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THE PRESIDENT'S NEW ECONOMIC PROGRAM

THURSDAY, AUGUST 19, 1971

Congcress or THE UNTED STATES,
Jomnt Economic COMMITTEE,
Washington, D.C.

The committee met, pursuant to notice, at 10:05 a.m. in room 1202,
New Senate Office Building, Hon. William Proxmire (chairman of the
committee) presiding.

Present : Senators Proxmire and Mansfield.

Also present : John R. Stark, executive director; James W. Knowles,
director of research; Loughlin F. McHugh, senior economist; John
R. Karlik, Richard F. Kaufman, and Courtenay M. Slater, econ-
omists; Lucy A. Falcone, research economist; and Walter B. Laessig,
economist for the minority. ' '

OPENING STATEMENT OF CHAIRMAN PROXMIRE

Chairman ProxMire. The committee will come to order.

Today the committee opens one of the more important sets of hear-
ings in its history. The President has just brought about a drastic
change of course i public economic policy, one that switched the Na-
tion from a passive economic policy to an activist one. The President
has released what I have referred to as an “economic bombshell.”

This committee has the primary responsibility of advising the Con-
gress on economic policy. In view of the momentous effects that the
President’s program is having and will have, it is essential that we
start these hearings as soon as possible.

Of course, I would have preferred that we could have had hearings
at a time when members of the committee were in town and could be
here, but there is no way we could do that save defer them until after
September 8, and I think we shouldn’t defer a matter of this great
importance that long because this committee’s function is to develop
a record and make the recommendations in a timely way to the Con-
gress, and, I think, to wait until September 8 when the committees
that have jurisdiction over the legislation involved in this program
meet, would betoo long and too late.

Because the administration is still working on program plans, they
have said they were not able to testify at this time. But the Congress -
and the public cannot afford to wait. We are embarked on a startlingly
new course. This committee has a major role in bringing as much
intelligence and wisdom as possible to bear on the economic problems
ahead. Breaking the back of inflation and stimulating our economy
in this golden 3-month period is going to require public and congres-
sional understanding and discriminating support. Engendering this
understanding is the mission of this committee.

(N
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We are interested in all aspects of the President’s program and in-
‘tend to explore them. But I think it is fair to say that the most crucial
element, so far as the great majority of the people are concerned, is
his effort to stop the upward spiral of costs and prices which has been
plaguing the Nation. I might add that this is in accordance with the
recommendations of a majority of economists and with the repeated
urgings of the Joint Economic 'Committee. We recommended a pro-
gram somewhat different in form and longer in term, and I expect,
among other things, to explore the relation between what the Presi-
dent 1s doing or may do and the recommendations of this committee.

In any case, it is imperative that the new cost-of-living council imme-
diately take vigorous and effective steps to carry out the purpose of the
President’s actions in the interest of achieving a greater stability of
wages and prices. Greater stability is a crucially necessary element in
restoring full employment. As I have said before, the Congress and
the public are awaiting anxiously to learn what programs the admin-
istration is developing to carry out its purposes. We intend to hear
from some leading economists and from several former officials who
have directed wage or price programs in past emergencies.

They have a tremendous amount of knowledge and help to give us
and we mean to avail ourselves of it. Later, we will also hear from
leaders of labor and business and representatives of .consumers and
other affected groups. o

The fundamental, underlying purpose of these hearings is to achieve
a deeper and better public and congressional understanding of the
sacrifices and burdens that many groups in our economy are going to
have to bear if we are to break the back of inflation.

‘If we are going to achieve this extremely difficult victory over in-
flation while stimulating the economy, it is going to depend, above all,
on the broad and deep public and congressional understanding of what
is at stake and what sacrifices have to be made. These hearings are
designed to develop that understanding.

I am convinced that once this is fully understood, there will be a
good chance to achieve an understanding and an agreement which will
malke it possible to hold down price increases.

T am also convinced that without this understanding, the prospects
of keeping inflation under control are extremely unlikely.

That is why, in my view, it was so important to have these hearings,
to have them now, and to ask the ablest economic experts, the most
experienced administrators of price control, and those with the au-
thority and responsibility for the actions of organized labor and of
business to appear before the committee.

Today we are particularly fortunate in having as our leadoff wit-
ness, Mr. Walter Heller, one of the most eminent of American econ-
omists and a man who achieved great distinction as the Chairman of

-the Council of Economic Advisers during the Kennedy and Johnson
adininistrations, and as an economic statesman since that time.

Mr. Heller was the father and certainly the outstanding expert on
the wage-price guidelines that helped hold inflation under control in
the early 1960’s. ) : L

Mr. Heller needs no introduction to the Joint Economic Committee.
He has Been ofie of the most outstanding contributors to our work over
the years and, as always, we are deliglited to welcorie him again.
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May I say that I am delighted and very proud that the majority
leader has interrupted his recess to come join the committee this morn-
ing at my request, at my urgent request. This is of such great import
and significance to the Congress that I felt having the majority leader
here would be most helpful to us and indicative of the very great
interest we have in this program.

Mr. Heller, you may proceed in your own fashion.

STATEMENT OF WALTER HELLER, PROFESSOR OF ECONOMICS,
UNIVERSITY OF MINNESOTA

Mr. Herier. Thank you, Mr., Chairman, Senator Mansfield, I wel-
come this opportunity to examine with you the historic initiatives the
President took Sunday night, initiatives, by the way, for which your
committee 1aid much of the groundwork not only by stimulating the
Congress to its farsighted action in forcing the necessary standby au-
thority for a wage-price freeze on a rather reluctant President, but
also by the prophetic work of the Reuss subcommittee on cutting the
dollar free from gold. Your recent program for fiscal stimulus is also
right on the mark. Indeed, it points the way for Congress to bring
some balance and put some real thrust into the President’s lopsided
and rather weak-kneed program of fiscal stimulus.

In my informal opening remarks this morning I would like to do
three things: First make a few observations on the President’s bold
new economic package as a whole. Second, comment briefly on the
wage-price-rent freeze and the floating of the dollar. Third, zero in on
the President’s fiscal package on which I believe the Congress has a

reat deal of work to do, not merely in responding to the President’s
Initiative but in adjusting the package so that it will have more thrust
and better balance. ' '

I referred a moment ago to the historic nature of the President’s
about-face on economic policy, his economic trip to Peking, if you will.-
And it is historic. The economic world will never be quite the same
again. Floating the dollar really pulls out the linchpin of the world’s
monetary system, and inevitably puts the world on a new, and I hope,
more flexible monetary course.

And the first peacetime wage-price freeze in our history means that
business and labor and the consumer are on notice that the Govern-
ment is going to be a price-wage watchdog from here on out. We have
added to our traditional fiscal and monetary weapons against infla-
tion the big stick—not always the fact but always at least the threat—
of direct intervention in private wage-price decisions. That is a major
change, not just in this administration, but in the basic setting of eco-
nomic policy from now on. No economic calculus of the future can
ignore that.

Sunday night, the country heaved a huge collective sigh of relief
that the President was at long last biting the economic bullet. Indeed,
he deserves high marks for his courage and his logic in floating the
dollar, clamping on a temporary wage-price-rent freeze, and revers-
ing himself on the tax stimulus to put more starch into our wobbly
recovery.

. But now that the initial euphoria is wearing off a bit, the country
is also saying “you know, that was great for openers but where do
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we g0 from here?” And that is why your Joint Economic Commit-

tee hearings are sotimely and so vital. )
" The President’s blockbusting initiatives are just that, intiatives.

They open doors that the administration had kept securely locked for.
over two and a half years. But now that they are open, what next?

In addressing myself to that question, I don’t intend to be a carp-
ing critic today—no carping criticism, just constructive criticism, and
I hope that you will discern the difference.

Never mind that two and a half years of hands-off economics and an
economic game plan that was more talk than action had a lot to do
with the economic fix we are in, with the conversion of the “economic
mess” the administration inherited into an economic crisis that was
catching up with usthis summer. ‘

- Never mind either that the President’s rhetoric isn’t really consistent
with his logic. In effect he has told us the patient is doing fine, so we
are going to operate. But actions do speak louder than words. The
President has moved from a do-nothing to a do-something policy, from
a no-no to a go-go policy, and that alone is enormously important in
terms of its potential for consumer and taxpayer confidence.

But the critical point now, I repeat, isto recognize that these bold
initiatives are only first steps to cope with the three-ply crisis of a
faltering recovery, of a vicious price-wage spiral, and a teetering dol-
lar. The White House, the Congress, and the country are going to be
judged not so much by what the President did last Sunday as by the
fellowthrough, by what is done to capitalize on the new options and
opportunities that he so unexpectedly opened up. Let me illustrate
that with some specifics in the international and wage-price field. -

In the international field he set the dollar free unilaterally and with:-
out consultation. Now that lanced the boil. It took the unbearable
immediate pressure off the dollar. Economists and financial observ-
ers—throughout this country, at least—almost universally applaud
the floating of the dollar. But now we have to go into multinational
full consultation to convert that action into a more lasting and more
flexible adjustment of the dollar to other currencies. We must make
Tull use of the golden opportunity that he has created (perhaps that
wasn’t quite the right a(ﬁ ective) not simply to rejigger the fixed pari-
ties but to set the world monetary system on a new course of auto-
matic and elastic adjustment—of wider bands and a broader cur-
rency base—that will end the periodic crises that have bedeviled us
over the past 10 years in particular.

~ Or take the wage-price-rent freeze, that surprising shock treatment.
‘We needed that, but what comes next? After the shock therapy, do we
slide into a straight jacket of direct mandatory controls because of
inadequate planning or impatience with some of the reactions to the
freeze or the messiness of a voluntary freeze? Or do we, as I would
prefer, use the time and the leverage that the President’s hasty but
courageous freeze order has given us to develop, not a binding straight
jacket of controls that fastens a huge bureaucracy on us and erodes our
economic freedom, but a set of carefully thought out wage-price tran-
quilizers that will replace the wage-price freeze with wage-price
moderation ?

And here again the Président has laid the groundwork. But there is
not a moment to lose, it seems to me, in getting labor, business, and
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public representatives in this country to hammer out some kind of a
social compact, some kind of ground rules, some kind of a plan for a
wage-price review board, not mfmdatory controls, that can replace the
freeze once the 90 days are over. Ninety days is a terribly short time.
The President and his advisers should be spending virtually full
. time on.phase two. .

We are already seeing what a Pandora’s Box direct controls open
up. Just consider, for ex‘unple, teachers who are unlucky enough to
have their salary increases go into.effect on a 9-moznth or 10-month
basis—they ‘are frozen out—while those who are paid on a 12-month
‘basis are frozen in. Or when is an egg or a soybean or honey a raw
agricultural product and when does ‘it become . processed food, and
who gets squeezed when one is controlled and the other isn’t? Or con-
sider the hasslé over pro football salaries. Imagine the Government
-permanently in the business of deciding all of these shppely and often
almost ludicrous_questions. .

- It is going to-be an extreme]v informative lesson to the pubhc to
see the potential for massive bureaucracy and eventual corruption im-
plicit in trying. to fmsben a full- ﬂedged system of controls on this enor:
nmous economy. .

Now, let me turn. to the p10crram for fiscal stimulus because that is
where the program the’ President announced last Sunday leaves most
‘to be desired. His'tax program and budgét program are heavily biased
against the modest and low income ffmuhes "In putting its big chips

" on business and investment when it is the consumer who needs.the
stimulus, his programas it stands is strictly cart-before-the-horse eco-
mnomics. If the Congress does not bring more balance and stimulus into
the President’s tax and budget program, more relief for the little
fellow, T'am afraid that what ‘the President gains in the swings he will
lose in the round-about. What he gains in the intangibles of consumer
confidence and at least temporary- “relief from the inflation bugaboo he

may lose in the specifics of his wrong-side-to fiscal program.

Let me get to the specifics. Look at, first of all, the tax relief for
business. Earlier this year, by Executive action, the President put into
place new accelerated depr eciation rules that are worth about $4 bil-
lion’ a year of tax savings to business. Now he is proposing to super-
impose on that $5 billion more of relief for business, at least in the first
year (cutting it after that to $214 billion a year).

That is $9 billion of immediate relief for business. That is raw
meat for business, and the consumer gets little more than a soupbone.

He gets an acceleration of higher exemptions and standard deduc-
tions, which is w orth some $21/> billion for 1 year. He gets relief from
the automobile excise tax in the save- Detroit part of the program.
Granted, that is another $214 billion, but only those who can afford
to buy a new car will get any direct benefit.

A]so let me note that I agree with Allen Otten’s column this morn-
ing in the Wall Street Journal which says that in a day and age when
we are trying to fight pollution, when we are trying to get some of the
emphasis away from that gre‘Lt American symbol, the automobile, it
1s somewhat curious to focus the most effective ]ob creating part of
the President’s program on that part of the economy. And with your
permission, Mr. Chalrman I would like to enter Mr. Otten’s column
in the record.
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Chairman Proxmire. Yes; that was an excellent column, I read it,
and without objection it will be put into the record following your
oral statement. '

Mr. Hevrer. Both from the standpoint of fairness in taxation, and
from the standpoint of consumer sluggishness as the key to our slow
recovery, the President’s fiscal program is wrong-side-to. Let’s review
the numbers. He has $9 billion o% tax relief this year for business
(coupling those two measures, the accelerated depreciation and the
investment credit). He has about $214 billion for the general taxpayer
(plus the auto excise repeal). Then, in a rather contradictory move,
he offsets a very considerable part of the new stimulus with budget cuts
in the areas that hurt the little man most, especially the postponement
of welfare reform.

It seems to me he should have done exactly the opposite with the wel-
fare program. As part of a recovery program focussed on the con-
sumer, the fellow we need to stimulate, he should have tried to ac-
celerate that program rather than delay it for a year. The disad-
vantaged and Jower income population of this country, as they look
more closely at the President’s fiscal package, could be forgiven for
saying, “It looks to us as though there is a big boon to business and
a big boost to the automobile industry at our expense.” This is where
the Congress surely has a great deal of work to do.

Look at the economics of it. Less than 75 percent of our operating
capacity in manufacturing is being used today. Somewhere between
25 and 30 percent of that capacity is idle. Under those circumstances,
good economics would say, get the consumer back into the marketplace,
get him to increase his spending and thereby turn the wheels of in-
dustry faster. As unused capacity falls, higher investment in ma-
chinery and equipment and new plants will surely follow.

Now some might say, but won’t that touch off inflation? Mr. Chair-
man, we have today a $70 billion deficiency of aggregate demand. We
have not only broken the back of demand inflation, we have killed it.
Demand is running $70 billion below the capacity of the economy to
produce. At the same time, cost-push inflation is abating. That is to
say, last year average hourly compensation rose some 714 percent, off-
set by less than 1 percent increase in productivity per man-hour. This
year the increase in average hourly compensation may again be about
i?l 14, percent, but it is offset by 3 or 4 percent in productivity per man-

our.

So the major inflation thrust that’s left is exceptional. And Mr.
Nixon’s program should help break the psychology or psychosis of in-
flation. So it doesn’t make good economic sense to be so niggardly with
the consumer. His stepped-up spending will, under these circumstances,
express itself mainly in more output, more jobs, more income, and not
in higher prices. So both in equity and in economic terms, the Presi-
dent’s fiscal package is lopsided.

How can the Congress redress the balance? Using last weekend’s
Joint Economic Committee proposals as a point of departure, the Con-
gress might readjust the President’s program—in pursuit of his own
laudable objectives—as follows: :

No. 1, substitute the investment credit for liberalized depreciation.
That depreciation revision is already tied up in the courts so it is not
having much stimulative effect on investment. Even at best, it is very
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slow acting while the tax credit operates quickly. And to undercut and
compromise the long-run productive power of the revenue system by
$7 to $9 billion, as the combined depreciation and credit provisions
would do, is indefensible in the light of the Nation’s aching social
needs.

Two, having saved $4 billion a year of permanent tax revenue by
dropping the depreciation giveaway, give the individual taxpayer an
added $214% billion of one-shot tax relief by backdating the full 1972
and 1973 exemption and standard deduction increases to July 1, 1971.
No reason that can’t be done by cutting withholding rates quickly and
issuing refunds early in 1972. The added stimulus would be fast, wide-
spread, and right on target. :

Three, by all means do what the committee has recommended, post-
pone that onerous increase in payroll taxes for social security pur-
poses that would otherwise go into effect on January 1. That is a
whopping tax increase of $5 billion or more. It has no business going
into effect in an economy that is struggling hard to recover lost ground.

Four, enact welfare reform without delay.

I'might underscore what I regard as a key characteristic of these pro-
posals: They sharply step up the economic stimulus of the fiscal pack-
age without undercutting Federal tax revenues in the longer pull
Indeed, $4 bililon annuaﬁy of those revenues would be preserveg by
dropping the depreciation bonanza.

I would summarize by saying once more that we can welcome the
President’s bold economic imtiatives; they are a great relief. They put
us back in the driver’s seat, internationally, and start us back toward
the right course, domestically. The fact that the President has grasped
the nettle can help restore consumer confidence and change expecta-
tions, especially if the followthrough is prompt and balanced. But the
followthrough is vital. And in particular, the fiscal provisions for stim-.
ulus of the economy are seriously deficient and urgently need correction
in the course of congressional consideration.

(The article referred to in Mr. Heller’s oral statement for the record
follows:)

[From the Wall Street Jeurnal, Aug. 19, 1971)
POLITICE AND PEOPLE—AUTO-INTOXICATION

(By Alan L. Otten)

‘WasHINGTON.—This column is dedicated to the proposition that at least one
part of President Nixon’s dramatic program—repeal of the 7% auto excise tax—
may be great economics but is nonetheless very poor public policy.

The President’s purpose is clear enough: By lowering car prices. to stimulate
auto buying and thus expand employment in the auto industry, and all the auto
industry’s supplying system--steel, glass, tires, plastics. textiles and the rest.
Early reaction suggests this probably is precisely what will happen.

Auto executives in Detroit hail the move: they see a strong surge in sales;
interviews with the man-on-the-street indicate thata good many Americans indeed
now plan to buy new cars they otherwise would have done without or at least
delayed purchasing. The stock market stamps the final seal of approval on this
analysis, with healthy gains posted for General Motors, Ford, Chrysler, even
American Motors.

Yet couldn't President Nixon have found some better way to stimulate the
economy ? Aren’t more cars just about the last thing the country needs right now—
more congestion, more pollution, more accidents?

More cars inevitably mean greater pressure for more highways, already cut-
ting too wide a swath through the central city and the countryside. Senate
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Finance Committee Chairman Long broaches the thought that only part of the
excise tax be lifted, and the rest be earmarked for new road-building. More cars
need more parking space in the cities, wider-sprawling-shopping centers in the
suburbs. The drive to pave the nation highballs along.

Some continued movement in this entire direction is probably inevitable any-
how, as the nation’s population continues to expand and as rising standards of
lwmg make car owners out of poor families that couldn’t afford a car before, make
two-car families out of one-car families, and even three-car families out of two-
car ones. But why artificially stimulate thé process?.There’s always the chance
that somewhere along the way the nation may come up with more reasonable an-
swers to the problems of getting from here to there.

Eugene McCarthy, the cymcal poet-philosopher of the Democratu: Party,
views the country’s auto-mania as merely the latest evidence of the classical
theme of “whom the gods would destroy, they first make mad.” In 'a recent New
Republic article outlining his own suggestions for: lhandhng current economic
problems, Mr. McCarthy complained that “much of what is being produced by
the American economy does not sahsfy real human. needs.” He cited military
and space spending, and then zeroed in on Detroit.

“A comparable waste in expénditures by the federal government at least in
the short run. is the highway building program.” he wrote. “As a matter of fact,
the whole automobile industry is extremely wasteful. Most of the automobiles
are one-third to two times larger than they should be; they use more fuel than
they should ; they contaminate more than they should; they take up more space
than they should both in parking and on the hlghway, and, of course, 1n their
construction, more material than should bé are used.

“This industry, more than any other, competes with military e\peudxtures and
with war for materials, manpower and finances. If Marx had known about
Detroit. he probably would have written another chapter in which he would
have suggested that in order to stlmulate the. capitalistic system one could use
either war or the automobile industry.”

Mr. Nixon’s program may not only result in many more cars but also in many
more hig ones. His new surcharge on imported goods applies to foreign cars. and,
by boostmg their cost, will dramatically reduce, if not eliminate, the competltne
advantage these imports have enjoyed over American cars. With this element of
foreign competltlon removed, may not Detroit’s current enthusiasm for producing
its own mini-cars vanish?

There’s no question that it was increasingly successful sales by Volkswagen,
Toyota. Fiat, Datsun and other small foreign models that finally persuaded
American car makers to give up their complete preoccupation with what George
Romney used to call gas-guzzling dinosaurs and to begin making a few smaller
models of their own. ’l‘hey say they are now firmly committed to continuing with
the Pinto, the Vega, the Gremlin—but are they really? Once before, U.S. car
makers moved toward the smaller car, with the Falcon and Corvair and the rest;
then, graduaily, the cars started growing again.

The Administration has been at cons1derable pain to convince reporters that it
did not act precipitously—that debate over new economic policies had been under
way for several weeks. that a wide range of contingency plans had been in the
works, that alternatives were weighed most carefully by the President and his
‘advisers meeting at Camp David this past weekend.

If this is true, must there not have been some slight discussion of other. and
possibly better. ways to stimulate the economy—steps to spur spending on bus
and rail mass transit systems, for example, or to build more low-income housing
‘or clinies and other new-type medical care facilities? Or, now that there seems
to be a surplus of teachers, a plan to hire more of them for a crash teach-the-
nation-to-read program?

Administration economists are sure to argue that the need was for action
that would take effect in a hurry. and that little else would have as much impact
as quickly as a real spurt in auto sales. Even puttln0 aside the question of
whether this should be the only basis for decision, is it necessarily true? Applica-
tions by cities for government help to buy buses and other mass transit equip-
ment. for instance. are many times the money the Administration is alloting for
this purpose. Might not more dollars for mass transit have resulted equally
promptly in very specific buying orders? General Motors does make buses, as
well as cars.

- Obviously a verdict to let U.S. car makers slog along with lackluster sales
might have involved some hardships for auto workers, auto dealers, auto sup-
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pliers. Yet the White House in the past stood firm on a wide range of decisions
to trim military and space spending, and these decisions certainly pummeled
those industries badly. .

“I just wish there were some way we could stimulate this economy without
ramming more autos down the nation’s throat.” a high-ranking economist in the
Johnson administration said a few years back. Tt's a nice wish, and some day
some administration is going to have to turn its attention to doing scmething
about it.

Chairman Prox»ire. Well, thank you very much, Mr, Heller.

As T understand it, yon have enthusiastic approval for the action
of the President to freeze prices and wages; you think that was a
constructive beginning toward an anti-inflation policy.

You favor very much cutting the dollar free from gold and devaln-
ation; you think that is also constructive. But you think the stimulus
to the economy is too lopsided, one sided, in favor of business and not
for the consumer and especially the low-income people in onr economy.

Let me ask you first with respect to this freeze, you indicated that
the Federal Government during this 90-day period is going to, is likely
to, have to get into some ridiculous sitnations with all kinds of people
who have mequities, and there are inequities involved. Would you
agree that it is very important for the administration to follow a policy
as much as they possibly can of virtually no exemptions, of holding
firm on exemptions? I have in mind the statement by Secretary Con-
nally this morning in answer to Secretary Laird’s position sayving that
in his view the increases for the Defense Department, people in the
Defense Department, should follow exactly the same rules as every-
body else, no increases for them just as there should be no increases
for other Government workers or other workers during this 90-day
period. Would you agree with that?

Mr. Herrer. I would agree with that. If you are going to make a
freeze work with only a handful of people to ride herd on it, it has to
be primarily voluntary, so in these 90 days, the less exemptions the
better. The feeling that everybody is taking the rap, so to speak, on
the wage and price and rent freeze is very important to the success
of holding the line these 90 days.

Chairman Proxyire. Now, how long can this kind of a freeze be
maintained? One of the arguments against wage-price controls that
has always been persuasive with me is that it immobilizes, paralyzes
resources, they can’t flow into areas that they should, it interferes with
the efficiency of the free enterprise system. It prevents people from
rewarding those who are working hard and doing a good job except
by promotion, they cannot be rewarded in other ways. You can’t have
the useful adjustment in our system which other systems suffer because
they don’t have them. So how long can we in your view—after all, we
are moving in, we hope, to relatively a peacetime situation—how long
could we maintain this freeze productively on the assumption that it
may have to go more than 90 days?

Mr. Herrer. We have to strike a compromise between the considera-
tions that you just listed—that you do begin to get not only the
inefficiencies in the freezing of resources but the longer it is in effect the
more chafing, chiseling, and cheating you are going to get—and being
sure we have enough time to develop a substitute for the freeze, and I
mean a believable substitute.

Let me underscore that, Mr. Chairman. Unless we develop a very
different attitude than the President has taken to date about laying
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White House prestige on the line in this field—and that means a not
very popular position for the President to take vis-a-vis the directly
affected industries and labor unions—together with an effective wage-
price review board that has subpena powers, powers to suspend price
and wage increases (but not powers to penalize and put people in jail)
that is, unless we develop a policy that carries conviction with the
public, we will not have accomplished the second half of the objective
of the wage-price freeze. The first half is the shock treatment, and I
think that is very much needed to break our inflation psychology.

But the second half is to keep those prices and wages from bubbling
up, jumping up, bouncing back the moment the price freeze is over,
and that is going to take some very difficult political and social engi-
neering.

Chairman Proxaire. It is very interesting emphasis you put on
the administration’s attitude here. I would agree with you that the
administration deserves a great deal of credit, is was a courageous
action. At the same time, to be realistic, we have to recognize this ad-
ministration until 9 o’clock Sunday night very much opposed this
whole program and has repeated for years now that this kind of ap-
proach, control approach, incomes policy approach, would not work;
that it never worked in the past, that 1t won’t work this time. The
‘Cost of Living Council consists of people who, by and large, have pub-
licly stated that view. So under these circumstances it seems to me that
some kind of vigorous constructive criticism and proposals from other
sources, from economists such as you are, from the Congress, are most
timely and appropriate. ‘ h

Let me just run over a quick list that I have here of the various——

Mr. Herrer, May I interrupt to say :

Chairman Proxmire. Yes. :

Mr. Herier (continuing). That while. the President has up until
now opposed this kind of action, one must hope that this was a true
conversion. Recently, T had a letter from one of my former professors
who said, “You know, when you preach the gospel you must welcome
all sinners who come forward.” Since the President has come forward,
we should accept his conversion and not have too many caviling doubts
and carping criticisms. Let’s give him a chance. _ ’

 Chairman Proxmire. Henry Reuss, T think, said this was thé most
dramatic conversion since Paul was on the road to Damascus.
[Laughter.] .

Mr. HeLier. He topped me on that one.

Chairman Prox>ire. Well now, in developing this mechanism,
should it have the following attributes? Let me take each one of them
and you might comment on it. No. 1, should it focus particularly on
those industries and unions where the inflationary increases have Keen
most out of line with productivity or must it be broader? I know you
took this into account when you developed the way that the wage-price
guidelines worked from.1962 on.

Mr. HeLier. Perhaps I should say a few words about the philosophy
of thet wage-price guideposts as we visualized them at that time, be-
cause that will provide an answer to your question.

We have a market system on which the vast majority of economists
feel we should basically rely. It is in effect a huge, impersonal com-
puter, a cybernetic system that:processes enormous amounts of infor-
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mation, passes it on through from the consumer to the retailer, the
wholesaler, and the processor or manufacturer, and does so without
any overall human direction. Except for prevention of abuses, we ought
to rely fundamentally on that process instead of getting into this
morass that we have already illustrated with the ridiculous questions
and problems that are heing raised by the wage-price freeze.

