for years twice as high as that of whites. (See table).
The gap between nan-white and white unemployment rates persists in boom
Yyears as well as recession, but narrows substantially in an expanding economy.
(See chart). The Negro unemployment in construction was at 169 in 1966 and
14.6% in 1965, while unemployment of whites was 7.4% and 7.3% respectively.

President Johnson, in remarks on June 20, 1966, stated :

“I am asking the Department of Labor to look into the question of why there
are reported shortages of’'labor in the construction industry and yet the un-
employment rate is twice as high as the average unemployment rate for all other
workers.” .

The Labor Department with a group of outside experts has been working since
then on this problem and should be shortly coming out with some conclusions.

NUMBER OF REGISTERED APPRENTICES WHO COMPILIETIEQDS(;I'RAINING PROGRAMS IN CONSTRUCTION INDUSTRY

Completions Cancellations

Brick, stone, and tileworkers__________ ______________________ . 1,346 1,553
Carpenters._________________ T 3,340 7,168
Cement masons_______________ . ________ T T 293 456
Electricians____.__________ T 3,654 3,298
Glaziers._.________________ .. Tl 239 132
lronworkers.________ _________ _______ T 1,075 1,051
Lathers. . __ T 295
Painters._________. __________. T 807 2,069
Plasterers_ e 215 296
Plumbers-pipefitters______________________ T 2,736 2,298
Roofers______ . __ 241 1,169
Sheet metal workers__ 1,568 1,628
Construction workers_______________________ T oTTTTTTT 640 1,094
Total il J . 16, 352 22,507

Source: Department of Labor, Bureau of Labor Statistics Bulletins Nos. 67-120 and 67-113, June 1967, “Trends In Ap-
prentice Registrations,”” 1941-66

Preliminary information seems to indicate that the average higher rate of
unemployment among construction workers is due to (1) seasonality, where
weather interrupts the even flow of work (2) changes in location where con-
struction is being performed (3) transfer of workers from one job to another
(4) inability or unwillingness of some construction labor to leave one region or
state because of the inability to transfer fringe benefits, such as pension funds (5)
nature of the employment with a large number of small builders and contractors
who are unable to give continued employment to workers and (6) a large amount
of work being done by subcontractors on piece work basis.

It undoubtedly can be assumed that the reasons why there are twice as many
non-whites unemployed as whites in the construction industry are no different
from the reasons why the overall unemployment of non-whites is twice as high
as the whites.

As to the question of why there are shortages of labor in construction industry,
one of the answers is clearly shown in the table. There are not enough skilled
workers being trained. If all the government sponsored or subsidized prograims
could provide less than 2% of new apprentices, the contribution must be con-
sidered too low to make any inroads into the problem of training qualified
personnel.

This is especially true in considering the fact that direct public construction
accounts for about one-third of all expenditures for construction activity in the
United States. The value of new construction put in place in 1966 came to $74.6
billion while the value of public construction came to $23.9 billion, or 32%.

The labor shortage is also caused by the inability and unwillingness of most
of the skilled trades to admit enough new members, or train an adequate amount
of new people. In this area, the trade unions are responsible not only for racial
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discrimination but for public discrimination. By trying to protect the number of
jobs available at any given time, they are aggravating the shortage of man-
power, adding to the cost of housing, and being responsible for future shortages
in the construction industry.

UNEMPLOYMENT RATES, BY INDUSTRY OF LAST JOB AND COLOR, 1955 AND 1955 (ANNUAL AVERAGES)

Nonwhite White Ratio of nonwhite to
white

Industry group t 1955 1965 11955 1965 1955 1965

Total 2. i ciiiieiieeaen 7.9 8.3 3.6 4.1 2.2 2.0

Experienced unemployed. 7.5 6.8 3.2 3.4 2.3 2.3

Agriculture 4.8 6.3 1.4 2.1 3.4 3.0

Nonagricultural industries.................... 8.0 6.8 3.5 3.5 2.3 1.9

Mining, forestry, fisheries_.___..__._.._._ 1.7 2.5 1.7 5.3 1.0 .5

Construction. .. ... ..o.oiioaoaoo 16.0 14.6 7.4 7.3 2.2 2.0

Manufacturing. .. ..o 7.8 6.6 3.8 3.6 2.1 1.8

Durable goods 7.2 5.9 3.6 3.2 2.0 1.8

Nondurable goods 8.6 8.0 4.0 4.2 2.2 1.9

Transportation and public utilities_..___._. 8.2 4.4 3.1 2.5 2.6 1.8
Wholesale and retail trade. ___._......... 9.1 8.7 3.1 3.8 2.9 2.3 .,

Service and finance...._................. 6.6 5.7 2.3 2.7 2.9 2.1

Public administration..._..___...._.__... 5.5 3.8 1.4 1.6 3.9 2.4

t Data have not been adjusted to 1957 definitions of employment and unemployment.
2 Includes those with no previous work experience, not shown separately,

s Source: U.S. Department of Labor, Bureau of Labor Statistics, Data are from the regular monthly Current Population
urvey. .

Question 2: You maintain in your statement, ‘“the ability of the Federal
Reserve Board to dictate the volume of housing starts is obvious and unques-
tioned”. Do you feel the Federal Reserve consciously pursues the objective of
determining the amount of housing starts?

Answer: This does not need restating again, In the last 20 years, enough time
has been spent analysing and re-analysing the role of FED and its influence on
residential construction. Although I am sure that this was the objectives of FED
in the 1950’s (and to some extent, still is), the Governors of the Federal Reserve
Board are now more cognizant as well as concerned about the immediate, and
unquestionable affect of credit tightening on residential construction than ever
before. There has been a better understanding, and closer cooperation between
the National Association of Home Builders and FED since the last crisis and the
impact on construction is on of the unfortunate by-product of monetary policies.

Although they cannot (and for that matter nobody can determine what the
precise level of construction will be because consumers do behave differently,
the levels of vacancies change, the expectations, the ability and willingness of
consumer to pay higher interest rates, etc.) determine the actual level of starts
they can virtually stop large segment of residential starts by their credit policies.
This is the by-product of expansion or retraction of credit to which the residen--
tial construction is very sensitive. Governor Sherman Maisel, in one of his stud-
ies. concluded that an increase in one percentage point in the interest rate alone
could be associated with a decline of some 140,000 housing starts. Whether they
do it “consciously” or not is really not relevant. Of course they know what the
result of their action will be within the bounds of the imperfect science of meas-
uring the effect of credit on starts.

Question 2a: What suggestions do you have for alleviating the effects of an
overall restrictive monetary policy on residential construction?

Answer: In the last two decades there were scores of suggestions made for
alleviating the effect of restrictive monetary policy on residential construction.
The Study of Mortgage Credit (Subcommittee on Housing and Urban Affairs of
the Committee on Banking and Currency, U.S. Senate, May 22, 1967), makes
several good and useful suggestions. The current Duesenberry Report (Report of
the Commission on Mortgage Interest Rates) provides a more current outlook
for a better supply of mortgage money.

Of course the basic problem is too much reliance on Federal Reserve Board to
fight inflation and little reliance (or too little too late) on fiscal policies as was
well illustrated in the last three years. Then is the question of inequities for
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construction to take the full brunt of credit restraint; then is the problem of
changes in the preference of savers; the changing role of lending institutions,
ete. There is a dire need for an overall re-examination of financial intermediaries
in the light of 1970 developments: what was true early this century is no longer
(or is not necessarily) true and valid today.

Question 3: You note that the wage increases labor has negotiated over the
last 12 months in the construction industry was 2% times higher than the average
of all wage increases. However, if these wage increases reflect rapidly increasing
labor productivity, they cannot be said to be inflationary. How have these wage
increases compared with the trend of labor productivity in construction?

Answer: We know little about labor productivity in the construction industry.
This is a_question for the Department of Labor to answer. For some time I have
been working with them to define, delineate and make some kind of conclusion as
to the extent, of productivity increases. I a#m not sure that I know the answer.
On the other hand, I do not think for one moiment that the productivity has in-
creased in the last 12 months by 159%. I am sure it did not! This industry does
not and cannot make such rapid advances. And I do not think labor (skilled or
unskilled) was able to produce that much more or even half ag much than they
. did a year ago. From that point of view the 15.19%—or large part of it—is clearly
inflationary. .o

Question 4: You mentioned during the hearings that you are deeply involved
in the Housing and Urban Development Department’s Operation Breakthrough.
You also mentioned you have some doubts about the program. Would you elabo-
rate on these doubts? .

Answer: After studying the History of Industrialized H ousing for the Kaiser
Committee (pp. 177-179 in Velume II), it is elear that technical innovations in
construction are greatly limited as the cost savings techniques. I am not so sure
that large companies will be able to compete (costwise) with the established
builders organizations. I think the nature of the industry is such that it lends
itself to the type of organization set up as we have seen developed over the last
50 years and I do not expect any radical and immediate changes. I do not think
we will be able to provide “instant housing” which will be more livable and sub-
stantially less expensive just because of technological innovations. We have to
attack the whole concept of cost: land, financing, structure and all of the com-
ponents which end up to be either the sale price or rent. I think we are building
up too much hope for something which is hard if not impossible to achieve. One
area where “Operation Breakthrough” may have the greatest benefit iz the area
of outdated codes. This may be its greatest contribution.

Chairman Grrrrrras. I would like to say that one of the things I
want in a house is silence. I don’t want to hear from room to room or
through the walls into the outside.

Thank you for being here.

This committee will stand adjourned until 10 o’clock on Monday
morning, at which time we will hear Arthur M. Okun, David Meisel-
man, and Warren Smith. Thank you very much.

(Whereupon, at 12 noon, a recess was taken until Monday, October
13,1969, at 10 a.m.)



THE FEDERAL BUDGET, INFLATION, AND ,
FULL EMPLOYMENT

MONDAY, OCTOBER 13, 1969

Coxcress oF THE UNTTED STATES,
SuscoMmMITTEE 0x F1scar PoLioy oF THE
Jornr Ecoxoaic COMMITTEE,
Washington, D.C.

The Subcommittee on Fiscal Policy met, pursuant to recess, at 10:05
a.m., in room G-308, New Senate Office Building, Hon. Martha W.
Griffiths (chairman of the subcommittee) presiding.

Present: Representative Grifliths and Senator Proxmire.

Also present : John R. Stark, executive director ; James W. Knowles,
director of research; Loughlin F. McHugh and Courtenay Slater, econ-
omists; and Douglas C. Frechtling, economist for minority.

Chairman Grirriras. In the first 3 days of these hearings, we have
heard what seemed to be contradictory recommendations about public
and private economic policy. On the one hand, there has been the sug-
gestion that since prices are still rising strongly we must continue a
restrictive policy for some time until inflation is brought more nearly
under control. In particular, it is suggested that unemployment is not
yet showing signs of reaching excessive levels characteristic of a reces-
sion. On the other hand, some suggest that now is the time to begin to
ease up on monetary policy even if we continue a rather restrictive
fiscal policy. We also heard it asserted that the economy badly needs—
particularly in the housing industry—a full employment budget that
shows a substantial surplus in the next year or two.

It was suggested by one witness that one of the worst things we could
do would be to consider reinstatement of the wage-price guideposts, or,
what would be even worse, wage and price controls, while at the same
time there was a tone in other testimony that if we could not maintain
a sufliciently restrictive monetary-fiscal policy mix we would have to
resort to some sort of direct controls over wages and prices.

This morning we have three of the most distinguished advisers we
could call in this general policy area. We hope that they will give
us some enlightenment as to the criteria by which we should decide
how much fiscal and monetary restriction is needed in the present cir-
cumstances. Do we need to extend the surtax beyond January 1 at
either 5 or 10 percent? Is monetary policy really restrictive at pres-
ent, and if so, should it continue this way or be eased somewhat?
Would any form of wage-price controls or wage price guideposts serve
a useful purpose?

We will hear first from Dr. Arthur Okun, senior economist at The
Brookings Institution and former Chairman of the President’s Coun-
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cil of Economic Advisers. He will be followed by Dr. David Meisel-
man, professor of economics of Macalester College and Dr. Warren
L. Smith, professor of economics at the University of Michigan. All
of you are well known to the committee, as you have testified before.
And in the case of Professor Smith, I remember you performed a
very distinguished service to this committee 10 years ago in one of
our major studies.
Dr. Okun, will you please lead off with your summary ?

STATEMENT OF ARTHUR M. OKUN, SENIOR FELLOW, BROOKINGS
INSTITUTION

Mr. Oxux. Thank you Mrs. Griffiths, it is always a pleasure to ap-
pear before a forum of the Joint Economic Committee. For a gen-
eration, the committee has been contributing to the Nation’s under-
standing of Federal economic policy. The Subcommittee on Fiscal
Policy has been particularly productive in explaining and exploring
the key issues concerning Federal expenditures and taxation.

My views on the subject of today’s hearing can be summarized as
follows:

1. At present, fiscal policy is on track. It is restrictive,-as it should
be. The degree of restraint seems appropriate to the ohjective of curb-
ing inflation while maintaining high-employment prosperity.

2. Looking ahead to the near future, a lessening of fiscal-monetary
restraint is likely tobe desirable. :

3. For the long run, safeguards are needed to prevent fiscal policy
from jumping the track as it did during 1966-68. Such safeguards
might take various forms, but they must be based on a better under-
standing of budgetary economics of the public and by the Congress.

Fiscal policy has been restrictive for the past 15 months, and has
been accompanied by monetary restraint for about a year. Yet, the
objective of this restraint—to slow down prices and wages—has not
yet begun to be accomplished. Understandably, we hear a rising chorus
of doubts about the efficacy of our fiscal and monetary tools of stabili-
zation. Economists are obliged to be humble about recent experience.
The medication that was applied was too mild because the height of
the patient’s fever was not fully recognized—either in 1968 or in the
initial months of 1969. By the time that fiscal restraint was applied
in mid-1968, an inflationary boom had taken hold. The spending fever
emerged subsequently everywhere in the private economy : in a decline
of consumer savings, in the remarkable resistance of homebutlding
to a tight mortgage market, in a new surge of business spending ‘on
capital goods. The pace of economic advance did moderate signifi-
cantly after mid-1968. Our gross national product is more than $20
billion lower today than it would be if it had continued rising at the
rapid rate of the first half of 1968. The growth of real output has been
below the 4 percent trend rate of our potential since late in 1968. But
the slowdown was less pronounced than had been desired and
anticipated.

In response to the emerging ebullience of private demand, stabiliza-
tion policy had to be adjusted repeatedly toward greater tightness.
First, came the shift in monetary policy—which had been shaped to fit
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a much less buoyant outlook, Then the budget that President Johnson
submitted in January was formulated to provide a continued offset
by Government to the strength of private demand. In February, Presi-
dent Nixon’s Council of Economic Advisers generally agreed with
the assessment of the outlook that had been made by the Johnson
administration. Subsequently, in ligcht of the new strength revealed in
business plans for capital spending and other bullish indicators of
economic activity, both the forecast and program were adjusted. The
Nixon administration has tightened the stabilization belt by several
notches. The general shape and size of these adjustments seem en-
tirely appropriate to me, although I would disagree with a few speci-
fic tax and expenditure decisions. I welcome the basic continunity of
stabilization aims and actions. Most important, I welcome the deter-
mination to achieve reasonable price stability combined with—and not
at the expense of—high-level prosperity.

This basic strategy has already slowed the growth of output and
real income, and the outlook points to a further deceleration. The
slowdown in economic activity is act I; it must precede act IT—the
deceleration of prices and wages. I believe it is a fair reading of our
economic history that we have never witnessed an act I which was
not followed by act II. The intermission has been disappointingly
long this year, to be sure. It was a lot shorter in 1966, when an improve-
ment in the price record was evident within 6 months of the slowing
of activity. A key element in the stubborn climb of prices and wages
this year has been the enormous strength of demand for labor. After
years of operating in a tight labor market, businessmen have becn
hiring aggressively both to catch up and to get ahead; they have added
far more workers to their pa.yrohs than would have been  dictated
merely by shortrun needs. The result has been a sag in productivity,
a substantial addition to unit labor costs, continued tightness in labor
markets, and hence more inflationary pressure on both price and wages.

Employment increases have slowed down markedly since midyear.
On the positive side of the ledger, this development points toward a
relaxation of upward pressures on wages and of the upward push of
costs on prices. It makes it possible for act IT to begin at long last. I
believe that some improvement in our price performance—perhaps
small, shaky, and spotty at first—will become visable within the next
6 months.

On the negative side of the ledger, the slowing of emplovment
entails a loss of jobs and job opportunities, so dramatically reflected
in the jump of the unemployment rate from 3.5 percent in August to
4 percent 1n September. Surely, this news must make us stop, look,
and listen. We should recognize that the unemployment rate is an
imperfect and somewhat erratic measure of the job situation, and that.
September poses especially difficult problems of seasonal adjustment.
With fingers crossed, I would judge that the 3-month average of the
unemployment rate—3.7 percent for the third quarter as compared
with 3.5 percent for the second—is a better guide to recent labor market
developments than the jump from August to September. The behavior
of unemployment in October and November will tell the story.

Even if the optimistic judgment about the September figure is cor-
rect, unemplovment will probably rise somewhat above 4 percent dur-



146

Ing the coming winter and spring. No economist, no statesman, no one
in the world, has a recipe for correcting our curr ent price performance
without some unfortunate increase in unemployment. Such a recipe
would be in the same category as making omelets without breaking
eggs. No economist enjoys conveying the message that there is a trade-
off between employment and price stablllty But surely the Congress
and the American public should be told the facts of life. President
Nixon has had to face and accept this unpleasant reality, which he
did not recognize a year ago when he declared that the only extra
unemployment necessary to cure inflation was the unemployment of
Johnson’s economic advisers.

There are several things the Nation can and should do to ameliorate
the “tradeoff” problem. Fust we should promptly improve our unem-
ployment compens‘ltlon system to give more support to innocent vic-
tims of the economic slowdown. Second we should recognize that,
the more impatient we are about ‘10111ev1ng a satisfactory price per-
formance, the higher will be the toll in added unemployment and in
sacrificed pr oduction and profits.

Finally, we should back up our fiscal-monetary policies with other
anti-inflationary measures that do not lower demand. We could benefit
from a program of voluntary restraint with speed limits on the prices
and wages set by large firms and unions. Precisely because the admin-
istration and the Federal Reserve are doing their fiscal-monetary job,
the President is in an excellent position to call upon labor and business
to share the task. I regret the vacuum in this area of policy today.

We can also benefit from a careful coordination of the many Federal
decisions that have important influences on particular prices and
wages: our international trade policies, antitrust laws and their en-
forcement agricultural support policies, manpower programs, Federal
pr ocurement policies and pay scales for Federal workers, the structure
of taxation, ratemaking by regulatory bodies, and programs affecting
key hottleneck sectors such as construction and health care.