However, there are areas in which the competitive system clearly
doesn’t work very well. There are areas in Whi(}f)h big business and big
labor units have excessive market power. Such units, in effect, distort
the working of the competitive economic system. The wage-price guide-
posts focused particularly on these noncompetitive or imperfectly
competitive parts of our economic system, pressing them, in effect, to
behave competitively—pressing them to set wages and prices at the
lower end of their range of discretion.

The standard used to gage their actions was the national average
increase in productivity, just over 3 percent a year. Wage increases
that substantially excecded that standard were prime objects of the

olicy. And where price increases were not justified by rising unit

abor costs, they were challenged. Or if an industry’s productivity was
rising faster than average, price cuts were expected. This is essentially
the way competitive markets work. So any new wage-price standards
or ground rules that might emerge from the 90-day freeze would be
an attempt, not to overthrow and substitute for competition, but to
stimulate and maintain it. It is fin that light that it ought to be accept-
able to people who believe in the market system.

Chairman Proxarre. I just want to see if T am correct. During this
period, during this period from 1962 to 1965 at least we had virtually
stable wage costs in manufacture, and I think any kind of analysis
of the situation then when we had diminishing unemployment, grow-
ing demand would have to give some credit to the wage-price guideline
system that you championed and that wasin effect. |

There have been already, we have in the newspapers this morning,
reports that this freeze may be beginning to break apart at this point
because of labor protests. ‘ o
. Do you feel that from the very beginning that this kind of a pro-
gram not only in the period after the freeze when we work out soine
kind of an agreement or understanding, that during the freeze we
should have the full participation of the labor and business group
subject to guidelines? I think without that full participation, and
here one is going to need some very positive Presidential leadership
because this 1s extremely tough and delicate—every country that has
tried this has found that getting that cooperation is very tough indeed.

But you do have to have both labor and business participation, or
the program is doomed. If yon fail to get that cooperation, then direct
controls, mandatory controls are not far off, and then we give up an
enormous amount of economic freedom of action the moment those
controls are put on. ‘ :

Senator Mansfield.

Senator MansrreLp. Mr. Heller, T am glad to have the opportunity
to appear with the distingushed chairman of this committee at his
request because the question under discussion is one which without
a shadow of a doubt affects every American today and certainly the
monetary future of this country.
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For some reason or other the word devaluation seems to be seldom
used but isn’t it a fact that as inflation goes up the dollar is devalued
as a result ?

Mr. HrLLer. As long as our inflation, especially as it hits the cost
of our exports, exceeds that of other countries you are absolutely
right. As U.S. inflation outstrips inflation in other countries, as 1t
goes up, the value of the dollar goes down. I am assuming, Senator,
that you are asking me in the context of the international position of
the dollar.

Senator Mansrrerp. And the domestic position.

Mr. HeLrer. Domestically, of course, as inflation goes up the value
of a dollar automatically goes down.

Senator MaxsrreLp. The reason I bring up the question is that the
word seems to be taboo, but as long as you have got inflation you have
got dollar devaluation, as I understand it. I am not an economist
but at least I can understand prices going up, my wife does, too, I
can understand unemployment increasing as well.

Is it true that at the present time we have approximately 6-percent
unemployment, quantatively about 5.3 million of our people unem-
ployed?

Mr. Hrrrer. Something like 5 million of visible unemployed who
are looking for jobs, and somewhat over a million invisible unem-
ployed who got discouraged and have gone out of the labor market,
so I think you could safely and sadly put that figure above 6 million.

Senator Maxsrierp. And would you include in that figure the
underemployed ?

Mr. Herigr. Indeed.

Senator Maxsrrerp. And is it correct to state that the rate of in-
flation at the present time is somewhere on a yearly average in the
vicinity of 5 percent and based on the averages of the last 2 or 3
months around 7.2 percent ? .

Mr. Herrer. Yes; I hope the last 2 or 3 months are not representa-
tive, and 5 percent, or a little less, is closer to the mark as to the
rate of inflation. ‘

- Senator Mawnsrrerp. Can you think of a more important, signifi-
cant question facing the American people today than the question of
inflation ?

Mr. Herrer. Not in terms of our economic malaise, especially in
the face of such high unemployment. The problem of inflation is not
only severe in terms of its being a pickpocket. It is severe also in terms
of cutting back the pace of our recovery becanse the consumer has
stayed in his shell partly because of that inflation.

- Senator Mawsrrerp. In other words, generally speaking, no one
can escape its effects ¢

Mr. Herrer. That is right.

Senator Mansrierp. I listened with interest to the President the other
night, Sunday night, and before he started to speak I made a few
notes on my own as to what I would wish that he would discuss. They
are very rough, a price-wage board now ; wage, price, rent, profit con-
trols now: a cutback in overseas bases which number almost 2,000, and
troops which number, counting dependents, in Western Europe well in
excess of 500,000, both of which take a great deal in the way of appro-
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priations and expenditures on the part of this Government. Also
profit sharing, dividends, interest rates, and bonuses.

Some of those questions I raised at the meeting which the President
had at the White House on Tuesday last. I raised the question, along
with at least one other Senator, perhaps two, what about the question
of interest rates? Why aren’t they being frozen ?

The answer was that consideration was given to such a proposal
but that in doing so you might freeze them and there would be no
chance for a decrease in the interest rates.

We were informed that on Monday interest rates declined from
somewhere around 614 percent to about 5% percent, those are approxi-
mate figures. That on Tuesday they were still decreasing, still going
down, and what happened yesterday I don’t know or what is happen-
ing today I do not know.

Mr. Herrer. They continued to go down.

- Senator MaxsrrrrLp. They still are going down. Do you think there
should be be a freeze on interest rates in view of the fact that this
voluntary reduction has taken place?

Mr. Herrer. The interest rate problem, Senator Mansfield, is a
very tough one. The desired result, of course, is that while you put a
freeze on wages and prices and rents, you hope that interest rates will
melt, will come down. This would result, first, from a breaking of the
inflation psychology. Second, it could be helped by the fact that you
free up the Federal Reserve for a more independent policy. It has
had to carry much too big a burden so far. The Federal Reserve had
to take on the main burden of stimulating the economy and it has also
had the main burden of avoiding inflation, always with an eye cocked
on the international situation at the same time.

Given this kind of situation, there is a lot of merit, it seems to me, in
the administration’s position. They did not want to run the risk of
freezing interest rates at these high levels—unfortunately, that does
tend to be the result in a freeze, prices tend to move toward the ceiling.

They are seeking two results really. First, the breaking of the high
interest rates, and so far the portents are good—though it’s too early
to tell whether the dip in short-term rates will hold. A lot of people
seem to be parking their money temporarily in these short-term instru-
ments. So there has been an ample supply of such money, and we can’t
yet make a determination of what is going to come of that.

Second, if you are to have a flexible monetary policy, if you are
to have a Federal Reserve policy that can now adjust better to the
ebbs and flows of the economy, you ought to be in a position both to
raise and lower interest rates as needed to keep the economy on an
even keel. So I would concur with the administration in not clamping a
ceiling on interest rates at this time.

Senator Maxsrrern. Mr. Heller, if my recollection serves me cor-
rectly, the distinguished chairman of this committee did introduce
legislation 2 years ago, I believe, which allowed the Federal Reserve
Board to exercise discretionary authority on the question of interest
rates; is that correct ? .

Chairman Proxarire. That is correct.

Senator MaxsrieLp. That is correct. And, of course, that authority
still stands.

67-193—71—pt. 1 2
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Mr. Herrer. May I just add to that, Senator?

Senator MansrELD. Yes, indeed. . B}

Mr. Hereer. I think those selective credit control powers are very
useful standby powers, and I am delighted they are on the books.

Senator MansriELD. Well, you have used the word “standby.” I
think it should be brought out that the Senate a year ago and a few
months ago, on both occasions unanimously, passed a wage-price-rent
control bill giving to the President standby powers. It is my under-
standing that at the time he indicated he didn’t want this legislation,
and didn’t intend to use it, but factors evidently have forced a change
in the situation and he has exercised, in my opinion, a degree of lead-
ership which psychologically, and hopefully in other fields as well,
will tend to break the recession, and I use the word advisedly, which
has confronted this country for some months now. Statements will not
cure 2 recession which could, without action being taken, develop into
a depression, and having gone through one depression in the 1930’s,
I never want to go through another one because a depression this time,
I think, would be calamitous, to say the least.

I raised the question also at the White Iouse meeting of bonuses for
executives. I was informed that they are out under the 90-day freeze.

I also raised the question of dividends. It was stated there that all
corporations had been contacted and asked to freeze their dividends at
the level of Saturday midnight for the next 90 days. '

And then I raised the question of why weren’t profits included ? It
was stated, as you have indicated, that we are operating at about 70
percent, a little bit more, capacity at the moment, that some corpora-
tions were making a lot of money, others were making little, in the
way of profits, that is, and others were going out of business because
they were operating at a loss, and the question was raised: How do
you establish a criterion for putting a freeze on profits? T don’t know
what the answer is. Do you have an answer to that, Mr. Heller?

Mr. Heurer. No, 1 don’t. ‘ '

Senator Mansrrerp. I believe in an across-the-board freeze if you
are going to have them because it should be applicable to all segments
of our population and should not be at the expense of one segment.

Mr. Herrer. I have two things to say on a profits freeze. One is that
the price freeze tends to be at least a per-unit profit freeze in its net
effect. But if businesses sell more units they are going to earn more
profits, that is quite right. So, 'while prices are frozen, overall profits
are not, just as wages are frozen, but earnings are not (where more
hours are worked). :

Secondly, to-define and administer a profits freeze, Senator, is some-
thing that we found exceedingly difficult in the excess profits tax laws
of World War II and the Korean conflict. To freeze profits in any
meaningful way by putting a cap on them; as we put a cap on wages
and prices and rents, is impossible for a 90-day or even 180-day period.
We'll have to rely temporarily on the price freeze to hold profits at
fairly reasonable levels, But if we go to a wage-price restraint policy
something like the old guideposts, I would agree that profits also have
to come within the ground rules. . :

Senator MansrieLp. Mr. Heller, what you are saying is that it is
a virtual impossibility to develop an across-the-board set of proposals
which would be as equitable as possible to all concerned ?
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Mr. Herrer. Well, it is impossible to put them into place over night
or within the time frame of a 90-day or 6-month freeze. I am trying
to suggest, however, that the price freeze itself will have in many in-
dustries a substantial profit moderating effect, and I think that that
ought to be at least some comfort to the critics on this score.

Senator Maxsrrenn. Do you think that would be the case with the
imposition of a 10-percent surcharge tax on various types of foreign
imports and a reinstitution of the 7-percent investment credit?

Mr. Herrer. I am very glad that you provide an opportunity for me
to comment on the import surcharge. That strikes me as a question-
able measure other than as a short-term temporary bargaining instru-
ment. All too often we have seen in the course of history that measures
that are imposed for balance-of-payments reasons tend to stick for
protectionist reasons. The moment we freed the dollar and, in effect,
forced the up-valuation of other currencies to bring the currencies into
a more reasonable parity, we alveady did the biggest part of the job
that needs doing to correct our export-import situation. So I hope we
will get rid of that import tax as quickly as possible.

For another thing, of course, it runs counter to the price stabiliza-
tion objective. When you are trying to stabilize prices, a 10 percent
price increase on all imports is not in itself very consistent. I can see
why it was done—again, a kind of temporary shock treatment and
source of leverage—but it certainly should be done away with at the
earliest opportunity.

So far as the investment credit is concerned. we know how to admin-
ister it, we have had it before, and I don’t think it poses at all the
same kind of problems as, say, a profit freeze would.

Senator' Ma~sriery. You favor the investments credit? : :

Mr. HeLLer. Senator, I favor the investment credit if it is substitute
for the liberalization of depreciation that the President put into effect
on January 9 by Executive action. I think the Congress ought to look
at those two things in concert, most carefully. The so-called ADR’s,
accelerated depreciation reserves, are under court attack as an alleged
unwarranted use of executive power. Mr. Nader is a tenacious bulldog
on this and has created a great deal of uncertainty. At the very least,
if the Congress really believes in it, it onght to sanction it by congres-
sional action to remove the uncertainty. .

But once the Congress takes a close look at it, T don’t see how it
could in good conscience put the investment credit tax cut of $5 billion
on top of a tax cut of $4 billion in the form of accelerated deprecia-
tion. It just doesn’t make sense to hand out $8 or $9 billion to business
in 1 year when we are treating the consumer so shabbily, giving him
so little by way of tax relief in the President’s package.

Senator MansrreLp. The emphasis has been placed on the benefits
which the auto industry will receive. The question was raised why
the auto industry. It was pointed out that the auto industry in one
way or another, directly or indirectly, employs or is responsible for
the employment of, one out of every six workers in this country. Is
that a fair statement ?

Mr. Hevier. It strikes me as a little high. Their GNP share in the
auto industry directly, at least, is the $35 to $40 billion range; that is,
around 3 or 4 percent. I find it difficult to get up to a one out of six
number. : ’
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But there is no question about the fact that it is a. bellwether industry
and one can understand the concern of the President and his advisers-
with that industry. '

But that does not mean going overboard, as I think we may have.
We are trying to eliminate the auto excise tax. At the same time, we-
put on a 10-percent import tax and de facto devalue the dollar—
which will tend to hit the man who buys the little imported cars—
while taking off the excise tax tends to help the fellow who is better-
off, who can afford a new domestic car. So quite apart from environ-
mental questions and employment questions, one has to think of fair-
ness and equity. I have grave doubts about the combined move, the
import tax plus the removal of the automobile excise, on those grounds
even though there is no doubt it will create about 25,000 additional
jobs.

Senator Mansriern. Getting back, Mr. Heller, to the foreign impli-
cations of this, the President has made it very plain and has stated
so publicly, either in New York the night beg(’)re last or in Spring-
field yesterday, that he did not intend to—Springfield it was, I be-
lieve—build a wall around this country, the implication being that
the 10-percent surcharge would be of a temporary nature and would
perhaps not invite retaliation although it is my understanding that
under GATT if such a proposal as this is put into effect against all
countries that the possibilities of retaliation by any country are con-
siderably lessened. T don’t know the intricacies of 1t but that was my
understanding. But we have had large numbers of troops and de-
pendents since the end of the Second World War, for a quarter century.

It is my understanding at the present time it takes $14 billion out
of the defense budget to maintain those forces and their dependents
in Europe and their backup support in the United States. Over 25
years that isa lot of money.

Furthermore, the President indicated in his speech to the Nation on
Saturday when he announced he was reducing foreign aid by 10 per-
cent, which I dont’ think is anywhere near enough, that we have spent
over the past 25 years $143 billion in that area. Furthermore, we have
spent, I would assume, well in excess of $120 billion, perhaps in ex-
cess of $130 billion in a tragic, unfortunate, mistaken and utterly un-
necessary war in Vietnam.

Isn’t it possible because of our generosity, and because of our ad-
ventures and because of our taking on the responsibilities which other
nations should assume, primarily in Western Europe, in foreign aid,
in Southeast Asia, in the accumulation of practically 2,000 bases
throughout the world, that we have helped to pull the noose around
our own necks in so doing ?

Mr. Hecrer. There is no question that carrying ont what we have
interpreted as our military and economic responsibilities around the
world has been very costly on the balance-of-payments front.

The questions you raise obviously go way beyond economics. They go
to the basic foreign policy of this country, to, as you say, the misadven-
ture in Vietnam, and so forth. In the present context, Senator, floating
the dollar has put us in a new and better bargaining position vis:a-vis
those, particularly those in Western Europe, for whom we are provid-
ing the defenses. We have been in a rather weak bargaining position
for some time in terms of getting the Germans in particular to provide
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a quid pro quo and take some of the pressure off of our balance-of-pay-
ments position for the defense forces we have over there. Floating the
dollar provides (@) an occasion for the review of the military and
foreign policy involved, and (b) a chance for renegotiations of the
sharing of burdens between the European countries and ours on a hard
basis. : ‘

Senator Ma~srieLp. Mr. Heller, my time is up but I have some more
questions I would like to ask because I know so little about economics,
and 1t is a pleasure to, speaking figuratively, sit at the feet of one of
the great economic professors in this country.

But you mentioned the teachers and their contracts. I have been re-
celving a number of telegrams from Montana from teachers who
signed their contracts last spring. They were to go into effect in Sep-
tember, next month. I don’t know what the situation is but it appears
to me that this wouild have been a fait accompli, that a contract should
be honored. : ’ '

It is going to create’a difficult problem. I don’t know what the answer
is. I'am not at all sure the administration knows what the answer is,
but I raise this question because I want to emphasize the fact that there
are many questions, as-you indicated, which will come up, and for
which angwers will have to be found. -

I can think’also of -other unions which have signed contracts but a
small segment of the combined, cooperating group has refused to sign
up and that will place people in that position in & very weak posture,
but I won’t pursue it. But I want, if T may, to ask one final question,
Mr. Chairman: Generally do you approve, Mr. Heller, of the shock
action taken by the President as announced in his speech of last Sun-
day evening and amplified since then ?

Mr. HeLuer. As a vital first step in meeting the three economic crises
the country was meeting, the foreign cconomic crisis. the inflationary
crisis, and the unemployment crisis I welcome the President’s shift
from a do nothing to a do something policy, and I give him high marks
-on certain parts of that program.

But I would underscore once again it is only a first step and what he
now does, what the Congress does, with this opportunity that he has
created in both the international and domestic field is going to deter-
mine whether this country will, in the last analysis, reap the benefits
from the program that are potentially there.

So that my answer is, yes, I welcome what he has done. I think it
:should be interpreted not as a solution but a challenge. But especially
on the fiscal program, I have to underscore again that it is so badly
out of whack. so badly out of balance, that I think the U.S. Congress
has a big job to do.

Senator Maxsrrern. Thank you, Mr. Heller. Thank you, Mr.
Chairman.

Chairman Proxyrre. I would like to pursue very quickly, because
Mr. Eckstein is waiting and we will have him up and I know you have
to leave, Mr. Heller. the attributes which some kind of a program has
to have if we are going to be able to continue after November 12 with
an effective program. As you say, this is a golden opportunity, this is
a first step, it is a challenge. it is not an answer. We must take ad-
vantage of it. I discussed with you a couple of the elements that must
be involved here. Should an agreement on wage and price increases
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be tied to productivity as under previous guidelines? You did that in
what you did in 1962 to 1965. Can we do that again?

Mr. Herrer. It seems to me that productivity again has to be the
departure point, has to be the base for any new guidelines. That is
something that has been accepted by both Republican and Democratic
administrations in the past and would also be the consensus of most
economists.

Chairman Proxmire. So you would put into effect a system which
would permit wages to go up but they would go up in relationship
to overall productivity increases of the economy as a whole, say at a
3- or 4-percent rate as far as productivity is concerned ?

Then would you make some further a?’lowance for prospective in-
flation, how can we aim at something that would be fair and workable
and proper?

Mr. HeLier. Yes; one has to allow for the inflation factor. We have
not exorcised inflation, we have not stamped it out overnight, and
therefore there has to be some sort of cost-of-living provision, it seems
to me, in any kind of a wage guideline. And that is a very difficult
thing. Having waited two and a half years, the President’s timing in
coming in with a wage and price freeze now was good in one sense;
namely, that it was at the end of a contract negotiation cycle. The steel
settlement marked a kind of watershed, an end to a major negotiation
catch-up cycle. We are now in a better position to develop those guide-
posts than we would have been, say, 3 months ago.

Chairman Proxuire. How about requiring major price and wage
determinations to be announced 30 days in advance ? )

Mr. Herrer. That is definitely one of the changes that should be
made from the previous type of guideposts. We need a little more
starch in them this time. To make a wage-price restraint policy
work, one has to hold the key wage bargains and the price decisions
up to the light of public opinion early in the game. A 30-day advance
announcement requirement would be excellent.

Chairman Proxmire. And then after that, T take it, this would be a
voluntary system, as it was in 1962-65, if the wage-price review board
disagreed with it then the President would bring the force of his office
to bear to try to reach an equitable settlement, is that it?

Mr. HeLLER. Yes, that istrue, and there is one other difference, and I
really don’t know just how to factor this in.

It 1s a very difficult area, but there is that mandatory power still on
the books. I presume it will be renewed and somehow or other in the
background

Chairman Proxmire. Will you hold just for a moment? All right, go
ahead.

Mr. HeLrer. It will come in mighty handy for purposes of dealing
with really flagrant cases, though T believe that the mandatory power
should be invoked in only very limited cases.

Chairman Proxmire. How about providing something that was not
provided before, that under present circumstances may be necessary,
sections to enforce, to act against, noncompliance. Should there be
penalties and, if so, what kind of penalties? What would you think of
that ?

Mr. Henier. If you start to put in a set of penalties, fines, and jail
sentences and so forth, you run an enormous risk of sliding into a full
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set of mandatory controls. One thing leads to another. That may sound
a little bit inconsistent with saying you ought to keep this big stick
of the mandatory powers in the background but it is not meant to. In
other words, I would use these only in very extreme cases.

Chairman Proxmire. Would you envision this as freeing most of the
economy so that he would not have to act against the millions of firms
that we have, we would only concentrate it on, say, the largest firms
and the largest unions? Would it be workable on that basis or would
you haveto extend it ?

Mr. HerLier. Most of the excess market power in our economy is
concentrated in relatively few industries and that’s where the restraint
efforts will be mainly concentrated. Nobody should pretend that it is
going to be a perfect system. Democracies are not very perfect either
in their politics or economics. We should not expect perfection here.
What we are buying in exchange for some unevenness and some im-
perfections is the maintenance of our basic freedom of economic choice.

Chairman Proxmire. Would you argue that competition would take
care of most of the economy—that part of it which is subject,
at least more subject, to the forces of the marketplace? You would
concentrate therefore the wage-price guidelines and the President’s.
attention, to the extent that he has at least a moral compulsion, you
would concentrate that on the big industries which do have market
power and the big unions that also have market power, is that right?

Mr. Herier. Essentially what you do is set standards for the coun-
try as a whole but then focus most of your efforts and attention on
big industries and big unions.

Chairman Proxmire. As you know a number of labor leaders have
criticized the President’s program with great emphasis because they
fear wages will be frozen more than prices. They fear organized Iabor
will be hit harder than other sections of the economy. Do you think
their fears are justified and what can we do to meet their fears to
the extent they are legitimate ¢

Mr. Herrer. Well, T don’t really see why, especially in a short 90-day
freeze, labor should be hit any harder than business as far as the wage-
price freeze itself is concerned.

Chairman Proxmre. What you are saying is the freeze does not
hit labor any harder than business, is that right ¢

Mr. Herier. I don’t see that it does. T can see that labor would be
unhappy with the fact that there isn’t enough job-creating punch
in the program, that they are not getting a fair shake in the tax part
of the program. But I cannot be very sympathetic to their breaking
the traces on grounds that a 90-day freeze is going to hit them much
harder than it hits prices. After all, George Meany has said in the
past that he would accept a wage freeze if he got a price freeze along
with it, though he added “and a profits freeze.” But as we indicated
earlier, the profits freeze in the short run is totally impractical.

Chairman Prox»ire. Just one more question, you covered this so
well, while I have a lot of questions I won’t have to press most of
them and Senator Mansfield covered a large portion of the questions
I had, but in the area of fiscal stimulus we get different views on this.
The Brookings Institution said there was a substantial amount of
fiscal stimulus involved here, more than $4 billion as I understand it.
The analysis by the staff of this committee, and we have a good staff,
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I think ah expert staff, compariblé certainly with Brookings, says
that the net budget nnpwct will be negative. That the expenditure

reductions, 1nclud1ng “the fréeze of the Federal pay taises, reduction =

-of Federal revenue sharing, deferral.of H.R. 1, and so fortli, the
net budget impact will be minus $800 million, so it is hard to reconcile
those two figures. Would you reconcile it on the basis that there is a
very strong likelihood, and, perhaps a certainty, that the freeze will

- tend to give the consumér more confidence and persuade him to spend

more of his income than he has in the past? There are enormous pent
up savings. As you know people have been saving at a record rate
and that this would provide the stimulus that perlnps would mftke up
the difference, is that your conclusion ornot? "

M. I‘I]aLLDR Well, I am_ not sure that would' reconcile the exact
numbers becaiise when you are talkirig about fiscal stimulus you are
talking about budget expenditures and tax receipts and so forth. How
these will net out in ‘reality—not 'in the administration’s unrealistic
fiscal arithmetic—I haven’t yet ventured to predict. At thé moment,
it's true, the way the program stands the most hopeful part of the
stimulus is in unleashing “the consumer; in-arousing him from his
léethargy, based on his constant fear of inflation. One also hopes that
his employment situation will improve. But on the basis of what you
have Just told me, not having worked through the numbérs in det‘ul
T can’t reconcile the numbers for you. .

Chairman Proxmire. Let me fault my own staff by saying; as a
matter of fact, I think some of these expenditure reductions by the
administration are reductions they would have gotten any way and
then some. The majority leader has spoken of forelgn aid, we cut that
every year, we will cut it this year far more than the 10 percent the
President proposes. I think we are going to cut some other things,
we are very likely to cut military spending, we did it last year ¢ and
the year before. we cut it $6 billion 2 years ago, and I think we will
do it again, so I think it is very hard at the present time to determine
what form the budget will finally take, and T would agree we have
to place most of our reliance on the psychological reaction of the
consumer for stimulus,

Mr. Herrer. In response to that, may I say, Mr. Chairman, all the
more reason. it seems to me, to m‘xke sure that such stimulus as is
provided is funneled and channeled to the consumer so that we begin
to make up this tremendous 28-percent gap of idle capacity and the
§70 billion GNP gap, the deficiency of the demand in the economy
as a whole.

Chairman Proxwmrre. So I think that one of the things that we
have not brought out in this dialog expressly, although it is im-
plicit in ev ervthln you say, is we may be putting much too much
emphasis on the investment part of the economy, on the buildup and
equipment which is not needed, and far too little emphasis on the
consumption part of the economy where we have a terrific deficiency
of demand and where we most need it.

Mr. Herrer. And where rising consumption will lead to rising
investment.

Chairman ProxMiIRre. Yes.
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Mr. Heorer. In the long run, we are going to need a lot of invest-
ment both in plant and equipment and in human brainpower. This is
essential for the increases in productivity that will be our best long-
run defense against inflation. But for the moment, the consumer needs
the stimulus. Once the consumer is again spending at his normal
pace and the unused productive capacity is put back to work, that
will automatically lead to increased investment. That is really the
central point, both from an equity and economic point of view, that
the Congress should consider in looking at that tax package.

Chairman Prox»ire. Senator Mansfield has a question.

Senator Maxsrmrrp. Mr. Chairman, the impression seems to be that
this was a sudden change on the part of the President in announcing
this policy and going against what he had been saying since he as-
sumed office and even before. But it is my understanding that this
matter covers months of work, and certainly it would be impossible
for anyone to come up with a 10-point program as a result of a Friday
and Saturday meeting at Camp David.

So they have been thinking about this for some time, and evidently
the handwriting on the wall has been deciphered.

Chairman Proxyire. If my majority leader will yield to me, he
may very well have been right and I hope he is, but if that is the case
we certainly have a tremendous problem of credibility here because
again and again we pleaded with the administration -for an activist
policy because as recently as August 4 the President in a press con-
ference said he would not do any of these things, and Mr. Connally
expressly dismissed them only a week before the deadline, so maybe
they were working the other way and, if so, it is a marvelous job of
concealing their intentions at best.

- Senator Max~srrerp. It may have been necessary to achieve the shock
effect it certainly had on me as well as the country as a whole.