Currently, the monetary and fiscal brakes are being applied as they
should be to slow the economy. In particular, the monetary brakes are
pressed to the floor. As I read the prospects for private demand, the
time is approaching for a gradual relaxation of the brakes, althounh
not a move to the ‘lcce]emtor A reduction of monetary I'estr‘unt
should get first priority. The Federal Reserve is asking itself whether
the time has arrived to start reducing restraint. An affirmative answer
should be forthcoming before long.

That decision could be made sooner and more confidently by the
Federal Reserve if the prospects for fiscal policy during the months
ahead were clarified by the extension of the surcharge at a 5- percent

rate for the first half of calendar 1970. In that event, , the fiscal brakes
would be kept on for the remainder of this fiscal year. The expansion-
ary fiscal actions on the horizon—prospective increases in Federal
expenditures and the reduction in the surcharge to 5 percent in Jan-
narv—TIie within the bounds of the trend growth of Federal revenues.
There would then be at least as much fiscal restraint in the second
quarter of 1970 as in the second guarter of 1969—a full employment
surplus of $10 billion or higher. If economlc activity continues to
slow down as expected, the ‘actual surplus in the Federal sector of
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the national accounts will shrink over the next few quarters, but only
because the budget will be doing its proper job as an automatic stabi-
lizer. The slowdown of tax receipts associated with a slowdown of
business and family incomes is a shock absorber, not a stimulus.

A gradual release of the monetary brakes—with maintained appli-
cation of the fiscal brakes—Ilooks like the right strategy for the months
ahead. But surely this is no magic formula and it should be reviewed
in light of new developments, using our judgment and all the knowl-
edge available to us and making sure that we recognize the risks on
both sides.

The Nation’s ability to maintain an eftfective fiscal policy over the
longer run lies in the lap of the Congress. In April 1966, your sub-
committee issued an exceptionally far-seeing and constructive report,
emphasizing the need for tax flexibility. You stated that «. . . a uni-
form percentage addition to . . . corporate and personal income tax
liabilities . . . to be effective for a stated period, best satisfies criteria
for shortrun stabilizing revenue changes.”  If these recommendations
had been heeded, our recent economic record would make much more
pleasant reading. But they weren’t heeded in 1967 or in 1968 or in 1969.

In August 1967, President Johnson asked for immediate action on
a tax increase which took the form of the surcharge recommended
by this subcommittee. By the time that measure was enacted 11 months
later, the forces of inflation had gained enormous momentum. In Jan-
uary 1969, President Johnson recommended extension of the tax sur-
charge, and President Nixon subsequently reiterated that request in
a modified form. After another unfortunate period of uncertainty,
action was taken to extend the surcharge through the end of this cal-
endar year. Still in limbo is the President’s request to extend it
through the first half of next year.

During 1967, the Congress wanted to see a genuine boom before it
acted on taxes. It was understandably reluctant to act on the basis of
imperfect economic forecasts. But, by not acting to raise taxes, it acted
to generate a highly expansionary fiscal policy. Implicitly, the delay
on taxes was based on the implausible- forecase that a major fiscal
stimulus- would not produce a new burst of inflation or a new credit
crunch. :

In 1968, when the boom was unmistakable, the tax surcharge was
held hostage to insure a reform of expenditure policy. This year it has
been held hostage for the cause of tax reform. However meritorious
these other objectives, an effective overall fiscal policy is also an im-
portant objective which deserves to be considered on its own merits.

In my judgment, the House of Representatives implicitly made a
hazardous long-range forecast this summer. Its tax reform bill in-
cludes highly desirable and long overdue structural reforms of our tax
system. But its main economic consequence for the Nation is a sub-
stantial net reduction in taxes for 1971 and 1972. It will cost about
$5 billion of Federal revenues in 1972. The tax cuts may work out
well—if defense spending is cut significantly in the next year or two,
or if private demand sags badly in 1970. Otherwise, however, Amer-

14Tax Changes for Shortrun Stabilization,” a report to the Subcommittee on Fiscal
Policy of the Joint Economic Committee, May 27, 1966, p. 9.
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lcans may pay heavily for their tax cuts through more inflation,
tighter money, a squeeze on urgent Federal programs, or some un-
happy combination of the three. I hope the Senate will ask whether
1t is safe and prudent to enact a tax cut now beyond the expiration
of the surcharge. It would surely not be difficult to preserve the excel-
lent reforms in the House bill and to eliminate the net revenue loss.

In the light of the experience of recent vears, we must search for
ways to improve our performance on fiscal policy. Several specific
recommendations for procedural reforms have been widely discussed :
Delegation to the President of some limited authority for initiating
stabilizing tax changes; reform of the appropriations process to assure
that the sum of the parts adds up to a desirable whole; linkage of
tax and expenditure decisions.

There are many procedural roads that could lead to better fiscal pol-
ley. And no procedural reforms can substitute for enlightened atti-
tudes in gearing fiscal impact to the economy’s needs. T am afraid
that I must conclude with a question to you Tather than an answer.
What safeguard is the Congress willing to erect in order to insure
against a recurrence of the fiscal stalemate and fiscal drift of recent
years? I believe this is the most important issue concerning the effec-
tive use of fiscal policy both to curb inflation and to preserve pros-
perity during 1970-75 period. _

Chairman Grrrrrras. Thank vou very much, and T hate to convey
the message to you. I think the Senate is going the other way on the
tax bill. They are cutting out the reforms and adding to the tax
deductions.

Thank you. You may proceed, Professor Meiselman.

STATEMENT OF DR. DAVID MEISELMAN, PROFESSOR OF ECO-
NOMICS, MACALESTER COLLEGE, ST. PAUL, MINN.

Mr. Merserarax. Madam Chairman. the hearings of the Subcom-
mittee on Fiscal Policy of the Joint Economic Committee are being
held at a most appropriate time.

For af least 4 years we have had unacceptably high and rising in-
flation. The accelerating inflation has already hurt laree numbers of
onr citizens. and for many vears its consequences will continue to
plague our best efforts to achieve stable prices and high employment.
Some of the initial effects of changes in monetary and fiscal policy
taken 1n 1969 to stem inflation are starting to surface, even though the
pace of inflation itself has hardly abated.

There is a growing awareness that somethine has been serionsly
wrong with our economy in recent vears, especially sinee the speeding
up of inflation in 1965, the resumption of a destabilizing stop-go
monetary policy, and the appearance of a chaotic fiscal nolicv. Be-
cause not_all prices rise at the same rate during general inflation, it
is unavoidable that we will be beset with a wide range of readiustment
problems for some time as those who have lagged behind in the inflation
try to catch up. This is one reason we can expect many prices and waees
to rise even in the face of a fall in aggregate demand and a growing
slack in business.
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Anticipations of further substantial inflation have also become wide-
spread and deeply entrenched in a wide range of economic decisions.
Only the reality of an actual slowing of the inflation can change
anticipations. People have come to disregard statements of intent,
and who can blame their distrust of pronouncements. Proposals for
further jawboning, especially after the dismal failure of exhortations,
seem to presume that Americans never learn from experience.

The current inflation is the result of excessive total spending for
goods and services by both Government and the private sector. What-
ever may have been the merits of a cost-push explanation of other
periods of inflation, there is now essentially unanimous support for
the position that recent inflation has been the result of too much
total demand. :

For most of the period between 1965 and 1968, the very time Gov-
ernment expenditures were rising rapidly for both military and non-
military purposes, the Federal Reserve followed a highly expansionary
monetary policy as evidenced by the high rate of growth of the money
supply, which, in turn, led to a sharp increase in private expenditures
as well. In fact, on the basis of historic norms, Federal Reserve actions
alone—for example, the 7 percent to 8 percent sustained increase in
the money supply, currency and demand deposits, in 1967 and 1968—
would have caused inflation even if government spending had not

- increased so sharply or if the government spending had been matched
by enough of an increase in tax rates between 1966 and 1968 to have
maintained balance in the high-employment budget, instead of the
$15 billion deficit that evolved by mid-1968 from rough balance in the
high-employment budget 2 years earlier. As I understand it, the high-
employment budget is now close to a surplus of $10 billion at an annual
rate, or a massive shift of about $25 billion within a year.

Revenues from the 1968 surtax have been primarily responsible for
eliminating the Federal deficit. Federal revenues increased a stagger-
ing $34.1 billion in fiscal 1969. Other factors have also entered, among
them the additional cash revenues generated by the combination of
real economic growth plus the effects of inflation, as well as the sharp
curtailment in the growth of Federal expenditures. After a $20.4 bil-
lion increase in fiscal 1968, Federal expenditures increased a more
moderate $8.0 billion in 1969, with $5.5 billion going to health and
welfare and $0.8 billion to national defense.

Despite this sharp reversal in fiscal policy, the 1968 surtax must be
judged a major failure both in taming inflation and in moderating
interest rates. Inflation speeded up and interest rates rose to record
highs after the surtax was enacted. It has not been possible to find
any significant effects of the surtax on aggregate private spending
or on interest rates. Rather than “fiscal overkill,” the surtax bang

had hardly a whimper.

Many people supported the initial proposal for the surtax in the
belief that higher tax rates would contribute to significantly lower
interest rates. Many have continued to support the extension of the
surtax despite clear evidence of its failure out of fear that abandon-
ing the tax would drive interest rates even higher. For some of us
who predicted that the surtax would not significantly affect aggregate
private demand, there was an interesting corollary to the effect that
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the surtax would not affect interest rates either, even though the sur-
tax would clearly cut the Federal deficit; and thereby reduce the
volume of new Treasury debt issues.

It may be helpful if I pause for a brief moment to explain several
points of this analysis because the conclusions may initially strike
some of you as rather bizarre. The evidence from many studies of
the facts of investment behavior suggests that because outlays for
capital gods depend on longrun expected profits after taxes, not cur-
rent profits after taxes, a temporary rise in corporation income tax
rates merely tends to lower net corporate retained earnings, that is,
current corporate saving less capital outlays. Similarly, because con-
sumer outlays depend largely on longrun expected income rather than
current income after taxes, changes in income tax rates, especially
when announced as temporary, can be expected to have only small
dependable effects on consumption outlays. Consumer saving merely
falls. People pay the higher tax, not by reducing spending, but mainly
by reducing savings. Most current saving shows up as an addition to
the supply of loans, however complex the network of financial inter-
mediaries the funds pass through. Because saving falls, the supply of
loan funds declines to roughly match the decline in the Treasury’s
borrowing needs. On balance, then, very little happens to interest rates.

These considerations are some of the reasons I have been led to ques-
tion the technical feasibility of using monetary and fiscal policy or
alterations in the so-called mix of monetary policy for their desired
interest rate effects. Among other things, many of these effects, espe-
cially the interest rate effects of fiscal policy, are both questionable
and have yet to be demonstrated by experience. -

Some of these considerations, especially regarding the limited short-
run responsiveness of private spending fo shortrun changes in income
and in corporate profits taxes, have led me to change my view of the
efficacy of several aspects of fiscal policy. First, “fine-tuning,” short-
run variations in tax policy aimed at offsetting the effects of shortrun
variations in public as well as in private spending, are largely ineffec-
tive because these changes in taxes have limited and undependable
effects. Second, I have come to realize that tliere is narrower scope
than I had previously believed in the ability of the Federal Govern-
ment to increase its outlays significantly whenever the economy is close
to full employment without, at the same time, causing inflation, even
if the rise 1n spending is matched by a corresponding increase in taxes.

The main reason that sharply rising Government expenditures are
inflationary even when matched by an increase in tax receipts is that
the private sector responds sluggishly to most income tax changes.
Thus, even holding aside the effects of monetary variables for the
moment, a rise in Government expenditures will increase much more
than private expenditures decline, leading, on balance, to a relatively
large net increase in total spending—even though the Government may
continue to balance the budget. A's in the case of the 1968 surtax, the
private sector largely pays the higher taxes by reducing its saving.

Because of the decline in saving, interest rates rise. In fact, rising
Interest, rates are one of the principal mechanisms restricting the use
of resources by the private sector to make them available for use in
the public sector. I may add that these kinds of considerations are
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some of the factors that have led me and other economists to have
sertous reservations about the use of budget aggregates to assess the
cconomic impact of fiscal policy and of Government expenditure and
tax programs, especially when analyzing the shortrun cconomic effects
of major shifts in fiscal policy.

Private expenditures most responsive to interest rate changes bear
the brunt of the reallocation of resources. Housing is clearly one im-
portant class of private spending that does respond to interest rates.
This suggests to me that any sharp increase in Federal spending will
be at the expense of a reduction in home construction and in other
kinds of private capital formation. In this sense, if Federal spending
is not as productive as private capital formation, economic growth
and progress are seriously impaired. Because 1 believe that resources
are generally more productive in private use, I strongly favor a reduc-
tion in overall Government expenditures.

This mechanism helps to explain some of the inflation, the sharp
rise in interest rates, and the depressed housing market we have
experienced since we approached full employment in 1964 and then
went on to a rapid 'buiidup of total Federal spending starting in
calendar 1965. The mechanism also suggests to me that keeping a
tight lid on Federal spending would make a significant contribution
both to lowering interest rates and to improving the housing market.
For several years the Joint Economic Committee has been highly
critical of “fine-tuning,” and I share the general point of view. I also
share the technical judgment of the Joint Iiconomic Committee that a
monetary rule requiring the Federal Reserve to maintain a relatively
steady rate of growth of the money stock would make a major contri-
bution to economic stability, especially since it would curb the Fed’s
repeated tendency to destabilize the economy with the successive
shocks of a stop-go monetary policy.

In retrospect, the Joint Economic Committee’s monetary rule would
have resulted in a significantly lower rate of inflation in recent years
than we have had. It also would have avoided the mini-recession of
1966-67 and its associated “crunch,” as well as a major share of the
subsequent rapid rise in interest rates. The Joint Economic Com-
mittee’s monetary rule also would have prevented the Fed from
shifting from an excessively restrictive policy in 1966 to an excessively
expanslonary policy in 1967 and in 1968, and now back to the exces-
sively restrictive policy of the past 6 months. Since May there has
been essentially no growth in the money supply. In my judgment, if
the Federal Reserve does not soon reverse itself and increase the stock
of money at the rate of at least 2 to 3 percent per year we will have
a serious recession in 1970. Monetary growth in the 2- to 3-percent
range is typically consistent with long-run growth at stable prices.

Because of the lags in the effects of changes in the stock of money,
we must not wait until the current monetary restriction has impor-
tant and visible effects on aggregate demand and employment to shift
to the easier policy which would have been consistent with long-run
stability. It will then be too late. To reverse monetary policy at that
time would mean that we will again have to wait until the lag of eftect
of that change of policy takes hold. In the interim, unemployment will
surely rise.
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To avoid stop-go policies which themselves have been an independ-
ent source of economic instability requires taking a gradual approach
in order to slow down the inflation without causing a serious rise in
unemployment. Stepping too hard on the monetary brakes in 1969
will not eliminate from the record the poor monetary management of
1967 and 1968 nor will it undo or redress its consequences.

For the near term, then, I would hope that both monetary and fiscal
policy will soon be on their high-employment and stable-price target
levels. For monetary policy, T would generally take the target to be
a growth of 2 to 3 percent for the narrowly defined money stock, cur-
rency, and bank deposits, 3 or 4 percent in the broader definition of
money that includes all commercial bank deposits; for fiscal policy,
a rough balance in the high empolyment budget when Government
spending is relatively stable. On the basis of these norms, I believe
monetary policy is now too tight, and that fiscal policy is close to
target. On the basis of my foregoing analysis of some of the short-run
effects of a sharp increase in Government spending, I believe the
current modest surplus is called for to offset some of its short-run
inflationary impact. Also, by maintaining tight controls on expendi-
tures, I would hope for the projected expiration of the surtax in
calendar 1970 as the beginning of a systematic program of
year-by-year tax reduction.

I would also hope that we expand recent efforts to improve the
performance of labor markets by increasing training opportunities,
reducing barriers to entry, and, at the very least, resisting pressure
for further increases in the minimum wage rate. Remediable struc-
tural defects of the labor market are a principal cause of unemploy-
ment. Improving labor market performance would lessen calls for
inflation to offset problems created by poor policy in the beginning.

For the longer run, avoiding stop-go actions in a wide variety of
public policies, including fiscal and monetary policy, would make a
major contribution to efficiency, stability and growth. May I suggest
that the Joint FEconomic Committee consider making a series of
recommendations for instituting stabilizing fiscal, expenditure, and
other policies which derive from the committee’s view in recent years
of the requirements for a stabilizing monetary policy.

In my view, the fiscal rules comparable to the monetary rule of
a relatively stable rate of growth of the money supply include the
following elements:

1. Achieve a balance in the high-employment budget and maintain
it in both current and projected budgets.

2. Taxes, expenditures, and a wide range of governmental pro-
grams should be altered as predictably and as systematically as
possible. Stop-go fiscal and budget policies are not more appropriate
than stop-go monetary policy.

3. Modify the existing revenue system so that the Federal Govern-
ment does not automatically receive a large proportion of the Nation’s
economic growth. To go even further in this direction, I would pro-
pose that we seriously consider initially leaving the entire growth of
output in private hands by means of predetermined year-by-year tax
cuts, subject, of course, to later tax “increases” to pay for additional
appropriations, should they arise. Still greater tax reductions would
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be possible with budget cuts. Revenues rise with economic growth and
proportionately more than the rise in gross national product. Thus,
the same volume of Government spending can be financed with pro-
gressively lower tax rates. I believe predetermined year-by-year reduc-
tions in tax rates are possible, and in order, both to encourage
cfficiency in Government and to reduce uncertainty regarding future
taxes which bedevil private decisions. Because growth will recuce the
need for some Government services and increase the need for others,
it is not at all clear to me that total Government expenditures must
rise when the intent is to maintain the same performance level. We
should also be ‘able to count on at least some modest increase in
efficiency in Government operations, especially under a tight budget.

4. The constraint of a fixed or tight budget is the primary source
of efficiency. It provides the solution to the dilemmas posed by a
Parkinson’s Law of the Fisc that expenditures always rise to meet
receipts. If the Congress wishes to add a new program or enlarge an
existing program it can clearly do so, but I would recommend a set
of guidelines that would require that Congress then be faced with the
alternative of either (1) raising tax rates to pay for the additional
costs, a healthy linking of expenditures and the taxes to pay for them
or (2) a reduction in some other Government spending. In this way,
the necessity for having to choose among the hard a.Ttern'atives, in-
cluding the private use of the resources involved, itself becomes a
source of efficiency. Thus, the Congress and the executive branch
would be given greater incentives to lop off defunct programs and
to increase operating efficiency. Moreover, in order to gain desired
expenditures, the Congress, the executive branch, and the public itself
would be given strong incentives to propose or to accept modifications
In existing programs and to support moves for greater efficiency.