I think there were 10 points suggested by the President, which were
interlocking and part of the whole mosaic. It is my impression also we
were pretty close to the brink at the time the President made his speech
last Sunday night because, as all of us ave aware, the dollar has been
under extreme attack since last April, and it was my understanding
that the time was growing short and we were approaching the edge
of the precipice, and I hope that we stopped just in time.

Thank you, Mr. Chairman.

Chairman Proxaire. Thank you, and thank vou so muech, Mr.
Heller. Once again you have been tremendously impressive and re-
sponsive and helpful. You made a great beginning to these hearings,
and I am tremendously grateful. Thank you so much.

Mr. Hereer. Thank you very much.

Chairman Proxake. Our second witness is one of the truly gifted
American economists, Mr. Otto Eckstein. Mr. Eckstein is well known
to us, having headed one of our most productive studies back some
years ago, and since that time he has distinguished himself in many
ways, not the very least of which was as a member of the Council of
Economic Advisers during the Johnson administration.

Mpr. Eckstein, youn have a prepared statement, and may I say, the full
prepared statement, including the table, will be printed in the record.
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STATEMENT OF 0TTO ECKSTEIN, DATA RESOURCES AND HARVARD
: UNIVERSITY

Mr. Eckstein. Thank you, Mr. Chairman, Senator Mansfield. My
former boss, Mr. Heller, has covered the ground in his usual thorough
and clear fashion, and so I will not read my entire prepared statement,
much of which covers the same ground. Let me focus only on a few
points which will complement his own remarks.

First, let me say that we believe that this program can work. We
believe that if the followup actions are taken, and if the spirit of good
will, indeed of almost euphoria by the public, can be maintained
sufficiently long, the economy really will do significantly better than
it would have done otherwise. '

We have done some studies with our econometric models which
suggest that the outlook has been revised upward. For example,
prior to these actions, the prospect, according to most business fore-
casters, was that unemployment would hover between 514 and 6 per-
cent most. of next year. Now, the prospect, if the program succeeds,
is for a drop in unemployment to perhaps 5 percent, perhaps even
better by the end of 1972.

In a table in my prepared statement, in table 1, we summarize these
studies, and they show that while the dollar magnitude of the economy
changed rather little, indeed the GNP is almost unchanged, the re-
duction in the rate of inflation from over 4 percent to perhaps less
than 3, led to an extra growth of real production, real consumption,
real business investment, real housing, which produces more employ-
ment, higher profits, and, of course, a greater sense of well-being.
For example, the real income of the average American family now has
a reasonable prospect of rising by a full 5 percent next year, which
would at least close a portion of the gap to which Mr. Heller alluded,
$70 billion between actual and potential production.

Well, having said all that, there then come a lot of questions about
the specifics of the program, there are at least two areas, the inter-
national area and wage-price, where we have only taken the first step,
and there are questions about later measures.

Tet me deal first with the wage-price question. We now have a
freeze, it is complete, it is legal; that is, it has a mandatory basis in
the standby powers you gave the President so wisely. Can it last and
what will come after it? In our judgment, even a 90-day freeze cannot -
survive successfully unless it becomes clear very early in that freeze
that there will be a meaningful and fair followup. If all we were to
have would be 90 days of complete paralysis and then nothing at all,
business and labor would quickly compensate for those lost 90 days
with wage and price increases the moment the freeze was over. 1
therefore consider it an unrealistic prospect to suppose that no
followup actions at all will be taken, and indeed if you will permit me
a political judgment, I don’t believe this administration can afford to
let this program fail, and will in fact bé forced to take whatever other
measures are necessary to get a reasonable success out of it, and by
success I mean both a significant reduction of inflation and a sub-
stantial improvement in the unemployment situation. '

What could be done in the wage-price area? Of course, there are
some similarities and some differences to the experience of the mid-
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1960’s and the early 1960’s when guideposts prolonged the period of
price stability and had at least a limited effect in just holding, in
preserving, a reasonable balance between costs and prices.

The similarity is that the basic principles are really still there. If you
want price stability, there must be some relation of wages to productiv-
ity, and there must be some stability of profit margins. So that new
principles, when they are hammered out, will surely have to come back
to the old because that is economics, that is not a question of arbitrary
choice, there is no other place to go except productivity in trying to
develop a principle for costs, nor is there any other place to go except
costs and profits in developing principles for prices.

Chairman Prox»re. Let me just interrupt to say, you say there is
no other place to go except for productivity ¢ Do you fault Mr. Heller’s
response, as I understood it, or the implications in my question that you
can’t tie in a cost of living ?

Mr. EckstriN. Not at all. The similarity is there. The difference is,
at that time we came out of a period of price stability. Even when the
guideposts were introduced, we already had scveral years of slack.

Chairman Proxmire. Yes; I understand during that specific period
they did gear it to productivity only and exclusively; is that right?

Mr. EcestEIN. That is right.

Chairman Proxmrre. During this time I think he indicated that
perhaps you would have to make some allowance in addition to sheer
productivity, some expectation of some cost-of-living increase.

Mr. Ecksrrin. There has to be a clearly defined set of principles
that do provide some correction, some catchup on prices. The timing is
very good because we are really at the end of a cycle but that is not true
of every person, every business, every price. You are going to need some
catchup allowances. You are going to, if you do not achieve perfection
on prices, and I don’t think that is a good prospect, then the wage
guideposts must include some element of continuing price change so
vou cannot repeat the principles exactly. They do need the catchup
element, they do need some further price correction factor.

Now, one other difference—but nonetheless, these are really the
modifications of the basic economic logic and those early guideposts
were not the invention of the 1960 economists but were the simple
arithmetic of costs and prices. The other major difference which leads
to a procedural implication is that this time we are going into the in-
comes policy if we are to do that from a complete freeze, not from no
policy, and so rather than trying to start from scratch in constructing
incomes policy, I think it has to be considered a transition from the
present status which is the freeze.

We already see in the kind of situations such as school teachers and
importers and all kinds of petty situations where people are caught in
a very awkward wayv by the freeze that the transition has to come
rather quickly; that is, even before the 90 days are up, the principles
have to become clear on how you convert the complete freeze into the
more selective incomes policy.

There are different ways to do it and, of course, it is the task of the
Connally committee to quickly develop that, put together the staff and
have the consultations with interested groups, and give at least some
clues as to the coming policy. For example, in the wage area once thev
are ready for it they might well decide to exclude all wages of firms
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with less than a hundred employees. The major inflation is not going
to originate with the doctor’s receptionist or the small retail business.

Chairman Proxmire. Let me interrupt to say if you do that, how
about following the recommendations that Mr. Galbraith made before
this committee that you exempt all but the 1,000 biggest firms ?

Mr. Eckstein. Well, I don’t think you need a thousand. If you look
at the Fortune list of a thousand

Chairman Proxmire. Five hundred or 400 or at any rate the firms
that have the real market power. If you make the assumption that you
and Mr. Heller seem to have made that excess demand is out of the
economy and we have a deficit of demand, the smaller and medinm-
size firms by and large don’t have market power, so can’t you cut it
down much more sharply by confirming price controls to very large
firms?

Mr. Ecxstein. Well, on the wage side it would be a very easy first
step. And I am really thinking now within the 30 days how do you
begin to unlock the freeze without giving away the store? On the price
side my own belief is if you controlled 100 prices starting with major
items such as autos and steel, you would really have covered the con-
centrated sector of the economy. Firms with less than a hundred em-
ployees are rather minor. The forces of competition would probably
keep them in line with the big visible ones.

- Now. on the wage side, it is not that easy. On the wage side the major
collective bargains require some kind of guideline.

That brings me to the broader question, the tax question. We are
about now. in the words of Gardner Ackley, to enter into a new sncial
contract. The program cannot proceed without consent from business
and labor. The President has to take the lead and I think it is unreal--
istic to have business and labor lead the way; but consent is needed.

Where such experiments have been conducted before, the social con-
tract also included the tax package. This is a tax package which hap-
pens to be very favorable for business and very unfavorable to the
worker so it may well be that in order to make the wage policy fly,
the tax package has to be more favorable to the consumer or worker.

Let me come back to the profit question to which both you and
Senator Mansfield addressed yourselves. I don’t believe it is possible
to put a ceiling on the profits for any short period or maybe in the
long run simply because the American acounting system would not
bear the burden of such a ceiling. The arbitrariness of accounting
is so great that it really would be something of a sham to do that,
so you have to rely on indirect measures and that is the tax area.
An excess profits tax is administratively impossible and could easily
be avoided. To make the wage-price policy acceptable to labor one
could have a simple increase in the corporate income tax from the
present 48 percent to 49 or 50, or more. That would be a way to sym-
bolically and realistically make businesses pay some part of the cost
of the stabilization program just because it is more difficult on the
price side to define the outcome than it is on the wage side.

Well, let me turn to the tax program in other regards. My main
concern with the tax program is that it is yet another reduction in
the total Federal tax base and we had already discovered from ear-
lier studies that the fiscal dividend is gone for the next several years,
that the budget will be hard to hold to full employment balance,
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-even with tough spending policies. After all the reductions we have
had we now have two more that are permanent; namely, the repeal
of the auto excise and the investment credit. ' ‘

On the other hand one might consider them as temporary, one
might take the entire 10 percent investment credit and consider it
temporary and phase it out a bit more smoothly than the proposal.
Alternatively, one could substitute the investment credit for the de-
preciation change, thereby saving about $4 billion which could then
“be put into the consumer area.

Chairman Proxmire. Do you favor that proposal which, I take
‘it, Mr. Heller made?

Mr. EcksteIN. Yes; I think that would be an improvement in the
tax program.

Let me turn then to the international side and that will leave
-some time for questioning.

I stronglv endorse the import surcharge. I think it is the critical
‘element in the package because it was only through the import sur-
-charge that we broke the possibility that the other minor currencies
would continue to stabilize on the dollar rather than on gold as we
changed the price of gold. If we had not included the import sur-
<charge in the international package there would have been very little
assurance that we would have had any accomplishment in our basic
goal which must be the revaluation of the basic exchange rates.

Chairman Proxare. That is a very interesting view. I have not
heard anybody express it quite that way with that emphasis, even
the administration. As I understand it, by cutting loose from gold
‘and letting the dollar find its place in the international market there
is every expectation that the dollar would drop in value and it wonld
in effect have a great benefit in our exporting and also in reducing
imports and therefore the 10 percent surcharge which you support
-seems to be overkill, seems to be unnecessary, seems to be excessive
-and to invite retaliation, and this seems to be the focus on which
other conntries are directing their criticism and why they are trou-
‘bled with us. Give us a little more on that. )

Mr. Ecksterv. The fear that had existed for years, the argument
-always raised against any change of price of gold was that the other
-countries on the morning after would stabilize their own exchange
rates, which after all some officer of their central bank has to do the
‘very next morning when the exchange window opens, in terms of
dollars not.in terms of gold. Indeed they had been doing that me-
«chaniecally all the time.

Chairman Proxarre. Do they have the capability once we cut the
«dollar loose ? : :

Mr. EckstrIN. Yes.

Chairman Proxarire. How can they do it ?

Mr. Ecxsrein. After all, the international currency is the dollar,
-so the man at the Bundesbank is buying dollars until the price of the
mark is where he wants it. If he was doing that he would .auto-
matically follow the dollar down in terms of gold in his own currency
and the exchange rates among the countries would be the same and
all you would have done would be to enrich the gold speculators. That,
indeed. was for a long time the standard argument against. revaluing
old. Well, we simply made that impossible by the imposition of the



import surcharge. The import surcharge is essentially a first step in
the revaluation of the exchange rates. We will surrender the import
surcharge as we come to an agreement with Japan, Germany, France, -
Ttaly, and with the other major trading countries

Chairman Proxmire. Let me say I got a quick consultation with
the staff, they agree with you, you are right. [Laughter.]

* Mr. Eckstern. Well, in the international area
Chairman Proxacire. It doesn’t take much to convert me. Go ahead.
Mr. Ecgstein. In the international area I am sure our basic goal

must be to get a new set of exchange rates, and that set, from the
American point of view, should be, in our judgment, a.revaluation of
the yen on the order of 15 percent, of the mark on the order of 10
percent, of the franc and lira of smaller magnitude and, of course,
.1n the case of the pound probably none at all. Now that must be the
real goal of the United States in the coming negotiations in the inter-
‘pational currency area. . L
Now, why? And let me make one other.point. If we can accomplish
that, then we will have substantially improved the long run outlook
.for the American economy and indeed that may. be the most important
measure in the entire package, because if you go back over the last
.15 'or 20 years, American manufacturing. industries have steadily lost
some. significant fraction of the growth of their markets to Japan
and Germany and other countries as their share in world manufactur-
ing trade has risen very substantially, in part at our expense. Well,
.that loss.of growth of markets in turn hurts the growth of American
-productivity in manufacturing. While the others have extraordinarily
high productivity gain, we have extraordinarily low, because of this
change in shares of world trade. While-this sitnation has worked
against.us for 15 years, a sufficient change. in-exchange rates, seeking
.equitable rates, we would get an equitable share of the world growth
in. manufacturing, end. in growth in productivity. In that sense a
historical turn, has.come and the long-run prospects of the American
economy, -particularly. manufacturing, . are substantially better.
Now there are other issues, the future of gold which I hope they
-will do as much. as possible to move out of the picture, and also on
the question-of adding flexibility to exchange rates in the longer term,
such as wider bands and the creeping peg. In my view, the important

thing, 15-to .get to the right.exchange rates and if they can get addi-

tional flexibility -as well, that is .good, but that is perhaps secondary.
Let. me emphasize one other point. The dislocation that we impose

on the export industries of our trading allies are considerable but
inevitable. On the whole, the reaction abroad has been amazingly sym-
pathetic and good, and if there is, as reported in the paper, an occa-
sional carping I don’t think that should be misinterpreted. My own
belief is that basically our allies are sympathetic to the situation, have
understood it for a long time, have found it politically difficult, except
in Germany, to take the steps that they could take on their own. and
perhaps when all is-said and done will be grateful for the untlateral
way in which we converted the crisis from one of just steady, drifting
erosion and deterioration of the world system into one where we have
swept the table clean and created the possibility of putting together a
better set of exchange rates, hopefully even some improvements in
the financial system.
Let me stop on that.
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(The prepared statement of Mr. Eckstein follows:)
PREPARED STATEMENT OF OrT0 ECKSTEIN
EconoMIc IMPLICATIONS OF THE PRESIDENT'S PROGRAM

The President’s program éonba.ins the pi'omise of a sul)stantisilly improved

-economy. In many respects, the program is an opening move. If it is followed up
effectively, the benefits should be great. If the succeéding moves dre weaker
or less successful, disappointment will be great and the economy is in worsened

straits.

Data’ Resources has developed a solution to its econometric model which pro-

-vides a first approximation of the economic effects of the Px_‘esidept’s program,
The solution.assumes that the follow through of the program is successful.

Specifically it assumes ..

(1) That the Congress enacts the necessary legislation ; o
(2) That the wage-price freeze is followed by a more permanent hut limited

machinery to assure.that wages and prices do not return to their previous in-

flationary track;

(3) That the import surcliarge is ¢nly the first step towards a neégotiated re-

valuation of the major currencies ; ang

(4) That monetary policy .remaing accommodating to e‘cqpbmic growth, albeit

at a somewhat lower rate of eXpansion of the monetary aggregates. |

W

Table 1.summarizes the prospects for the economy under the old’policies, as

illustrated by theé Data Resources forecast of July 26, 1971, and compdares them

ith the new solution which assumes that the' policies are made effective. The

“highlights of the comparison are these :

this year and next, now may fall below 5% by the end of 1972,

(1) The unemployment rate, which would have hovered not"far from 6% both

(2) The rate of, inflation, .as measuréd by the GNP deﬂhthﬁ,"'.'dr,o‘ps from

4% t6 2.6% for next year.

TABLE 1.—~A COMPARISON_OF DATA RESOURCES MODEL SIMULATIONS FOR THE 1972 ECONOMY WITH AND

WITHOUT THE NIXON-PROGRAM + . . 1

A N R S G )

Without progfam’ ‘** With Nixon
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e ‘ [ AT - Ccontrol Joly 26)° - © - program
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- .- Federal civilian: _,_ . oy 29 2
“Stateand local ..., _________ .77 150
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Gross national product.

ions of 1958 dollars: - AR
Consumption. _._______________.._ .. : e g M9, 525
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Unemployment rate year_.____ 5.9 5.4
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Housing starts..._..._ .. ___ N 1.91 2.07
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(3) Lower long-term interest rates, resulting from less inflation, enables 100,000

more housing starts.

(4) The nominal value of the Gross National Product is little changed, and will

continue to be projected at about $1,147 billion.

(5) But real GNP will grow at a significantly higher rate, at 79 for 1972 as

compared to the earlier inadequate projection of 5.49,.

(6) The real income of the average American family should rise by 5% in

1972,



SHOﬁT-’l‘E‘RM ECONOMIC GAINS

In the short run, the biggest-economic- improvement is produced by the wage-
price freeze. The inflation has created economic uncertainty and contributed to
the extreme caution of consumers. The wage-price freeze will contribute to con-
sumer confidence, and the real purchasing power of their incomes will be en-
hanced. The temporary nature of the freeze will produce some extra consumer
‘spending while there is the assurance of price stability. For example, consumers
may feel that the 1972 automobiles are a particular bargain during the period of
‘freeze. While the dollar volume of business and consumer spending may not
.change significantly, the real volume of purchases is raised substantially, leading
to greater production, employment and profits.

"The domestic fiscal measures are limited in scope and by themselves would not
“have a decisive effect. The personal tax speedup is desirable but small. The repeal
of the auto excise forcuses additional spending on a private sector with little
social priority; it does serve as another minor stimulus. The temporary 10%
investment credit is a powerful device designed to make early investment in equip-
ment more profitable, thus accelerating the upturn in the capital goods cycle. The
effectiveness of the investment credit will be limited by the general excess of
physical capital developed in the recent boom, but its impact on the profit arith-
metic of investment is so great that a major effect should result. According to our
model projections, real outlays for business fixed investment should rise by 2.4
billion dollars for 1972 as a result.

The proposed expenditure reductions are in part symbolic. Postponement of
Tevenue sharing and of welfare reform were about to be produced by the’political
process in any event. Reduction in the number of federal and civilian employees
reflects the general emphasis of this economic package which seeks to move the
economy ahead through private spending and which sets aside questions of social
priority. The postponement of the federal pay increase by a full year is an in-
-equitable measure that will be hard to justify if the freeze on other wages is
brief. : .

In the long run, the major benefit for the American economy will spring from
new exchange rates among the advanced countries. American industry has lost
a significant portion of its growth of markets to Western Europe and Japan be-
.cause of the long overvaluation of the dollar. This lost growth of markets induced
losses of productivity, employment and profits. The achievement of a more viable
and equitable set of exchange rates will give American industry a greater share
in the growth of world trade and will produce important benefits.

THE CRITICAL QUESTION OF FOLLOW-THROUGH

Our analyses conciude that the benefits of a successful execution of the Pres-
jdent's program are very considerable. So far the programs have only just begun.
‘The newspapers report that the Congress will agree to the various fiscal measures,
although there is nothing sacrosanct about the exact. proposed form. But in the
other two components of the program, the wage-price freeze and the international
monetary changes, only the first steps are known.

“What Follow-Up To The Wage-Price Freeze?

The public has greeted the wage-price freeze with a sense of relief. Public sup-
port is running high because of the discomfort of the inflation and the knowledge
‘that the freeze is truly short-lived. Nonetheless, inequities created by the freeze
will become troublesome rather quickly. Since the freeze is almost totally de-
pendent on good will and voluntary compliance, the public must be assured that
.on the one hand the freeze is truly temporary, and on the other that the govern-
‘ment will take additional steps to assure that the freeze will not have been in vain.

If all government intervention on wages and prices were to cease after the
ninety day freeze, the subsequent catch up of wages and prices would wipe out
‘the immediate gains very quickly. The wage-price freeze creates a great oppor-
tunity. Just a few months of price and cost stability can set the stage for breaking
the very tight price-wage spiral which has been the critical element of the recent
-inflation. If consumer prices can be kept virtually stable for a period, the next
collective bargaining round could achieve results consistent with reasonable cost-
price stability and still be fair to the workers. On the price side, we have passed
through a round of increases in the concentrated industries some of which did
represent a catch up with competitive prices. With a brief but good cost record,
it should be possible to keep the concentrated sector of the economy on a more
-even price keel.
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But this cheerful sequence of events will not occur of its own volition. Three
months of freeze, without clear indication of subsequent policies, will not totally
eliminate inflationary price and wage expectations. The wage-price freeze must
he followed by a strong and meaningful incomes policy which will guarantee that
the economy will remain off the disastrous inflationary track. Further, to make
the three month freeze effective, the public, business and labor must receive the
signal that a longer term wage-price policy is being developed.

A wage-price policy focusing on a limited set of major prices and wage bargains
should be sufficient to assure this result. In the more competitive industries, prices
will not rise substantially if the overall wage pattern of the economy is brought
to a noninflationary state. No such assurance exists in the concentrated industries,
yet these are the industries in which government has the greatest possibility of
influencing private actions. In the case of wages, unemployment will remain above
normal for another year or two even with the current set of limited measures. It
will not be supply and demand by labor markets that will raise wages, but rather
inflationary expectations in collective bargaining. Here again it is in the large
bargaining situation that government has the greatest opportunity to assert the
national interest.

The United States does not want elaborate control machinery and it does not
need it. A small, central staff in Washington, led by high policy officials and oper-
ating with the advice of business and labor, could keep track of developments in
the top 50 or 100 price situations and in the major collective bargains. The ninety
day freeze is ample time to put together such a staff, to develop the rather trans-
parent necessary principles and to obtain the collaboration of various represent-
atives of business and labor. Presumably the authority for the new incomes policy
would be found in the standby powers that are now being used. The transition
from freeze to wage-price policy would come gradually in the form of increasing
exemptions of competitive prices. The key prices and wages could only be changed
after government evaluation with the new wage-price principles.

Follow Through on International Finance

The floating of the dollar and the imposition of the surcharge on imports have
converted a situation of acute disequilibrium into one of fluidity. For practical
reasons it was probably impossible for the United States to act other than unilat-
erally. Our trading partners recognize the basic disequilibrium that we faced, and
on the whole, their reaction has been reasonably sympathetic considering the
hardships that these measures bring upon their export industries. It remains to
be seen, however, whether they will now cooperate in developing a more viable
set of international financial arrangements. The United States could begin the
current process of change by herself, but its successful conclusion requires the good
will and collaboration of the major industrial countries. After some temporary
dislocations in their export industries, all countries will benefit from an inter-
national economy brought into equilibrium. Furthermore, continued recession in
the United States has had a major impact on other advanced economies, most of
which are either in recession or on the edge of it. Yet there was no way for the
United States to achieve recovery while clinging to its obsolete exchange rate.

Some Issues of Policy

The President’s program has many elements of strength. The wage-price freeze
and the international measures correspond closely to the recommendations of
economists and other experts, and if they prove ineffective we will all be wrong
together.

The particular character of the fiscal package of stimulus is more open to
challenge. The major questions are these :

(1) Does the fiscal package rely too heavily on stimulating business invest-
ment? The investment credit follows close on the heel of the more liberal deprecia-
tion, giving business a corporate tax reduction of close to $8 billion. These meas-
ures will stimulate investment substantially but, given the current state of general
excess capacity, the stimulus per dollar of lost tax revenue may be quite modest.
Given its greater power, the investment credit could be treated as a substitute
from more liberal depreciation allowances. There are other opportunities to
Stimulate the economy through tax reduction if that should be the chosen route:
for example, the proposal by Chairman Mills to raise the minimum standard
deduction has much merit. Alternatively, expenditures could be increased. While
public works may be too slow, the welfare reform could be accelerated rather
than postponed.

67-193—71—pt. 1——3
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(2) Although some of the fiscal measures are temporary, others have a more
permanent influence on the allocation of resources and social priorities in this
country. The 5% investment credit and the permanent repeal of the automobile
excises continue the repeated shrinkage of the federal revenue base. The resources
that could be devoted to meeting our essential goals, to investment in education,
research, health, reveniie sharing or welfare reform, are continuing to be frittered
away in piecemeal tax reductions. There were few fiscal dividends for-the next
several years even before the current round of measures: new tax reductions
postpone the day when the budget can afford new initiatives. Perhaps we should
treat the auto excise and investment credit measures as temporary rather than
permanent. .

Let me emphasize that disagreements over detail should not detract from the
basic thrust of the President’s program. The social cost of inadequately perform-
ing economy is very great. The benefits from reducing the rate of inflation and of
moving employment toward our targets are so great that they can override dis-
agreements about the exact nature of the desirable measures. Expansionary action
is so critical at this time that it should not be lost in a political impasse. L-there-
fore recommend the President’'s program to you (albeit with the Congressional
prerogative to improve its structure). I also hope that tlie administration will
take the follow-through actions that will make the program live up to its promise.

Chairman Proxyire. Mr. Eckstein, I want to thank you very much.
This is a very, very helpful presentation and it is especially useful and
desirable when economists come before this committee or any congres--
sional committee and give us their best estimate or their judgment on
what is going to happen, what it is going to do, how it is going to
affect the economy, what stimulus this is going to have, you have done
that and, of course, you stick your neck a mile out when you do it and
I suppose you can be wrong when you.do it, but I think 1t is very use-
ful to have this kind of analysis because it gives us something precise
and definite to stick to and it gives us also a basis for appraising the
quality of your analysis in the future. S

Mr. Ecksrerx. Let me emphasize one point in that, if I niay.

Chairman Proxatre. Yes. -

Mr. Eckstein. These projections that we have prepared here, with--
out the Nixon program that was our basic forecast before and with
the program in some respects are kind of an ideal seript. This is what
happens to the economy if it works. : o

Chairman Proxare. I understand that and you have a lot of big
assumptions in here including the assumption that this administra-
tion which has been very hostile to incomes policy is going to-do all
the right logical things in working out a policy; also making the as-
sumptions you are going to get cooperation not only from business
but from labor. ' ‘ :

Mr. Ecrsterx. That is right.

Chairman Proxarre. And as of this morning that appears to be one
very, very big assumption.

Mr. EcksTEIN. Yes. :

Chairman Proxarire. I must say you gave us a very good insight
into the reason for the surcharge, and the justification for it, and its
effect. We all hope that this can be temporary, and Mr. Heller ex-
pressed the strong position that it should be temporary. He didn’t
differ with you from what you said when he said if it was justified
it ought to be kept in only a few months. Do you think it can be only
a few weeks and then dropped ?

Mr. Ecxsterx. The import surcharge ?

Chairman ProxMire. Yes.
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Mr. EcestelN. I think the import surcharge will have to be abolished
at the time the exchange rates are realined.

Chairman Proxaure. You think it is practical to work those out
over the next few months? :

Mr. EcesteIN. Yes; in fact it is an absolute necessity to do it rather
quickly. Now they may conceivably let us keep the surcharge on some
very short period, for a few months, just to make sure the new rates
would stick but it would be a considerable act of generosity on their

art.

P Chairman Proxmire. Then you talked about altering the tax pack-
age to make the wage guidelines more acceptable to labor where they
are having the greatest difficulty. This seems to be a program with
which business, by and large, is quite happy. If there is an inequity
involved here, you suggest not only should we look at the equity
involved on the fiscal policy itsélf but also what this does to securing
an agreement out of the group we have to get an agreement from.
Labor is going to be, I would think, more cooperative, if they feel
they are being treated fairly on the fiscal front. Can you give us a
more specific indication of just what tax changes you would suggest ?
Will you, for example, agree that the social security tax increase
scheduled for January 1 should be postponed ?

Mr. Eckstrin. Yes.

Chairman Prox»ire. That the investment tax credit should be a
substitute, you favor that? :

One part of the investment tax credit recommendation that troubles
me a lot, maybe I just haven’t had a justification for it, is the an-
nouncement this morning that it may go back retroactively to April 1.
That would be a windfall; there would be no stimulus for business,
people who have bought equipment are going to get a windfall. Those
not so lucky would not. Is that justified? .

Mr. EcksTeIN. Yes, the investment credit experience has never really
been totally analyzed so we have to rely '

Chairman Proxwrre. That kind of activity, however, is certainly
not going to stimulate jobs.

Mr. Ecksrtein. In the retroactive. .

Chairman Proxaire. What it is going to do is give a windfall to
‘corporations and stockholders. o

Mr. EcksteiN. The retroactive feature is clearly a windfall; the
investment credit is something of a gimmick in any event. It led to
a host of leasing devices, which makes it a somewhat less attractive
policy than purely economic analysis on its impact on investments
decisions would indicate.

But in this, I think, to some extent I am quarreling over detail, it
is a powerful device even though it does lead to a certain amount of
abuse, and I do not recommend against it. I do believe, as Mr. Heller
does, that depreciation reform plus investment credit just spends too
much of the Government’s money on investment. We say there will
be nvestment but for every dollar spent on this in the next year or
two we do not see a full dollar of extra investment whereas if some of
that money went into consumption, which you can do in a variety of
]Wa,ys, you could get a dollar of consumption for every dollar of tax
0SS,
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Chairman Proxyire. Give us very briefly what you regard as un-
fair in the fiscal package so far as working people, labor are
concerned and what you think might be more helpful in getting a more
cooperative attitude.

Mr. Ecxstrin. I will answer your question but let me preface it by
saying that it is really a question that an outside expert in isolation
is ot really best equipped to judge. There are-a variety of ways all of
which would achieve about the same goal. One of them which we dis-
cussed in our recent hearing in the same place about 8 months ago, was
the delay in social security tax. I gather that happens to be unpopular
with labor. Well, if you are trying to put together a tax package to
make labor cooperate:

Chairman Proxyrmre. It wouldn’t be very unpopular, it would be
very popular, a delay in the tax.

Mr. EcxstriN. Nonetheless the traditional position of the AFL~CIO
has been in terms of actuarial soundness of the trust fund which has
been interpreted that they are opposed to it. It is the single measure
that is most clearly to the benefit of the working man because it is a
tax only on wages and partly on the self-employed, and so that is
where the benefit would go. But if that really is impossible then you
could take the proposal of Chairman Mills in his Utah speech which
would raise the minimum allowance in the income tax or you could
modify rates of the income tax at the middle or bottom end. It may be
that one of the things that is wrong with the package, that it is in the
middle income brackets, where the wage freeze would be most. actually
felt, where no direct benefit is felt except from the auto excise tax.

Chairman Proxmtre. What do you do about the great problem that
seems to me is going to confront the administration if they try to go
bevond the 90-day period of the freeze with the very large increases
in wages that have already been contracted for?

This is true of the Teamsters, it is true of the Auto Workers, it is
true of the Steel Workers, it is true of the Communications Workers,
it is true of millions of workers in this country. Some of those are
8 percent, some are 10 percent, some are higher, and most of them are
considerably above what seems to me to be any possible stable basis for
prices in the future. - :

One was called to our attention vividly by Leonard Woodcock who
is going to appear before this committee next week. On November 22,
only 10 days after the end of the freeze, UAW is scheduled to get a
3 percent wage increase, based on the contract they have signed and
agreed to. What can we do about this kind of a situation if we are
going to have an effective system ?

Mr. Eckstery. Well, it would be both unfair and not particularly
sound economics to attempt to freeze wages completely ; that is, wipe
out all contractual increases for a long period. Now 90 days is a suffi-
ciently short period, and they picked 90 days which doesn’t have much
contractual change anyway, 90 davs is a sufficiently small sacrifice on
anvbody that people can put up with it for the national good.

Now as you get beyond 90 days you do have to consider equity. Un-
der the old wage-price guideposts which were a kind of a perfection,
assuming stable prices, wages were not stable but were allowed to rise
with productivity. So really what the second stages of these contracts
pose as a problem is this. The Government must have some kind of
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principles put in place before these situations, before these deadlines,
are actually upon us. )

Chairman Proxare. Don’t we have something that will abridge or
at least change the actual contractual agreement? They can’t possibly
go along, can they, with an 8-percent or 10-percent increase, if such is
scheduled for later this year or next year.

Mr. EcksreinN. That is it. The specifics of the contract cannot be
allowed to override the standby powers that have been invoked to
stabilize wages and prices. I don’t believe that the freeze could be said
to have been a success if there is no reconsideration of these later incre-
ments. But zero is not the answer.

Now in the automobile case if the increase really only is 3 percent
it might well turn out that is consistent with a later guidepost but if
it is 8 percent it would not be.

Chairman Proxyire. That is the increase they have November 22,
they already have had an increase this year and I take it they have a
subsequent increase next year, the auto workers.

Mzr. EckstEIN. That is why we need a set of principles because you
have to have some way of taking a thousand cases and treating them
all by some common means.

Chairman Proxmire. At any rate you would accept the notion that
contracts are not inviolate, that you would have to be able to modify
them, reduce the amount that had been agreed to.

Mr. EcksteIn. I think that is a necessity.

Chairman Proxmire. Otherwise it can’t work.

Mr. EcEsTEIN. Yes.

Chairman Proxarre. Now since your model projects rather large
increases in real GNP, real gross national product, as a result of the
President’s program, and I think this is an exciting part of your model
because you indicate how we are going to grow and develop in real
terms that will mean real jobs and schedule how we can decrease un-
employment, as I understand it in the following way, you go about—
most sectors of the economy, including the important consumption
sector are first estimated in current dollars. Then these current dollars
are inflated by your estimate of what inflation will be. Is this generally
how your model works ?

Mr., EckstEIN. Yes, that is right.

Chairman Proxmire. This means with actual current dollar GNP
unchanged a reduction in your estimate of inflation will automatically
produce a larger real gross national product; is that right ?

Mr. Ecksrein. It is something of an accident that the same, that
the dollar figures show so little change. That is the result of a number
of pluses and minuses. The dollar volume of spending is affected by,
of course, the inflation which drove up the incomes before, but there
is in a more direct and concrete way the benefit which comes out of the
fact that real consumer spending becomes greater. Why has the saving
rate been so extraordinarily high? It has been at its peak record for
over a year. Well, according to our quantitative approaches to it
there are two elements, the high inflation which makes this a bad time
to buy according to all the psychological studies of it, and high unem-
ployment. The inflation factor is lowered if the freeze works and the
unemployment begins to look better after a little bit of delay. The
consumers are projected to spend as much money but it now buys
more real things and that is one big impact.
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The other source of impact is on the investment side where all these
measures do begin to pay off after a while.

Chairman Proxmire. This means with actual current GNP un-
changed, the real GNP we have gone through, translating this into
what it really means, you are saying control of inflation by atself with
other policies unchanged would produce a substantially larger growth
of real output.

Mr. Ecksrrin. That is right. The shortrun stimulus of this pro-
gram comes out of the wage price freeze, not out of the fiscal package
which is really very small.

Chairman Proxmire. Don’t we have to have fiscal or monetary
stimulus to produce a major growth in real output?

Mr. EckstuiN. No. That may be a shock after all these years when
we have told the public that it is fiscal policy and monetary policy
which makes the economy go; that just isn’t true. We have found out
the hard way in the last few years that the real sectors of the economy,
production, and real purchases are very substantially affected by the
inflation. Indeed this is one of the biggest minuses that has put us
into the recession in which we now find ourselves.

Chairman Proxmire. Now since that is such a spectacular, almost
unique view now because you said the only way we can get the
economy moving ahead is fiscal and monetary policy, by less spending,
less taxes, adjusting credit, making it more easily available, you are
saying now there is another element that might be far more potent and
that is holding down prices and providing more assurance for the
consumers so they begin to save less and spend more.

Mr. Eckstrin. You have to have been through a bad inflation to
see this effect. I think most economists would not really quarrel with
that position. I think it is now generally accepted that consumer
spending is hurt by inflation.

Chairman Proxuire. This is very interesting because we have the
Friedmanites, the monetarists, who say the only thing that really
counts here is monetary policy, making money, and credit available;
then you have the fiscalists who say the thing that really counts is
what ‘the Federal Government does in reducing taxes and spending
more money. You say you can keep monetary and fiscal policy fairly
stable and get a real stimulus by what the President has done 1n effect
and what we hope he will do in the future—which is much more
important, what he will do in the future—to provide stable prices and
overcome a previous inflationary psychology that has limited or
paralyzed a substantial degree of consumption; is that right?

Mr. Ecxstein. Yes; the fiscalists achieved humility in 1969, and
the monetarists in 1971.

Chairman Proxmire. It has been suggested to me that economists
should be getting their degree in psychology now.

Mr. EckstrIN. It is a social science ; the economy consists of people
and their decisions and, of course, it is the most difficult element to
predict. But there is a question why the economy did so badly lately
?nd I think it is pretty evident that inflation 1itself was the major

actor.

Chairman Proxmire. Let me ask this. In the currert attempt to
achieve equitable exchange rates should we scrap the existing capita,
export controls? :
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Mr. EcxsreN. Only if we can achieve a change in these exchange
rates that is adequate to take care of that matter as well.

Now, for example, according to the papers this morning, there are
stories in Japan that they are resigned to an 8-percent revaluation of
the yen.

O%’mirman Proxmrre. Which is not enough.

Mr. Ecxstein. Which is not enough. If that is the outcome then
you certainly cannot afford to get rid of those controls. If you really
reached goals—

Chairman Proxmire. As a matter of fact if the yen once rises 8
percent we haveto keep the surcharge.

Mr. EcksteIN. I don’t think we will be able to keep the surcharge
under any circumstance because the surcharge is so thoroughly in
violation of GA'TT rules. Now they have closed their eyes in the case
of Britain and the case of Germany for a few months,

Chairman Proxmire. Secretary Connally said this morning that
the President is operating in accordance with the GATT agreement.
The President has authority under the GATT agreement, and there-
fore, he can take the action.

Mr. EcksterN. We are entering into the negotiations, but certainly
all the participants in the bargaining will assume what they yield us
on exchange rates will surely buy them the end of the surcharge.

It is really the element that should make them cooperative in a set
of measures which will hurt their export industry.

Chairman Proxmire. I understand Data Resources Inc., has pre-
paved a revised economic forecast that takes into account the changes
announced by the President in his new package. Could you please tell
us how the proposed changes effect your forecast for GNP and its
major components? How does it change your estimate for consumer
expenditures on autos, for producers’ durable equipment. and so forth ?

Mr. EcrstEin. So far we have only prepared a forecast which
assumes the program works. I suppose as we move ahead and see in
the succeeding weeks how, to what extent there is cooperation, I fear
we may have to revise. Table 1 in my prepared statement is a sum-
mary. Let me give you a few highlights. Let’s take the automobile
case because so much of the program is focused on that.

Chairman Proxyire. Right.

Mr. EcksteIN. We believe this program will raise the sale of domes-
tically produced cars by half a million units. Why is that? Well, the
stimulus, the price of American cars will now be cheaper because the
7-percent excise tax is off, a 7-percent price cut will lead to a substantial
increase in number of units sold. In addition you have this great
period where you can buy 1972 cars with 1971 prices without assurance
it will stay that way after the freeze. There 1s a little extra push on
the consumer to go out and buy that car.

In addition to that, we will regain some of the lost markets to
Japan.

Chairman Proxmire. You say you estimate on that basis they will
sell another half million cars?

Mr. EcgsterN. More than they have otherwise which will push the
salﬁ§ next year beyond 10 million to something on the order of 1014
million.

Chairman Proxmme. How can you make assumptions on that be-
cause you say they can buy 1972 cars at 1971 prices?
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Mr. Eckstrin. That will help at the very beginning, but the half
million is based just on the permanent price reduction associated with
the end of the tax.

Chairman Proxwrire. I see.

Mr. Eckstein. In the last year, the American auto industry, last
year we imported about 1.1 million cars. In the first 6 months of this
year we imported about 1.7 million. We won’t recapture all those
losses, some of those losses had nothing to do with price but in
response

Chairman Proxmire. So your estimate it seems might be fairly
conservative.

Mr. EcestrIN. So all we are really assuming they will recapture
less than half of 1 year’s loss.

Chairman Proxmire. How about producers durables in response to
the increase of investment credit change?

Mr. Eckstrin. Well, the investment credit ordinarily wonld have
rather little effect in the first 9 months to a year and then finally

Chairman Proxaire. But they have a hooker on this one. Tt goes for
1 year and then goes down to 5 percent.

Mr. EcksteiN. Yes; and I gather, that is only on order for the
equipment being placed but I gather they will only get the credit if
they also get delivery within a few months after the period is over.
That leads to distortion here and that is one of the odd aspects of this
program, you get a little bit of extra consumer purchases because of the
freeze; you will push a certain amount of investment purchases into
1972, from 1973.

Chairman Proxaire. Have you any specific estimate as to how much
durable equipment will increase as a result of the President’s program ?

Mr. EcestEIN. Yes, it goes up about $2.4 billion. Total fixed business
investment including construction is some benefit to that, too; $2.4 bil-
lion in addition to what it would otherwise have been.

Chairman Proxmire. You have an inflation rate without a program
of 4.1 percent, with a Nixon program of 2.6 percent. You assume on
that basis a wage-price freeze will continue after the 90-day period ex-
pires or what changes would you assume?

Mr. Eckstein. Well, this assumes one quarter of virtual stability,
and that the special factor that made inflation so bad; namely, the
tightness of the wage price spiral.

Chairman ProxmIre. You assume that is broken ¢

Once again if it were it would be a conservative assumption because
there may be other elements that would tend to slow prices down once
you overcome that.

Mr. Eckstein. Well, it does require, it really does require, a very
substantial followup to the freeze and it also does require that the
freeze itself holds for 90 days.

Chairman Proxmare. You say the freeze itself. Of course we have so
many different indices that mark that, we have a GNP deflator, we have
the consumer price index, wholesale price index.

Mr. EcksterN. This is the GNP deflator but the consumer price
shows it.

Chairman Proxyme. What are your estimates for housing starts?

Mr. Eckstein. They are now in excess of 2 million units. In fact,
that is the rates it has been running recently. Of course, the drop in in-
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terest rates that should come from the better inflation outlook helps
housing. Now housing has been stimulated very heavily by the Govern-
ment and it is now substantially above its long-run trend figure so the
question in housing was whether it can hang together, whether housing
could stay at the high level that it reached earlier this year, and now
with these measures the whole thing is just a little bit more secure.

Chairman Proxare. You think it is likely to hold together; is it
likely to have 2.2 million for the year, that is, the annual rate in July?

Mr. EcgstriN. Well, we project 2.1 million, not 2.2. The recent 2.2
does look a little extraordinary.

Chairman Prox»ire. You are pretty firm, both you and Mr.
Heller, that this will tend to hold interest rates down. 1 am not sure.
This may be true on the basis of a careful analysis but at the same time
does it take into account the additional demand for money because of
investments credit and because of a greater real GNP and because
it is likely there will be more business activity; doesn’t that tend to
push up interest rates?

Mr. Eckstern. The magnitude is rather small. We had projected
good industrial bonds to be closer to 8 percent. Now, assuming that the
inflation control works and the Federal Reserve is reasonably accom-
modating in its policies, it would be closer to 7 percent. But the swing
is only about half a point, so you are quite right that, on the one hand,
you have a plus in the inflation factor and you have a minus in the
more real demand for capital and more real activity, more real demand
for credit, although here again, the investment credit does give in-
dustry money to invest, so the flow of funds is actually aided.

Chairman Proxure. I just have a couple of more questions. Let me
ask you how your estimates show the unemployment rate quarterly.
You give us the total for the year as 5.7 percent without the program
and 5 percent with the program. In view of the fact it is as high as
it is now I take it that means quite a sharp drop during the year. How
would it come down in each quarter? Do you have those figures be-
ginning with the fourth quarter of this year and following through
next year?

Mr. BcrstEIN. Yes. Let me first give you a figure and then a little
background. Our projections keep the unemployment rate at about 6
percent this year and then dropping steadily through next year.

Chairman Proxmire. At about 6 percent this year, all right 6 percent
last quarter, then how do they drop next year?

Mr. EcksteIN. Smoothly, 5.7, 5.5, 5.8, and 5.0 percent.

Chairman Proxmire. 5.0 percent is what you would have at the end
of the period, not the average?

Mr. EcksteIN. No; the average is 5.4 percent. You ask why is the
improvement so late? All these figures have errative qualities, and
next month’s figures may easily make a liar out of me. We do know
in August unemployment insurance claims are up substantially from
last year. The comparisons had been favorable until lately and then
they began to be unfavorable so there is some clue nothing very good
was happening in the labor market prior to the program. As business
recovers it will not quickly rehire people. Indeed in this recession more
than in most, business tried to get production up before it gets its
employment back up. So there is always some little delay between
activity and employment. So we find it takes 2, 3, 4, 5 months before an
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improvement in the product market is reflected back in the demand for
labor so I don’t think we should say the program has failed or some-
thing goes wrong if the employment figures don’t rise immediately.

Chairman ProxmIre. So once again on the assumption everything
works out -well, that the administration is successful in putting into
effect a system of controlling inflation, limiting it sharply, after this
November 12 period, then you think it is possible that unemployment
could go down aslow as 5 percent by the end of next year?

Mr. EckstEIN. Yes.

Chairman Proxmrre. I think that indicates the very serious nature
of unemployment; perhaps this is a more serious problem in many
ways than inflation. Well, 5 percent is still a high level, and that is
the optimum; that is, if everything works; that is, if their policies do
well, it is accepted by various groups in this society, which might
not be the case. 4

Mr. EcksteIN. Well, the labor force now grows at the rate of over
a million and a half a year. You are now entering a period of rapid
productivity advance in the recovery phase. Where the manpower

Chairman Proxyire. How much real growth do you calculate? Is
that down there ?

Mr. EcksTeIN. Yes. :

Chairman ProxMire. Real rate of growth, I see, 7 percent.

Mr. EckstrIN. Seven percent.

Chairman ProxmIge. I see. :

Mzr. EcksteIN. For a recovery year, that is still not extraordinarily
out of line; other recessions have shown higher figures.

Chairman Proxmtre, All right, 7 percent real growth. Let’s get the
arithmetic on this, then. You have the labor force increasing at the
rate of about 114 percent net ?

Mr. EcesteIN. A million and a half. It has actually been more.
Well, in the current year it is more because you will have some of
these people coming back into the labor force who had left it.

Chairman Proxmire. So you would say 2 percent. Then how large
an increase in productivity ?

Mr. Ecrstrin. In the private economy, productivity should now
rise between 41 and 5 percent.

Chairman Proxmrire. What does that mean in overall terms?

Mr. EoxsteiN. Well, T have to add about three-tenths to allow for
the shift out of agriculture into industry.

Chairman Proxaire. You have to add or subtract three-tenths ?

Mr. EorstEIN. Let’s take 5 percent as an overall figure.

Chairman Proxmire. It will be that big. How about increasing
hours? If people are working longer hours, obviously you are going
to employ fewer people.

Mr. EcrstEIn. That is right.

Chairman Proxumire. And they are likely to work longer hours, are
they not ?

Mr. EcrsrrIN. In recovery, sure there is more overtime.

Chairman Proxmire. They are only working about 37 hours and a
fraction now, I understand.

Mr. EcxstEIN. Yes.

Chairman Proxmire. So if they work another hour, that would add
an additional factor.
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Mr. Ecssrern. Well, an hour is quite a bit. We only know what it is
in manufacturing.

Chairman Proxmire. All right. Leave hours out, it is a negative
factor, you add up 2 percent for your growth in the work force, 5
percent for your productivity increase, and it seems to me you stay
exactly where you are. If you only have a 7-percent growth, how can
you make any progress at all on unemployment ?

Mr. EcesterN. Well, you do. You can’t quite see it in that aggregate
view; the Government figures don’t exactly jibe in their coverage in
this regard. I think it is easier to explain unemployment through the
use of Okun’s law. Okun’s law, as you know, simply relates the change
in unemployment to the real rate of growth, and then the law
itself short circuits the worry about varying hours and the varying

roductivity and the people going back into the labor force. Okun’s
aw says that for every extra 1 percent of real growth, you lower the
unemployment rate by about three-tenths.

Now, we have here a 7-percent real growth, and that is about 3
percent more than potential: that is, you need 4 percent to stand still
in the long run; here we say we are going to have 7 percent, that is
an extra 8 percent for 1 year; well, that extra 3 percent is just about
enough to lower the unemployment rate by 1 percent.

Chairman Proxmure. Okun’s law would satisfy it if everything
remains the same. You have an unusual situation, you have a big in-
crease of productivity and an increase in labor force, and again it
adds up to very little progress on the unemployment front.

Mr. EcusteIN. You will get this progress, some of the increase in
the workweek will have happened already. The long-run growth in
the Jabor force is already really allowed for in the 4-percent potential
growth. Five or 10 years ago, we would have estimated that at 3 to
314 percent, so the acceleration of the basic population is already built
into the potential figure. I don’t believe that there is any reason to
think that Okun’s law will fail in this instance. It has been one of the
few really reliable things we have, and it has also explained the recent
record very well. So I think it is reasonable to project an unemploy-
ment decline of this order of magnitude.

Chairman Proxarre. All right; let me get into just one other area;
it is quite different, but I think it is a demonstration of the great
difficulties we are likely to have, and perhaps you can help us on it.
We have discussed the fact that the wage-price freeze will cause some
inequities and hardships. Take the coal industry as an outstanding
example of this. I understand the coal mine owners have done very
well over the past 3 years; wage contracts are due to expire in that
industry at the end of September.

Negotiations have been underway with the coal unions. What do you
think the Government policy toward these negotiations ought to be?
‘What position should the unions and owners adopt ?

Mr. EcrsteIn. Well, the end of September is 45 days into the freeze,
that means they have 35 or 40 more days to come up with some posi-
tion on the coal case by then, and that is quite a long time. If they
cannot come to any new principle by then, then the Government may
well wish to ask the parties to resolve other issues and leave the basic
wage package in a state of suspension.
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Chairman Proxame. It seems to me the business leaders are in
quite a dilemma, and the union labor leaders have been negotiating
in the past on certain assumptions on what is going to happen to the
‘cost of living and negotiating on the assumption there would not be
:any limitation on prices and wages. Now it 1s a new ball game. How
can we have effective negotiations during a freeze like this when you
have a kind of an indefinite future beginning November 12?

Mr. EcrstEIN. It creates practical problems of this sort all over the
economy. But given the total rewards of the success of the package
if you can really make this wage-price freeze succeed, if you can really
achieve this change in the outlook that our assumption envisages, those
practical problems—how does the coal industry coming through 6
weeks of freeze—are rather petty.

There are answers to the coal situation: there must be some way to
delay for some weeks. After all, that is involved in the economic part
of that particular bargain.

Chairman Proxmire. Of course, it is so important that we try to
keep people working during this period and not do anything to de-
velop an attitude that would make the coal workers feel they have
got to strike, so that it is a tenuous and delicate and difficult thing
to work out.

Well, thank you very, very much, Mr. Eckstein. As always, you have
been brilliant and most heipful.

The committee will stand in recess until tomorrow morning at 10
o’clock when we will hear from Mr. Charles Schultze, the former
Director of the Bureau of the Budget; Mr. Raymond Saulnier, who is
the former Chairman of the Council of Economic Advisers under
President Eisenhower; Ralph Nader, who needs no introduction; and
Mr. Sheahan, who is probably the outstanding expert on wage-price
guidelines. He wrote the book on it.

(Whereupon, at 12:20 p.m., the committee was adjourned, to recon-
vene at 10 a.m., Friday, August 20, 1971.)
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the committee) presiding.

Present : Senators Proxmire and Mansfield.

Also present : John R. Stark, executive director ; James W. Knowles,
director of research; Loughhn F. McHugh, senior econiomist ; John R.
Karlik, Richard F. Ixauiman, and Courtenay M. Slater, econonnsts,
Lucy A. Falcone and J erry J. Jasinowski, research economlsts and
Walter B. Laessig, economist for the minor 1ty

* OPENING STATEMENT OF CHAIRMAN PROXMIRE

Chairman Proxyire. The committee will come to order.

In organizing these hearings, we have made an effort to preserve
balance. We are asking outsbandmg economists, as well as leading rep-
resentatives of business and labor, and experts familiar with the prob-
lems of admlnlstermg wage and price controls.

Today’s panel reflects that. The first witness served as a top official
of the Johnson administration and the second as a leading economic
spokesman for the Eisenhower administration.

And we also have with us in this panel this morning, Mr. John Shea-
han, who is an outstanding expert, perhaps the outstanding scholar, in
the area of wage-price gmdehnes

Mr. Charles Schultze has been as helpful to this committee as any
man in the country. He is a brilliant analyst of public economic policy
and, beyond that, he has always been extremely generous of his time
and energy in helping us. We are grateful for it. He served as Budget
Director during the Johnson administration and is currently a senior
fellow at the Br. ooklngs Institution and professor at the University of
Maryland.

Mr. Raymond Saulnlex is a well-known professor of economies and
a former member and Chairman of the Council of Economic Advisers
in the Eigenhower administration. He is widely known as a brilliant
and wise economist, especially in the area of public policy and he, too,
has been unstinting in his willingness to help this committee.

- My: Sheahan is the author of “Wage-Price Guideposts” which, as far
as-I know, s one of the most thoxough and comprehensive studies of
anti-inflation pohc)
et e S (4l
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So we are delighted in having you gentlemen here this morning.
Later we will hear from Mr. Ralph Nader.

Mr. Schultze, will you start? May I ask, gentlemen, if you could
confine your remarks to 10 or 12 minutes, 1f possible? We have the
majority leader here, and he and I are both anxious to ask questions,
but at any rate do your best to hold your remarks down.

Mzr. Schultze, go ahead.

STATEMENT OF CHARLES 1. SCHULTZE, SENIOR FELLOW,
THE BROOKINGS INSTITUTION *

Mr. Scaorrze. Thank you, Mr. Chairman and Senator Mansfield.

I am pleased to accept your invitation to discuss the broad outline

and major elements of President Nixon’s new economic plan. A de-
‘tailed evaluation of many of its components will have to await the
unfolding of events and further information on how the administra-
tion proposes to carry out some of the detailed provisions of its pro-
gram. But some broad judgments can be made at this time. -
I think everyone must welcome with great relief the President’s
decision to take firm and vigorous action on the unemployment, infla-
tion, and balance of payments fronts. To those outside the administra-
tion, it had been clear for some time that the original economic game
plan was not working. The private economy showed no signs of re-
bounding of its own accord, and apart from a few statistical quirks
the unemployment rate had been hanging stubbornly around 6 percent
for more than half a year. Economic slack had produced some de-
celeration in the rate of inflation, but of very modest proportions, and
expectations of continued inflation were rife, partly accounting for the
failure of long term interest rates to come down. And despite the
slack in the American economy, our trade balance had taken a serious
turn for the worse, accompanied in recent weeks by a serious hemor-
rhaging of dollars.

The program announced last Sunday by the President addresses
each of these problems directly. While the proof of the pudding will
eventually be in the eating, it is already clear that the elements of
this program have the potential of making important gains in each
of the three problem areas. This week’s reaction of the stock and bond
markets shows that the financial community, at least, shares this
hopeful view.

For the committee this morning, I would like to concentrate on the
first two components of the President’s program—the fiscal package
of tax cuts and expenditure reductions, and the wage-price freeze.
About the remaining component, the actions concerning the balance of
payments and the international value of the dollar, I shall have less to
say, partly since my own knowledge and experience in these areas is
somewhat wanting and partly because their ultimate effdots are still
clouded by uncertainty over the eventual reactions of other countries.