Following the schedule of predetermined tax cuts I propose would
make a significant contribution to the solution of the stabilization
problem posed by “fiscal drag.” In fact, tax reduction on a sufficiently
Jarge scale would eliminate the problem itself, if indeed there is
a problem.

For the first time in my recollection large numbers of Americans
are now starting to recognize the kind of budget constraint I have
in mind. Taxpayers have clearly balked at still higher taxes, and budget
deficits are also politically unpopular. With taxes mounting because
of the surtax, the rise in social security taxes, and the rise in effective
real rates due to the inflation and the progressive rates structure of the
income tax, more and more taxpayers have been questioning whether
they are really getting their taxes’ worth from the Federal Govern-
ment, especially when compared with the uses they see for their limited
incomes in meeting their personal needs, family obligations and com-
munity responsibilities.

It seems to me that these concerns underlic much of the current
widespread support for tax reform and for the increasing discussions
of a reordering of “national priorities,” which are usually taken to be
Federal budget priorities. Even holding aside the complex problems
of Vietnam and military spending, many of us find it difficult to believe
that the Federal budget 1s sufficiently tight in view of such obvious
national embarrassments as the archaic Post Office Department and
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the wasteful operation of our agricultural programs. Moreover, there
1s reason to believe that these guidelines would have been a deterrent
to much of our unfortunate involvement in Vietnam.

Another reason I favor a tight budget constraint for the Federal
Government is that I believe our present system has a strong and
inherent bias in favor of excessively large budgets, There seem to be
many reasons for this growing out of the political process, the orga-
nization of Congress, the characteristics of Government bureaus, and
the regretful fact that we have never found a way of permitting bank-
ruptey proceedings to be instituted against Government agencies, a
serious shortcoming for any country with a government as big as ours:
One example of the bias is the fact that recipients of the benefits of
specific Government programs tend to see those benefits more distinctly
than the many who pay the taxes and the other diffused costs. If people
from a faraway State come to Washington to press their claims for
a billion-dollar dam promising great private but dubious public bene-
fits, it hardly is worth my while to expend great efforts in order to
save the $10 or $20 it would cost me. But these $10 and $20 bills add
up. A tight budget constraint, it seems to me would assist in main-
taining a better balance.

(The following information was subsequently supplied by Mr.
Meiselman :)

The following article summarizes much of the background for the underlying
analysis in my statement. 1t shows why my analysis differs in several important
respects from the other panelists’. The article was written in March, 1967 and
updated six months later just before its publication in the November, 1967 Finan-
cial Analysts Journel. The updating consisted of three additional paragraphs
describing monetary policy and interest rates over the six months. The addi-
tional data conformed perfectly with the original analysis. I regretfully con-
cluded, “On the basis of this evidence . . . a quickening of the pace of inflation
in 1967 and into 1968 is unavoidable.”

For the most recent episode in the stop-go sequence which has regretfully
characterized monetary policy in recent years, I would hope that the Federal
Reserve reverses itself promptly enough to abort what, in my judgment, will other-
wise be a serious recession in 1970, the consequence of their excessively restrictive
policy which has resulted in essentially no growth of the stock of money since
May, 1969.

[Reprinted from Financial Analysts Journal, November-December 1967—Copyright 1967]
THE NEW ECONOMICS AND MONETARY POLICY
By David Meiselman*

Discussing “The New Economics and Monetary Policy” has been made much
easier by the events of the past year and a half, for no longer do we hear that
money and monetary policy do not matter. The extreme Keynesian position that
money and interest rates have little bearing on the level of economic activity
has been so clearly refuted by the monetary and credit events of 1966 and 1967
that even so staunch a bulwark of the New Economics as the President’s current
Council of Economic Advisors stated in its January 1967 Economic Report, “* * *
as was evident in 1966, a restrictive monetary policy can reduce aggregate demand
fairly promptly and very sharply” (p. 65).

It is gratifying that the Council has finally come around to the point of view
that restrictive monetary policy can reduce aggregate demand. Yet, as I shall
develop a bit later, the evidence from many episodes of monetary history seems
to be that the effects of money and of monetary policy on aggregate demand are

*Davip MEISELMAN i8 the F. R. Bigelow Professor of Economics, and Director, the
Bureau of Economic Studies, at Macalester College, St. Paul, Minnesota. He is author of
“The T'erm Structure of Interest Rates.” :



155

nol in any regular maner felt fairly promptly. Nor can they always be depended
upon to Le very sharp. Indeed, parallel to Norman Ture's discussion of fiscal
policy and his criticism of what he aptly terms “instant fise,” there is no such
thing as “instant monetary policy” in the sense that the lags in the effects of
money can neither be ignored nor predicted with any reasonable degree of
assurance, especially of the kind necessary for responsible execution of public
policy.

To explain how 1 have come to these conclusions, I shall first turn briefly to a
bit of exposition about the intellectual history of the New Economics and the
role of monetary policy in it, I shall then show how in recent months the so-called
New Economics has completely reversed many of its earlier views about the roles
of money and of tinance. I regretfully conclude that both positions are incorrect.
I shall also discuss why I believe we shall soon have an acceleration of inflation.

The New Economics—which I take to be the application of early Keynesian
ccononiics, largely of the 1930’s variety, to public policy—has not always afforded
an important role to monetary policy. In fact, until very recently, most Keynesians
paid essentially no attention to monetary policy, other than perhaps a nodding
acknowledgment to its likely impact on interest rates and credit market condi-
tions. Financial conditions were understood to have little effect on business con-
ditions in general because private sector spending was taken to be essentially
unresponsive to interest rates. This is why orthodox Keynesians believed that
monetary policy had little bearing on larger questions of public policy for
achieving and maintaining full employment and price stabiliy.

For a very recent example, consider Walter Heller’s book, ¥ew Dimensions in
Political Economy, published only about four mouths before the January, 1967
IEconomic Report. In the book, which describes the economic education of two
presidents as seen through the eyes of their modest teacher, the quantity of money
is not even mentioned once! Regarding money and credit, the central section
of the book, “The New Economics at Work: 1961-1965" (pp. 70-83) mentions
only the attempt to “twist” the yield curve, that is, change the relationship
between short-term and long-term interest rates, not their overall level. (Despite
claims to the contrary, as judged by historic standards the “twist” attempt was
largely unsuccessful.) Monetary policy in the heyday of the New Economics was
taken to be “accommodating,” which is to say that monetary policy was passive
and had no independent influence on aggregate activity.

Parenthetically, I find the chronology of the book rather interesting. The
intellectual position it espouses was originally presented as a series of lectures
at Harvard early in 1966, which was prior to the bulk of the very sharp rise in
interest rates in mid-1966, and also before the Federal Reserve’s monetary policy
had changed from a sharply expansionary to a sharply contractionary one.

These pallid policy conclusions largely sprang from an interpretation of the
events of the 1930's as seen through the Keynesian analysis of how money
works. In the Keynesian view—rwhich I believe is also very much the traditional
banker view, too—a change in the quantity of money may effect interest rates.
At this point, to avoid some possible confusion, let us be clear on what we mean
by the term “money,” which the economics texthooks usually define as “any com-
monly accepted medium of exchange.” For present purposes we can consider
money to be the amount of coin and currency held by the public outside the banks
plus the public’s demand deposits, their checkbook money. Some outstanding stu-
dents of monetary economics believe money is better defined to include other com-
mercial bank deposits, too—namely, commercial bank time and savings deposits.
However, for most generalizations about the history of money in the United
States, it makes little difference which definition is used.

The quantity of money is essentially whatever the Federal Reserve, our cen-
tral bank, desires or permits it to be. The Federal Reserve can control the
quantity of money within rather narrow limits as a matter of deliberate policy,
even though sometimes it may not wish to do so, preferring instead to control
other things, or perhaps no things at all. According to the keynesian analysis, if
there is an increase in the quantity of money, people take the additional money
and use it to make additional loans, buy bonds, or acquire other credit instru-
ments, thereby lowering interest rates. At this point, it is necessary that the addi-
tional money not merely be passively held. Otherwise, not even loan rates would
respond. In fact, one extreme variant of the New Economics held that interest
rates would not respond to changes in the bank credit counterpart of checking
accounts because it was asserted that people would passively hold the additional
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money, not even bothering to loan it or spend it for goods and services. This pre-
sumption of fact. never supported by the evidence, was the so-called “Liquidity
Trap.” Still another variant of this position held that, at least for much of the
1930’s, banks themselves were in this “Liquidity Trap” because their lending did
not respond to changes in their own reserve positions or in their ability to make
additional loans.

If we move from this extreme position, which hardly any responsible econo-
mist believes is applicable to current circumstances, and few now believe was
applicable to the 1930's, interest rates are taken to fall in response to more money.
In turn, the fall in rates may be an incentive to more spending, especially on
long-lived assets such as housing, plant and equipment. and other producer dur-
ables. If more spending does take place, this becomes the initial point where the
monetary policy takes hold. With more spending for long-lived capital goods we
have higher incomes, leading to more spending for other goods, and so forth, the
so-called multiplier process. In other words. the sequence is from money to in-
terest rates to capital goods to consuner goods and perhaps some additional feed-
back to still more capital goods, the additional spending for both capital goods
and consumer goods making up the change in effective demand.

This is why the initial impact of monetary policy. and under many circum-
stances the intent of monetary policy. too, was largely evaluated in terms of in-
terest rates and credit markets. With interest rates low in the 1930w, little
wonder many economists and financial analysts concluded that monetary policy
had been tried and had been found wanting. ineffective either to stemn the onset of
the Great Depression or to cure it. As we shall see, this view of interext rates
was essentially incorrect. Today, a generation later, perhaps the largest single
source of confusion and mischief in this area of economics and public policy re-
mains the confounding of money and credit.

CONFUSION BETWEEN MOXEY AND CREDIT

There are several reasons for not evaluating money and the impact of monetary
policy in terms of credit markets. (Tncidentally. the quotation from the recent
annual report of the President’s Council of Economic Advisors, cited at the
beginning of this discussion, was taken from a section titled “Money and Credit.”
There. the quantity of money per se is not even mentioned once! The Council's
evaluation of monetary policy is largely in terms of credit markets, so that many
of my comments, as well as my criticisms of the confusion between money and
credit, are especially applicable to that section of the report.)

Among the reasons for not evaluating money and monetary policy solely in
terms of credit market effects are the following: First. once the money gets out
into the economic system it can be spent for all kinds of things, not merely bonds
and credit instruments. In other words, money is both to spend and to lend. A
change in the quantity of money can affect spending directly; it need not go
through the credit market route. Second. the traditional analysis. which the New
Economics has incorporated. has a more important flaw because it overlooks
virtually all the feedback effects of the initial impact of monetary change on
credit markets which tend to work in the opposite direction from the initial im-
pact. Despite claims to being a dynamic analysis, the New Economics’ view of the
credit markets is essentially static. It takes many of the initial effects of
monetary change to be the final ones. It turns out that the feedbacks. which
work in the opposite direction from the initial impacts, are so great that they gen-
erally swamp the first effects of monetary change. That is why expansionary
monetary policy eventually leads to higher interest rates, not lower interest
rates. That is why a contractionary monetary policy leads to a fall in interest
rates, even though in the very first instance monetary contraction may tempo- -
rarily drive up rates.

There are two mechanisms which help to explain these interest rate feedbacks
First, consider a hvpothetlcal example in which there is a doubling of the monev
stock. The increase in the quantity of money will lead to a marked increase in
aggregate demand, which of course, will also cause a marked inflation. Perhaps
interest rates fall initially, but once the inflation really gets under way. interest

rates start to rise. As the inflation proceeds, people become more eager to borrow
but clearly less willing to lend because of the depreciation in the value of their
money. The rising interest rates are a consequence of the money induced inflation.
Thus, for e\ample if you were to visit Brazil and find that market interest rates
were something in the order of 309 per year, you certainly would not say that
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credit was expansive. Instead, simple arithmetie would lead you to conclude that
credit is cheap indeed because the typical rate of inflation has been substantially
in excess of the 30% per year nominal cost of borrowing, making rcal interest
rates negative. At the same time, you probably would not be surprised fo dis-
cover that the principal source of inflation in Brazil, as elsewhere, has been an
excessively expansionary monetary policy. Yet, the by now traditional view of the
New Economics would be that there has been a period of tight money, which is
understood to be a period of rising nominal interest rates, even though real
interest rates may have been negative !

ANOTHER EXAMPLE

Second, consider another hypothetical example, but of a more modest monetary
expansion which starts from a period when the economy has some slack. The in-
crease in the quantity of money will ultimately lead to more spending and to
higher real income. Business profits tend to rise as part of this process. In fact,
profits generally rise proportionately more than output during business cycle
expansions. This is one reason that the profitability (and the productivity) of
capital rises as part of the expansionary process, which leads business firms to
want to borrow more.

1t turns out that, after a lag, the change in the demand for credit swamps the
change in the supply of credit stemming from the initinl increase in the money
supply. Because the demand for credit increases more than supnly, the rate of in-
terest rises. If the Federal Reserve tries to keep rates from rising by once more
increasing the money supply and bank credit, which they may well do if they
focus attention primarily on interest rates and observe only the first scene or two
in the monetary drama, interest rates will end up still higher,

In other words, easy money leads to tight credit: tight money leads to easy
credit !

By emphasizing interest rates and credit conditions and essentially not inquir-
ing why interest rates have changed, many economists, financial analysts, and
Federal Reserve officinls—and followers of the New Economics—are confused
about what, in fact, the Federal Reserve has been doing. For example, during
most of the first half of 1966 Federal Reserve policy. judged by what happens to
the money supply, was highly expansionary. Indeed, the rate of monetary ex-
pansion actually speeded up after the Deceniber, 1965 hike in the rediscount rate
which was announced as, and generally understood to be, a2 major step towards a
less expansionary monetary policy. However, during the first half of 1966, interest
riates tended to rise so that most analysts and New Economists sincerely, but
erroneously. believed the Federal Reserve was effectively carrying out its pub-
licly stated intent to move to a less expansionary monetary policy.

In mid-1966 there was a drastic turn in monetary policy. The quantity of money
stopped rising. Interest rates rose very sharply.

By the autumn of 1966, the money supply started to fall. Monetary policy,
again judged by what happens to the money supply, had become even more re-
strictive. During the same period interest rates also started to decline. Once
more, the tight money, with a lag, had led to easy credit. The reason for the
decline in interest rates in the face of the decline in the stock of money is easy to
pinpoint. Business had started to taper off. By virtually everybody’s theory,
including the theory of the New Kconomics, the decline of interest rates in the
face of a decrease in the money supply must have been caused by a fall in the
demand for credit.

You may recall the pronouncements during the early antumn of 1966 about
how the Federal Reserve had shifted to a more expansionary poliey. The state-
ment of intent did not square with the evidence, for the fact is that the Federal
Reserve was then turning the monetary screws even tighter. The monetary con-
traction did not halt until the end of January, 1967.

In February the money supply began to rise. During the next six months it
grew at an annual rate of nearly 10%. T'o place this figure in historic perspective,
this was the fastest rate of monetary expansion in nearly 21 years, and the mone-
tary expansion was accelerating! In the latter half of the period the rate of
monetary growth averaged more than 119 per year. Typically, monetary growth
of 2% to 39, per year is consistent with stability. On the basis of this evidence.
plus the strong fiscal stimulus from the rapidly expanding expenditures of the
Federal Government unmatched by a rise in tax rates, a quickening of the pace-
of inflation later in 1967 and into 1968 is unavoidable.
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Whatever the political, military, and other reasons for the high and rising
budget deticit and its inflation potential on the cide of monetary policy, it is clear
that the Federal Reserve, despite its widely heralded role as an inflation fighter,
has again become an independent source of inflationary pressure. Indeed, by his-
toric norms, this high and rising rate of monetary growth by itself would be
sufficient to generate substantial inflation even if there were no deficit.

Over this six month period most interest rates have risen. Corporate hond
vields reached new highs for this generation. The major exception has been some
short-term rates, such as the rate on U.S. Treasury bills, but even ‘here rates
generally started to rise as the Spring and Summer wore on. Looking at interest
rates alone as an indication of monetary policy would give a most confusing pic-
ture. Many people, especially those who look at long-term interést rates, er-
roneously believe that monetary policy has become more restrictive. Those who
examine the entrails of short-term interest rates to divine the intent as well as
the impact of Federal Reserve policy would probably conclude that since January
monetary policy had first become easier, which is correct, and then later had
become less expansionary, which is quite incorrect.

To avoid this confusion between money and credit, and for other reasons, many
economists and financial analysts look to the money supply as the principal
criterion of monetary policy, especially since there are some impressive regulari-
ties linking the stock of money to general economic conditions.

In summary, these are:

(1) Large swings of business and the general price level are associated with
large swings of the stock of money. In fact, I can be more specific on this point.
To the best of my knowledge, every large-scale inflation ever studied has been
associated with a sharp increase in the quantity of money. Symmetrically, every
sharp deflation which has ever been studied has been associated with a large
degree of monetary restriction.

(2) The general configuration of business cycles seems to be very much like
the general configuration of monetary change. Mild business cycles have typically
been associated with mild monetary change and severe cycles have been asso-
ciated with substantial monetary change.

(3) Money, especially when measured as the change in the growth rate of the
stock of money, leads business cycle turns. However, the evidence from many
episodes of monetary history is that the lead time is not the same at every busi-
ness cycle peak or business cycle trough. In addition, because the growth rate of
money is often very erratic, it may be very difficult to tell when an actual turn of
money growth has taken place. The lack of a dependable lead of money over busi-
ness conditions is one reason business analysts cannot mechanically apply this
overall empirical regularity in any simple fashion to derive accurate busines fore-
easts. For the same kinds of reasons. policy makers cannot possibly know with
any degree of assurance the precise path of future events stemming from today’s
monetary policy.

Thus, even if you personally could control the stock of money each remaining
day of 1967, historic evidence tells us very little that we can depend on regarding
the effects of money on business his year of the first quarter of 1968, or the
second quarter, or even up to the third quarter of 1968 for that matter.

This is one reason, it seems to me, that monetary poliey cannot be used in an
effective and responsible manner to offset small changes in the economy, cven if
we were able to forecast those disturbances, which we usually cannot.

This is why a growing number of professional economists and others, includ-
ing both Democratic and Republican sides of the Joint Economic Committee, in
their review of the 1967 Economic Report, have concluded that frequent changes
in monetary policy may well contribute an independent source of additional
economic instability. (I may add, many economists have also come to helieve that
a free market economy tends to be highly stable in the presence of stable mone-
tary growth. There is a growing body of evidence that the principal source of
business cycle disturbance is the government, not the private sector.) The bulk
of these continuous policy changes are intended to contribute to economic stabili-
zation, yet, as with so many other government policies, results may be far different
from intentions.