Let me turn to the fiscal package.

With respect to the fiscal package there are three points to be made.

(1) On balance the proposals should provide welcome and signifi-
cant stimulus to aggregate employment and output; (2) the particular

1 The views expressed here are those of Mr. Schultze, and do not necessarily represent
those of the trustees, officers, or other staff members of the Brookings Institution.
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pieces of the package, however, reflect, in my view, a wrong view of na-
tional priorities; and (3) a large part of the tax cuts will result in a
permanent, loss of Federal revenues—affecting the budgets of 1974,
1975, and beyond—at a time when we may need all the revenues we
can get. Let me spell out each of these points.

First, the fiscal package should provide needed stimulus to economic
activity. This fact is obscured by some of the statistics and the rhetoric
with which the program is clothed. On paper the President proposes
to reduce fiscal 1972 expenditures by $4.7 billion, slightly more than
the $4.2 billion net revenue loss from his tax proposals. In the Presi-
dent’s speech announcing the program, and in the explanatory mate-
rial released by the White House, the statement is made that the tax
reductions wiﬂy not be inflationary because they will be balanced by
expenditure cuts. This is, of course, economic nonsense. A program
which really reduced expenditures dollar for dollar with taxes would
not stimulate the economy, and would not increase the total jobs
avatlable. :

Fortunately, however, the substance of the President’s program
contains much more economic sense than the rhetoric. In real economic
terms, the measures he has proposed will effectively cut taxes by more
than expenditures. Some of the announced expenditure reductions are
on paper only; the 3-month postponement of the proposed effective
date of revenue sharing from October 1, 1971, to January 1, 1972,
merely reflects what would, at & minimum, have occurred in any event.
The $700 million saved by delaying parts of the President’s “special
revenue sharing” proposals falls into the same category. Moreover, the
$3 billion estimated revenue loss in fiscal 1972 from the 10 percent in-
vestment credit reflects the lag in tax collections relative to corporate
tax liabilities, -actual corporations will get a tax break of about $5
billion in fiscal 1972, of which only about $3 billion will show up in
revenue loss this year. With respect to the fiscal effects of the revenue
collections from the 10 percent import surcharge, several important
points need to be made ; 1f this surcharge is to be handled as it should,
namely as a bargaining tool to get dollar devaluation, then it should
be in effect only for a very short period—a matter of weeks or a few
months—and should have virtually no fiscal impact. If, on the other
hand, it should be in force for a longer period (running the risk of
wrecking the international trade structure), its immediate domestic
impact will be approximately neutral—the depressing effect on buying
gower, which results from collecting $2 billion taxes from those who

o buy imported goods, should be roughly offset by the switch from
imports to domestic production occasioned by the 10 percent added
tariff. -

In table 1, I have attempted to give a very rough estimate of the
net fiscal stimulus emerging from the President’s fiscal proposals. The
time has been too short to make very precise estimates ; but the general
magnitudes are, I think, in the right ball park.

1f you look at the table you will note that on an annual basis during
the fourth quarter of 1971, assuming passage by that time, the first
half of 1972, the fiscal stimulus runs %etween $5 and 87 billion annual
rate. ’

(The table referred to follows:)
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TABLE 1.—FISCAL IMPACT OF THE PRESIDENT’S FISCAL PROPOSALS

_ [Biltions of dollars; annual rates; national income account concepts]

Calendar years

1972
1971 (4th
Items quarter) 1st half 2d half

Real expenditure cuts: -
“Federal pay postponement. .o e =30
Federal employment cut. . _......._. e mmemeemem s . . -L2

Postponement of welfare reform._ -.3 —45
Other deferrals._ ..o ccmoecaccaccecammmmmce e mmaamone . 11 =11

Subtotal. oo cemeieemamaneaans . —5.0 —6.8

Tax reductions:

Accelerate income-tax relief 2.3 2.3
Investment credit_ ..o eioiis 5.5 2.8
Auto excise repeal........... 2.0 2.0
. Subtotal. ... o.ooooooooo e 9.8 7.1

Net fiscal SHMUIUS. _« - - o oo eeeeeemcmeeccoccecacmcaceamoen +7.3 +4.8 +.3

1 Does not take into account the retroactive features of the investment credit and auto excise tax repeal.

Mr. Scaorrze. Now these numbers should be interpreted carefully.
They don’t measure the economic response, only the size of the fiscal
stimulus. - :

“The economic response will lag behind the stimulus. Moreover they
do not reflect the impact of the program on actual tax collections of the
Federal Government, but rather I think in‘a more meaningful way its
impact on the accruing tax liabilities of individuals and corporations.

Despite the rhetoric about balancing tax cuts with expenditure cuts,
the President’s fiscal program quite appropriately provides a signifi-
cant overall fiscal stimulus, when we compare its results with what
would have occurred in its absence.

My second point has to do with the particular components of the
President’s proposals. While welcoming their aggregate stimulating
effect, I do not believe they are at all well balanced from the standpoint
of equity or national priorities.

In January the President announced a major liberalization of de-
preciation regulations for business firms, worth about $3 billion in
reduced tax liabilities at the present time. The 10-percent investment
credit adds $5 billion in additional tax relief for business. Given. the
great investment boom of the late 1960’s, the current rate of business
investment, and the state of excess capacity in large parts of the econ-
omy, I do not believe that the national priorities dictate this double
tax relief addressed to business investment. Nor do I think that it will
have the same job creating stimulus at the present time, as tax relief to
individual consumers. - : ‘ : :

Other elements of the President’s fiscal program exhibit the same
kind of problems. The auto excise tax repeal represents a permanent
loss of $2 billion in revenues. The important social programs which
could have been financed -in future years by that $2 billion are in
effect being sacrificed in order to stimulate yet additional production
of automobiles on already congested and polluted: highways. On the
expenditure side of his program, the President proposes to postpone
the effective date of welfare reform for another year, from July 1, 1972,



45

to July 1, 1973, While this would only reduce outlays by several hun-
dred million dollars in the current fiscal year through administrative
and “made ready” cost reductions, it would reduce the payments to the
poor, principally the working poor, by $4 to $5 billion in the next
year, fiscal 1973. Moreover, the proposal has unfortunate symbolic
meaning, insofar as it explicitly puts the fight for welfare reform
effort at the bottom of the priority list, while long-term stimulation of
automobile production and private investment goes to the top.

A third and related point has to do with the permanent nature of
part of the tax reductions proposed by the President. The auto excise
tax repeal and 5 percent of the investment credit represent permanent
tax losses of aboiit'$5 billion a year. While we need tax cuts-at the pres-
ent time, we need them badly, to help bring the economy out of reces-
sion, we will-—once the economy has returned to full employment—need
every dime of revenue generated by the present tax system to meet
even a minimal estimate of national needs in the public sector. Almost
every future projection of the fiscal dividend for the mid-1970’s shows
that 1t 1s very slim indeed, and far too small to be eroded by permanent
tax cuts. .

Indeed, it is undoubtedly the longer term effects of the tax proposals
‘which led to the highly dubious recommendation to postpone the
welfare-reform:package. In reviewing his 1973 budget, in its formative
stage, the President most certainly was faced with a difficult problem
even ‘before last week’s decisions. Preliminary estimates of Federal
expenditures most probably were significantly in excess of projected
full employment revenues. And the President has repeatedly stressed
his intention never to propose a budget in which expenditures exceeded
full employment revenues. Hence a difficult budget paring job was
already in prospect. Then, to this set of facts, was added the $5 billion
or more revenue loss from the permanent 5-percent investment credit
and the auto excise tax repeal. The problem became even more critical,
from the President’s view. Postponement until July 1973 of-the wel-
fare reform package, which fortuitously ~would lower estimated 1973
expenditures by the same amount as the Joss from permanent tax cuts,
was seized upon as the means out of this dilemma. Quite explicitly,
therefore, a priority choice was made between autos and machine tools
on the one hand and the poor on the other. The poor lost. This was
pure priority choice, since the net economic impact of the decision was
neutral—$5 billion in revenue losses were offset by $5 billion in expendi-
ture cuts. o

If the overall stimulus of the President’s fiscal proposals is highly
desirable, but the particular components are wanting on grounds of
social priorities and excessive permanent loss of revenue, what alter-
natives are available which meet the highly laudatory Presidential
objective of stimulating the economy, while avoiding the unwanted
side effects of his proposals? There are such alternatives. One such set
is laid out below: .. ’ . .

. (1) The Congress could attach to theJaw reinstating the investment
credit, a provision in effect repealing the administratively instituted
depreciation liberalization. This would eliminate a permanent revenue
loss of about $3 billion, without significantly affecting the prospects for
private investment over the neit several years.As it now stands, the
depreciation liberalization actions will be tied up in court review qver

67-193—71—pt. 1——4
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the next several years, and the businessmen will be hesitant to base
Investment decisions on its permanent validity. At the same time, a
10-percent investment credit this year followed by a permanent 5-per-
cent credit should give a significant, and sufficient, boost to investment
incentives.

(2; Do not enact the auto excise tax repeal. . : ,

(3) Enact the speedup in individual income tax relief, as proposed
by the ‘President. ,

(4) Inaugurate, as part of the fiscal package, an immediate program
of relief for State and local governments hit hard by the loss of reve-
nues accompanying the recession, make this relief based on an auto-
matic formula. Unlike the Federal Government, these State and local
governments cannot maintain their expenditures during periods of
economic slowdown and revenue.shortfall, but get caught in an eco-
nomic vise which forces them to scramble about cutting highly needed
public services. A program of general Federal aid, replacing their
temporarily depressed revenues, would put abouit $4 billion a year into
hard-pressed State and local services. But as the economy picked 1'11p,
and State and local revenues rebounded, this particular aid would
gradually taper off. This is not revenue sharing, nor should it be sub-
ject to the controversies which surround a permanent revenue-sharing
bill. Rather, it is an income security measure for States and local
governments, much in the spirit of unemployment compensation.

A relatively simple formula could be developed to accomplish this
purpose, and I would be happy to discuss this further with the
committee.

(5) Postpone for 1 year, part or all of the social security tax in-
creases scheduled to take effect next .J anuary. In total these will add
about $7 billion to the tax bill paid by workers and employers in
calendar 1972 (assuming enactment of the social security provisions
in H.R. 1). A fully employed worker, earning $10,000 per year will
pay $175 extra in social security taxes next year (and his employer
another $175). On the other hand, that same worker, assuming he
headed a family of four, would get only about $80 in income tax
benefits from the speedup in tax reliefs proposed by the President.
If half of the scheduled social security increase were stponed, the
fiscal impact would be a $3 billion reduction in tax liabilities.

(6) Continue work on the family assistance plan, already passed
by the House in H.R. 1, retaining the effective date of J uly 1, 1972,
Even if it cannot be completed by the end of this congressional ses-
sion, as the Senate Finance Committee gives first attention to the
President’s fiscal package, passage of the family assistance plan by next
March or April would still allow it to go into éffect on or about the
currently scheduled July date.

Table 2 shows the fiscal impact of these proposals, assuming that
the other parts of the President’s package are mot changed. Aside
from modest differences in timing, the fiscal impact is about the same
as that proposed by the President during the next 12 months, and
provides some net stimulus in the second half of next year, but two
major differences between the two sets of proposals stand out: First,
as the economy returns to full employment all the fiscal stimulus in
the alternative package disappears. There is no permanent loss of
revenues, relative to present tax laws and administrative regulations.
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Repeal of depreciation liberalization roughly offsets the revenue loss
from the permanent 5-percent investment tax credit. The acceleration
of individual tax relief and the postponement of social security tax
increases represent changes in timing, not permanent losses. The
cyclical aid to State and local governments phases out as the economy
moves closer to full employment, again leaving no net drain on the
budget. Fiscal stimulus is provided, therefore, without giving away
the long-term revenues we will sorely need in later years.

(Thetable referred to follows:)

.

TABLE 2.—ALTERNATIVE FISCAL PACKAGE

[Billions of dollars: annual rate: national income account concepts]

Calendar years

1971, 1972
: 4th
Item * - - quarter .* st half 2d haif
Expenditure reductions: - .
President’s Proposals. ... ..o ccooeoeoecccecacmamam e cmcacaan -0.5 -5.0 —6.8
Less: Maintaining July 1, 1972 date of FAP......... eerememeeeemeeeeeeceacanas +.3 +4.5
Total, revised expenditure reduction. ... ocooieencecnaeaaneann -.5 4.7 -2.3
Tax reductions: .
Repeal depreciation liberalization_ . . ... ... ...l =3.0 - -
Investment tax credit. ... ..o .. ooooooo. 5.5
Cyclical aid to State and local governments 1__.._ 4.0

Accelerated income tax relief

Total tax reductions_ . . .. 6.5 10.

3

S

N : 3.

Postpone 14 of social security increase 2. . o iociicnimmmeme—————— . g
0

6

Total, net fiscal stimulus._.

1 Assumes the fiscal program is sufficient to drive the average unemployment rate for the 2d half of 1972 down to
El’:gperce&t. as a consequence of which the amount of cyclical aid to State and tocal governments would decline over the next
months. .
_ 2 This particular estimate assumes that all of the tax rate increase now scheduled for Jan. 1, 1972, and £ of the ceiling
increase in H.R. 1 are postponed for a year. :

Mr. Scaurrze. The second set of differences between the two pack-
ages lies in their different priority choices. The alternative package
does provide needed investment stimulus, but in a reasonable amount.
The remaining fiscal stimulus then flows through State and local gov-
ernments, individual taxpayers—via accelerated income tax relief—
and workers—via postponement of the social security tax increase.
Moreover, the alternative package does not set priorities in terms of
providing permanent tax losses at the expense of the poor—it does not
require the postponement of the family assistance plan for another
year. .

In summary then, the President’s proposals would provide needed
fiscal stimulus, but could well be modified to provide the same stimulus
without the sacrifice of permanent budgetary resources and with a
morebalanced view of national priorities.

Let me turn now briefly to the wage-price freeze. As a means of be-
ginning the fight to break the wage-price spiral, the President’s 90-day

reeze is to be welcomed. It will undoubtedly create much confusion
and cause some short lived inequities. But these will be trifling com-
Eared to the alternative inequities caused by the combination of
eavy unemployment and continued rapid inflation.
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The purpose of the 90-day freeze is twofold: To break inflationary
expectations through a sharp and dramatic action, revising the ad-
ministration’s prior stand on the question of directly influencing wages
and prices; and, second, to buy time during which a longer-term in-
comes policy can be worked out.

This week’s upsurge in bond prices testifies to the measures success,
at least for the moment, in its first objective, changing inflationary ex-
pectations. But the real test of this policy will come at the end of the
90-day period. What longer term 'poFicy will have then been developed
to yeg]@ace the freeze which cannot be continued for a significant
period ?

It seems to me there are four possible lines of action which could be
announced at the end of the 90-day period :

First, a continuation \of the freeze for another short period. That I
think would be very bad. It would be tantamount to a confession that
the administration had been unable to develop a meaningful incomes
policy. This would have a very damaging effect. Moreover, the in-
equities of a freeze—particularly one which has no effective enforce-
ment machinery—grow worse and worse as time passes. .

The second alternative possibility, an announcement that this freeze
had worked, that the inflationary spiral had been broken, and that the
freeze could be lifted without the substitution of any longer term in-
comes policy, except perhaps pious and generalized injunctions to
business and labor to be good boys. This would also, I believe, be both
naive and disastrous. However useful the freeze is to buy breathing
room, it will not in 90 days break the back of inflation. T cannot really
imagine that this will be the announcement we will hear at the end
of the freeze period. '

The third alternative, inauguration of full blown wage and price
controls, enforced in detail, by law. Again I find it hard to believe that
this administration would resort to such controls on a long term
basis. I agree with what has been their view that this would put the
economy in a permanent straitjacket, and ultimately poison domestic
political life with the frustrations, pettiness, and ill-feeling that would
accompany rigid detailed controls in peacetime.
~ The fourth alternative, announce, in quantitative terms, guidelines
or standards for reasonable wage and price behavior. These standards
would be basically voluntary in nature, but could be backed up by a
Presidential statement that he would resort to his standby powers
under the Economic Stabilization Act of 1970, hopefully as extended,
to usethe force of law against flagrant violation.

By this device, many of the advantages of wage and price controls
could be achieved without most of their disadvantages. Detailed super-
vision .over the pricing practices of each of America’s 4 million busi-
nessmen, and minute inspection of every aspect of every single wage
bargain would be unnecessary. No massive bureaucracy would be re-
quired. Flexibility for meeting individual situations could be retained.
But flagrant violation of the wage-price standards could, as a last
resort, be contained by the force of law. In an overheated economy this
approach would not work. The pressure of demand would inevitably
lead to all sorts of devices to_circumvent the standard. But when the
price and wage spiral exists in the absence of excessive demand, as
vnions strive to “catch-up” on the cost-of-living and in relationship to
each other, and when business firms mark up prices to cover cost in-
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creases fully, even in a weak market, then the effective moderation
of wage increases in major bargaining sitnations and of large ad-
ministered price increases, should spread throughout the economy.
Overheated demand will not, in these circumstances, drive nonunion
wages up in relation to those won in major contracts, nor will the prices
charged by small producers or retailers in competitive markets begin to
outstrip the pace of advance in administered prices, at least in any gen-
eralized way.

In short the President has bought time to develop a reasonable set of
wage and price standards. I believe that an equitable set of standards
taking into account the legitimate interests of both business and labor
can be developed. Finally, I believe that the standards can be applied
flexibly, with primary reliance on voluntary cooperation, but with
the “club” of mandatory controls in the background. Such standards
won’t work forever. But they could ease the economy out of the present
spiral into a more stable future.

At this point, Mr. Chairman, may I interpolate my view that much
of the criticism that we are hearing these days of the 90-day freeze
strikes me as petty, and sour grapes. As I noted above a long period of
freeze with little enforcement machinery would indeed be inequit-
able. But I find it hard to imagine that postponement of wage adjust-
ments or needed price adjustments for a period as short as 90 days will
really work serious injustice to anyone. It would be better for those
who are spending their energy blasting the freeze to negotiate vigor-
ously with the newly formed Cost of Living Council about the shape of
the 1ncomes policy which will emerge at the end of 90 days.

And I might say the same thing about a few members of the admin-
istration who are already violently attacking the critics with whom
they are going to have to negotiate an incomes policy. Perhaps there
should be a 90-day freeze on rhetoric.

Let me turn very briefly to the international aspects of the program.

As T mentioned earlier, this is an aim or an area in which I feel
much less confident to speak than is the case with the domestic aspects
of the program. There is, however, one major point I would like to
make.

The 10-percent surcharge on imports is presumably a bargaining
tool, designed to provide some leverage to the U.S. position in negotia-
tion over devaluation of the dollar. It is the ABM of this economic
package. If it is truly only a bargaining tool, then it need be imposed
only during the critical stage of negotiation over exchange rate re-
alinements. And, in turn, that means that it should not be in effect for
more than several weeks, or several months at the outside, while talks
proceed between ourselves and the Japanese, the Common Market coun-
tries, the U.K. and Canada. Should other nations come to believe that
it is more than a bargaining tool, that it will be used to ease domestic
political pressures for protectionist measures, then the fabric of inter-
national trade relationships so painfully built up in the postwar period
can come unravelled at frightening speed.

Dollar devaluation is needed, and let’s call it devaluation. And the
TUhnited States does perhaps need additional leverage in the negotia-
tions directed to this end. But whatever good might come from de-
valuation could be far more than offset by the proliferation of pro-
tective devices around the world, if any suspicion occurs that the 10
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percent U.S. surcharge represents our long term response to balance-
of-payment difficulties.

In summary, Mr. Chairman, as an evaluation of the President’s
proposals, this presentation has necessarily concentrated on areas
where I believe the Congress could serve the public interest by modi-
fying particular elements of those proposals. That fact should not
obscure the point I made at the outset. The comprehensive initiatives
undertaken by the President should be highly welcomed. He has begun
a process which can very quickly result in significant progress toward
three major objectives, the return to prosperity, the control of infla-
tion, and the restoration of balance-of-payments equilibrium.

As the President himself pointed out, there is plenty of credit to go
around, and if in an expeditious manner the Congress modifies some
of his proposals—retaining the fiscal stimulus while securing greater
equity and a better balanced set of priorities—there will still be plenty
of credit available for the administration itself.

Thank you, Mr. Chairman.

Chairman Prox»are. Mr. Saulnier.

STATEMENT OF RAYMOND:J. SAULNIER, PROFESSOR OF ECONOMICS,
BARNARD COLLEGE, COLUMBIA UNIVERSITY

Mr. SavrniEr. Mr. Chairman, Senator Mansfield, in the circum-
stances it ill behooves me to associate myself with my friend, Mr.
%C.hl%ltze’s proposal that we have a freeze on rhetoric, but I will be

rief.

I appreciate very much the opportunity to participate in your
committee’s review of President Nixon’s recently announced economic
stabilization program. I shall be happy to respond to specific ques-
tions, but let me begin with a few brief comments.

1. With one exception, the foreign exchange side of the program
strikes me as entirely reasonable.

First, it was a prudent move to close the gold window. As a prac-
tical matter, letting the dollar float against other currencies is the
only way to find new rates of exchange that can be maintained with
some hope of stability. And T do not expect the dollar to go to dis-
counts much beyond those already established.

Second, my major reservation has to do with the import surcharge.
For one thing, it has the effect of complicating the process of finding
equilibrium rates of exchange. Moreover, there is a risk that whatever
its merits as a negotiating asset, the surcharge will engender reactions
from other countries that will complicate the problem of reaching
agreement on new exchange rates and new machinery for settling
imbalances in international payments. Hopefully, it will be removed
soon—in my judgment, the sooner the better. It would be constructive
for the Joint Economic Committee to encourage the administration
to that end.

Third, I _hope the arrangements designed to replace the now-
abandoned U.S. dollar standard will involve pegged rather than un-
pegged exchange rates. A wider band of permissible fluctuation around
par could be helpful, but 3 percent on either side of parity is surely
the outer limit of what would be desirable. Naturally, it should be
understood that pegs can be adjusted without the act becoming an
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international incident of great moment, and that they will in fact
be moved up or down as circumstances require. It should not be too
great a challenge to foreign exchange technicians to devise arrange-
ments and understandings to help assure that result, and I suggest
that they be asked to do so.

Fourth, the present flexibility of exchange rates should be taken as
an opportunity to throw off the whole apparatus of restrictions on
capital flows. These have been in effect now for about 8 years, all
the time regarded as temporary, and it should be clear now that they
are ineffective and counter-productive as an approach to meeting a
balance-of-payments deficit. Actually, it will be impossible for the
dollar to float to true equilibrium values while restrictions on inter-
national flows of capital are still in effect. I hope your committee will
urge the administration to act promptly to remove them.

Fifth, it should not be difficult to devise satisfactory arrangements
for holding international monetary reserves. This is another task for
technicians. What is important is that reserves should function not
only as a means of settling payment imbalances but also as a force for
exercising discipline on the monetary and fiscal policies of nations.
participating in the system. The object should be to devise machinery
that will have that result.

2. The immediate problem on the domestic side of the stabilization
program is to make the statutory freeze on prices, wages, and rents,
and the voluntary freeze on dividends, work effectively and equitably.
This will require a hard line on exemptions. The granting of exemp-
tions, even those with merit, will undermine the willingness of those
not exempt to cooperate and ultimately make the whole program un-
workable. I have been pleased to see that early rulings on key ques-
tions suggest a hard line is being taken. I hope your committee will
support such a policy.

For the longer run the problem is to devise a follow-on approach
that will be more viable than a freeze. Of course, the ultimate goal
must be to eliminate controls altogether, and return to a free market,
but it is inconceivable that the need for restraint will have disappeared
n 90 days, and unthinkable that the freeze could be lifted in the face
of continuing upward pressure on wages and prices without some al-
ternative arrangement in its place. Obviously, plans must go forward
at once—on a kind of crash basis—for an arrangement more flexible,
more selective, and more equitable than a freeze. My preference is for
something of the review board type rather than a system of specific,
mandatory ceilings.

Your committee will, I am sure, be making suggestions in this
connection.

3. Let no one delude himself that freezes or review boards put an
end to inflation—they only suppress it temporarily. But they do pro-
vide time in which to apply fundamental correctives—the point is
that the time be used productively. One need not be a hard-shelled
monetarist to know that inflation is basically a monetary phenomenon
and cannot be brought under control except in a context of non-
inflationary monetary policy. Accordingly, it is absolutely essential
to understand that a freeze on prices and wages wil] ultimately come to
nothing—and the same applies to any other program of direct con-
trols—unless accompanied by a policy involving money supply in-
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creases consistent with stable prices. Considering that money supply
has been rising for over 6 months at 10 to 15 percent a year, it is ob-
vious that the road back to price stability must be a long one.

I have all along warned that money policy since early 1970 was
essentially inflationary. However, now that we are on an inflationary
money supply path, it is no time for the Federal Reserve authorities,
in a burst of new found prudence, to apply monetary brakes abruptly.
My suggestion is that they concentrate on short ferm money rates,
not on monetary aggregates, orthodox monetarists to the contrary not-
withstanding. In the circumstances, an escalation of short term rates,
up to and possibly above 6 percent on 90-day Treasury bills—which
seemed imminent 2 weeks ago—would surely start another disinter-
mediation process, stop the housing expansion, and reverse the recov-
ery. Fortunately, money rates and bond yields moved down in the past
few days, particularly since the President announced his program.
The object of Federal Reserve policy must be to encourage that trend.

4. Admittedly, a monetary policy designed to avoid disintermedia-
tion could, and probably would, slow the process of overcoming in-
flation. But not necessarily, and in any case it is a risk that has to be
taken. There is a greater risk, however, which is that inveterate expan-
sionists, of which there are a good number, will seize on direct controls
as a shield behind which to pursue essentially inflationary monetary
and fiscal policies. This has happened again and again elsewhere in
the world 1n the wake of devaluations and behind the presumed pro-
tection of incomes policies. If it happens in our case, it can be forecast
with complete confidence that the present freeze, and whatever else
follows, will ultimately break down. Therefore, it is vitally important
that your committee support not only a Federal Reserve policy that
will avoid expansionist errors but a budgetary policy that will do the
same. In this connetcion I believe it would be constructive to abandon
use of the full employment budget concept. It should be clear by now
that a large Federal deficit, even though 1t is expected to disappear at
full employment, helps perpetuate inflation side-by-side with unem-
ployment by worsening inflation psychology and putting upward
pressure on interest rates.

I doubt that the fiscal proposals in the President’s program will
prove unduly expansionary or interfere with achievement of anti-
nflation objectives. In particular, the resumption of the investment
tax credit is a sound proposal. It will help revive a severely depressed
capital goods industry. It will create jobs. It will promote higher pro-
ductivity and help reduce costs. And by reducing costs it will help
overcome inflation. All in all, a constructive step. I hope your com-
mittee will advocate prompt action by Congress on the President’s
tax and budget proposals.

5. My conclusion is that («) provided the freeze is accompanied by
an adequately disinflationary monetary and fiscal policy, (5) provided
it is replaced in due course by more flexible and selective control ar-
rangements, and (¢) provided everyone cooperates, the President’s
stabilization program will put us in a position to overcome cost and
price inflation and ultimately to resume growth, without the impedi-
ment of direct wage and price controls, at a rate consistent with our
national potential.
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The strategy of the program looks good to me. ‘What is needed to
make it work 1s cooperation—from the Congress, from the leadership
of labor and business and from the whole body of Americans. If I may
say so, Mr. Chairman, I believe the primary aim of your committee
at this juncture should be to do everything it can to enlist the needed
cooperation. This is not a matter in which we can afford to fail.

Thank you very much. '

Chairman Proxaare. Thank you very much, Mr. Saulnier.