As an alternative, many economists have proposed that the best possible rule
for the Federal Reserve to adopt is to have a stable rate of monetary growth. If
there is need to change the rate of monetary growth, this should be done slowly
in order to avoid additional disturbances to the private sector stemming from
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monetary policy. Many of these economists would agrue that pursuit of this rule,
or rules, would permit the private sector to become relatively stable. Small
fluctuations in the economy would still continue, and these would be relatively
mild, but large fluctuations in demand that produce important large-scale depres-
sions or sharp changes in the price level would be avoided. They would also assert
that even this highly commendable performance was likely to be improved with
the improvement in our knowledge about monetary behavior and the sources of
short period economic disturbance. Further, they would claim that this per-
fornance, though far from perfect, is the best attainable, given the present state
of knowledge.
EARLIER VIEwS SLowLy REVERSED

But let me return to more of the intellectual history of the role of money in the
New Economics. In the postware period there has been a very decided shift of
judgment by Keynesians regarding the role of money, in large measure the result
of repeated confrontations with reality by the theory they espoused. Perhaps the
most important test of the theory, especially the extreme variant of it I mentioned
earlier, came at the beginning of the postwar period. Country after country was
experiencing inflation. One device after another was tried to stem the rising
prices. But, in country after country it was found necessary to bring the stock
of money under control in order to bring prices under control, too. Thus, the cumu-
lative evidence convinced most economists that the extreme Keynesian position
that money did not matter at all was erroneous. There was a shift of judgment
among Keynesian economists. Money mattered some, but its importance was sub-
ordinate to fiscal policy, the deliberate variation in government tax and expendi-
ture policies. (Of course, it is very difficult to characterize the climate of judg-
ment among all economists, or those economists who claim they are Keynesians.
So, you will appreciate that I am trying to convey some of the flavor of the change
in technical judgments that were taking place, rather than specific shifts of
technical outlook shared equally by large numbers of individual analysts.)

Iven though there was an emerging appreciation that money played some role
in business fluctuations, followers of the New Economics, and most other econo-
mists. too. for that matter, still tended to interpret monetary policy in terms of
interest rates and credit market conditions. In fact, this shift of judgment among
those who followed the Keynesian analysis was probably very similar to the
change of view of those who preferred to use other technieal apparatus to analyze
business conditions. For one thing, more attention was paid to the effects of
interest rates. On a technical level, in study after study it was found that interest
rates do have an important bearing on many different kinds of spending deci-
sions. Perhaps more convincing to most people was their own experience with re-
peated exposure to substantial variations in interest rates of the kinds they had
not known for many, many years, if at all.

Now there have emerged several more recent policy conclusions associated with
the New FEconomics which have tended to supplant the earlier contentions that
neither money nor interest rates are.important. The conclusions are predicated
on the view that interest rates respond to Federal Reserve action and that spend-
ing for capital goods also responds to interest rates. Therefore, not only can the
Federal Reserve influence total spending and total income, but also the division of
the economy’s output between capital goods and consumer goods. Because the
level of interest rates influences investment decisions and capital formation,
monetary policy is understood to have an important bearing on long-period
economic growth. In addition, there is the presumption that changes in interest
rates affect different parts of the private sector differently. For example, housing
is taken to be especially sensitive to interest rate changes, but outlays on con-
sumer services or food are taken to be hardly, if at all, affected. Thus. monetary
policy, here confounded with credit policy, is understood to affect both the level
of output, the composition of output, and the rate of growth. There are also paral-
lel and reciprocal effects on many kinds of financial institutions and financing
activities. Deliberate use of monetary policy is thereby taken to imply an added
dimension to control over a level of output, the composition of output, the rate
of economic growth, and various other issues involving the allocation of both
real and financial resources, as well as the welfare of particular industries and
financial institutions.
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MONETARY AND FISCAL PoLicy “Mix”

Although many Keynesians tend to be less concerned about the bad conse-
quences of inflation than some non-Keynesians, Keynesians are not necessarily in-
Hlationists. One example of this is a prescription for a “mix” of monetary and
fiscal policies to encourage economic growth. The rationale for the “mix” runs
something like this. If more money leads to lower interest rates, and lower
interest rates encourage capital formation and thereby growth, we may have so
much spending for capital geods that we create an excessive boom which leads to
inflation. One prescription for growth without inflation is to combine an easy
monetary policy with budget surpluses, a tight fiscal policy. The expansionary
monetary policy’s low interest rates encourage capital formation ; the tight fiscal
policy’s high taxes restrain the boom. This policy mix envisages public sector sur-
pluses, not the deficits usnally associated with the New Kconomics. In effect,
private individuals are forced to consume less of their current incomes, therehy
freeing resources to move into capital formation. If higher interest rates were
employed to achieve the same ends, the higher interest rates would be a deter-
rent to private capital formation.

Note that the combination of monetary and fiscal policies I have just described
comes down to an explicit attempt to use these powerful tools to regulate the
level of interest rates without also altering the price level or overall activity.
Control of the level of interest rates by this combination of policies, or by still
others. may also he employed to influence the bhalance of payments, Here, the
goal of growth may conflict with the goal of achieving balance of payments equilih-
rium, especially if a country wishes to eliminate a balance of payments deficit.
The reason is that the high interest rates that may he helpful in lessening ‘the
balance of payments drain on capital account will tend to impair domestic capi-
tal formation and growth, Eliminating a balance of payments deficit may also
interfere with the goal of full employment, but that is another sad story I can-
not consider here in any detail.

Alternatively. other combinations of monetary and fiscal policy are proposed
because of a concern for the allocation of resources, real and financial. For ex-
ample. in the past vear or two there has been much concern about Savings and
Loan Associations, the effects of changes in time deposit regulations, ceilings on
interest rates, and the like. notably focusing on their effects on the demand for
new residential construction and on the safety of the Savings and Loan industry,
particularly in California. Tn addition, because of the persistence of the balance
of payments problem. the concern for growth, and now the additional concern for
the allocative effects of interest rates. we have recently had much discussion of
the trade-offs between monetary and fiscal policy, especially as they affect
interest rates and resource allocation.

It is clear that there is general consensus among economists about the dirce-
tion of effect of the main components of the policy mix when each one is con-
sidered separately. First, there is general agreement that an expansionary mone-
tary policy leads to an increase in spending, and a contractionary monetary policy
leads to a slow-down in spending. Second, there is general agreement that changes
in tax rates affect spending. A rise in tax rates depresses private spending, and
a cut in tax rates increases private spending. Third, there is general agreement
that variations in government expenditures also tend to affect aggregate spend-
ing in the same direction, including the spending of the private sector.

Unfortunately, not only is there little reliable information about the precise
consequences of using any one of these instruments separately, but there is es-
sentially no tested knowledge of either the interim or the final effects of using
combinations of instruments. For example, if we wish to change the policy mix
‘but keep the economy stable and the level of total spending unchanged, we simply
do not know how much to change tax rates to offset a given change in the stock
of money, and vice versa. Moreover, we do not even know very much about how
interest rates themselves will respond. This is why switching among instruments
in the hope of achieving a trade-off consistent with economic stability or a de-
sired level or structure of interest rates is a very dangerous game to play. espe-
cially since o little is known about lags, interactions, and feedback effects.

Along with this recent emphasis, we have had renewed interest and increased in-
volvement in direct financial controls. The New Economics is now immersed in
this murky area. and it seems to me that its reach is far beyond its effective
arasp.
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I therefore regard attempts to make major or frequent changes in the policy
smix” in order to help achieve the general goals of full employment and stable
prices as courting serious trouble. Moreover, I regard as foolhardy attempts to
make major or frequent alterations in the policy mix on the presumption that the
hoped for change in interest rates will “improve” resource allocation, the halance
of payments, the distribution of income, the special circumstances of selected fi-
nancial institutions, or perhaps even long-term economic growth. On this score
I note that whereas traditional Keynesians used to view interest rates as a po-
tential but generally uselers means for influencing general business conditions,
aggregate income, and the price level, we have now come full turn, for currently
we see attempts to temper general business conditions, aggregate income, and the
price level in the hope these factors can influence interest rates and thereby a host
of individual details of a complex economy! I can’t help hut be reminded of the
Federal Reserve's tragic mistakes which led to the Great Depression of the 1930's,
when their attempts to counter, first, stock market speculation, and later, the
loss of gold, by means of restrictive monetary policy virtually destroyed the U.S.
economy and paved the way, strapgely enough. for the Keynesian Revolution
which ironically claimed that monetary policy was essentially impotent. I may
add that interest rates also fell to unprecedented lows, too, in the 1930's, largely
pulled down by the calamitous economic slump.

CONCLUSION

Summing up, the New Economics has moved from a neglect, perhaps even an
utter contempt, of the economic roles of money and interest rates to attempts to
influence many details of the operation of the economy by means of control of
money and credit. My own judgment is that much of the content of the more re-
cent set of policy proposals which require more knowledge than we possess—and
aim to achieve ends of dubious merit—are no less erroneous than the New
conomics’ first set of policy proposals which denied any important role at all to
money. Finally, the new financial concerns and controls have led to an increase
in the role and the power of government authorities over free markets and free
men with all the inefficiencies and dangers this implies.

Myr. Merserazan. Thank vou very much for your attention.
Chairman Grrrrrrus. Thank you very much, Mr. Meiselman.
Dr. Smith?

STATEMENT OF DR. WARREN L. SMITH, PROFESSOR OF ECONOMICS,
UNIVERSITY OF MICHIGAN

Mr. Sarrra. Thank your very much.

TWhile these hearings are apparently directed primarly toward fiscal
policy and its use in controlling inflation, I find it very difficult to
discuss fiscal policy without also making references to monetary policy.
In my view, fiscal and monetary policies are complementary means of
influencing aggregate demand, and I believe there are important issues
relating to the coordination of the two types of policy and the mix that
is employed. Accordingly, my remarks today will refer to both fiscal
and monetary policy.

After being excessively expansionary over a period of two and a half
vears, fiscal policy took on an appropriately restrictive stance some-
what, over a year ago with the passage of the Revenue and Expenditure
Control Act of 1968. Between the second quarter of 1968 and the second
uarter of 1969, Federal expenditures—national income accounts basis,
at annual rate—increased by only $9 billion, in marked contrast to the
increases of $23.0 billion and $18.9 billion in the preceding 2 years.
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Federal purchases of goods and services, which constitute the most
directly expansionary kind of Federal spending increased by less than
$2 billion and actually declined in the first half of 1969 after reaching
a peak in the fourth quarter of 1968.

Tax revenues by $31.5 billion between mid-1968 and mid-1969 as a
result of the imposition of the 10 percent tax surcharge, the increase in
social security taxes effective January 1, 1969, and the growth of money
incomes during the period. As a consequence of the restraints placed on
expenditures and the rapid growth of tax revenues, the Federal Gov-
ernment sector of the national income accounts shifted from a deficit, of
$9.5 billion in the second quarter of 1968 to a surplus of $13.0 billion
in the second quarter of 1969, a swing of $22.5 billion. Some portion of
this swing is itself attributable to the effects of inflation in raising
money incomes, but it is nevertheless true that fiscal policy has been
powerfully restrictive during the past year.

Beginning in late 1968, the Federal Reserve shifted toward an
actively restrictive monetary policy, and since that time fiseal and
monetary policy have been working in tandem to check inflation. The
discount rate has been raised in two steps from 514 percent. to 6 percent,
reserve requirements were increased in April, and open marlket opera-
tions have been employed to hold down the growth of member bank
reserves. As a result of these measures in the face of increases in credit
demands generated by continuing economic expansion in an infla-
tionary environment, interest rates have risen sharply to unprece-
dented heights, while growth of the money supply and most of the
related monetary aggregates has been markedly reduced.

What results have been achieved by restrictive fiscal and monetary
policy during the course of the last year? The most notable result has
been a persisfent and marked slowdown in growth of real output. Real
GNP was growing at a fantastic annual rate of 7 percent per year in
the second quarter of 1968. Growth has decelerated in each quarter since
then, reaching an annual rate of 2 percent in the second quarter of this
year. To the surprise and discomfiture of many observers, howerver, this

marked slowdown in real growth has actually been accompanied by
- an acceleration in the rate of inflation. The rates of price increase in the
first half of 1969 compared with the second half of 1968, as measured
by the three leading price indexes, were as follows :

RATES OF INCREASE

[Annual rate, percent]

1968, 1969

2d half 1st halt

Consumer Price Index_ . _ 4.6 6.3
Wholesale Price Index._ 2.0 6.2
GNP deflator. .. _____ __ 1 IITITITTTToTTmmmmmToTTTTTTTT 4.1 5.0

I believe it is possible to pinpoint some of the reasons for this seem-
ingly paradoxical tendency for the rate of price increase to escalate
in the face of a slowing of real ecenomic activity.

1. Total employment continued to expand in the first half of 1969—
indeed, economy-wide employment expanded more rapidly than real
output. Those industries experiencing substantial growth in output
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continued to add workers, while sectors experiencing a deceleration
of growth did not cut employment significantly. Tﬁus, despite the
slowdown, there was very little increase in unemployment. This ten-
dency for unemployment to be slow in responding to a deceleration
of economic growth is a phenomenon that has often occurred in the
past—it was manifest, for example, in early 1967. One result of it is
that the slowdown brought only a slight relaxation of pressures on
labor markets, and wages accordingly continued to rise sharply. In-
deed, wage scttlements in collective bargaining negotiations ran some-
what higher in the first half of 1969 than had Leen the case in 1968.
Furthermore, with employment growing more rapidly than output,
labor productivity declined in the first half of 1969-—output per man-
hour in the private nonfarm economy, which had risen by 3.6 percent
in 1968, declined at an annual rvate of 1.8 percent in the first half of
1969. With money wages still rising rapidly and productivity declin-
ing, unit labor costs rose sharply, putting upward pressure on prices.

2. Prices of many basic industrial materials have risen very sharply,
reflecting strong demand not merely in the United States but in the
rest of the industrialized world.

3. Price increases of the previous 2 years ov so at earlier stages ot
production have still been working their way through the economy,
raising costs at later stages of production. :

4. Food prices have been increasing sharply, partly as a result of
strong demand but also partly due to unfavorable supply situations.

5. The prices of services in the Consumer Price Index have risen
with unusual rapidity due both to rising wages and to such special
factors as the rise in mortgage interest rates which has been respon-
sible for a sharp increase in the cost of homeownership.

Thus, while demand has been weakening, as reflected in the slow-
down in real growth, a variety of forces, including those listed above,
has been pushing up costs. Thus far in 1969, the upward pressures
from the cost side have outweighed the downward pressures from the
demand side with the result that prices have risen more rapidly than
they did in 1968. However, it should be recognized that the increasing
pressures from the cost side are to some extent transitory and can be
expected to die out—or at least weaken—as the slowdown in real
growth continues. For example, it takes a real rate of growth of 4 to
414 percent to hold the unemployment rate constant over a period of
several quarters; as growth remains below that level, the “labor hoard-
ing” that has held the unemployment rate down in recent months 1s
bound to come to an end.

Unemployment will rise as employment requirements are gradu-
ally adjusted to the slow growth of demand. Indeed, the sharp rise
in unemployment in September is an indication that this process is
now underway. Increased unemployment will reduce the pressures on
labor markets and will be reflected in a slower rate of increase in
money wages. Furthermore, while relatively slow growth of produc-
tivity is characteristic of a sluggish economy, the recent absolute de-
cline in productivity should give way to a modest rate of increase as
employment is more normally adjusted to output growth. These devel-
opments will moderate the upward pressures on unit labor costs and
lhelp to slow down the increase in prices.
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Thus, it seems clear that if the recent slow growth of real output
continues, we can in due course expect a gradual slowing down of the
rate of inflation. It must be admitted, however, that the process has
been considerably slower in taking hold than many economists ex-
pected at the time fiscal restraint was imposed last year. And while
the deceleration of the rate of inflation can be expected to take hold
with progressively greater strength once it gets under way as a slower
rise in prices means a slower rise in costs and vice versa, it is extremely
difficult to predict how rapidly the process will develop.

At the present time, I believe the overall degree of restraint being
exerted by fiscal and monetary policy is about right, although as time
passes the risks are beginning to lie on the side of excessive restraint.
As far as the policy mix is concerned, I believe it would be better if
fiscal policy were somewhat more restrictive than it is, enabling mone-
tary policy to be somewhat less restrictive. As is almost always the
case, most of the impact of tight monetary policy seems to be falling
on homebuilding. From January through August, private nonfarm
housing starts declined by nearly 30 percent, and the steady decline
in the 1ssuance of building permits presages a continuing fall in starts.
The underlying demand for housing is strong, as reflected by a rapid
rate of household formation, a sizable backlog of unsatisfied demand
carried over from prior years, and very low vacancy rates. No doubt
skyrocketing building costs are holding back construction to some
extent, but clearly the main constraint is financial. The reduced rate
of consumer saving, together with the sharp rise in open-market yields,
has drastically curtailed the inflows of deposits to savings and loan
assoclations. The associations have been able to increase their mort-
gage holdings substantially more rapidly than their deposits have
increased, mainly by reducing their liquid asset holdings and borrow-
ing from the Federal home loan banks.

But the pace of their mortgage lending has been declining recently,
and their outstanding loan commitments have fallen quite sharply
in recent months. Commercial banks, under heavy pressure to satisfy
their other customers’ credit demands, have cut back their participa-
tion in mortgage financing. Life insurance companies, faced with at-
tractive yields on business loans and securities and with heavy
demands for policy loans, have likewise retreated from the home A-
nancing field. Mortgage interest rates have risen very sharply; these
high rates have certainly priced some potential buyers out of the
housing market. But, even more important, the availability of mort-
gage funds has been severely reduced so that many persons who would
be willing to pay the going rates have been unable to obtain funds.
Federal support to the mortgage market through Federal home loan
bank advances to the savings and loan associations and through the
operations of FNMA has thus far prevented the decline in homebuild-
ing from being as precipitous as it was in 1966, but the mortgage credit
situation is getting steadily tighter.

In addition to homebuilding, the market for tax-exempt issues by
State and local governments has been hit hard, partly by the with-
drawal of many commercial banks from the municipal market and
recently by uncertainties about the impact of the tax reform proposals
on the tax-exempt status of municipal bonds. Municipal bond yields
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have risen especially sharply, and many potential borrowers have been
unable or unwilling to market planned offerings of bonds.

It is not clear whether these financial difficulties have had much
impact on the capital outlays of State and local governments. The
experience of 1966 indicates that tight money has a larger effect on
State and local borrowing, at least in the short run, than it does on
actual capital spending, as units turn to other sources of funds for
temporary financing to keep projects going. In any case, however, the
precipitous rise in tax-exempt yields places a heavy burden on the
budgets of hard pressed governmental units, and if 1t persists cannot
help but cause substantial cutbacks in their spending.

The Federal Reserve has attempted to manage monetary policy in
such a way as to direct the major restraining effect toward business
investment, which has shown a surprisingly strong expansion so far
this year. By failing to adjust the interest rate ceilings on negotiable
time certificates of deposits in line with the sharply higher rates in
the short-term open market, it has caused a large runoff of C/D’s from
the large money market banks. I have doubts regarding the effective-
ness of this policy. It seems to have increased the pressure on munici-
pal bond yields as banks have withdrawn from the municapal
market—or even liquidated municipal securities to obtain funds to
meet loan demands—and to have complicated the problems of the
monetary authorities in Europe as the large U.S. banks have turned
to the Euro-dollar market for funds to veplace the C/D runoff.

It seems doubtful whether the large firms who are the dominant
customers of the money market banks are much affected by reduced
availability of bank credit, since they can obtain funds in the open
market if they are willing to pay the price. Successive Commerce-SEC
surveys have shown a scaling down of business investment plans, but
it seems likely that this scaling down is attributable to the slowdown
in economic growth brought about by the impact of fiscal and mone-
tary policy on other sectors of the economy and by a growing realiza-
tion that the fiscal and monetary authorities mean business in their
efforts to slow the pace of inflation. That the direct effect of monetary
restraint on business investment has been very great seems doubtful
to me.

Since I believe we should be relying more on fiscal restraint and less
on monetary restraint, I hope the Congress will soon see fit to extend
the income tax surcharge at 5 percent through mid-1970 and to repeal
the 7 percent investment tax credit as proposed by President Nixon.
I believe it is most unfortunate that these measures having immediate
fiscal policy implications have become involved in the current debate
over tax reform. If these measures are adopted and President Nixon
succeeds in his avowed objective of holding expenditures in the unified
budget to $192.9 billion for the current fiscal year, fiscal policy will
continue to exert a restraining influence during the coming months.

The more fiscal restraint we have, the less we will have to rely on
monetary restriction with its disproportionate impact on housing and
on municipal borrowing costs. Indeed, if we maintain a firm posture
of fiscal restraint and if the continuing slowdown of economic growth
begins to produce the desired deceleration of inflation, it may be pos-
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sible to relax the present policy of monetary restraint somewhat in the
months ahead.

~_ 'This brings me to the question of the timing of the change in direc-
tion of policy that will clearly be required at some point. Here I see
some serious problems. The authorities are obviously anxious to root
out the inflationary expectations which arve felt to be pervasive
throughout the economy. I believe the concern about inflationary ex-
pectations has been somewhat overdone. If such expectations were as
strong and as widespread as some of the more extreme analyses sug-
gest, I would expect stock prices to be rising rather than falling, busi-
nessmen to be accumulating inventories at an excessive rate, and
consumers to be speeding up their spending to beat anticipated price
increases. None of these phenomena seems to be present. The one area
where inflationary expectations appear to have had a major effect is
business fixed investment.

The only explanation that seems to make sense for the recent heavy
business expenditures for plant and equipment in the face of gen-
erally low operating rates, slowly growing sales, and very high
costs of external funds is that businessmen foresee a continuation of
the rapid increase in construction costs and prices of equipment. The
successive downward revisions in business spending plans in the
Commerce-SEC surveys may suggest some moderation of business-
men’s expectations in this regard. In any case, whether or not infla-
tionary expectations are as widespread as is often supposed, it seems
clear that the authorities think this is a major problem. This being the
case, I am afraid they will hesitate to shift to a noticeably less re-
strictive policy until they see a distinct moderation of the rate of
inflation. Under present conditions, with a variety of upward cost pres-
sures working on the price level, it may be some time before a clearly
discernible moderation of the rate of inflation occurs. In view of
the substantial lags that supervene between changes in policy and
the etfects of these changes on the economy, together with the fact
that the full effects of our recent restrictive policies have not yet been
felt, I believe the present situation contains a distinct danger of
overstaying a restrictive policy and pushing the economy over the edge
into an unnecessary recession. In my view, the optimal anti-inflationary
strategy 1s to keep the growth of demand below the growth of produc-
tive capacity for several quarters in the hope that such a period of slow
growth will in due course produce the desired price deceleration with-
out bringing on a recession and without a steep rise in unemployment.

I believe the relatively fine adjustments in policy that will be needed
if this goal is to be achieved will have to be made primarily by the
Federal Reserve, since monetary policy is a flexible instrument while
fiscal policy is cumbersome and unsuited to closing time. The difficult
task faced by the Federal Reserve in timing the shift in direction of its
policy is an additional reason for prompt enactment of the adminis-
tration’s tax proposals. The Federal Reserve will be able to focus
more etfectively on the delicate problem of timing the shift in policy
if it is not faced with uncertainty regarding the fiscal environment in
which it will be operating.

In conclusion, I would like to look somewhat beyond the present.
situation and consider the problems of fiscal policy and inflation in
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a somewhat longer-term context. In the first place, I believe we have
something to learn from our experience of the last 4 years. In my judg-
ment, our difficulties during this period were cansed primarily by
poor fiscal policy. During the 3 years from the second quarter of
1965 to the second quarter of 1968, defense expenditures increased by
$28.7 billion as a consequence of the Vietnam conflict, while other IFed-
eral expenditures—national income accounts basis—rose by $31.4 bil-
lion, making a total increase in Federal spending of $60.1 billion or
almost exactly 50 percent. Some increase in Federal expenditures was
needed during this period to maintain a healthy and needed economic
expansion.

But the extent of fiscal stimulus was clearly and substantially exces-
sive. I think nearly everyone is now agreed that there should have
been a general tax increase early in 1966. In the absence ot adequate
fiscal restraint, the Federal Reserve stepped in with a restrictive
monetary policy which slowed the excessive pace of expansion, al-
beit with measures which threw an excessive burden of adjustment on
the housing sector and created financial strains. We had a second chance
to impose fiscal restraint in the fall of 1967 when the economy again
picked up excessive speed largely under the impetus of a continued
expansion of Federal expenditures. But we delayed the enactment
of the 10-percent tax surcharge for a year. During this period the m-
flationary pressures became so deep-seated that we are now finding
them very difficult to bring under control.

I hope we have learned the importance of timely fiscal action from
this experience. We hear much these days about the unwisdom of
“fine tuning”—suggesting that our problems were caused by exces-
sive fiddling with the dials of economic policy. As far as fiscal policy
is concerned, I believe this is just the opposite of the truth. Our
problems have arisen not from too frequent fiscal adjustments but from
failure to take needed action—in 1966—and from excessive delay in
taking action—in 1967-68. What I believe this experience suggests is
the desirability of developing some kind of streamlined procedure
for getting prompt tax adjustments when they are needed for pur-
poses of economic stabilization.

It has been argued that monetary policy has exhibited both poor
timing and excessive activism during this recent period. Perhaps the
TFederal Reserve should have switched to a policy of restraint some-
what earlier than it did in 1965, but it should be remembered that there
was still excessive unemployment at that time and that the Federal
Reserve did not know where the budget was headed. Once the infla-
tionary situation became clear, I believe the Federal Reserve acted
courageously and properly in applying the monetary brakes vigor-
ously in 1966. The turnaround in policy when the economy slowed down
sharply in early 1967 was also appropriate, in my judgment. In late
1967 and especially in the first half of 1968, the Federal Reserve was
in an awkward position because of the uncertainties regarding passage
of the tax surcharge. In retrospect, it is apparent that the monetary
authorities acted prematurely in easing policy moderately following
passage of the surcharge in”the late summer of 1968, but I believe
there Is a tendency to exaggerate the extent to which that action
contributed to our present inflationary problem.
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The gyrations of monetary policy and the sharp variations in the
rates of growth of monetary aggregates in the last 4 years or so have
been primarily attributable to the need for the Federal Reserve to
adjust to the instabilities and uncertainties created by bad fiscal
policy. If fiscal policy is conducted in a more responsible way in the
coming years, monetary policy can and surely will undergo less fre-
quent changes. More responsible fiscal policy is, in my view, the key
to a more stable monetary policy.

In addition to the problems of countercyclical economic stabiliza-
tion, there are some secular issues regarding the mix of monetary and
fiscal policy that disturb me. In view of the proposals for income
maintenance, revenue sharing with State and local governments, and
expanded manpower training that have already been advanced, to-
gether with our immense unmet needs in such areas as urban develop-
ment, education, health, and control of environmental pollution, I
foresce powerful forces making for increased Federal spending in the
next few years. Indeed, I believe the pressures are likely to be so great
as to place a severe strain on the additional budgetary resources that
will become available from normal revenue growth with current tax
rates together with any reductions than can be made in military spend-
ing and in lower priority civilian programs. Thus, I see the Federal
budget as a probable source of inflationary strains during the next
few years. To counter these strains, the Federal Reserve may be forced
to maintain a continuing posture of monetary restraint with attendant
high interest rates. At the same time, even with large Federal expendi-
tures on social programs, success in dealing with urban blight and in
moving toward the housing targets established in the Housing and
Urban Development Act of 1968 will require the mobilization of
huge amounts of funds for investment in mortgages and security
issnes of State and local governments.

Thus, there will be powerful forces pushing the Federal budget
toward deficits at the very time when tight fiscal policy and budget
surpluses will be necessary in order to permit a sufficiently easy mone-
tary policy to keep funds flowing into housing and urban development.
at reasonable interest rates. This clearly suggests to me that the present
is o time for tax reduction—beyond the unavoidable phasing out of
the tax surcharge—even of the relatively modest magnitude provided
for in the current tax reform proposals. Indeed, if we are to deal
effectively with the urgent problems that confront us, we may very
well have to increase taxes in the course of the next few years. I might
add that the administration’s concern about private capital forma-
tion as reflected in its recommendation for a cut in corporate income
tax rates strikes me as being misplaced. Our emphasis during the
next few years should be on the accumulation of badly needed social
overhead capital rather than on private business capital. The ad-
ministration is concerned about growth, but accelerated growth of
measured GNP does not seem to me to be the crucial problem of
the coming years. And it is quite possible that in the current context
a dollar of social overhead capital will contribute more to the growth
of real social output—as distinct from measured GNP—than will
a dollar of private business investment.
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Finally, I find it difficult to judge what kind of behavior of the
price level will ultimately prove to be consistent with an unemploy-
ment rate of 4 percent or somewhat less once the present excessive
inflationary pressures have been eliminated and the economy has been’
steered onto a steadier track than it has recently been following. But I
doubt whether it will be possible to achieve through fiscal and mone-
tary policy alone a satistactory level of employment in combination
with a pattern of behavior of the price level that our people will be
willing to accept. I believe we will find it necessary to work along
other Tines to counter the numerous inflationary biases that now exist.
Greater efforts will be needed to increase the skill and adaptability of
our labor force through more extensive training and retraining pro-
@rams and to increase its geographical and occupational mobility. Pro-
grams will be needed to expand supplies in such bottleneck areas
as construction and medical services where price increases have been
especially large and persistent. And some means will have to be found
to bring the public 1nterest in price stability to bear in cases where
large business and labor organizations possess substantial market
power in the determination of wages and prices.

No matter how skillfully fiscal and monetary policy are conducted,
things are bound to go wrong from time to time. The underlying
strength of private demand will sometimes prove to be stronger or
weaker than was anticipated. If we seriously attempt to keep the
economy moving along a selected high-employment growth path,
resisting departures from the path in either direction, I believe
we can still expect some economic fluctuations. The hope is that we
can keep those fluctuations mild. But our success in that respect is
critically dependent on improving the performance of fiscal policy.
Improved fiscal policy would relieve the Federal Reserve of its recent
impossible task of oftsetting the effects of profoundly destabilizing
movements of the Federal budget. Even operating within the frame-
work established by a reasonably well designed fiscal policy, the Fed-
eral Reserve is bound to make occasional mistakes, but it should be
able to make an effective contribution to economic stabilization and
doing so without the sharp gyrations in monetary variables that we
have witnessed recently.

Thank you.

Chairman Grrrrrras. Thank you very much, Mr. Smith. T found
all the papers very interesting. I understood Mr. Meiselman did not
agree that the tax increase had done anything to slow inflation and
that you, Mr. Okun, thought it did. Would you explain yourself?

Dr. Ogux. It is quite clear that we have had a change of pace in
economic activity after the middle of 1968, and I don’t think the evi-
dence can really be linked in such a firm way that one can say exactly
what the tax increase did here.

There has been a reduction in savings by consumers to some degree
associated with the tax increase, and that does raise questions as to
whether the tax bill had its full effect on spending by consumers.

We were operating in a situation where inflation had a lot of momen-
tum, where we might well have had a decline in the saving rate from
its unusually high levels of late 1967 and early 1968, the tax bill pre-
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vented this amount of income from flowing into our supermarkets
and our department stores.

I think you find corroborating evidence of that in the rather marked
Increase in the velocity of the circulation of money in the past year.
Consumers and businessmen seem to have heen quite resistant to
doses of monetary restraint as well as fiscal restraint. One would have
expected more response to the monetary side as well as to the fiscal
side.

In general, one has to conclude that it takes a fairly strong dose of
restrictive medicine to curb an inflationary boom once it gets going
and once it affects the psychology of businessmen and investors.

One has some evidence that the tax bill and the expenditure con-
trol measures helped to produce the degree of moderation we have
seen to date.

Let me comment finally on one theoretical aspect of it. Tt is true
that the tax bill was a temporary measure and there is some con-
vincing evidence, that a dollar change in income that is viewed by
consumers as temporary has significantly less impact on their spending
than a dollar change on income which they view as permanent.

Now, we were aware of that in advance and I remember taking a
20- to 30-percent discount for the tax increase because it was tem-
porary. The evidence of the past would suggest that is about the right
discount. For one thing, the temporary character of the tax bill was
very much open to question. One reason that people objected to it
was their concern that it would get built into the system and it would
be the same as the Korean excises, still subject to repeal 10 or 15 years
later. So people couldn’t be confident at all it would be temporary.

Second, in general, while we find consumers reacting to expecta-
tions as well as current income, they have great difficultv in sorting
out what is temporary and permanent. In a year’s time. they get over-
time work, social security changes taking place, they hear about tax
increases or cuts in the future, they get a big pay increase, and they
are not sure whether another one is coming or not.

‘It 1s incredible that they could really sort out the tax increase and
identify that as temporary and really find ways of putting their
income into two categories, temporary and permanent. The data tell
you that while there is evidence of a difference in the spending of
consumers between permanent and temporary income, it is a very
modest difference. Tt is as though people do look out into the fufure,
but they don’t look very far out, and hence a 20 or 30 percent, differ-
ence is all that results. If anything, that is an argument for doing
a little bit more on the dosage of fiscal restraint rather than doing less.

Chairman GrrrriTrs. If by the time, the tax bill was snggested and
was passed, if you could at the time of passage have increased it, the
amount of the tax bite, would you have done so?

Mr. MrrseLMaN. Would I have increased it ?

Chairman Grrrrrras. Dr. Okun?

Mr. OxuN. Oh, no; I wouldn’t have done so at that time. The out-
look for private demand as I saw it, and as a great many of my col-
leagues in the profession saw it, was a lot less buoyant than it turned
out to be. We thought housing had already begun to be hit by tight
money in light of some evidence in the spring of 1968. That turned
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out to be misleading evidence. Housing just rebounded and surged
ahead.

It looked as though plant and equipment spending wasn’t going
anywhere in 1968 at a time when profits were rising very sharply and
sales were forging ahead. Then plant and equipment spending began
to turn up very sharply at the end of the year for reasons that are
still not completely clear. We thought that liquidation of steel inven-
tories might be a significant drag on the economy.

The Government felt that it had done enough with the fiscal meas-
ures of June 1968. A great many people outside the Government
warned us that we put the last nail in the coffin of the boom. The term
“fiscal overkill” was widely used in the business community last year,
although never in administration circles.

We don’t have a good record of forecasting in the past 15 months.
I would not have recommended a larger dosage as of the middle of
1968. In retrospect, I wish there had been a larger dosage of fiscal
restraint at that time and an immediate pairing of that fiscal restraint
with monetary restraint rather-than some delay in the application of
monetary restraint.

Chairman Grrrrrras. Mr. Smith suggested that he was opposed to
further tax reductions, and Mr. Meiselman seems to be for more and
more tax reductions.

I would like to ask you two questions, Mr. Meiselman :

One, how are you—well, maybe it is just one question.

How are you going to get those tax reductions translated into the
things that we really need, the social programs?

Mr. Mrmserarax. I really need a great many things for my family
and if you don’t cut my taxes I may have trouble making proper
provision for them.

Chairman Grrrrrras. I will say to you one of the first things we
need in this country is pure water. How are you going to translate
your tax reduction in terms of pure water ?

Mr. MuiseLaan. First, I would insist that the people messing up
the water pay the costs. Then, in general, I wouldn’t start with a pes-
simistic view tht you can’t do anything about the existing structure
of the Federal Government and that we have to accept everything
that has passed before. I think it would be much better if we started
out with the general view of a zero budget, not an increment budget,
so that all expenditures had to be justified, not merely adjustments
to existing ones. ,

I don’t see why we have to accept all the existing activities and ex-
penditure programs of the Government. The point I was trying to
make in the latter part of my presentation was that with a budget
constraint, because you can’t have more of everything, you hopefully
try to find the best alternatives.

- I would quite agree with you that many parts of the country would
do well to have better water. But that doesn’t necessarily mean that
total spending has to go up. It would mean that better water initially
should have to be forced to compete with some other uses for the Fed-
eral dollar and that solutions requiring expenditures compete with
other ways of achieving a useful end. for example, a change 1n the law
regarding pollution control and liability for pollution damages.

37-795—70——12
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Chairman Grirrrrus. Well, let me explain to you, last year when
we passed the tax bill, and as you or one of the others suggested it
was held captive to expenditure cuts, I might say I was the first mem-
ber of the Ways and Means Committee who pointed out that expendi-
ture cuts didn’t make this more attractive to me. I was opposed to
expenditure cuts until I found out where they were going to be, and
I think the mere fact that you pass those expenditure cuts on to the
President meant in reality that you gave the right to say where the
expenditure cut would be to the chairmen of various powerful com-
mittees in this Congress. They were the people who determined where
the expenditure cuts would be because they went down and said, “Of
course you are not going to cut it out of my State. You are not going
to cut the one I am interested in,” and the places where they cut it
were in the cities, and the very areas that needed the money most. So
that vou have to have a better system of making the cuts, of creating
the efficiencies. This is one of the real problems, it seems to me.

All you had to do was watch the military expenditure bill on the
floor of the House. The thing that was involved in the whole thing it
was like a public works project bill. You saw person after person who
was for a cut in everybody else’s district stand up when the cut was
going to cut the C-5A or something else out of his district.