Mr. Sheahan, I understand you have about a 10-page prepared state-
ment. I would appreciate it very much, you are kind of the anchor
man here, in sort of an unfortunate position, if you could abbreviate
your prepared statement as much as you can and we will print the
entire prepared statement in full in the record and we will go through
it very carefully.

Go right ahead.

STATEMENT OF JOHN SHEAHAN, PROFESSOR OF ECONOMICS,
WILLIAMS COLLEGE, WILLIAMSTOWN, MASS.

Mr. Sueaman. I have addressed myself entirely to the wage price
set of questions, and essentially agree with what has already been said.
T think the freeze which is now in effect is an understandable reaction
to a situation that was totally out of control, but that the worst possible
next step would be to extend it.

We need a flexible economic system and we need flexible wages and
prices. Even if the general freeze could be enforced for a longer period,
it should not be. What is needed instead is a limited selective system
directed at a few key sources of special difficulty. A general freeze is
an abdication of the responsibility to tackle the difficult job of selective
action.

The administration will deserve great credit if it comes out with a
new program before the 90 days are up.

What should a new program be like? I would suggest thinking of
something in between an all-out freeze and a system of guideposts as
we knew 1t in the early 1960’s. We should aim at something tougher
than the guideposts in the way of enforcement but perhaps not try to
cover the whole economy to the extent that they did.

The reason that a comprehensive system of controls is unnecessary
and undesirable is that the great majority of labor and product mar-
kets in the United States are characterized by a reasonable facsimile
of competition. Trade associations and union pressures abound, but
in most cases they do not greatly change the course of wages and
prices.

The other side of the coin is that there are a relatively small num-

ber of labor and product markets in which changes are much more
arbitrary.
_ When the groups with the power to make arbitrary decisions act
in ways that they consider necessary to defend themselves, they often
encroach on the real income of the rest of the country. They impose a
tax on the people who do not have such power: a tax which simul-
taneously transfers income to themselves and lowers real national in~
come by distorting the structure of prices and wages.
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Which group is competitive and which is not, and what to do abont
them? None of them wear white hats, and of course we are not talk-
ing about two sharply defined categories but about shadings of pow-
er that change constantly. But it might make the point more concrete
to suggest some orders of magnitude and some plausible candidates
for special attention. Within manufacturing, problems of market con-
trol are often associated with high degrees of concentration and diffi-
culties of entry. Those industries in which the four firm concentration
ratios are above 60 percent and are therefore likely sources of trouble
do not constitute quite 20 percent of all our manufacturing industries
and do not account for more than 20 percent of manufacturing value
added. Within that 20 percent, some industries have little genuine
market powers because of imports or competition from close substi-
tutes, so less than 20 percent constitute serious problems.

But I would not think that manufacturing would be the first and
most important target. I would nominate two other fields that conld
be worked on quite directly. They are medical fees and the pricing
practices of industries in which the Government itself acts to enforce
market control, perhaps especially in the oil industry and trans-
portation.

On the side of labor, the majority of workers have mighty little
bargaining power. It is surely nominal or nonexistent for workers
in retail and wholesale trade, secretaries and officeworkers in gen-
eral, migrant farm labor, nurses, workers in laundries and motels,
and probably in a wide range of manufacturing such as canneries, tex-
tiles, and clothing, sawmills, and small-scale local manufacturing of
all kinds. There 1s a world of difference between the pressures these
workers can exert and what can be done by the printers, construction
unions, coal miners, automobile and steelworkers, and the public
service employees in some of the large cities. The differences can be
seen readily enough in the wage rates that now exist and in the ways
1n which they have been moving.

When workers in well organized industries raise their wages they
-do not impinge upon the profits of the companies for which they
work. They take away real income from the workers who have lower
‘wages. The characteristic of the period through which we have been
passing is that the better placed workers have been gaining at the ex-
pense of the poorer.

To divide workers into the privileged and the exploited, and in-
-dustries into those which can defend themselves readily and those
which cannot, is a treacherous exercise. But the differences are real.
They cast an interesting light on the arguments by some unions and
industries that it is unfair to pick them out for restrictions and leave
the rest of the economy free. It is not the weak groups which make
‘this complaint; it is the ones which have been raising their incomes
at the expense of the rest. It is a false idea of equity to treat the
weak and the strong exactly the same. And since a general economy-
wide system of controls is neither workable nor desirable, to argue
against selectivity is to hand the advantage to the strong.

But if there are a number of groups strong enough to extort special
advantage from an uncontrolled economy, how could it be possible
to get them to accept a reduction of their special advantages? What,
if anything, might be done? I would like to consider that question un-



55

der two alternative hypotheses: (1) That the administration gen-
uinely wishes to moderate wage and price inflation without a per-
manently depressed economy, and has the political skill to enlist the
cooperation of some of the stronger unions, and (2) the possibly more
plausible assumption that the administration would like to do some-
thing but maybe not too much, and cannot get the unions to cooperate.

On the more optimistic assumption, the solution would not be dif-
ficult. Its general outline would surely be similar to the wage-price
guideposts, moderately amended to take account of some valid tech-
nical criticisms raised in subsequent analysis.

It should be possible to take advantage of the fact that we have
such high excess capacity now. If aggregate demand is stimulated, pro-
fits will rise very rapidly even with prices held stable and wages in-
creasing.

This makes it possible in the intervening period to allow wages to
rise somewhat faster than the long-term trend rate of increase in pro-
ductivity. It is possible to offer something above the long-term trend
and, at the same time, work down from the greatly exaggerated set-
tlements that have been made in the recent past.

If T were a union leader I wouldn’t readily give up any power to
bargain independently, but I might agree to lower increases in money
wages in return for going in other directions. I would particularly
recommend that the Government stipulate guidelines for medical
fees, block price increases in conditions of excess capacity in the con-
centrated industries, and to stop using governmental controls to back
up arbitrary pricing in oil and transport.

If the optimistic assumption had any validity it would not be dif-
ficult to do these things and if some of them were done there might be
more hope for genuine cooperation from the unions.

On the less optimistic assumption that something is to be done
hut that it is not possible to get any cooperation, it is still not neces-
sary to throw in the towel. Without the cooperation of any union at
all, the Government can bring down the price of oil, or at least
stabilize it, by permitting American oil companies to bring in more of
their external supplies. Similarly, the many Government agencies
which regulate ratemaking could be directed to introduce somewhat
more concern for the public in their decisions.

To raise airline rates this year, when airline load factors were per-
haps aslow as they have ever been in history. was a depressing example
of a company-oriented decision adverse to efficiency as to stabilization.
I was delighted to read of the activity of the Regulations and Review
Board in intervening before the ICC to force reconsideration of pro-
posed rate increases that would otherwise have been automatically
approved, and I was disgusted last year when the Government sup-
ported Florida tomato growers in blocking imports of Mexican
tomatoes for the specific purpose of raising prices in the United States.
The battle goes on every day. If the administration wishes to do some-
thing more serious about inflation, the best place to start may be with
the Government itself.

Bevond that, a national health system creates both the means and
the responsibility to do something about norms for medical charges,
the heavy governmental role in construction provides great possi-
bhilities for affecting wage trends and labor practices in this area, the
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use of subsidies and regulation of rates gives an important toehold
in transportation, and a return to more active antitrust enforcement
could increase the odds against arbitrary pricing in industry generally.
None of that requires explicit cooperation from unions. But if some-
thing genuine were being accomplished in these areas, the chances of
such cooperation might well improve.

The idea of a freeze is worrisome. It is as if the hard work of
selecting the targets and working out special ways of coping with
complex problems could be escaped by waving a magic wand. It is
wrong to think that everything can be controlled, and perhaps even
worse to try to do it. The most likely result would be a general failure
that could discredit the selective effort that is needed. A selective
effort in turn is unlikely to mean that inflation will be fatally stopped.
But the rate of inflation should be reduced and some other objectives
which are at least equally valuable could be served at the same time.
Perhaps the most worthwhile goal is to cut down on the uneconomic
wage and price changes that both hurt the weak and reduce real
income: to use the powers of Government to define and promote a
more coherent evolution of monetary claims in the interest of both
efficiency and fairness.

Thank you.

(The prepared statement of Mr. Sheahan follows:)

PREPARED STATEMENT OF JOHN SHEAHAN

The 90-day freeze now in effect is an understandable reaction to a situation that
was out of control. But perhaps the worst possible next step would be to extend
it. The economy needs enhanced flexibility, and needs a flexible system of wiages
and prices to promote it. Even if a general freeze could be enforced for a longer
period it should not be. What is needed instead is a limited, selective system di-
rected at a few key sources of special difficulty. A general freeze is an abdication
of the responsibility to tackle the difficult job of selective action.

The Administration will deserve great credit if it is able to present a system
geared to the guidance of change before the stated period of the freeze is up.
If it does not, we will be faced with the equally unhappy alternatives of letting
accumulated pressure lead to a sharp jump in wages and prices immediately after
the freeze, or of keeping what is essentially a negative and inefficient blanket
control in effect indefinitely. It might be useful to plan on something like a two-
year period of limited intervention. The basic problems are unlikely to disappear
in two years, so something else will probably be needed afterward. But the best
of programs will prove to raise some unnecessary headaches and to miss some
objectives, so it may be preferable to plan on something that wili come to an end
and need rethinking fairly soon.

A comprehensive system of controls for the whole economy is unnecessary and
undesirable because the great majority of labor and product markets in the
United States are characterized by a reasonable facsimile of competition. Trade
associations and union pressures abound, but in most cases they do not greatly
change the course of wages and prices. The other side of the coin is that there are
a relatively small number of labor and product markets in which changes are
much more arbitrary. They are never completely free of market restraints, but
the scope for setting charges higher than they could have been in a competitive
context is sometimes fairly wide. When these groups defend themselves against
what they consider to be encroachments on the earnings to which they are en-
titled, they take away from the rest of the society part of its real income. They
impose a tax on the people who do not have such power: a tax which simulta-
neously transfers income to themselves and lowers real national income by qis-
torting the structure of prices and wages.

Which group is which, and what to do about it? None of them wear white
hats, and of course we are not talking about two sharply defined categories but
about shadings of power that change constantly. But it might make the point
more concrete to suggest some orders of magnitude and some plausible candi-
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dates for special attention. Within manufacturing, problems of market control
are often associated with high degrees of concentration. 1hose industries in
which the 4-firm concentration ratios are above 60 percent, and thus particularly
likely to be able to control their markets include something under 20 percent
of all manufacturing industries with almost exactly 20 percent of manufacturing
value added.! But some of these cases have little effective control, either because
of imports competition or close domestic substitutes. So the problem area within
manufacturing is less than 20 percent of all industries, and is probably confined to
that quite small list in which new entry is especially difficult. But manufactur-
ing should probably not be the first target anyway. I would nominate two that
may be both more important and easier to supervise: medical fees and the
pricing practices of industries in which the government itself acts to enforce
market control, perhaps especially in the oil industry and transportation.

On the side of labor, the majority of workers have mighty little bargaining
power. It is surely nominal or nonexistent for workers in retail and wholesale
trade secretaries and office workers in general, migrant farm labor, nurses, work-
ers in laundries and motels, and probably in a wide range of manufacturing such
as canneries, textiles and clothing, sawmills, and small-scale local manufactur-
ing of all kinds. At any rate, there is a world of difference between the demands
these workers can exert and what can be done by the printers, construction
unions, coal miners, automobile and steelworkers, and the public service employees
in some of the large cities. The differences can be seen readily enough in the
wage rates that now exist and the ways in which they have been moving. Average
hourly earnings in transportation equipment are double those in retail trade;
when the former group forces through an increase in wage rates far above the
trend of productivity improvement it is not taking money away from the large
corporations, it is taking real income away from lower-wage workers. Workers
in contract construction had average wages roughly 50 percent above the average
for manufacturing in 1969, and have been widening the gap since. The charac-
teristic of the period through which we have been passing is that the better placed
workers have been gaining at the expense of the poorer.

To divide workers into the privileged-and the exploited, and industries into
those which can defend themselves . readily and those which cannot, is a
treacherous exercise. But the differences cast an interesting light on the argu-
ments by some unions and industries that it is unfair to pick them out for
restrictions and leave the rest of the economy free. It is not the weak groups
which make this complaint: it is the ones which have been raising their in-
comes at the expense of the rest. It is a false idea of equity to treat the weak
and the strong exactly the same. And since a general economy-wide system of
controls is neither workable nor desirable, to argue against selectivity is to
hand the advantage to the strong.

But if there are a number of groups strong enough to extort special advan-
tage from an uncontrolled economy, how could it be possible to get them to
accept a reduction of their advantage? What, if anything, might be done? I
would like to consider the question under two alternative hypotheses: (1)
That' the Administration genuinely wishes to moderate wage and price infla-
tion without a permanently depressed economy, and has the political skill to
enlist the cooperation of some of the stronger unions, and (2) .the possibly
more plausible assumption that the Administration would like to do soniething
but maybe not too much, and cannot get the unions to cooperate.

On the more optimistic assumption, the solution would not be difficult. The
earlier wage-price guideposts, moderately amended to take account of some
valid technical criticisms raised in subsequent analysis, would serve to pro-
vide a norm for wage settlements in those power-play negotiations where the
public nearly always loses. If they could be applied only to automobiles and
metals, transportation and public services—that is, if workers in these fields
could be assured the right to raise their incomes at the same rate as national
output per man but no more—a significant fraction of other negotiated con-
tracts would line up on the same norm and the dimensions of the problem could
he cut in half. If I were a union leader I would not agree to it unless some-
thing were also done to stipulate guidelines for medical fees, to block price
increases in conditions of excess capacity in the concentrated industries, and

1 Source: U.S. Senate, Committee on the Judiciary. Subcommittee on Antitrust and
Monopoly, Concentration Ratios in Manufacturing Industry, 1963 (Washington, 1966),
summarized and discussed in F. M. Scherer, Industrial Market Structure and Economic
Performance (Chicago, 1970), chapter 3.
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to stop using governmental controls to back up arbitrary pricing in oil and
transport. But if the optimistic assumption had any validity it would not be
difficult to do these things too. The essence of the question is whether or not
the Administration believes in such efforts at stabilization and equity, and is
willing to take the trouble of exerting pressure when it is needed. It would be
needed. People do not give up privileged positions easily.

It is worth noting that a potentially helpful background factor at present is
that productivity could increase at rates well above trend averages if demand
were stimulated. We have enormous excess capacity and profits could rise rapidly
even with fixed prices. This provides some extra lee-way, not present when the
guideposts were put under such strain in 1965-66, to authorize wage increases.
while blocking price inereases, without fear of squeezing profits and the capacity
to invest. That extra room might well be used to allow unions which have not
negotiated new contracts so far this year to make settlements for increases above-
any normal trend-line rate of productivity increase. That is, it seems both un-
fair and unnecessary to insist that negotiations in the immediate future be settled.
at rates that would be consistent with an economy that had eliminated infla--
tion. This would mean that wage-price inflation will not be stopped cold. But.
that is probably an unrealistic goal at best, especially when it is necessary to in-
crease the prices of imports. It sems too much to aim at complete stabilization,.
but a two-year program aimed at a progressive reduction of the rate of infla--
tion could permit lower settlements, without inequity, before the period is over..

On the less optimistic assumption, that something is to be done but that it is
not possible to get any cooperation from the union, it is not necessary to throw in
the towel. Without the coopération of any union at all, the government can bring
down the price of oil, or at least stabilize it, by permitting American oil com-
panies to bring in more of their external supplies. Similarly, the many govern-
ment agencies which regulate rate-making could be directed to introduce some-
what more concern for the public in their decisions. To raise airline rates this.
year, when airline load factors were perhaps as low as they have ever been in
history, was a depressing example of a company-oriented decision adverse to-
efficiency as to stabilization. I was delighted to read of the activity of The Regula-.
tions and Review Board in intervening before the I1GG fo force ‘reconsideration .
of rate increases that might otherwise have been approved automatically on tradi--
tional regulatory grounds. And I was disgusted last year when the government
supported Ilorida tomato growers in limiting imports of Mexican tomatoes for-
the specific purpose of raising prices in the United States. If the Administra-
tion wishes to do something serious about inflation, the best place to start may be-
with the government itself. - ‘

Beyond that, a national health system creates both the means and the respon--
sibility to do something about norms for medical charges, the heavy governmental.
role in construction provides great possibilities for affecting wage trends and.
labor practices in this area, the use of subsidies and regulation of rates gives:
an important toehold in transportation, and a return to more active antitrust en--
forcement could increase the odds against arbitrary pricing in industry generally.
None of that requires explicit cooperation from unions. But if something genuine -
were being accomplished in these areas, the chances of such cooperation might
well improve.

The idea of a freeze is worrisome. It is as if the hard work of selecting the-
targets that matter most and devising ways to cope with individual cases could
be escaped by waving a magic wand. It is wrong to think that everything can
be controlled. and perhaps even worse to try to do it. The most likely result would"
be general failure that could discredit the selective effort that is needed. A selec--
tive effort, in turn, is unlikely to mean that inflation will be stopped completely. .
But it should be reduced, and some other objectives which are at least equally
valuable could be served at the same time. Perhaps the most worthwile goal is-
to cut down on the uneconomic wage and price changes that both hurt the weak
and reduce real income: to use the powers of government to define and promote -
& more coherent evolution of monetary claims in the interest of both efficiency
and fairness.

Chairman Proxare. Thank you very much, Mr. Sheahan and'
gentlemen.

Let me start off with Mr. Schultze.

Mr. Schultze, I think you have a very neat package in many respects.
I was particularly impressed by your proposal that we try to tailor-
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fiscal stimulus so that we get it now. In the first place, we all know
we need it now; in the second place, your long-term analysis at the
Brookings Institution has shown that the Federal Government itself
could become an engine of inflation within 3 or 4 years by 1974, 1975,
maybe earlier, especially if we try to go beyond present programs.

So that, as I understand it, what you are proposing is that we pro-
vide action in the fiscal area to get people back to work, and we do
it in such a way that it would pretty much automatically phase out
as we get to a point of rather fulﬁ) employment ; is that correct?

Mr. Scmurrze. That is correct; yes, sir, you summarized that
precisely. -

Chairman Prox»re. Then what I miss in your analysis, and it came
through loud and clear in Otto Eckstein’s analysis yesterday, is the
notion that an element of stimulation above and beyond monetary
policy and fiscal policy is the stabilization policy itself; that is, to the
extent that you can instill' in consumers confidence that the back of
inflation has been broken, they will no longer save the 715 percent
of their income they have been saving, they will save maybe 614 or
maybe 6 percent, this additional spending should add a great deal of
impetus to the economy, and is a factor that perhaps the monetarists
and the fiscalists have ignored too much. .

What would you think about that?

Mr. Scuuurze. Well, like most economists, I have a double-barreled
response to-it. In one sense I agree with'it. I think it is clearif you look
at what has happened in the financial markets already, the mere an-
nouncement of the program has had a psychological effect, and, in
turn, some of that will have a real effect in the sense that the lower
ilfllterest_ rates and higher bond prices are going to have real stimulative
effects.

I agree there will also be a psychological reaction on many decision-
makers in terms of being more willing to spend money and to make
commitments. : :

On the other hand, it seems to me that ultimately this won’t work
unless there is some real payoff. Consumers, for example, insofar as
they are worried by the insecurity of their own or their neighbors’
unemployment, may be temporarily comforted by announcements, but
will really react in the long run only insofar as there is real visible
Improvement. i

Let me point out, Mr. Chairman, that when there is 6-percent un-
employment at any one moment of time, that means there has been
something like 25 percent of the labor force unemployed at one time
or the other during the year, and in turn that 25 percent who have
been unemployed one time or the other during the year, have been
joined by relatives, friends, and neighbors. So while I agree with Mr.
Eckstein there may be an important psychological impact, I don’t
think we can count on such an 1impact, and a program which had only
an announcement effect and no real substance would give you a flash
in the pan probably and then die out.

Chairman Proxdire. But you see what you are doing, as I under-
stand it, is to assume it won’t have any effect at all.

Mr. Scuuvrze. No,sir.

Chairman Proxmire. Am I wrong in that?

Mr. ScHuLTZE. No,Sir.
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Chairman Proxmire. In other words, you are assuming, let’s take the
more optimistic assumption, and I admit right now they are pretty
optimistic, that this freeze is going to work during the 90-day period,
and after the 90-day period they can put something into effect that
will hold down the increase in prices, and this is going to have a bene-
ficial psychological effect through 1972. Mr. Kckstein’s projection
shows the economy progressing and with unemployment diminishing
and the economy growing primarily, as I say, because of restored con-
sumer confidence. Isn’t it unrealistic to leave that confidence factor out
if this is true, if they reduce their saving by only 1 percent; that is, go
down from 714 to 614 percent, that this represents a stimulus of prob-
ably $7 billion ? ,

Mr. Scuavrnrze. Well, again, T will not even attempt to deny and
will agree that there could be a very important psychological effect. I
think the real policy question is whether or not the real fiscal stimulus,
combined with some psychological effect, will do too much. :

Now, it seems to me 1f you look at the size of the real fiscal stimulus
that I have laid out, its impact on the economy will clearly not be ex-
cessive. EEven if it is as I have depicted, this will not be enough, in and
of itself, to move the economy steadily back to a high prosperity era.
Hence, the Congress, taking action on this program to provide the
kind of fiscal stimulus in total that the President has recommended, is
not, in my view, taking significant chances that it is going to overdo it.

Let me add one other point. In the alternative fiscal package which
T have proposed, one of the major elements is a postponement of next
January’s increase:in-the social seeurity tax-increase. That need not be:
done until the very last days of the Congress. It might indeed be quite
prudent in the case of that particular piece to wait, observe, lock at
events; and I think the Congress can act on this matter relatively
quickly, particularly something like a reduction in taxes; wait until
the last part of the Congress to make up one’s mind firmly as to
whether 51is part of the program should be put into effect or not. But
I think the essential point comes back to a judgment as to whether or
not the real stimulus, plus whatever psychological stimulus there is,
I?liznl overdo it; and while nothing is impossible, I find it highly un-

ikely.

C}girman Proxmire. Mr. Saulnier.

Mr. SaurLNier. I am not as much concerned, Mr. Chairman, with
fiscal arithmetic as perhaps Mr. Schultze is. I think the problem is two-
fold. The acute problem was to do something about a foreign exchange
situation that was deteriorating very rapidly. The United States was
forced into action by a seriously deteriorating position of the dollar
abroad. That was the acute problem. That in itself was enough to
require a program.

Now, the second and more basic and continuing problem is to do
something about inflation, and, believe me, if this program succeeds in
reducing the inflation rate, there will be no cause to worry about the
fiscal arithmetic. Whether the net effect will be umpty-ump billions
or some other billions, no one can say, but one can be sure the effect
will be strongly positive. But if it doesn’t do something to bring
inflation under control, more fiscal stimulus, more monetary stimulus,
1t will not only fail to be beneficial but will be actually harmful.
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What we have here is a program that gives us a chance to overcome
inflation. It gives us a handle on a situation for which there has not
been a handle—at least nobody has found it, or been willing to grasp
such handles as were there. But this program provides a handle, and if
people get behind it and give it a chance, it will be effective.

Chairman Proxyire. Well now, let’s come to that point. I think that
you gentlemen all agree, all three of you, as I understand it, agree
on approximately what we should do after this 90-day period 1s over,
that the freeze should not continue, we should not have wage-price
controls comprehensively, that we should not have a program doing
nothing and saying that is enough.

You all agree we should have some kind of wage-price review board
or some kind of wage-price guidelines. You differ somewhat on the
details, but I think because you do have this basic agreement, and
that was also the notion of Heller and Eckstein yesterday, we have a
unanimity of opinion on it. I think it is very important that we try
to zero in on the kind of postfreeze policy we should adopt so that we
will have a constructive program and also so that the freeze itself will
work so there will be more confidence that there is something coming.

Now, No. 1, let me list four ingredients that I think are vital to mak-
ing this succeed and see if you gentlemen would agree with this. No. 1,
labor and business must be in on the takeoff. They must be brought into
full consultation ; this must be worked out in a way in which they will
agree. No. 2, any increases in wages should be based fundamentally on
productivity increases, some allowance possibly for cost of living hut
primarily on productivity increases. '

No. 3, any major announcements, any major decisions, on increases
in wages or prices must be announced 30 days in advanée or some
period in advance to give the President an opportunity to bring the
force of his office to bear so that he can act to dissuade any inflationary
decisions.

And, fourth, a position taken, as I understand it, by a couple of
you, I know by Mr. Sheahan, that we should focus primarily on the
concentrated phases, the concentrated areas, of our economy; that is,
on perhaps the hundred biggest businesses and the large labor unions.
I would like you each to comment on that kind of program to see if
you think you would go further than that or how you would put
these into effect.

Mz, Schultze, go right ahead.

Mr. Scuurrze. Well, I think I would first start by saying that I
think those four points are right. I have maybe one modification or
one addition. I don’t think it is simply concentrated industries that
you should concentrate on, concentrated industries that you should
spend most of your attention on. I think, for example, Mr. Sheahan
is quite right that there is a chance even without national health in-
surance through medicare, medicaid, in cooperation with the Blue
Cross and Blue Shield, to do something about medical fees and about
hospital charges, and I normally wouldn’t call this a concentrated
industry but this is an example of an area going outside of concentrated
industry.

Secorgd, in the same vein it seems to me, again really this supple-
ments what Mr. Sheahan is saying, I think it is absolutely critical
that these four points which relate to how the Government deals with
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business and labor, it is absolutely vital that the Government itself take
action in areas where it has responsibility or to put this another way,
any kind of an incomes policy is going to ask labor union leaders
and businessmen to do what does not come naturally ; namely, don’t
get the most for your members; namely, don’t get the highest price
mnerease which might be consistent with your way of Jooking at the
market.

At the same time, if we are going to ask them to do that then the
President is also going to have to stick his political neck out, and the
Congress ultimately is going to have to at least not nitpick him to
death, by taking some very difficult actions in areas where the Govern-
ment has a major impact on prices and wages.

Mr. Sheahan has mentioned a few of those, the regulated industries,
in the case of oil, I think there are many other cases where this is true,
in the case of farm prices across the board. So I would add that to
your list of four.

Chairman Proxyme. Mr. Saulnier.

Mr. Savrnier. Mr. Chairman, I think the four points are very well
taken, and T have absolutely no exception to take to them. I would
like to add a fifth, and it is the point already referred to by Mr.
Schultze. I have said repeatedly that I didn’t think the Federal Gov-
ernment was really doing all it could do in the administration of its
own programs to help bring cost and price inflation under control.

When I was here in this line of work I was chairman of a Cabinet
committee called the Cabinet Committee on Government Activities
Affecting Costs and Prices. It was established by President Eisen-
hower in the spring of 1959, and its purpose was to try to see to it that
programs of the Federal Government were used to help promote the
stabilization process—procurement, lending, loan insurance, stock-
piling, quotas, the determination of wage rates under Davis-Bacon,
the whole business.

What T would like to see the Government do is to establish quite
a visible group with the specific mandate of using governmental pro-
grams in a way that will promote the success of the President’s sta.-
bilization effort. It would be pretty late, but a lot of things are late, and
in any case it would be a very useful step at this time. I hope your
committee will encourage the administration to that end.

Chairman Proxmrre. Mr. Sheahan.

Mr. Seraman. Well, T am worried that we are all so close together
and also somewhat reassured. The points you stated are essential and
I think correct in all respects, though I would like to add with some
footnotes.