Mr. MeiseLyaN. It seems to me that unless you start at some point
to enforce some constraint then we won’t ever make significant cuts.
I realize that there would be a lag between the time that the kind
of budget constraint that I envisage is put into effect and the evolu-
tion of a rational and efficient allocation of available resources. But
unless the sense of a budget constraint becomes widespread, I just .
don’t see how you can make significant cuts in anything. The fact that
initially some programs that you believe are worthwhile might not be
funded should strengthen your resolve to vote for some cuts in order
to make your preferred program possible. Competition for the avail-
able and limited funds of the Government is the only dependable
way to bury dead programs and institute efficient management. Un-
less you take a longer-run view, and refuse to accept the status quo
the Federal Government will just have to get bigger and bigger and
still more cumbersome and still more wasteful.

Chairman Grrrrrrus. Well, I am quite willing to leave it to the
people but I am not willing to leave it to a bunch of committee
chalrmen as to where the cuts should be made.

Mr. MEeiseLyaN. Perhaps you know your colleagues better than I.
"This may be one more reason to keep the lid on spending.

Chairman Grrrrrras. I would like to ask you, you talked about
tax cuts as if the Federal Government were the only government that
was taxing. True we can reduce the taxes but what about the fact that
in every city, in every State, and in every county, taxes are increasing.
We really can’t reduce them as fast as these people are increasing
them, and we have no effect upon that.

Do you see any problem involved in this? I mean will the effect of
our tax cuts be picked up by the private sector or are they going to
be picked up by local governments?

Mr. MerseLman. I would expect some of each. With tax cuts there
would be more resources available to individuals and, in part, they
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could pass some of them along to State and local governments in the
form of higher taxes. But I have the same general pessimistic view
of the local government and State Government as I have of the Fed-
eral Government, except less so. Because its taxing jurisdiction is
much more restricted, the taxing power of a local government is less
than that of a State Government, and similarly a State Government
less than that of the Federal Government.

In my home State of Minnesota, State and local taxes are among
the highest in the country; last year, I believe, about $165 per $1,000
of personal income. This year the State budget increased very sharply.
Yet, I still hear many complaints that the State needs more revenues
for many worthwhile projects. One of the things that bothers me is
that a very large proportion of the State budget is devoted to the
State system of higher education, where most of the benefits from
the spending of public funds accrue to specific individuals, largely
from middle- and upper-income families, because the tuition charges
at the large number of State colleges and at the State university are
minimal. How much of a squeeze can the State budget be under?

Chairman Grrrritus. Now that we have had some experience with
attempting to change fiscal policy, of attempting to change the tax
structure, and we know that it is going to take months to do it, and
while I will admit that even when I first came on this committee one
of the points of argument was whether or not we shouldn’t give the
President the right to increase or decrease taxes, but since we now
know it, in place of talking about fiscal fine-tuning of the economic
policy, why don’t we fine-tune the indicators. Why don’t we know
earlier that we are going to have to do one of these things, either in-
crease taxes or decrease taxes or increase expenditures or decrease
expenditures.

Dr. Smith, what do you think the chances are of doing it?

Mr. Smrta. I am not sure I know what you mean.

Chairman Grrrrrrus. Take now, you know when you are going
to have to do something, but now you know one additional thing, you
are going to have to have a long leadtime because you are going to
have to do it politically, so that you need to have an indicator that gives
you a better lead time, what chance is there ?

Mr. Surra. To my way of thinking as long as you conduct a dis-
cretionary policy which I favor, both fiscal and monetary policy
simply have to be based on forecasts of the future because of the lags.
What you are suggesting is that maybe we can improve our forecast-
ing. Many economists have been working on that. Our forecasting still
leaves a lot to be desired, and I think we will continue to make mis-
takes from time to time. Perhaps as time goes on, we will be able to
improve our forecasting sufliciently to enable us to see earlier what
we need to do, thereby counteracting the delays that exist between the
time we take the action and the time it affects the economy. But I don’t
foresee in the shortrun a real revolution in forecasting that will change
things drastically. I think we can hope for gradual improvement on
it, but for a long time to come we are going to continue to be faced
with forecasting problems, and policies which take a very long time
to change from an administrative point of view are going to be diffi-
cult to use.
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Now, I don’t happen to think that we ought to change fiscal policy
every 2 minutes. If we could get to a situation where we formulated
the best fiscal policy we could, looking at both the tax and expenditure
sides at the time the budget is presented in January, and then the
Congress acted on that budget as a whole within some reasonable
length of time, I believe we would have achieved a lot. In addition,
in unusual situations like the rapid buildup in military spending in
1965-66, we need some mechanism for making emergency changes in
taxes. But I wouldn’t want to take emergency action in fiscal policy
every 2 or 3 months. Normally, I think if we could get effective fiscal
action once a year we could rely on Federal Reserve monetary policy
to give us the additional flexibility we need.

Chairman Grirrrras. Mr. Meiselman, in view of the fact there
would be times when we are going to have a rapid increase in ex-
penditures by the Federal Government, when it is absolutely unavoid-
able, how, in your opinion, should we then regulate the economy ?

Mr. MerseLyan. Following the analysis that I presented in my
prepared statement, it seems to me that whether we have a rapid
buildup in expenditures or a slow buildup we should accompany them
with tax increases. One of the principal functions of taxes is to pro-
vide information to citizens regarding the expense of running their
Government. At the very least, if there is to be either a modest, a
medium-sized or a large-scale increase in Government expenditures,
I would favor a correspondingly modest, medium-sized or large-scale
increase in taxes at the very same time.

If the increase in expenditures is necessary and large-scale when
the economy is close to full employment, it would be useful to have a
larger increase in taxes than we have in expenditures to help temper
inflationary pressures because of the reasons outlined in my prepared
analysis.

The principal reason is that people react very sluggishly to taxes,
especially income taxes. That is one of the reasons that I am not
optimistic about the usefulness of short-run variations in fiscal policy
for stabilization purposes. Also, shifting between fiscal policy and
monetary policy is basically an illusion.

Chairman GrrrriTrs. Besides the schooling, are there other specific
programs that you would like to see transferred to the private sector
or are there things that you would like to see cut out altogether, 1
believe you mentioned the farm program.

Mr. Meiseraan. I think that it should be cut out altogether, but
not this year. We have made a large number of promises to many
honorable farmers and I don’t think that it is a very desirable thing
to pull out immediately.

T think it would be very helpful if the Federal Government could
announce that it is getting out of agricultural price fixing, controls
and subsidies once and for all and to phase out the programs perma-
nently and never get back into them again.

Chairman Grrrrrras. Would you suggest we also get out of the oil
price-fixing business?

My, MriseLman. Absolutely.

I would hope that you keep going in this direction, so that we could
extend this to a wide variety of Government price-fixing schemes and
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schemes that prevent entry, entry both of people into jobs, of individ-
uals into businesses, of goods into the country, of goods between States.

Chairman Grrrrirus. Could you mention some specific ones?

Mr. MeiseLyan. Pardon?

Chairman Grrrrrras. Could you name some specific ones?

Mr. MriseLyaN. We have a wide variety of restrictions on imports.
We have a wide variety of restrictions on entry. I can’t open a bank,
I can’t open a savings and loan association.

Chairman Grrrrrras. These have nothing to do with expenditures.

Mr. MrerseraaN. With expenditures ?

Chairman Grirrrres. These have nothing to do with Federal Gov-
ernment expenditures. Would you mention some Federal Government,
expenditures.

Mr. MemseLaan. In my prepared statement I mentioned the Post
Office. The Post Office is and has been an embarrassment to the country
for many years, and the fact we haven’t been able to deal eftectively
with the Post Office is an example of the reasons that I am basically
pessimistic about the returns from giving the Federal Government still
more revenues to spend each vear.

Chairman Grrrriras. Would you.care to say something, Mr. Okun ?

Mr. Oxux~. Well, the Post Office, I think, 1s another example of a
case where one might well wish for a reform, but not for the purpose
of conserving on the size of the budget or on tax revenues. The Post
Office is very close to being self-financing. Yet I could certainly join
Mr. Meiselman and join President Nixon and join President Johnson
in suggesting that a reform of that organization would be highly
desirable. . '

It seems to me that one should distinguish the issue of priorities from
the issue of stabilization in the narrow sense, and I think you have
quite a ditferent flavor on the priorities issues from Mr. Meisehnan,
on the one hand, and Mr. Smith and me, on the other.

I don’t believe one can say generally whether resources are more
productive in private use or the contrary. I think we have a pretty
good agreement in our Nation about what things are to be provided
publicly and what things are to be provided privately. The debates
on these issues are really quite marginal. They get down to post office
and agricultural price supports and a few other things which may
add up to 5 percent of the Federal budget.

Most of the big issues underline the points you made in your ques-
tion about pure water. If the American public wants that, it will have
to get it through Government as a public service. It can’t buy a pure
water supply in a supermarket. If you go down the list of pollution,
social security programs, and manpower training, the Government
stepped in because there aren’t effective incentives in the private sector
to develop these on a scale that is appropriate to the desires and wishes
of the American public. There are good reasons, for example, why no
single landlord in a slum neighborhood will find ‘it desirable to reha-
bilitate and remodel his tenement when there is still sewage on the
streets and rats in the neighborhood. It takes some Government activ-
ity to marshal the resources to do this. The same thing is true of
pollution, pure water, manpower training, and health research. You
can go down the list of most of the things the Federal Government is
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doing, including efforts to assure a minimum level of income for our
less fortunate citizens, and you just can’t buy them in the supermarket.
They don’t sell them there. If the American people want such things,
they are going to have to pay for them through taxes. I don’t believe
the political process has been all that wrong in giving some indication
of how the American people want to budget their resources between
private goods and public goods.

It would be incredible if, over the long run, when our incomes grew
and grew, we wanted to take all the increment in the form of private
goods and none in the form of public goods. If we want more cars,
we ought to want more highways along with them. That is not the top
priority on my public expenditure list but it is no surprise that high-
way expenditures go up. It is no surprise we want better airports and
better schools and better hospitals.

Representative Grrrrrris. Do you realistically think that the De-
fense expenditures will decrease even if Vietnam stops ?

Mr. Oxux. Idon’t know exactly what it means to be realistic on this.
In the post-Vietnam committee report that Mr. Smith and I partici-
pated in, that was published with the economic report in January, we
suggested that, on the basis of present commitments and given peace,
there was room for a $7 billion cut in defense expenditures between
1969 and 1972.

Now, decisions may be made to increase the commitment or decisions
can be made to cancel contracts and slow them down. But certainly it
is realistic to use that as a benchmark. It suggests that without any
major change in policy there is some room for a cutback in Defense
spending. When one talks about large cuts, one does have to ask about
our national security commitment : Should we be ready to fight two and
a half wars at any point in time? What are the opportunities for nego-
tiating disarmament with the Soviet Union? Questions of that sort
mav be the really key items in determining the right size of the defense
budget. I think 1t is realistic to believe that some cut in defense spend-
Ing is possible, yes.

Chairman Grirrrris. Thank you.

Senator Proxmire?

Senator Proxarire. I want to congratulate the chairman on the ex-
cellence of the witnesses we have had this morning, especially the panel.
I think it is really an outstanding able panel, and a very well
balanced panel, too.

I wonder if you gentlemen have had a chance to read the article in
the Washington Post yesterday by Bernard Nossiter concerning Gard-
ner Means brought up to date, so to speak. This was the argument that
Mr. Means makes that we have suffered from administered price
inflation as well as so-called competitive price inflation or deflation.

The policy point of the article would seem to be that an administra-
tion which ignores the fact that part of the economy is not directly and
comnletely affected by competitive influences is an administration
which is going to have to recognize that there is going to be a substan-
tial amount of inflation if it doesn’t cope with it. In other words, it is a
way of saying that monetary and fiscal policy is not enough. In addi-
tion to that you have to have a certain amount of jaw-boning, you have
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to have a certain amount of wage-price guidelines or voluntary controls
or perhaps actual controls.

What 1s your reaction to this, Mr. Okun?

Mr. Oxux. 1 have some agreement with the conclusions and some
disagreement with the analysis.

I don’t believe our inflation over the past 4 years should be primarily
characterized as administered price inflation. If you just look at the
anatomy of that inflation and look at its origins in late 1965 and early
1966, you find that the most competitive prices in our economy were
the ones that jumped ahead first.

Senator Proxyire. Mr. Means acknowledges that and indicates,
as you may recall, in the first phase of this period it was indeed, just
as you say, the competitive prices that went ahead, and went ahead
by a much larger margin.

Mr. OguN. Right.

Senator Prox»ire. However, more recently, he says there hus been
an increase in the more administered area.

Mr. Oxux~. You can interpret this as a catching up. For example,
the lags are longer in the organized areas than in unorganized areas
and it wouldn’t be surprising if they climbed on the band wagon later
and, incidentally, if they are the last to leave the bandwagon of infla-
tion. I would think, for example, that we might get a considerable im-
provement in the wage increases of unorganized sectors before the
organized sectors begin to show any improvement.

But, you don’t have to believe that big labor and big business are
the villains of the piece in order to believe that there is an important
element of discretion in their price and wage decisions, and that the
decisions are responsive not merely to market forces but also to the
rules of the game as they are established. A set of rules of the game,
which indicate the concern and interest of the President about the way
that this discretion and market power is used, will help to improve
those decisions. .

Senator Proxyire. Mr. Nossiter suggests what might be done, he
suggests either the Joint Economic Committee or the Anti-Trust
Committee do it, he suggests what might be done is maybe a study or
have a study made because the executive branch is in the position of
making it, industry by industry to either ratify or rebut the Means
theses, what has been the actual experience in the last 10 years, of the
extent to which administered prices and wages have been principal
inflating forces so we have a clear picture.

In your view is this needed or do you think we have enough data
without going into much detail here?

Mr. Ogux. I think more study is always useful. I think we have
pretty compelling evidence that there is participation in any inflation-
ary process by the areas of administered prices and wages. Patticu-
larly because of this catchup phenomenon, because they weren't the
first. on the band wagon, I think their behavior may be particularly
critical in the year ahead. I think we know enough already to make
some policy judgments on this. '

There is, I think, a compelling body of evidence that in 1961-1964
period, when there weren't great strains on the economy, a program
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of voluntary cooperation did make a real difference. The evidence
begins to fall apart when excess demand dominated our price and
wage performance. Even then, T would say that the evidence of par-
ticular cases enables us to make the judgment that some assistance was
provided by the efforts of the administration.

Now when excess demand is largely behind us but cost-push is
strongly with us, when the administration and the Federal Reserve
are pursuing a policy for achieving restraint, there are great oppor-
tunities for asking business and labor to do their share.

Senator Proxyire. I would like to ask Mr. Meiselman and Mr.
Smith to comment on this situation. The Wall Street Journal this
morning, I thought, made a very powerful case that inflation in the
future is going to be a lot tougher than it has been in the last year or
s0.

If this is true it would seem to raise a question as to the points you
make and I think almost all the witnesses we have had before this
committee have made, that we ought to start to ease up on monetary
restraints. The Wall Street Journal points out, number one, we can
look forward to a series of government actions that are going to in-
crease the pressure on demand and prices. Social security increases,
the President has asked for 10 percent beginning next year and Con-
gress 15 percent. I am inclined to think it would be 15 percent, which
would be $4 billion of really very powerful pressure on demand in-
asmuch as social security recipients wouldn’t save much of that, they
would spend it.

Housing demands, we know we have the worst housing shortage we
have had 1n a long time, the Government should step in, we hope it
will step in, in order to assist this. We are going to meet the needs of
our cities, this is one area where we certainly have to act and act
promptly. The military budget, which this committee worked hard to
trying to develop a background for putting it into the appropriate
priority. I think it ought to be cut by $10 or $15 billion or move and
other people do, too, but hoping and recognizing the realities are two
different things, and I assume we might continue to have an $80 bil-
lion budget for 2 or 3 more years.

In the private sector, it is pointed out here that, in this article that,
corporate expansion is likely to continue. Gainsborough’s figures show
unspent appropriations in manufacturing corporations $23 billion this
vear, and a feeling that in spite of the fact we are operating at about
81 percent of capacity that business doesn’t seem to recognize that,
they want to expand much more.

In addition, & negative productivity by workers in manufacturing,
negative, literally negative, this year, meaning any wage settlement,
increases wage costs sharply and provides an element of wage push.
A reflection from the National Association of Manufacturers report
that 76 percent of their respondents are reporting that they expect to
increase prices, and this is the biggest response that they have had in
the area of increasing prices. Demands, dammed up demand in the
local area, by local governments, we know how much they need and
how much they have been postponing it because of restraints that they
have suffered; a substantial tax cut by the House in the bill that has
passed the House and is now pending in the Senate Finance Com-
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mittee, and an announcement by Chairman Long that the Scnate is
going to go the House one better. We are going to have a bigger tax
cut than they have. So the conference is going to end up with some-
thing probably bigger than what the House has, the President may
veto that, he may not because it has some good tax reform measuies in
it, and it is hard to predict what the President may do.

At any rate you add all these things and I am just wondering,
Mr. Meiselman, if you have much of a case of beginning to case any-
thing including monetary policy although I would agree that ought
to come first. :

Mr. Mrsseraran. I have spent part of my professional career work-
ing on the inflation problems of Latin American countries, and while
you were going through that rather dreary list, I could close my eyes
and review a combination of some of the chaotic things one often sees
in South America.

I don’t say that wholly in jest, because, as I mentioned at the
beginning of my formal statement, we will have a great deal of trouble
for a long time as part of the unavoidable cost of adjusting to the
acceleration of inflation. The increase in the payments to recipients
of social security, is part of that adjustment. The increase in wages
to many people will be part of that adjustment. Some of the things
that are happening in the labor market that you mentioned and
Warren Smith mentioned are part of that adjustment, and in attempt-
ing to slow down the inflation there will be the appearance of all kinds
of apparently irrational things taking place in the economy provided
you incorrectly look at this outside the context of the dynamics of
inflation.

We have built inflation anticipations into the economy because, in
fact, we have really had inflation. Those people who for a generation
believed the announcements that we weren’t going to have inflation
paid a very high cost. Those people who bet on inflation reaped great
benefits. The word got around, especially in the past few years. That is
the principal reason that interest rates are high.

It is hard for me to see that there is anything that can be done to
lower the level of interest rates until the inflation is brought under
control and kept under control.

Let’s say that we are successful in slowing down the inflation. Con-
sider the typical saver who has had his funds in a bank or savings and
loan and has been earning a negative real rate of return, how would you
expect him to react initially ? At first he might be very pleased, but he
certainly woud not believe that the slowdown in inflation is per-
manently here. He will not change his behavior very much, nor would
highly sophisticated investors either.

Because inflation anticipation appear to change slowly, if inflation
moderates or stops it will mean that real rates of interest, interest rates
adjusted for changes in the price level, will increase. Now, in spite of
the fact that interest rates are high, real rates of interest are still quite
modest for many kinds of loans.

During the transition to less inflation real interest rates will go up
even though market or nominal interest rates may start coming down.
It is during these times that a great many people may start to complain
for the first time about the high cost of borrowing. '
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It we really mean to slow down the inflation this process is one of the
things we have to sweat through. It is one of the lagged costs of having
started this messy business in the first place.