On the point about labor and business being brought in on the
formulation of the program, I would hope that efforts to do this are
in process right now. With all the hostility shown in the last few
days, it would be surprising if there were much willingness to co-
operate on the part of labor. But I shouldn’t think we would have to
give up if labor did not participate. There are so many things that
can be done in the government sector, there are so many things that
can be done to check aggressive pricing by business and in the profes-
sions, that a fairly substantial program could be run and could do
a great deal to help even if the unions do sit it out.
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The point about, linking wage increases to productivity increases is
excellent. It is important that the administration make clear what it
expects. All industries and all unions are being reasonable in every-
thing they do, only their concept of what is reasonable hasn’t had any
norm against which they themselves could check. 1t is a particularly
complicated business now because the American wage level, relative
to foreign wage levels, became too high in terms of the relationship
between our productivity and productivity abroad. A correction must
include either a reduction in real income or a slice off what would
have been a normal growth rate. To apportion the cost of adjustment
is a delicate task but at least the Government should try to work out
figures that add up, that take advantage of the present slack, and
that make explicit the necessities of adapting to a lower real wage to
adjust to the foreign side. Iiveryone would have a clearer idea of
what is involved if the Government said what really seemed reason-
able.

On the suggestion that major price and wage changes be announced
in advance, that would be fine if what you mean are 100 corpora-
tions, 10 unions, and two or three professional associations. It is im-
portant to restrict this to areas of decision that the Government can
watch, watch in the sense of knowing what is happening to the classi-
fications of workers, watch what is happening as new products are
introduced and prices are changed through a product change. Nothing
is going to be simple. It would be a farce if the Government tried to
maintain very extensive controls it could not effectively administer.

I would like to back up Mr. Schultze on the point that the problem
area is not just manufacturing. It includes oil, and certainly medical
care, and construction. If manufacturing had to be given up com-
pletely, I don’t know that this would make a tremendous difference
provided that we have the protection of competition from imports to
restrain excessive domestic increases.

Chairman Proxmare. Before I get back to Mr. Schultze, my time

is up, but I would before I yield to the majority leader, I would like
to ask one question and you might deal with that, you and Mr. Saul-
nier, in view of the fact Mr. Sheahan has already mentioned it.
Yesterday it was made clear by the leaders of organized labor that
theirs is going to be a very, very hard kind of cooperation to get. Mr.
Meany was emphatic, Mr. Woodcock was very strong in his state-
ment, he is going to testify before this committee later on, but they
made it clear that organized labor is very reluctant to go along on
coolpemtion here. They feel that the inequities are very serious and
real.
. These are reasonable men, intelligent men. They, I think, have indi-
cated, as you know, in 1962 to 1965, it was their cooperation primarily
that gave us the stable wage costs. I think what we have to do is to
develop something that is completely fair to labor. We have to recog-
nize what their difficulties are and try to adjust to that.

How do we bring them into this situation, how can we, or is it pos-
sible to do that? Is it possible to win labor cooperation for some kind
of a program that will be effective in holding down the cost of living?

Mr. Scaurrze. 'Well, I obviously have no nice pat answer to that.
It seems to me there are several very important points that bear on
it. First it seems to me, it is terribly important to accompany any
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such program with a vigorous move toward a lower unemployment
rate, so that real incomes can rise substantially even with lower
money wage increases in an economy which is vigorously moving
forward.

So a program which aims not only at controlling inflation but is
vigorously moving toward higher employment, lower unemployment,
seems to me to be able to get cooperation. I think part of the recent
reaction has been all mixed up between disappointment over the high
unemployment rate and the dissatisfaction over economic policy in
general up to now, on the one hand, and the problem of the wage-price
freeze.

Point No. 2, it seems to me that it is going to be paradoxically more
possible to run an incomes policy if labor and business are consulted
and negotiated with in formulating the policy but don’t run it. By
that T mean we should avoid like the plague a tripartite review
board with a labor representative and a management representative
and a public representative because in some cases at least, union
leaders will find it possible to accept a particular wage settlement if
they are forced to in terms of their relationships with their own
members, but would never dare to agree to it directly.

That is the second point. Don’t do it tripartite, you are more likely
to get cooperation than not.

Finally, it seems to me that there must be on both sides during the
90 days, there has to be, some toning down of the rhetoric because much
of what labor is griping about now appears to me to go beyond the
90 days. Many of the problems they raise are quite genuine problems.
They are very serious problems, but they are not really all that big
a problem for 90 days. Or as Mr. Sheahan said, it would be wonderful
if you could get something out in 70 days.

So if we could get the rhetoric toned down now and negotiate in
terms of what is going to happen after this period, we would be better
off. Making that distinction, it seems to me, would be very helpful,
and it is very confused now if one reads the statements.

Chairman Proxmire. Mr. Saulnier.

Mr. SauLNiEr. Mr. Chairman, it is really hard for me to believe it
would be impossible to design some kind of public group or body,
including labor, including business, and including hopefully some
representatives of the public generally, it is hard for me to believe it
would be impossible to put together such a body. It should be possible
to do so and if a spirit of fairness prevails in it, it will work.

Chairman Proxmire. Could I inferrupt to say are you taking
opposition to the position taken by Mr. Schultze that we should not
have a tripartite board or we should have a consultative or advisory
group to work together with the administering of it ?

Mr. SavLNmEr. Well, of course, the responsibility for administering
the program must rest with government but government will have to
work in this case with its constituencies, with the parties at interest
in the matter, and that calls for some kind of a multipartite body.

I think what you will find is that there is a great deal of support for
the program in the country. I listened to a report the other night of
a survey that was taken in which a fairly substantial panel of people
across the country were asked, “What do you think of the President’s
program?” And what the survey showed was that 85 percent of the
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wives of labor union members were favorably disposed toward the
program. I hesitate to say they were enthusiastic, I don’t know how
you measure such things, but they were for it, and they were for it for
the simple reason that they confront inflation every day in the grocery
store, and they have had their fill of it, and they see a way to stop
it with this program, at least to get started on a way of stopping it,
and they are forit.

I think that is what labor leadership is going to find and I hope they
will respond to it.

Now, just one technical point, Mr. Chairman. Your point No. 2 is
that wages should be in line with productivity improvement, and on
all technical grounds that is, of course, entirely sound. But what trou-
bles me about it is that we start from a situation in which labor cost in-
creases are vastly in excess of productivity improvement. It is hard to
know just what the facts are, but average compensation increases are
probably around 8 or 9 percent. On the other hand, productivity im-
provement, on a long-term basis, is somewhere around 314, maybe not
even that high. So we have such a gap here that to hope to close it in
one fell swoop is asking too much.

I have never been a great enthusiast for gradualism, but the problem
we have here of bringing wage increases back into line with produc-
tivity gains is so big we are going to have to work patiently and gradu-
ally to close the gap.

If I thought we could get wage increases stepped down over a period
of time, under some kind of broad guideline approach, to the point
where they would ultimately be in line with productivity improvement,
I would be happy to see it take time to do it.

Chairman Proxmire. Do you want to add another word, Mr.
Schultze ? .

Mr. Scaurrze. Yes, just one illustration of the way to do that might
be something like setting a standard which would allow wages to go
up in line with productivity plus one-half of the prior year’s cost of
living increase, and to require business firms to absorb some specified
percentage of cost increases. If you work through this it turns out that
you do gradually within several years just about wipe out that excess
of wage gains over productivity increases. Something like that might
be in order. :

Chairman Proxmire. Well, as chairman of this committee, I intend
to ask the staff of this committee to very carefully study the 2,500-
word statement by the AFL-CIO as to why they oppose this and
I intend to study 1t carefully myself. We are having Leonard Wood-
cock up before us as a'witness and we will certainly question him in
great detail and do all we can to elicit from the labor movement and,
as I say, they are reasonable, intelligent, and able people, exactly what
kind of program they want.

They want to stop inflation, too, and we just cannot accept the situa-
tion in which they say they are not going to cooperate with the Presi-
dent. So nothing happens, and we are just determined to do all we can
to find out what kind of a program they want and on that basis see 1f
there is anything we can work out beyond that with the administration
and with other people who are involved.

Senator Mansfield.
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Senator Mansrierp. Mr. Chairman, my questions will be brief, as
will my comments, and I would hope that the answers would be
approximately brief. : :

We 'were talking a good deal about industry and labor today, bu
we seem to have given little attention to people living on social secu-
rity, retirement funds, annuities, pension plans, and the like, and I
think they are entitled to some consideration as well as the other
segments which comprise the population of this Nation.

Gentlemen, is there, in your opinion, an economic emergency which
at this time calls for drastic action?

Mr. SavLnier. My answer to that is definitely yes.

Mr. Scaurrze. Yes.

Senator MaxsrreLp. Mr. Sheahan.

Mr. Sugeaman. Yes, sir; 1 agree.

Senator MawxsrieLp. Is it possible to propose a policy which would
not be inequitable?

Mr. SavLntER. Senator, it would be a miracle if any program were
devised in which inequities would be totally absent. What we have to
strive for is a program that will be as equitable as possible, but there
are inevitably going to be some inequities.

Senator Mansrrerp, Mr. Schultze.

Mr. Scaurrze. I would simply add that it is possible to devise a
program in which the small remaining amount of inequities are sub-
stantially less than what we get by doing nothing because we are now
getting inequities which are both inflation and unemployment.

Senator Ma~srieLp. Mr. Sheahan.

Mr. SararaN. I very much emphasize that latter point. It would
be hard to do anything worse than not do anything.

Senator Mansrrerp. On what authority did the President put into
effect regulations governing wage, price, and rent controls?

Mr. SavLNiEr. He acts in this case under a statute already enacted
by the Congress. ‘

Senator Mansrrerp. That is an obvious answer.

Mr. SavLNiEr. Yes.

Senator MansrreLp. Because I just want to bring out the point that
the Senate twice, most recently several months ago, in its renewal of
legislation giving the President standby wage-price and rent controls,
did so unanimously, and he has that authority under statute until, I
believe, April 1, 1972,

In your opinion, gentlemen, does what the President has advocated
in the domestic field in many, if not all its aspects, differ from what
the President has advocated down through the years?

Mr. SavLNiEr. Senator, it is a substantial reversal of a position
the President has previously taken. Now, I do not criticize him for
that. On the contrary, I would commend the President for having in-
sisted as long as he did that he wanted to overcome inflation withcut
recourse to direct controls.

If the administration is to be faulted, it is to be faulted for not
having pursued the policies that would have made it possible for them
to overcome inflation without direct controls. But they didn’t do it,
and that is water over the dam. In the circumstances there was little
for the President to do but to reverse his position. .
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Mr. Scirovrze. I would simply note, Senator, that as I understand
it there is more joy in heaven over one sinner converted than 99 who
stayed in the fold. ,

Senator Mansrierp. We are getting away from the road to Damas-
cu‘s(.i 'ZAnd I take it you would all agree with what Mr. Saulnier has
said?

Gentlemen, how close last Sunday night, in your opinion, was the
dollar to really plummeting way, way down ?

How much time, in your opinion, did the President have left before
he undertook to take drastic action?

Mzr. Savrnier. I think there was a very high probability, Senator,
that by Monday the Federal Reserve Bank of New York and the U.S.
Treasury would have been deluged with demands on the remaining
gold supply. I think we were on the edge of a foreign exchange crisis
that could never have been met except by closing the gold window.

Of course, one could have emptied the gold barrel, but interestingly
enough, I haven’t heard any suggestions that that should have been
done or any complaints that the President did what he did. I think
we were very close to the kind of crisis you are suggesting.

Senator MansrmLp. Mr. Schultze.

Mr. Scaurrze. I can’t answer the question. I think what is really
relevant is that it was bad enough fully to warrant the Presideunt’s
action. What would have happened otherwise I don’t know except it
clearly was warranted.

Senator MaxsreLp. Mr. Sheahan.

Mr. Saeasan. Well, I can’t imagine the dollar plunging tremendous-
ly in value. If the exchange rates of European currencies rise 10 per-
cent in relation to ours they are going to have a very difficult time
competing with U.S. business in a free market. It was desirable earlier
and it was very desirable that we finally took the step when we did. But
I shouldn’t imagine that it is right to picture it as if we are up against
the wall about to be shot. The pressure has been building up and I am
glad the President acted to release the exchange rate when he did.

Senator Mansrmrp. Well, I raised the question with a specific
purpose in mind because we were told last Tuesday that we were
within 2 weeks of coming close, in coming close to an answer to the
question which you have just been asked.

Will the 90-day freeze be time enough to achieve economic stabil-
ity ? I take it, Mr. Saulnier, you think it might, and Mr. Schultze and
Mr. Sheahan think it will not.

Mr. SavLnter. Senator, I would like to be understood as believing
that 90 days will not be long enough.

Senator MansrIELD. It would not be ?

Mr. SavL~iER. No.

Mr. Scuurrze. Senator, to make sure

Senator MANSFIELD. Yes.

Mr. SavLxTER. To make sure that answer is understood—and I think
all of us would agree on this—none of us think you can break inflation
by a 90-day freeze, but neither do any of us think you should extend the
90-day freeze. Rather, there is a need to come up with something else
in the meantime.

Senator MaxsFieLp. In other words, you can’t reduce the 6 percent
unemplovment figure appreciably or the in excess of 5 percent infla-
tionary figure appreciably within that time?
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Mr. Scaurrze. Or if you did and did nothing else it would just
bounce back up again. :

Senator Mansrierp. All right.

If that is the case would it not then be up to the Congress and the
administration to get together and decide on what a new economic
policy should be?

Mr. Scavurze. Yes.

Mr. SAuLNIER. Yes, indeed, without a doubt. Planning should go
forward on a crash basis. :

Chairman Proxmrre. Involving the Congress, too?

Mr. SavrLNiEr. Involving the Congress, yes.

Chairman Proxmire. That is the reason we are having these hear-
mgsat this time,

Mr. Savrnier. Right.

Senator Maxsrierp. May I say suggestions have been made over
the past several months several times to the effect that it might be
worth considering by the President if he were to form some sort of a
congressional-Executive group composed of the chairman and rank-
ing Republican members of the Banking and Currency Committees of
both Houses. the Finance and Ways and Means Committees of both
Houses, and the present committee, the chairman and his ranking
Republican counterpart, so there could be better understanding and
some functioning body which will be in existence which will prepare
the way with plans for the situation which confronts us at the present
time. Does that suggestion meet with any merit ?

Mr. SavnNter. I would be enthusiastic to see such a program
launched.

Mr. Scaurrze. Senator, without being able to comment on the par-
ticalar form which congressional-Executive relationships should take
in this period, I think your proposal meets one very major point;
namely, that the worst thing that could happen is at the end of 90 days
for the President to spring on the Congress a full blown proposal on
a take it or leave it basis. By that T mean there must be some mecha-
nism gvolved to discuss this in a nonadversary relationship over the
period. :

Senator Ma~srierp. What would you tliink of such a mechanism
being created in the meantime ?

Mr. Scaurrze. Excuse me, sir ? :

Senator MaxsreLp. What would you think of such a mechanism
as I have mentioned being created in the meantime, coming together?

Mr. ScroLrze. As Isay, yours is, it seems to me, an appropriate way
to do it. There may be others. )

Senator Max~srieLp. There may be others but those are the individ-
nals connected with, the most apppropriate coinmittees connected in
relation to the problem which confronts us.

What would be the result if the present freeze is jeopardized or
undermined or fails? Go ahead, Mr. Saulnier.

Mr. Sauvrnier. I think the result would be to reverse the recovery
and to plunge us into another recession. That would come about, Sena-
tor, for the following one reason. If this program fails, and if people
are going to have to say to themselves “this effort to control inflation
has failed and the inflation rate is going to go up,” you will find inter-
est rates escalating, the bond market will dry up, the mortgage mar-
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ket will dry up, and that means there will be a constriction on invest-
ment in the economy, and we would start heading down again. Those
are the stakes involved here.

Senator MaxsrreLp. No. Schultze.

Mr. Scuuraze. There are tremendous stakes involved. Whether the
country would plunge into another recession or not I can’t predict.
T think I can predict that if this should blow up, if there should be
violent confrontation politics and major flouting of the freeze, then
it seems to me we have lost for a very long time in the future a golden
opportunity to try to reconcile and have price stability and full em-
ployment, and everybody, literally everybody, must be interested in
doing that.

So what would happen in the next 6 months I am honestly not sure
but I do know that the consequences could be much worse than that in
the sense of having Jost maybe for many yearsthe possibility of achiev-
ing these two great objectives simultaneously.

enator MansreLp. Mr. Sheahan.

Mr. Sueaman. I would certainly agree with all that. I take it that
failure in this context means something like an explosion or showdown
between the administration and the unions. Failure in the sense that
the Governor of Texas may carry through his increases for school
teachers or that the index may go up a percent or two, failure in that
sense isn’t terribly serious. In fact some rise in the index is practically
inevitable because many import prices are being raised at least 10
percent and maybe more with exchange rate changes. It is wrong to
think of the goal as an absolute halt to inflation. The only really des-
perate failure would be the one Mr. Schultz mentions that the union
leaders decide they are absolutely incapable of cooperating with the
administration, and that the administration take a rigid position that
everything they have announced has to be followed to the letter with-
out any adjustment or compromise. Both sides have to be willing to
negotiate.

Senator Maxsrerp. As I interpret what the unions, what Mr. Wood-
cock and Mr. Meany and others have said, while they have many ques-
tions in their minds I do not interpret their statements to indicate
that they intend to do anything harsh within the 90-day freeze period
announced which, I think, is in itself encouraging.

I think also that in view of the fact that inflation, unemployment,
the recession which, in effect, faces this country today, and our inter-
national standing economically and financially, that the plans some
of us had for getting the Congress out early this year may well have
to go by the board because this question is too important, it affects
every American in some form or other, and it is something in which I
think the Congress can play a most important part. In order to remain
on top of this situation it would appear to me as of this moment that
we may well be in session for sometime beyond the end of the 90-day
freeze period, and I say this with sadness, but I say it with firmness
as well, because this question is not going to be ducked.

Mr. Schultze, you used the phrase that there ought to be a “90-day
freeze on rhetoric.”

I agree with you a hundred percent because I have been and am
somewhat disturbed at the amount of personal acrimony which has
already set in between labor and Government, between State govern-
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ments and the Federal Government, and this morning between the
U.S. Chamber of Commerce and Labor, and the apparent lack of
understanding that unemployment, inflation, and dollar crises are
national in scope, and must be met on that basis.

Everyone, myself included, will find serious, most serious, inequi-
ties, say, for example in the matter of the teachers who signed con-
tracts last spring and who evidently will not get their raises mext
month. That, I think, is most inequitable, and other unions, which have
signed contracts but which have not been put into operation because
one small segment of the bargaining group has held out, and thereby
created a most precarious situation as far as that particular union-
wide contract was concerned.

There are serious inequities in the package announced by the
President. T myself had, and have, grave doubts and on that basis,
and this is repetition but I want it in the record, I raised some ques-
tions at the White House meeting on Tuesday morning last, and these
questions expressing my own personal feeling were on the following
subjects:

I raised the question., Why was a freeze not put on interest rates?
The answer was that if that was done you would set a floor or ceiling,
whichever way you wanted to define it, but that on Monday and
Tuesday interest rates had gone down voluntarily from something
above 6 percent to something below 6 percent, and Mr. Heller told
us yesterday in this committee when he was asked that they were still
going down.

Are they still going down today ¢

Mr. Savryter. I don’t know about today. Senator, but they have
been going down for the last few days, and a fortunate thing it is
that they have been. .

Senator MaNsrIELD. Anyway, the record should show that was the
reason which the administration told the Members of Congress who
were called down last Tuesday that they did not consider or did not
impose controls on interest rates.

I raised a question about the huge bonuses given executives, so-
called executive bonuses in the large corporations. I was informed
that they were cut, that they would not be paid during this partic-
ular period. '

I raised the question about dividends, and the answer was that the
administration called on all corporations to freeze their dividends at
the rate_at which they were at midnight Saturday last.

Then T raised the question, Why was not a freeze put on profits?
The answer was that we are operating at about 72 or 73 percent of
our industrial capacity at the present time. Some companies were
making big profits, others moderate profits, some small profits, and
some companies were going out of business. The question was then
raised by the administaration in response to my question, How do
you establish a criteria ? ’ _

Gentlemen, how do you establish a criteria for a freeze on profits?

Mr. Savr~izr. Well, Senator, profits, because they are not a con-
tractural return but are a residual, cannot be controlled the way con-
tractural arrangements such as wages and prices can be controlled.

What can be done, and in the past has been done, is, after the fact,
levy a tax against profits that are, on the basis of some stated stand-
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ard, regarded as being excess. But that is a different approach: and let
me add that in present circumstances, with profits down, it is not
needed.

Mr. Scirunrze. Senator, as an economist, I would have to say that
if you have tough controls on prices that you should not have control
on profits

enator MansrIrLp. Give us that again.

Mr. Scruraze. If you have tough control on prices you should not
have control on profits. What you want to make sure is that if profits
do rise they rise from higher efficiency or greater volume not from
inflationary price increases.

The second point, however, leaving off my economist’s hat, and
trying to think like a negotiator, if, as a necessary price, if and only
if as a necessary price of buying cooperation from other elements
of the country it might be necessary to do something on profits,
perhaps along the lines Mr. Saulnier suggested, it might be a price
worthwhile paying. But I have to reiterate as an economist we are
interested in stabilizing prices and getting reasonable increases in
wages, and that the way profits flow is not what we are after.

Let me finally point out that at the present time profit margins,
as a percentage of our national income or gross national product,
are already at the lowest point in the postwar period so that it is
primarily ‘a political problem. As an economic problem it seems to
me that we are after prices ultimately and that is the way to get at
profits, through stable prices.

Senator MaxsrirLp. What would you think of substituting profit
sharing in industry as an alternative to the situations which have
been developing down through the years?

Mr. Scmurrze. Senator, I would hope that as one of the areas
it is considering during this 90-day period of looking toward some
kind of a longer run incomes policy that the Cost of Living Coun-
cil and the Government in cooperation with the Congress, labor and
business, would be giving very serious considerations to such things
as profit-sharing arrangements, productivity bonuses, anything in
which you are paying people additional income without raising
prices or wages, and I think your suggestion, while there are no
mechanical ways that I can come up with to do it, I think your sug-
gestion is a most excellent one, and the Cost of Living Council should
pay attention to it.

Senator Mansrrerp. It is not a new suggestion because I remem-
ber even as far back as before the Second World War there were
scattered throughout this country various profit-sharing enterprises.
One of them was located in Spokane, Wash., Mr. Eric Johnston, who
later became the head of the Motion Picture Association here, you
will remember him, a very fine gentleman, ran his business on that
basis, had no trouble, had a high productivity rate, and had a good
return on the investment in which all participated. It has been tried
here and there, not on a large scale, but I think if you give the work-
ers an interest in the business that you would get greater produc-
tivity and that the workers themselves would get more in the way
of a tangible return.

Mr. Scrurrze. It is my understanding, by the way, Senator, I
am not familiar with the details, that Harry Bridges on the west
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coast, the longshoremen have worked out an arrangement in which
they get in effect profit-sharing wages and it has worked very well
from what I have heard.

Mr. Saurnier. I would not want to be working as a longshoreman
and depending for my wages sharing the pro%ts of the shipping
companies today.

Mr. Sciurrze. They don’t share the shipping company profits.

Mr. SauLnter. And paying my grocery bills.

Let me point out, Senator that aggregate corporate profits in this
period of inflation have not been going up but have been going down.
Corporate profits before taxes in 1966 were $84 billion. In 1970 they
were $75 billion. They are at a higher annual rate now, but still
below the 1966 level.

In that same period, while profits were going down compensation of
employees was rising from $435 billion to over $600 billion. So we have
a distinct disparity here in this period in the behavior of total wage
payments and total profits.

Senator MansrreLp. And, of course, that is separate and apart from
the 25 million Americans who are living on annuities, social security,
and the like.

Mr. Sheahan, do you have something?

Mr. Suraman. Yes, I would like to make a minor remark on some
of this. Tt is certainly true that corporate profits in the aggregate are
well down. But in the present context the fact that many corporations
are having serious financial difficulties shouldn’t be allowed to obscure
a situation in which a fairly substantial number of companies are rela-
tively immune. I am thinking particularly of drug and cosmetic com-
panies, though not all of them by any means, and of General Motors’
standard year in, year out, 20-percent return on capital, General
Motors. :

One of the troubles with the guideposts in the 1960’ was that
we had highly profitable corporations that were not raising prices but
should have reduced them. The question is, Why just stabilizing prices
is the right thing to do when your profits are rising very substantially ?
I should think that at some point corporations which have the benefit
of special market positions might be induced to consider actual price
reductions. That is to say excess profit can be identified in a number
of cases, excess profits that last year in and year out.

Senator MansrieLp. Yes, may I say that these statements and these
questions, as I have indicated previously, have a purpose behind them,
and the purpose is to put in the record the fact that these questions
were raised when the White House meeting was held on Tuesday last,
and to put in the record the answers as near as I could recall them, and
your reaction to the questions as respected economists.

I mentioned yesterday that one thing which has not been mentioned
much in the press or anywhere else was that in the President’s package
there was an announcement to the effect that he was going to cut for-.
eign aid by 10 percent.

As the chairman of the, the distinguished chairman of this commit-
tee, said yesterday, it will be cut more, and it should be cut more
because I think we are partly responsible, maybe in good part, for the
position in which we find ourselves today-
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For example, I note in a letter which came to me today—I don’t
know where it came from except, because it has got the U.S. Postal
Service OH, Ohio, I guess. Outside, it is signed “Disgusted.” It contains
an AP article with no date, and I don’t know what paper it comes from
but it must be an Ohio paper. The headline says: “U.S. Has Paid $1
Trillion of NATO Defense Bill,” and that headline is misleading.
What it means, in effect, is that this country has spent over, well over,
1 trillion dollars out of a total NATO expenditure of one and a half
trillion dollars on defense. But our expenditures include Vietnam and
other parts of the world where the European nations themselves,
except in small instances, have not become involved. But just think
of it, over—this country since it has been a member of NATQ, through-
out the world has spent nearly one and a half trillion dollars on de-
fense—no, excuse me, has spent more than a trillion dollars on de-
fense, and most of that came from taxpayers, naturally. As far as
Europe is concerned, in 1949 we were spending $13.5 billion or 72
percent of the $18.7 billion spent by all the NATO countries, and
in 1970, I think, the figure was still at approximately $14 billion.
But the record should be made clear that even if we withdrew all our
troops and dependents from Europe that would not mean an auto-
matic reduction of $14 billion because we would have to pay for
troops stationed in this country.

In an area where you have 128 generals, one for every 2,300 men,
an area where you have lieutenant colonels and colonels by the thou-
sands, certainly is a waste area so far as American investments are
concerned. But the point I am getting at is this: Not only in NATO
but, as the President himself pointed out, we have expended $143
billion in foreign 2id, and in Vietnam we have spent $130 billion. And
I think if we will do a little tightening up on these investments—and
I use the word “investments” advisedly, perhaps “adventures” in some
instances would be better—that we could be in a better position then
to clean our own house and put our fiscal resources in better order.

Thank you, Mr. Chairman, that is all.

Chairman Proxyire. Thank you very, very much, Senator Mansfield.

Senator Mansrrerp. First, may I ask unanimous consent to have
the article put in the record, not the letter?

Chairman Proxyire. Without objection, it will be placed in the
record at this point.

(The article referred to follows:)

U.S. Has Pamp $1 TRILLION OF NATO DerFENsE BmLL

Brussels (AP): In the last 21 years, the 15 members of NATO have spent
nearly $11% trillion on defense. More than a trillion of that came from U.S.
taxpayers.

A trillion is a thousand billions or a million millions. You get some idea of the
amount if you add up the total value of all goods and services produced in the
United States this year; it will just approach a trillion dollars.

Officials of NATO, the North Atlantic Treaty Organization, put at $1,469,396,-
000,000 the total defense outlays of these nations since 1949. Annual expenditures
grew from $18.7 billion in 1949 to $106.4 billion last year.