There are many other unavoidable adjustments that are part of a
very dreary process, but unless we start the process now it will be even
worse later on.

Chairman Grrrrrrus. T would like to ask you, many of the people
before us have referrved to the unproductivity of labor as one of the
real reasons for the increasing prices of the goods. What is the problem
in the unproductivity of labor? Is it the picking up of new workers, the
hard core nnemployed or just what? Would you care to answer,
Mr. Smith?

Mr. Sarra. As I said in my paper, we have had an actual decline in
productivity this year because of the lag in the adjustment of employ-
ment to the slowdown in growth of output. Once the unemployment
level begins to adjust to the real growth of output—and the September
change In unemployment suggests that that process is now under
way—I think we can anticipate that we will begin to get modest in-
creases in productivity. But these increases in productivity will cer-
tainly not match the kind of wage increases we have been getting
lately. Thus until wage increases begin to slow down I think we
can anticipate continnine unward nressures on prices from the pro-
ductivity-wage side. But these pressures will lessen as the increase in
unemnloyment and the slowdown in sales begin to exert some dampen-
ine etfects on wage increases.

That is the mechanism. I think, bv which the inflation has to be
brought under control, and that is really why there is no way to bring
the rate of inflation down without suffering some costs in terms of
unemployment.

Chairman Grrrriras. What, in your opinion, is the tolerable limit of
unemployment at this period ?

Mr. Syita. T would really hate to see the unemployment rate go
hevond 414 nercent. and T wouldn’t want to see it stay there for very
long given the social problems we have. I am afraid the unemployment
rate will continue to creep up if we just go along for a few quarters with
growth in output that is in the 1- to 2-percent range or less. I don’t
think anybody can sav how long it is going to take for that process to
berin to have a significant impact on vrices.

We 211 hope that we will soon begin to get an impact on wage costs
and an impact on prices from the slowdown. We don’t know exactly
what ihe timetable will be. But T think the way to play the came at this
noint is to try to keep the economv growing slowly for a while without
going into a recession and hope that the needed adjustments will take
place and that the rate of inflation will slow down.

Chairman Grrrrrras. In this committee we are always putting out
cheerful little reports that we can lower the unemployment rate and
keep everybody happy and no inflation and so forth and so on. Do you
think that is an idle dream?

Mr. Smrra. I don’t think you can slow down the inflation we have
oot now without paying some costs for a while in terms of higher un-
employment. What I hope is that several quarters of slow growth will
take the inflationary steam out things and that from there we can move
back in an orderly way to, say, 4 percent unemployment or something
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a little under that. If we can avoid the disorderly way in which we got
there the last time, I belicve we will have less inflation—but not zero
inflation—at 4-percent unemployment or a little under the next time
around. But there is no guarantee of that. I can’t be sure what the
inflation rate in a “steady state” the unemployment rate at 4 percent or
less will prove to be one that we can live with. For that reason, as I said
in my paper and as Arthur Okun has also said, we have to work in
other ways than just through fiscal and monetary policy to try to
control inflation.

Chairman Grirrrris. Would each of the rest of you care to com-
ment ¢ Mr. Meiselman?

_ Mr. Memsenaan. Fivst, I quite agree with much of what Warren
Smith has just said, but again I think that in order to look at the re-
lationship between inflation and unemployment you have to look at it in
the context of a process in which a wide variety of changes take place.

For example, in the last 3 or 4 years there were large numbers of
wage contracts that were signed for 2- or 3- or 4-year periods on the
presumption that prices would either remain relatively stable or that
there might be 1 or 2 or perhaps 214 percent inflation. It turned out
that inflation instead of being in the 1, 2, or 3 percent range was in
the 4, 5, and 6 percent range. That meant that the real cost of labor
to large numbers of employers was less than bargained for, and the
real wages to the emplovees was correspondingly less than they
believed they had bargained for.

When it comes time to renegotiate those contracts the employees
will press even harder for wage hikes if only to get back where they
were before. If you examine the statistics of the real earnings of
factory workers in the United States in the past few years they haven’t
gone up for many. For many others they have actually gone down
because prices have increased more than wages after taxes.

On the other side of the bargaining table, there is also the added
incentive for employers who pay higher wages. Given the fact that the
labor market has been very, very tight for some years, employers have
a great incentive to offer higher wage settlements than before. That
is why it seems to me that even if there should be a substantial slow-
down in the near term there will be, a the same time, large wage
increases resulting from the process of trying to catch up and to undo
some of the things that happened in the last couple of years that had
not, been planned for.

If these events should take place it would not be correct to attribute
price increases to a wage-push. These people haven’t been pushing on
wages and pushing on the price level. Previous changes in the price
level caused by poor monetary and fiscal management, Government
actions, have been pushing on them.

Now, the same general process is bound to happen in a wide variety
of areas where there have been fixed contracts and understandings of
one sort-or another that are not subject to day by day or month by
month revision and renegotiation.

If you look at some of the things that happened in Latin American
countries when they have tried to stop inflation abruptly, vou see
that it often becomes difficult for people to make any contracts because
thev don’t know what to think abont the path of future prices. They
don’t know what they can confidently count on to build into their labor
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and other contracts. In countries such as Chﬂe or Brazil or Argentina,
the changes in real wage rates and real earnings that take place na
year would stagger Americans.

What we have started to do in the Dmfed States is to introduce the
same kind of climate. I would think that, in a process of slowing down
inflation, if the inflation slows down much more rapidly than people
had ‘mtlmpated then it means that the real cost of hiring people will
2o up. That would be an incentive to reduce employment.

Chairman Grrrerrus, Mr. Okun, would you care to comment ?

Mr. Oxuw. I would simply note that one reason that we are so

uncertain about how much of a sacrifice of output, real income, and
employment we need fo do the job of decelerating prices is that we
have never been able to keep our economy in a prosperous state with-
out being overheated. Processes of disinflation have often turned into
precesses of recession. One of the imnortant hanefits that we will get
if the present scenario does produce disinflation within the context of
prosperity is that we will get a better reading on what the maximum
safe temperature is for our economic boiler. “In that process, we do
have to look to measnres to improve our labor markets and measures
to make sure that Government policies don’t add unnecessarily to
costs and prices; in that way maybe over the long run, your dream
of very low unemployment rates and of reallv good price performance
can be realized. But it is going to take a long, long time.

Chairman Grrrrrrirs. Thank you. I would like to thank all of you.
I think from any standpoint this has been the most interesting panel
that we have had. I have enjoyed it tremendously.

I have to excuse myself now and Senator Proxmire will take over
the questioning.

Senmtor Proxmtre (now presiding). T w ould like to come back
again, Dr. Meiselman, I am not sure you answered my question. Yon
say, and I quote :

Since May there has been essentially no growth in the money supply. In my
judgment if the Federal Reserve does not soon reverse itself and increase the
stock of money at a rate of at least 2 to 3 percent a year we will have a serious
recession in 1972,

Now, most of the witnesses agree with vou, at least those who have
spoken on it, say this is what we should be thinking about, they did
especially the day that it was announced, that unemplovment has gone
to 4 percent from 315. But my question is, in view of this overw helm-
ing indication that the situation is going fo become more inflationary,
and that demand pressures are going to expand sharply, how can you
justify easing up anywhere, even in the monetary area, or would vou
combine this with a more stringent, fiscal policy than we now have?

Mr. Memserman. Well, first of all. T would not necessarily accept
your premise that inflation will accelerate from now on.

Resarding some of the evidence that vou cited, the information re-
garding plant and equipment expenditures, do not represent a very
onod predictor of what, in fact, the price level will be in the future.
Plant and equipment expenditures tend to lag business conditions, not
lead them. The high and rising expenditures are a response to what has
@one on before. Tvpically, at the peak of a business cycle, plant and
equipment expenditures are high and continue to rise for some time
after the economy is declining.
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At least in recent business cycles it would seem that the class of
expenditures that tend to lead turns in business conditions are the
expenditures of consumers. My impression is that consumer expendi-
tures have not been rising rapidly; also, that various surveys of con-
sumer ‘intentions and of consumer spending are not particularly
buoyant.

Senator Proxarike. Well, let me follow up then by getting at this
monetary problem : In the Banking Committee we have been very con-
cerned about the fact that the monetary restraint just hasn’t worked
very well where it should work. It has been devastating for housing,
it has slowed down the economy slightly but it has just about crucified
housing, it did it in 1966 and it 1s doing it again.

So far as the economy, take the loans by big banks, 60 percent of the
higgest banks of the country, industrial and commercial loans have
mcreased 12 percent this year, at exactly the same time when the Fed-
eral Reserve Board has been putting the brakes on. What the banks
did was to get Euro dollars, what they did was to sell their government
obligations, some of them; what they did was to float commercial
paper, their holding companies did, and so that the monetary policy
didn’t work where it should have. It didn’t slow down the unsustain-
able boom in business investment in plant and equipment.

Mr. MerseLman. Well, first of all, I think you have to realize that
there is a lag between the time that monetary policy changes and the
time that its effect is felt in the economy.

Senator Proxymire. During that lag the poor old housing takes it
on the head but good, devastating.

Mr. MerseLman. I quite agree with you that this may happen. In
addition in the past several years there have been other things that,
as you say, have been picking on housing, among them the one I
mapped out in my formal presentation; namely, the sharp increase
in Government expenditures.

There is a lag between the time there is a change in monetary policy
and the time that it has some effect. It is usually difficult to know ex-
actly which parts of the economy are going to feel the bite, but even-
tually that bite will be felt. In the aggregate it is starting to surface
now,

The period of lag between a change in monetary policy and impor-
tant aggregate effects themselves are variable. That is precisely the
reason large numbers of people do not look with favor on substantial
changes in monetary policy.

Senator Proxmire. I am one of them. I think we should follow a
policy of expanding the money supply at a slow rate and again I just
say it is very, very hard to accept any notion that this is the time for
easing restraints.

Mr. MrerseLman. If you have a monetary policy that has produced
an 8-percent increase in the money supply and shortly after that go to
zero, 1t s excessive restraint. If continued long enough it is bound to
pull the whole economy down. There will be some sectors of the econo-
my that will feel the brunt of the decline more than others.

+ Senator Proxyire. Let me ask you, Mr. Smith, we were all shocked
and surprised at the suddenness of the increase in the unemployment
rate from 314 to 4 percent, very, very sharp increase, with the expecta-
tion that it is going to continue. I was surprised that the morning that
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after it was released we had Treasury Secretary Kennedy and Budget -
Director Mayo before this committee, and they told this committee
that they had no plans to meet, no substantial plans, at least to meet,
a continued unemployment problem. If it got worse they just said
“Well, there 1s nothing we can do about it. There is nothing we can do
about it.” Tt seems they did say in all fairness to them, they would, of
course end the President’s restriction on Government construction,
which isn’t very much, $300 million a year annual rate at the present
time, that they would step up manpower training programs, which
doesn’t really provide a great deal of increase in jobs under those cir-
cumstances, 1t does not provide a job, it does provide some training;
what kind of action can we take in this very tough situation we seem
to be moving into?

Supposing we have this kind of a situation: Supposing we have 5
percent, 4145 to 5, to 514 percent unemployment, a continuous, a con-
tinual inflation, prices rising, at least consumer prices rising, what can
we do under these circumstances that is likely to be most effective?

They say, you say in your papers, ease the situation for the unem-
ployed. Well, of course, that 1s inflationary, too. We may have a real
family assistance program, the kind that is suggested in the House with
not $1,600 as a floor but $3,200, Congress might do something like that,
that has its inflationary implications. So what can we do? I think it
is the toughest economic problem there is. T don’t expect you to give
me a complete answer but what can you suggest ?

Mr. Sarra. We can be generous about unemployment compensation
for people thrown out of employment in order to cushion the impact of
unemployment on peoples’ living standards. But if it turns out that
we really can’t achieve an unemployment level that we are willing to
accept—if the cost of controlling inflation in terms of increased unem-
ployment turns out to be bigger than any of us think—then we may
have to take another look at the situation. At some point we may have
to consider accepting more inflation or look at some things like direct
controls over wages and prices which are extremely unpalatable to us.
That is, there comes some point at which the cost of maintaining a
stable price level in terms of unemployment gets so great that you have
to begin to look at some extremely unpalatable alternatives: accepting
more inflation and trying to live with it, or using some methods to con-
trol it that we have hitherto essentially ruled out. A

Senator ProxMire. How much economic sense is there in this notion:
That there are certain Federal expenditures that are peculiarly infla-
tionary. I am talking about Federal expenditures that don’t meet an
economic need, military expenditures, space expenditures, expenditures
of this kind. Obviously if you are spending money on housing you’re
spending money on it has an inflationary effect but you are providing
more housing, and that increases the employment. Timing isn’t very
good on housing, it is probably a bad example. If you are training
people you have an increase in the supply of skilled labor presumably.
This has a deflationary effect although the expenditures to train them
have an inflationary effect. So it would seem to me that the extent to
which we can shift our Federal expenditures out of this very inflation-
ary area of military expenditures, 1f we can do that consistent with our
national commitments, and so forth, and cut the space expenditures
which it seems to me are almost completely inflationary we can im-
prove the situation,
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Mr. Sarirn. The only difterence I can see between different kinds of
Federal expenditures in that regard is that some Federal expenditures
add to the productive capacity of the economy and expand the supply.

Senator Prox»rire. Right.

Mr. Sarrm. And, therefore, may be less inflationary than other
kinds. But the trouble is that the expansion in productive capacity that
comes from various kinds of expenditures comes very slowly—the in-
crease in productive capacity generated by the dollar of expenditures
in the current period is like 10 cents or 5 cents, and the increase on the
demand side is $1.

Senator Proxare. Would this be true of manpower training?

M. Sarrra. I think so, yes.

Senator Proxatrre. Even though you get a 6-week, 2-month pro-
gram. You take people who have no skill and you give them at least
enough training so they can get a job and become productive.

Mr. Sarrra. Well, it will cost you several thousand dollars to train
somebody and it is going to be some time before that man’'s net contri-
bution to output will be equal to the cost that you incurred in training
him. :

Senator Proxaire. Can any of you gentlemen see any path we can
follow other than you have already indicated in your prepared state-
ments to meet this kind of a situation of growing unemployment with
a continuation of unacceptable inflation. Mr. Okun ?

Mr. Oxuwn. The evidence of the past suggests that we really have no
excess demand reasons for inflationary pressures in a labor market with
as much as 414 percent unemployment. 1f it took 5 or 514 percent unem-
ployment to turn things around, 1 would say there is something struc-
turally wrong somewhere and that one would have to focus much more
strongly on the structural areas.

Senator Proxyrre. We, in the fifties it seemed to take something like
that. It really turned it around, didn’t it? We had, 1958 we went to 6.8
percent for the whole year. .

Mr. Oxux. Yes, but that is not the way I read the history. It is true
that we fell off the track and went up to nearly 7 percent unemploy-
ment. I think the process of deceleration of prices was already in mo-
tion, and that we could well have licked the inflation without having
the recession. We got the recession, but that doesn’t prove that we
needed the recession in order to cure the unemployment. We got the
recession because we made some very bad decisions about fiscal and
monetary policy in that period. We have not done a good job of man-
aging prosperity. That is why in so many cases in the past that the only
way ‘we got out of inflation was through a recessionary period.

Maybe we ought to look at a couple of bright spots. In 1951 and
1952 there was a very significant slowdown in prices without a
recession,

Senator Proxyure. Korean war.

Mr. Ogux. During the Korean war.

Senator Prox»ire. We had controls.

Mr. Oxoux. The controls didn’t seem to be doing a thing for us at
that time. The controls may have slowed down

Senator Proxyure. I would like to see controls that as you say
wouldn’t do a thing for us but would prevent the kind of inflation we
are having as it did in the Korean war period.
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Mr. Oxux. I can’t imagine any set of controls that would do any-
thing productive for us or “that would help the objectives we now have.

Late in 1966 and the first half of 1967 represent a period in which
we had a very marked improvement in the price and wage record with
a slow down rather than a recession.

Senator Proxxire. Well now, right there, I think that is an im-
portant period, because there seems to be a difference between econ-
omists who testified here, and you are stating it very well right now,
and the Federal Reserve Board and others who seem to be very un-
happy about that period, they all feel as if they let up too soon.
If they had followed through at that time and held their restraint a
little longer that perhaps we > could have prevented the kind of inflation
we are havi ing now. Some people feel if we passed a tax increase at
that time, slowed it down to that extent, we would have been better
off.

Mr. OxoN. I have no doubt there could have been a monetary policy
in 1967 that would have done the job of restraint. That would have
made a tax mcrease unnecessary and would ha\e prevented another
acceleration in prices.

My guess is that such a monetary policy would have kept home-
bulldmcr at levels of maybe half a million or at most 700,000 starts
for the last 2 or 3 years. It was really a decision about social
priorities on the composition of output that made it seem so important
to shift off the extreme monetary brakes into the fiscal area. At that
time, as you will recall with me, there wasn’t compelling evidence in
the spring and summer of 1967 that a new boom iwas emerging.
There was compelling evidence that homebul]dlnrr was coming back.

If the Federal Reserve had kept the economy in check with a
restrictive monetary policy, not only would this have had terribly
adverse consequences on homebuilding and on real interest rates, but
it also would have made it 1mpos51bl«> ever to convince the Conaress
and the American public of the need to get fiscal policy back on
track. We can always put down the monetary brakes hard enough
to offset fiscal stimulus but we would pay a high price for it in terms
of other objectives that you and I consider to be important.

Senator Proxmire. At any rate, I take it that you and Mr. Smith
and, perhaps Mr. Meiselman, I am not sure, would feel that in the
event unemployment got to a level of 5 pexcent that we should be
prepared to act to prev ent it from going higher, positive Federal action
providing whatever jobs are necessmry “to see that it will not go higher.
Is that correct?

Mv. Oxun. That would be a minimum statement of my position. I
think I would be quite concerned if it continued to move up sharply
from current levels.

Sena‘or Proxmirr. Would yvou say it would be sensible for an
administration to be prepared in the event this happened to act?

Mr. Oxon. Yes.

And the first action that would seem to be in order would be the
general reduction of monetary restraint. To put it bluntly, I don’t
think we should kid ourselves that any amount of manpower training
would really be an effective substitute.

Senator Proxmire. Would you also provide for a program of jobs,
if necessary, if monetary restraint didn’t do it, if this notion of
Keynes or Martin said you can’t push a string when we had a recession.
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Mr. Oxux. This would hardly be pushing a string.

Senator Proxmire. Not now, but the idea being if the unemploy-
ment continues to snowball and you get a psychology that is negative,
conceivably you might have a situation where low interest rates which
didn’t do much in other periods in the last years but in this period
might work, but would you say it would be sensible to have a program
to have jobs for those people unemployed if it gets a level of 5 percent ?

Mr. Oxux. That would be a good contingency plan. I would rather
put a low probability in a 180° turn in such private psychology at
this time. As you point out, all the pressures are more buoyant
demands, and I would hope we would swing away from a policy of
restraint before it turns

Senator Proxmire. All I am talking about is you have contingency
plans available as I think it is one of the elements of putting you in
a stronger position of making a fiscal fight against inflation.

Mr. %KUN. I would agree.

Senator Proxmire. Would you agree?

Mr. MeseLmaN. I would like to comment on that, if T may. I think
it would be very sad if we waited until unemployment reached 5 per-
cent before we did anything to change monetary policy.

Senator ProxMIRE. Yes; we agree on that.

Mr. MemseLyan. Because of the fact that what we would have done
by that time to produce that effect will tend to drive unemployment
even higher before a turnaround of policy takes effect. More stop-go !
I think now is the time to prevent unemployment from rising so
drastically. Secondly

Senator ProxMire. I don’t think Mr. Okun or I or Mr. Smith would
disagree with you on that. All we are saying is in the event un-

“employment becomes catastrophic, we are prepared to do other things
besides monetary policy.

Mr. MerseLmaN. Correct. '

But as to what those things are, I would rather reserve judgment
until I see what the prescriptions happen to be. Very often in the past,
things have been done on the basis of short run problems that seem
to get entrenched into law and then live on to plague us for many
years and themselves become long-run problems.

Senator Proxmire. Well, contingency plans can be a number of
thing;. Maybe you would favor a tax cut, is that what you had in
mind ?

Mr. MerseLman. I think that a tax cut might be called for under
some circumstances, :

I wouldn’t depend on it to achieve a great deal in the short run,
but perhapsit wouldn’t do any harm to try.

I think we should try to get tax cuts every year as a systematic mat-
ter but that is largely a structural matter and not primarily a stabiliza-
tion matter.

I would also like to comment on some of the discussion about the
relationship between inflation and unemployment.

Different investigators have found different relationships hetween
inflation and employment and many report no association at all. There
is a wide variety of estimates avallable and you can take your pick
among them. One of the reasons for this confusion is that measuring
unemployment is very hazardous. It is the difference between two sums

37-795—70——13
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which themselves are very difficult to measure. The one is, of course,
the labor force, and it is hard to know who is in the labor force. The
second is the number of people who are concurrently employed, and
that is very difficult to define, let alone measure.

Senator Proxmire. It is not quite that haphazard though, is it?
After all more people are queried about this unemployment figure
than almost anything we have going. We have what, 50,000 households
polled now. Compared with any of the other polls it should be quite
accurate.

Mr. MerseLman. But it is stlll a very hazardous number, not only
in terms—-—

Senator Proxmire. But the unemployment index poll taker goes
to the household and asks “Are you working or are you not working”
directly. It is not one of those things where you just take an aggregate
figure of the work force and then substract from it those who are at
work.

Mr. MriseLmaxN. I understand. There is a lot more that gees into
making the estimate than that. But the definition of the work force and
specification of the labor force and the specification of who, in fact, is
employed, all depends on a wide range of -economic and social factors
which themselves change from time to time.

Senator Proxmire. The last change we made statistically——

Mr. Mr1seLman. Pardon me?

Senator Proxmire. The last statistical change we made would tend
to ti{ghten up. They increased the age of those they consider out of
wor

Mr. Meiserman. Right.

This is an important statistic and there have been attempts to make
great improvement in this not only in terms-of the accuracy of the
measurement of unemployment but also in terms of the analysis of
what the figure itself means. I merely want to point out that the ac-
curacy of the number, given its importance, leaves a great deal to
be desired. Maybe that is the best we can do. I do wish to emphasize
that the determinants of that number depend on a wide range of
economic and social factors which themselves are subject to a great
deal of change from time to time, not the least of which is the state of
inflation expectations.

Again, if you look at what happens in some Latin American coun-
tries, you can find inflation of 40 percent, and unemployment of 10 to
15 percent. You can find inflation of 2 percent accompanied by essen-
tially no unemployment. The relationship (within) individual coun-
tries and among countries varies drastically from time to time. The
Phillips curve is more of a presumption of fact than a stable empirical
regularity.

Senator Proxyire. Yes, but Mr. Meiselman, after all there is such
an enormous difference between this country and Peru or this coun-
try and Colombia just-as there is a grant difference in the measure-
ment of statistics, unemployment statlstlcs, between this country and
Europe, and also 1 in the makeup of the work force between this coun-
try and Europe.

Mr. MriseLman. But not necessarily in the underlying economic
relationships.

Senator Proxmire. But wouldn’t you agree over the years there has
been, unfortunately, we have had a falrly stable relationship when
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unemployment gets below 4 percent, unfortunately the price level
begins to rise rather sharply, and when it is above 4 percent we some-
times get it but much less frequently.

Mr. MeiseLaan. Again, I think you have to look at it in terms
of the dynamic context of the period. If you are looking at the post-
war period when we have had a secular upward drift of prices what
you are doing is superimposing a business cycle on the upward drift.
If you did the same thing by looking at the price and unemployment
experience of the earlier U.S. history, say, from the time after the
Civil War down to the turn of the century, you would not find any-
thing like that. What you would find is that there was a downward
secular drift of prices, and that you would get the outlines of diftferent
apparent relationships of employment, prices, and wages than we
now seem to have over the cycle. For example, money wage rates often
remained the same for long periods of time. People took productivity
gain in the forms of lower prices.

Senator Proxmire. Well, let me just ask one other question, and
incidentally, you have a great deal in your paper with which I warmly
agree, but I would like to ask you if it isn’t true, doesn’t seem to be
true, Mr. Meiselman, that the 1968 tax increase is now having a slow-
down effect. You sald it had little or no effect on an inflation in the
period right after it was enacted, almost 12 months after it was enacted,
more than 12 months, it is now 15 or 16 months, and it seems to be true,
but right now it does seem the underlying forces are slowing down and
unemployment is increasing to some extent. There is a slowdown in
production, a slowdown in some other areas, a slowdown in the rate
of increase at least. Would you deny that?

Mr. MEerseLyan. Well, I wouldn’t deny the fact that there are
various slowdowns going on, but the fact of the matter is that we have
had two things working in the same direction at least since May, so
that it may be difficult to attribute the slowdown to the change in
taxes rather than to the change in monetary policy.

I can point to the fact that until there was a drastic turn in mone-
tary policy during the spring, long after the time that the surtax
was enacted, there was very Iittle, 1f anything, that we could point
to in terms of the effects of the surtax on either aggregate spending
or in interest rates. Also, personal saving fell by virtually the same
amount as income tax collléctions rose due to the surtax.

Since-May it is rather difficult to separate the two effects. Per-
haps later on we might be able to do by the use of more sophisticated
statistical tools.

Senator ProxyIre. Mr. Smith?

Mr. Svrta. I would just like to point out that the rate of growth
of real GNP has slowed down noticeably in every single quarter since
the second quarter of last year. I am not trying to attribute all that
to the tax increase. :

Mr. MEerserazan. I would attribute most of that to the fact that we
largely ran out of unemployed workers and bumped up against the
constraint of the total labor force in this country. The fact we haven’t
grown so rapidly isn’t very commendable but at the same time I believe
1t is largely attributable to the fact that there were just so few addi-
tional people to go to work, given the barriers in the labor market.
That, itself, has nothing to do with monetary policy or fiscal policy.
It happens to do with the number of hands available to work 1n this
country.
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Senator Proxmire. Now wait a minute, you say hands available
to work. We still have, we have today, 3 million out of work. We
haven’t been below 3 percent during this period. In the Korean period
we were down well below 3 percent at one point—not well below,
but below it. So to say we are right up against the limit, our work
force is at the limit. I just wonder if that is the reason why the GNP
has slowed down. After all hours of work have been reduced, have
slowed down some.

Mr. Oxuwn. If I may——

Senator Proxmire. Yes.

Mr. Okun. It is remarkable that we banged into that ceiling just
at the middle of 1968 when it just so happened that some fiscal policy
measures were being taken. You will notice that in the first half of
1968 our real growth was advancing at a 6 percent rate, so that limit
on capacity wasn’t very severe at that time. In the second half of the
year, as Mr. Smith pointed out, we began to get a very noticeable
deceleration not only in real growth but also in the current price
advances of the economy—from about a $43 billion first half to a $32
billion second half.

Senator Proxmire. You see I opposed the surtax, I voted against it,
I spoke against it, but I do thing that the—it is hard to deny the fact
that absent the surtax you wouldn’t have had even higher interest
rates, absent the surtax you wouldn’t have had other problems that
would be worse than they are at the present time economically.

Mr. MeiseLman. Well, I don’t think

Senator Proxmire. I will agree we didn’t have much evidence the
surtax was helping until monetary policy became tight, too. But I
think if we had this $10, $11 billion a year additional in the economy
I doubt all of it would have been saved.

Mr. MerseLmaxN. The principal effect on interest rates should have
been felt within the first 6 months. There was little to see but still
higher rates.

Senator Proxmre. The principal effect on what?

Mr. MeiseLman. On interest rates, largely because of the reduction
in the number of securities that the Treasury would have to issue,
and the resulting reduction of pressure on the capital markets.

Senator Proxyrre. I am sorry, I am afraid Mr. Smith was cut off.

Mr. Smrra. I just wanted to say the employment ceiling is a little
hard to buy when you recognize the fact that total employment has
increased on the order of 2.8 million from August last year to August
this year. We didn’t run into an employment ceiling where we didn’t
have any more people to employ. One of the reasons why, as I pointed
out before, the slowdown in growth has not gone through into a slow-
down in prices is because employment kept right on picking up while
Teal output growth slowed down.

Senator Proxmire. Well, gentlemen, I want to thank all of you.
This has been most spirited and interesting. As I say, Mr. Meiselman,
I didn’t mean to indicate I didn’t have great regard for your fine
paper and many of the conclusions in it. I just wanted to ask you about
that particular point which does seem to be one T would like to get
some answers on. Thank you, gentlemen, very, very much.

Tomorrow the subcommittee will reconvene in this room to hear
three experts on medical costs. The committee will stand in recess
until then. )

(Whereupon, at 12:25 p.m., the hearing was recessed, to reconvene,
Tuesday, October 14, 1969, at 10 a.m.)




THE FEDERAL BUDGET, INFLATION, AND
FULL EMPLOYMENT

TUESDAY, OCTOBER 14, 1969

CoxGRESS OF THE UNITED STATES,
SuscomMITTEE ON Fiscar Povrrcy,
Joint Ecoxomic CoMMITIEE,
Washington, D.C.

The Subcommittee on Fiscal Policy met, pursuant to recess, at
10 a.m., in room G-308, New Senate Office Building, Hon. Martha W.
Griftiths (chairman of the subcommittee) presiding.

Present : Representative Griffiths.

Also present : John R. Stark, executive director; James W. Knowles,
director of research; Loughlin F. McHugh and Courtenay Slater,
economists; and Douglas C. Frechtling, economist for minority.

Ch(il.irman Grrrriras. The Subcommittee on Fiscal Policy will come
to order.

This morning the subcommittee turns its attention to medical costs,
a field in which inflation has been particularly evident in recent years.
Inflation in this field is of great importance not merely to individual
families but also to the Congress 1n view of the substantial public
programs such as medicare and medicaid. Hospital costs have sky-
rocketed under the impact of rapidly rising costs and prices.

We are very happy this morning to hear from three outstanding
experts, Mr. Rashi Fein, professor of the economics of medicine at
Harvard Medical School and also a member of the faculty of the John
Fitzgerald Kennedy School of Government, Harvard University ; Mr.
Arthur E. Hess, Deputy Commissioner, Social Security Administra-
tion, Department of Health, Education, and Welfare; and Dr. John
H. Knowles, general director of the Massachusetts General Hospital.

I would like to say to you gentlemen how grateful I am to you for
being with us this morning. We will hear from each of you in an open-
ing statement and then we will proceed with questions.

. Professor Fein, will you please lead oft ?

STATEMENT OF RASHI FEIN, PROFESSOR OF THE ECONOMICS OF
MEDICINE, HARVARD MEDICAL SCHOOL

Mr. Ferx. Madame Chairman and members of the subcommittee.
My name is Rashi Fein. T am an economist and hold appointments as
professor of the economics of medicine at the Harvard Medical School
and as a member of the faculty of the John Fitzgerald Kennedy School
of Government, Harvard University. I welcome this opportunity to
appear before you and discuss the implications of inflation in medical
care prices.

(191)
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The issue of inflation and medical care prices is a most important
‘one both because of the importance of medical care to all Americans,
and because of the size of the price increases.

In the 3 years ending June 1969 -medical care prices rose by 22.2
percent. This increase was almost twice that of the Consumer Price
Index (CPI) which—excluding medical care—rose by 12.4 percent.
Much of the differential was due to behavior in fiscal 1967, but even
in the last year, fiscal 1969, medical care prices have risen by 7.5 percent
compared to the rise in the CPI (excluding medical care) of 5.4 per-
cent—one almost wants to say “only” 5.4 but one hesitates.

These are not insignificant increases and they cannot be ignored,
particularly when we consider the nature of medical care itself. Medi-
cal care has a weight of 6 percent in the overall CPI. Most Americans
include it in their “market basket” of purchases and all Americans fear
that they will be called upon to spend—on an involuntary basis—a
high proportion of their income for medical care. Furthermore, there
is significant variation around that 6 percent weight. Some Americans
spend much much more than 6 or 10 or 15 percent of their income on
medical care.

All Americans fear that they may have to do so.

The fear of being sick is great. The fear of losing income when one
is sick is overwhelming. To those fears are added the prospects of
paying hospital daily service charges that have risen by 55 percent in
the last 8 years and of paying physician fees that have risen by 22
percent.

That there is cause for alarm is evident. I shall not use the brief
‘time available to me to document the inflationary pressures. This sub-
-.committee is fully aware of them and these hearings are evidence of
‘that awareness and concern.

Let me instead address myself to what T see as the reasons for the
rapid inflation and the policy implications that flow from my
observations.

11

The conventional wisdom offers a relatively simple explanation for
the inflationary pressures in the medical arena. The explanation is
simple and traditional. It assumes certain market conditions. In effect
it says that the culprits are medicare and medicaid and that the process
of inflation is due to excess demand. Medicare-medicaid, so the expla-
nation runs, increased demand for medical care and demand pushing
against a nonelastic supply—a supply that could not expand rapidly—
resulted in price increases. I believe that I find demand and supply
curves as esthetically pleasing as the next person, but the question is
not one of esthetics but of analysis. I believe that the analysis is faulty.

It is true that the sharpest increases in medical care prices occurred
in the first year of medicare-medicaid. It is true that one of the pur-
poses of these programs was to expand demand. It may be true that
supply did not respond as rapidly as one would like. All of this, how-
ever, does not necessarily mean that hospitals and physicians raised
their prices as a direct consequence of the shift in demand and in order
to fill the required rationing function. Prices did not increase in order
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to equilibrate supply and demand, the normal function of price
increase.

This committee does not need elaboration of the concept of admin-
istered prices. For over a decade you have been concerned with the
problem. I believe that that kind of an issue is involved here.

Medicare and medicaid did at least three things: (1) they expanded
demand; (2) they put the Government in the business of payment—in
part in the business of signing blank checks; (3) they create a climate
of opinion, an even greater awareness on the part of the health pro-
fessions of the medical marketplace.

Some part of the inflation in physician fees occurred, because
physicians became more and more price conscious. Some occurred be-
cause physicians believe that prices would eventually be “frozen” and
they wanted to raise fees before the freeze. Some occurred because phy-
sicians wanted to maintain their share of the health dollar—and with
hospital prices zooming they had to increase their prices significantly
to keep their “shave of the pie.” Some occurred because physician fees
do not move in small amounts, nickels and dimes, but in dollar
amounts—which on a per visit basis means large percentages. Much
occurred because physicians can be—and were—fairly arbitrary in
their setting of fees. The medical care market is an unusual one: It is
a market with price discrimination, a market characterized by diver-
sity in the product, by difficulties in measuring quality, by consumer
ignorance and inability to judge performance, by physiciai ability to
stimulate and expand demand, by lack of competition, and by “ethics”
that restrict competitive behavior. What I am saying is that physi-
cians can set their fees—that these fees do not arise in the inexorable
way described by the law of supply and demand. Given a new climate
of opinion regarding economic affairs and prices and a new financing
pattern involving underwriting by the Federal Government, fees
rose.

The case with hospitals is somewhat different. Here, in part, we have
the catching up process for hospital employees, that underpaid group
who previously were subsidizing the sick patient. The increase in their
incomes, in no small measure the result of medicare and medicaid
finamcing, is not to be deplored. Surely none of us would want to fight
mflation by recommending that the underpaid hospital employee bear
the cost of the battle. But the rise in hospital prices is not to be ex-
plained only by the increase in wages and salaries. Part of the rise
15 explained by the expansion of demand, an expansion that entailed
higher costs. Yet, the increase was also added to by the pattern of
financing, by the lack of a spur to efficiency and by the general under-
writing of costs. The latter, it should be clear, is not an excess demand
explanation but one which relies on the fact that producers were price
conscious and that they could pass costs on to someone. The Govern-
ment stood ready to pay the bill.

Could we really have expected other behavior? After a bruising
political battle to enact medicare and medicaid, Government extended
a hand of friendship to the medical community—and extended it in
a most friendly way, by signing a blank check. And the medical com-
munity was gracious and accepted the offer. And prices—discretionary
prices—rose. Did we really expect to change the whole financial struc-
ture and have prices stay the same? Pediatric care—not a service
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that medicare patients require and that the relatively few medicaid
dollars finance—rose by 22 percent in the 3 years ending June 1969.
How is this explained by excess demand? Is not the more proper
explanation that the pediatrician joined his colleagues in raising fees
because he, as they, could do so?

There was, after all, a whole history of behavior under Blue Cross
and Blue Shield Insurance, under third party payment—a history
of fee increases paid for by insurance companies—and ultimately by
the consumer—because the physician and others could more readily
raise their fees to that impersonal thing called an insurance company
than to the individual patient. But that history was forgotten or
ignored. '

Let me make clear that I am not faulting the Social Security Ad-
ministration or the Medical Services Administration of HEW. This
is not a matter of graft, collusion, cheating. That is not the issue.
HEW'’s hands were tied and HEW had little power and control. For
the Congress, in line with our traditions, had designed a system with
little control, a system which was not “run from Washington,” a sys-
tem with noninterference as a slogan. We wanted it both ways: little
control and low prices. We batted .500 and are now all paying the
price for the one we missed. But that is history. The time has come
to recognize that today responsible action demands intervention. It
is this matter that I now propose to turn to.

IT1

If the inflation is not the simple result of excess demand, if it is
the result of discretionary price behavior in a very unusual market,
what are the consequences?

In a letter to the Wall Street Journal published on September 2,
Professor Galbraith argued for a mechanism of price