The total for this year is expected to drop to $102.8 billion, because of a
cut in U.8. defense spending. It is likely to start mounting again in 1971 because
the Nixon administration plans to ask for more.

These are the 15 NATO members’ defense expenditures both inside and outside
the NATO area.
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At NATO’s annual meeting last week, 10 European allies agreed to make a
modest start on sharing more of the burden. They will increase their spending
by $1 billion over the next five years.

U.S. officials and congressmen have long complained about inequality. Of the
total NATO outlay in 21 years, the United States has spent almost three quarters:
$1,096,226,000,000. Much of this money, of course, has been spent in Asia, not in
the Atlantic area.

The 12 European allies which maintain armed forces—Iceland does not—ac-
counted for $373.17 billion. Canada spent $35.8 billion.

The European share in the spending remains roughly what it was 21 years
ago. Of the $18.7 billion spent in 1949, the U.S. share was $13.5 billion, or 72
per cent. At that time Western Europe was still almost prostrate economically
as a result of World War 1I. Aid under the Marshall plan was just beginning
to flow in.

In 1970 the United States was spending $76.5 billion of the total $102.8 billion.
Its share had risen to almost 74 per cent.

In the interval the IBuropean members had given up nearly all of their military
spending outside Burope. They also became much more prosperous.

Military spending has hit heavily at the U.S. balance of international pay-
ments, so that Washington spends much more abroad than it takes in. West
Germany has for years been helping to compensate for this my regularly under-
taking to buy military equipment, services and treasury bonds in the United
States.

Only a small portion of the sums spent have actually been used by NATO as an
organization. The bulk paid out by the national government is for national
purposes, only loosely coordinated by the alliance.

NATO refuses to disclose its own budget. It says only that over the life of the
alliance about $4.2 billion has been spent on infrastructure—the building of
airfields, communications networks, pipelines and other jointly used equipment.

Some additional spending was approved last week. All of it, like previous
NATO spending, will come out of national budgets.

Chairman Proxmire. I want to thank you gentlemen very much. I
might point out to you, in closing, that the economic indicators indi-
cate why labor is very reluctant about wage-price guidelines, they look
at what happened between 1962 and 1966. Manufacturing wage costs
were stable pretty much through that period as a result of wage-price
guidelines. I think wages did go up 8.2 percent for organized labor,
they went up a little more for nonorganized labor but also the profits
escalated from $55.4 billion in 1962 to $84.2 billion in 1966, In other
words they went up by more than 50 percent, they went up at a fan-
tastic rate. Profits are very volatile, you can take almost any period
and prove anything, but during the period when wage-price guide-
lines were in effect organized labor feels that compared to what hap-
pened to profits they really took a beating.

First, they took a beating as organized labor and, in the second
place, they took a beating because the distribution of profit was in-
creased so enormously while they were foregoing a substantial wage
increase. .

I think this is one of the things we have to bear in mind. We may
not be able to work out effective profit control but at least we ought to
understand what is behind part of the labor’s uneasiness about a wage-
price guidelines system. Dr. Saulnier.

Mr. Savrxter. Well, if T may say so, Mr. Chairman, that is a mixed
comparison. In your figures you are comparing what happened to
the volume of profits with a rate of wages costs. v

Now, if you compare what happened to the volume of wage pay-
ments with the volume of profits you will get a more reasonable
answer.
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Chairman Proxmme. Well, of course, wages are a far greater com-
ponent of income than profits. There is no question about that. You
are dead right if that is the implication of your response. But never-
theless labor was concerned about the fact during this period you
had an increase of about 60 percent in profits, an increase of maybe 15
percent in wages for organized labor or 16 percent, something of that
kind, a tremendous disparity and, therefore, labor is wary about going
into a situation in which once again guidelines might be used as a
device for holding down costs for corporations and enable profits to

. increase and, of course, when you say you are not going to have an

increase in dividends, I think anybody who has ever invested under-
stands that doesn’t mean anything because, after all, you can get your
gain from capital gains and if dividends are not paid, those earnings
simply go into the corporate treasury and increases the value of your
stock. So the fact that the stock market is going up is of great benefit
to investors and stockholders and gives them a greater income at the
time that labor is forgoing additional income.

Mr. Savr~igr. Senator, a lot of stockholders have had a rapid edu-
cation in these matters in the last few years. Stock prices today are
below what they were in 1968 and early 1969, and in the interim they
have been off as much as 30 percent, so that the average stockholder
today, if he has been in the market for 4 or 5 years, is lucky if he is
even with the board.

He is probably behind where he was in 1969.

Chairman Prox»ire. What I am arguing is that you should look
at this prospectively and understand why organized labor is some-
what uneasy and careful about going into the situation again.

Mr. Schultze.

Mr. Scuurrze. One quick comment about any comparison. This
comparison should be checked, but my recollection is during those
precise years the increase in the real purchasing power of wages was
the most rapid of the postwar period.

Senator Proxaire. Most rapid increase.

Mr. Scaurrze. The real purchasing power during that period went
up more than any comparable period in postwar history. It is subject
to check. '

Chairman Proxare. It was a period of prosperity.
~ Mr. ScuurrzE. A period of very modest money compensation
increase.

Chairman Proxare. I understand Mr. Nader has been waiting, is
about ready, but I think he wanted us to take a minute or two longer,
so let me take advantage of this time to ask you about your responses
to the priorities in this program. None of you gentlemen addressed
yourselves to that. The President has obviously put a very high prior-
ity on automobiles. He has obviously put a very high priority on in-
vestments as compared to consumption. He may be right. It may be
that in the short pull something like automobiles is the way to do it,
it stimulates not only automobiles but steel and glass and textiles and
many other things.

At the same time there is a very curious emphasis here because if
there is one thing we don’t need more of as a country it is automobiles,
with pollution, congestion, all the problems involved in it. We would
be better off with half as many as a nation.
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Mr. Scaurrze. As I indicated in my testimony I feel the total im-
pact of the President’s program is good but I think the priorities
shown are bad. I think one could get the same total impact with a
different set of priorities as I indicated.

Chairman Proxmire. Mr. Saulnier.

Mr. Savr~ier. Senator, I think you have to look at this program
not in terms of the priorities of the tax package but in terms of its
chances of overcoming inflation in our economy domestically, and,
Internationally, its chances of giving us a better foreign position. In
that respect I am for it.

You can point to flaws in any tax package, but as far as the auto-
mobile excise is concerned I think there is good reason to believe that,
in the absence of some action of that kind, what we would have been
reading about in the newspapers in November, December, January,
and February, would be substantially reduced sales of automobiles.
Whether you get caught in the traffic jam or not, you have to be con-
cerned about the impact of a sharp drop in auto sales on jobs.

A survey was taken by the Census Bureau in July which showed
that consumer intentions to buy automobiles had turned down sharply
from what they had been 3 months previously, and I read those num-
bers as meaning that auto sales by the end of this year would have
been down at least 5 percent and possibly 10 to 12 percent.

My thought is that what the President’s program is going to do is
forestall that reduction. It will protect jobs in the auto industry, and,
as part of the objective of doing something about unemployment, we
have to acknowledge that that would be a plus.

Chairman Proxmire. Yes; I want to thank you very much. You
have been most responsive and this has been one of the best panels that
I have had the privilege of hearing since I have been in the Senate,
and most timely.

Our final witness this morning is the distinguished Mr. Ralph Nader.
I think that we are all aware of the great contributions that Mr. Nader
has made to a greater appreciation of the role of the consumer. He has
emerged in recent years as one of the most articulate and dedicated
consumer spokesmen we have. We are honored to have you before us,
Mr. Nader.

Do you have copies of your prepared statement ?

STATEMENT OF RALPH NADER, ATTORNEY AT LAW AND CON-
SUMER ADVOCATE, ACCOMPANIED BY TOM STANTON, MEMBER,
RALPH NADER’'S PUBLIC INTEREST RESEARCH GROUP

. Mr. Naper. Thank you, Mr. Chairman. The copies will be here
momentarily.

Chairman Proxmire. All right.

Mr. Naper. I would like to introduce Mr. Tom Stanton, who will
accompany me——

Chairman Proxmire. Senator Mansfield said he is very anxious to
get back, he had to leave temporarily but he is going to try to return.

Mr. Naper (continuing). To discuss in any further detail the Do-
mestic International Sales Corporation or DISC proposal that has
been sadly lacking in the discussion, in the last few days’ discussion,
of the President’s package. ‘
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I am grateful for the invitation to extend my comments on the
aspects of the administration’s new economic policies and proposals
submitted to Congress.

It is not difficult to penetrate the semantic whirlwind, the facile
assurances, and the insupportable economic reasoning which have been
issuing from Government spokesmen this week if the administration’s
package is broken down into its constituent parts, confronted with its
alleged objectives and evaluated within this context. First, however, it
is appropriate I think to comment briefly on the processes of decision-
making. Any governmental decision of this scope, Mr. Chairman, has
legal aspects, political aspects, economic aspects, value aspects, human
value aspects, and I think it is important at times to separate each one
of these out insofar as that is possible and see where they add up.

The administration presents a fairly persuasive case against the
prior signaling of its move with regard to the dollar, given the ram-
part speculation thereto in the internal money markets and other well-
known variables. There is no excuse however, for the inordinate se-
crecy attending its other decisional preliminaries, particularly when
there is a great need for public consideration and discussion and fact
gathering. As my subsequent observations will illustrate, such prelimi-
naries, both within and outside of Congress, might have retrained the
most outrageously special interest features of the package. Beyond
that, it is now clear that a number of corporate leaders knew in ad-
vance of portions of the package. Judging by its exceptional com-
munique to dealers to start selling 1972 model cars with their new
price increase immediately on receipt last week, General Motors knew
what was coming by way of the price freeze and tried unsuccessfully
to slide under the deadline. The public will never know probably what
other early alerts there were and what other, if any, quid pro quos
were agreed to in this ex parte, informal process of Government-cor-
porate understanding. A :

I think there really has to be some limit, Mr. Chairman, to the Treas-
ury’s detachment from average citizens, and from econcmic groups
in the middle- and low-income area that I think should have deserved
at least equal consideration in these preliminary exchanges.

The process of secrecy also permits these policies to be announced or
proposed with all kinds of projections for job development and in-
flation reduction that are not substantiated in any way by the Treasury
other than their mere assertion. They are issued or proposed either as
fiat or faith, depending on personal predilections of each particular
Treasury official.

I think it is important also to add that if the Treasury was in a court
of law with this degree of persuasion, it would be subjected to a sum-
mary judgment dismissal.

The declared objectives of the administration’s proposals and ac-
tions are to increase employment, reduce inflation, and improve our
competitive position in world trade. The proposed speedup of the $50
personal exemption increase for calendar year 1972 and the devaluation
of the dollar should help one or more of these aims. The rest of the
administration’s package is grossly, and avoidably inequitable, and
cynlically indifferent to the needs for a progressive tax policy in ac-
tuality.

It will not result in more jobs that are needed and is harmful of
consumer interests. Let us take these actions or proposals one by one.

67-193—71—pt. 1——6
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1. The indefinite 10-percent import surcharge will become increas-
ingly counterproductive the longer it is allowed to stay in effect. It will
erode one of the few sources of price competition for many domes-
tically produced goods, thus raising prices to the consumer indirectly
as well as directly for the imported products purchased. It has a
regressive effect on lower income families who purchase more of these
cheaper goods. It may well encourage a retaliatory trade war. And as
a Presidential action, the surcharge is of dubious legality under the
Trade Expansion Act of 1962—a serious question into which the Con-
gress should soon inquire.

I might also add the authority of the administration in the freeze
also raises constitutional questions, and there are really important legal
aspects to this whole move that should be explored before we give
away entirely the arena tothe economists.

It is possible that the surcharge will be revoked shortly, owing to
the powerful opposition of the multinational U.S. corporations. In-
deed, already representatives of General Motors, the Bank of America
and other companies have voiced their displeasure publicly over this-
import surcharge. It could also be the surcharge is being used for short
range tactical purposes in the negotiations over the dollar, and other
trade matters (especially with Japan) which are commencing. What-
ever may occur, the surcharge is no ally of the consumer or an anti-
inflationary policy.

It may well be that the surcharge will be withdrawn within a month
or two because its deployment seems to be hopefully and in part a
tactical bargaining position. '

Secondly, the tax policies and proposals have to be taken with the
acceleration depreciation range (ADR) issued earlier this year by
the Treasury. Taken together, the investment tax credit, the domestic
international sales corporation tax windfall, and ADR, will amount
to a massive tax relief to corporations of $9 billion in the first year
of their operations. This is at the very least a 15-percent tax cutf for
large corporations especially, compared with the $1 billion one-time
accelerated personal exemption cut for the average citizens or roughly
1.2-percent tax reduction, and just a one-time tax reduction, unlike
the continual open ended corporation tax reduction.

Chairman Proxnire. What were those figures again for the individ-
unal and for the corporations on the percentage tax reduction ?

Mr. Naper. Taking together with the ADR depreciation windfalls—
they must be taken together

Chairman Proxmriru. That is the depreciation guidelines put into
effect effective January 1 v

Mr. NapEr. Yes, announced January 1, yes, and issued finally in final
form, in June.

Chairman Proxmire. But made retroactive?

Mr. Napgr. Yes, the investment tax credit, the tax windfall for cor-
porate exports and accelerated depreciation policies of the administra-
tion will amount to a massive tax relief to corporations of $9 billion
in the first year of their operations. This tax relief or this corporate
welfare program can be compared to a $1 billion one-time accelerated
personal exemption cut for the average citizens or taxpayers, or rough-
ly 1.2-percent tax reduction.
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Chairman Prox»re. You are saying, tax relief for corporations is
$9 billion and tax relief for individuals is $1 billion. Tax relief for
corporations is indefinite, more or less permanent, and the tax relief
for individualsis a 1-year, one-shot ?

Mr. Naper. Exactly. This is of course per se grossly inequitable.
The only possible justification left for the administration is to provide
its evidence that such a discrimination will trickle down more pur-
chasing power and produce more jobs.

In other words, the only conceivable justification for the administra-
tion’s action is if 1t can prove that even though it is grossly inequitable,
the leverage of its application to corporate investments will produce
more jobs and a better economy.

The Treasury has absolutely no studies available to make this justifi-
cation, not to mention the weakness of its case when compared with
more effective alternatives such as strong antitrust enforcement, corpo-
rate excess profits tax, a reduction in personal income tax to increase
consumer demand in an underutilized economy, and Federal expendi-
tures in effective manpower training, mass transit systems, and other
job-creating activity of high social utility. These alternatives, cou-
pled with “anti-inflationary policies toward interest rates, would
1mprove the efficiency of the economy and permit consumer demand
to direct productive decisions much more than the corporate welfare
program of the administration.

In particular, the proposed investment credit of 10 percent for fiscal
1972 and 5 percent thereafter will provide a tax subsidy of from $4 bil-
lion to $2.5 billion annually to big business, That is because of the
reduction from 10 to 5 percent. This proposal comes on top of the
ADR depreciation regulations which are supposed to become a tax
subsidy of $3.9 billion annually to corporations. And once again
DISC, Domestic International Sales Corp., is résurrected to provide
an annual tax windfall of almost a billion dollars to the large export-
Ing corporations.

Taken together, these tax breaks amount to over $9 billion annually ;
by comparison, in fiscal year 1970, the last year for which published
data are available, corporations paid a total of only $35 billion in
Federal income taxes. In short, the President is using the excuse of a
mismanaged economy and the resultant crisis atmosphere to cut
corporate taxes by 15 to 20 percent. And corporate profits this year are
already running at the rate of the early 1969 prerecession period
(second quarter profits are up 12 percent over second quarter 1970).
It would have been a triumph of honesty in public information if the
President had so stated the facts in his dramatic announcement of last
Sunday night. However, the message was clear to Wall Street, where
stock prices jumped 30 points in the first day of trading.

Look at these corporate tax bonanzas one by one. The so-called ADR
depreciation regulations were announced by President Nixon last
January. These regulations are supposed to provide an annual $3.9
billion tax windfall to corporations by allowing them to write off
machinery and equipment faster than it is actually used up. President
Nixon termed ADR a reform to create jobs and growth. However,
since his pronouncement, the regulations have been subjected to
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healthy pubic scrutiny. It is now fairly well agreed that ADR will have
no significant short-term effects for at least 18 to 24 months.

That estimate does not include the delay due to reluctance of busi-
ness to rely on ADR unless the regulations are upheld by the courts.
A lawsuit currently in Federal district court, to be argued by Dean
Bernard Wolfman of the University of Pennsylvania Law School,
charges that the regulations constitute an unlawful usurpation of con-
gressional taxing powers by the Executive. The Treasury estimates
that ADR, if legal, would cut corporate taxes by about 6 percent,
just that one move.

It is dismaying to observe the administration attempt to impose »
big business investment tax credit in addition to the expensive
depreciation subsidy. The investment credit of 10 percent for fiscal
1972 and 5 percent thereafter would provide, to repeat, a tax subsidy of
from $2.5 billion to $4 billion annually to corporations.

Prof. Robert Eisner, a prominent economist specializing in the
study of determinants of capital investment, finds the investment
credit unwarranted. I insert for the record a letter written this week
to the New York Times by Professor Eisner.

(The letter follows:)

NORTHWESTERN UNIVERSITY,
COLLEGE OF ARTS & SCIENCES,
Evanston, Ill., August 16, 1971.
EDITOR,
New York Times,
New York, N.Y.

Dear Sir: After maintaining a do-nothing, ‘“prosperity-is-just-around-the
corner” policy as long as it politically dared, the Nixon Administration has
now done something. What it has done in the main is to return, with a vengeance,
to the protectionist, help-the-economy-by-helping-the-rich policies for which Re-
publicans have generally been distinguished.

A free market for the dollar abroad makes good economic sense. The freezing
of the markets for wages and prices in this country at this time will generally
deprive the average worker of any gains from productivity and will lower his
real standard of living. He will pay more for Japanese radios, television sets
and cars both because of the reactionary 10 per cent surcharge on imports
and the likely depreciation of the dollar against many foreign currencies. Yet
his own wage and salary rates will be frozen. The proposal to repeal the 7
per cent excise tax on autos is a step in the right direction, increasing real
purchasing power by lowering prices, but by restricting the excise tax repeal
to automobiles it offers most help to the relatively rich who buy the
preponderance of new cars.

The equipment tax credit has one small desirable feature, a promised reduc-
tion from 10 per cent to 5 percent after one year. For this will offer business
some incentive to spend now when the economy needs stimulus without offering
a maximum permanent give-away. But it remains a huge multi-billion dollar
tax concession to essentially large, capital-intensive business while welfare
reform and direct efforts to aid our cities and aid the poor and put the
unemployed back to work are delayed or abandoned.

The Nixon Administration talks of cutting Federal employment and foreign
aid but there is no mention of the major drain on our resources and in dollar
outflow: the billions spent for troops and bases in Southeast Asia, Korea,
Europe and elsewhere.

President Nixon has made it perfectly clear that he is afraid that standing
pat economically will lead to political disaster in 1972. How much his political

1 Bconomist Dale Jorgenson, speaking on behalf of A.T. & T. in favor of the ADR depre-
ciation regulations, concluded that ‘“There is a general consensus that the [ecomomic]
impact will not be an immediate one; that the average lag in investment expenditure
requires about 18-24 months.” It should be noted that Mr. Jorgenson belleves that the
regulations will have beneficial long-run effects, although other economists differ sharply
with him on the value as compared with other economic measures of similar cost.
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fortunes will be helped when the full dimensions of his help-the-rich program
become clear may prove another matter.
Sincerely yours,
RoOBERT FISNER,
Prafessor of Economics.

BioGRAPHICAL NOTE

Robert Bisner is a professor of economics at Northwestern University in
Evanston, Illinois, and a research associate of the National Bureau of Economic
Research. He is a member of the Executive Committee of the American Eco-
nomie Association and a Fellow of the Econometric Society. He bas devoted a
major part of his career to study of the determinants of business investment,
His studies on the subject include: “Determinants of Capital Expenditure”
(1956) ; “A Distributed Lag Investment Function,” Econometrica (1960) ; ‘“De-
terminants of Business Investment” (with R. H. Strotz) in “Impacts of Mone-
tary Policy” (1963) for the Commission on Money and Credit; “A Permanent
Income Theory for Investment: Some Empirical Explorations” (1967) ; and “The
Aggregate Investment Function” for the International Encyclopedia of the Social
Sciences (1968). He has also published a number of articles and testified on tax
depreciation before congressional committees, including the Joint Economic Com-
mittee earlier this year.

Mr. Naper. He notes that the investment credit is:

A huge multibillion dollar tax concession to essentially large, capital-intensive
business while welfare reform and direct efforts to aid the cities and aid the poor
and put the unemployed back to work are delayed or abandoned.

As Professor Eisner noted in his earlier statement of opposition to
ADR, which I introduce for the record:

* ® * one of the last places where I would think that government interven-
tion, help or subsidy is called for is in the investment decisions of the great hulk
of American industry. There is no need for a handout to American industry to
persuade them to do what should be in their own interest, that is have the
optimal capital and investment policies for their own efficiency and profits.

(The full text of the above quoted matter follows:)

Prof. RoBeaT EISNER,
Evanston, Ill., April 12, 1971.
Re the asset depreciation range system.
COMMISSIONER OF INTERNAL REVENUE,
Washington, D.C.

DEAR Sir: The comments set forth below relate to the proposed asset deprecia-
tion range regulations that were announced on January 11, 1971 and pub-
lished in the Federal Register on March 13, 1971. I shall focus on several
premises of the asset depreciation system which are either mathematically
false or contrary to generally accepted economic principles and data.

1. The “Statement by the President” of January 11, 1971, announcing the
ADR system declares, “A liberalization of depreciation allowances is essentially
a change in the timing of a tax liability. The policy permits business firms to
reduce tax payments now, when additional purchasing power is needed, and
to make up these payments in later years.” An accompanying statement by then
Treasury Secretary David M. Kennedy declares, “It shonld be kept in mind
that a liberalization of depreciation allowances primarily involves a postpone-
ment of the tax payment, and that this payment will eventually be added to
government revenues.”

THE ADR SYSTEM WILL CAUSE PERMANENT REVENUE LOSSES

These statements are false. At the worst they represent a conscious effort on
the part of some to deceive the public. At best they represent a confusion between
the consequences of the “liberalization” in depreciation for a single asset or

1 Mr. Eisner {s a Professor of Economics at Northwestern University, and a Research
Associate of the National Bureau of Economic Research, neither of which institutions are
of course in any way responsible for the vlews expressed herein.
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assets of a single year or even a limited number of years and the permanent
“liberalization” envisaged in the proposed system. '

The incorrectness of the Administration’s claims regarding the ADR system
is illustrated arithmetically by a succession of numerical examples set forth in
Appendix A. The example relevant to the current issue is giwen in Table A-3,
which indicates not only that the initial tax savings due to the ADR system
are never paid back, but that they bave added to them further savings as the
yvears go on. Indeed, while there is a hump in tax savings (i.e, in the tax loss
to the Treasury) during the transition to the ADR system, after this period the
annual tax savings resume an upward path equal to the per cent rate of growth
of equipment acquisitions.

The Statement of the Department of the Treasury of January 11 is thus
grievously misleading in suggesting that “these changes will result in a reduc-
tion in Federal revenues of $0.8 billion in the fiscal year ending June 30, 1971,
and of $2.7 billion in fiscal 1972, rising annually thereafter to a peak of $4.1
billion in fiscal 1976 and falling thereafter to $2.8 billion by fiscal 1980.” For
the sentence should have continued “and rising thereafter.” I do not have avail-
able the detailed figures on which the Treasury made its estimates hut it is easy
to reconstruct their broad outlines. Ignoring the additional loss to the Treasury
due to the new first-year convention, which acts as a further speed-up, we might
reconstruct the Treasury figures roughly in Table 1 by assuming initial expendi-
tures for equipment of $75.656 billion in 1971, growing at a 5 percent per annum
rate in money terms (which may well prove to be conservative if inflation
persists) and further assuming for simplicity that all equipmext previously had
a depreeiation life of ten years and will now have a depreciation life of eight
years and all is subject to sum-of-the-years-digits depreciation. We can then
note in Table 1 that tax savings are $0.7 billion in 1971, rise annually to a peak
of $4.4 billion in 1976, fall thereafter to $1.5 billion by 1981, and do in fact rise
thereafter. The annual tax savings finally stabilize at a 5 per cent growth rate
and, year after year, amount to 14 per cent of annual equipment acquisitions.?

TABLE 1.-—~ANNUAL TAX SAVINGS RESULTING FROM SWITCH FROM 10 YEAR TO 8 YEAR LIFE FOR SUM-OF-YEARS~
DIGITS DEPRECIATION CHARGES ON TREASURY ASSUMPTION OF $75,656 MILLION OF EQUIPMENT ACGUISITIONS
IN 1971 AND 5 PERCENT PER ANNUM GROWTH THEREAFTER (HALF-YEAR CONVENTION)

[Millions of dollars]

Depreciation charges Tax savin%

(48 percent o
Year 10 year life 8 year life -2
(¢)] @ ®) *)
1 $8, 406 $733
2 24,588 2,064
3 39,478 3,111
4 53,010 3,863
5 65,118 4,304
6 75,729 4,417
7 84,769 4,189
8 92,160 3,601
9 1 97,819 2,635
10 102,710 1,776

11 107, 845 ,53
12 113,237 1,611
15 131,087 1, 865
20 167,304 2,381
Sum to 1980__ 643,787 30,693
Sum to 1985__ 1,239,699 39,173
Sum to 1990 2,000, 250 49,995

Thus, whatever one’s view of the economic consequences of the Asset De-
preciation Range system, there should be no mistake about its arithmetic. It
is not a change in the timing of tax payments. It is not a matter of reducing

2 The exact calculations are based upon equation (4.26) and (4.27) in the mathematical
supplement to my article, “Depreciation and the New Tax Law,” Harvard Business Review,
January-February 1955. This does not take into account the change in the first year
convention, the new salvage provision and the faet that equipment lives are varied
rather than all equal to the assumed mean, All of these factors, as well as the fact that
some firms still apply straight-line depreciation, produce further tax savings, beyond our
estimates. ' a
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tax payments now in return for tax liabilities in the future. It involves a per-
manent, repeating and accumulating loss in tax revenues year after year, a loss
which will ultimately grow along with the general rate of growth of the economy
and in particular the rate of growth in money terms of equipment subject to
tax depreciation. The statement by the President issued on January 11, referring
to the ADR system, declared, “The policy permits business firms to reduce tax
payments now, when additional purchasing power is needed, and to make up
these payments in later years.” The concluding clause in that sentence, “and
to make up these payments in later years,” is false. There is no knowledgeable
expert in the Treasury or out of it who can stand by this statement. It is un-
fortunate that such a flat contradiction of what is an unambiguous matter of
arithmetic and mathematics, was issued in the name of the President of the
United States.?

2, In the Department of the Treasury press conference of January 11, 1971, then
Secretary of the Treasury Mr. David M. Kennedy declares, “The reform of de-
preciation policy will encourage business to increase its investment in new
machinery and equipment. . . .” Dr. Paul W. McCracken, Chairman of the Presi-
dent’s Council of Economic Advisers declares, ‘“These basic changes would also
have a favorable impact on the market for capital goods in 1971.” In answer to
2 question by a reporter, “. .. can you qualify the impact this move will have on
investment levels in the next years? And the remainder of this year and 1972,”
Mr. Edwin S. Cohen. Assistant Secretary of the Treasury for Tax Policy. declares,
“We think this will have a substantial impact on investment in plant and
equipment but I wouldn’t make an effort to quantify it.” Dr. McCracken said,
“It’s impossible, of course, to do anything more than form some kind of judgment

"about this. The impact here will build fairly slowly.”

THE ADR SYSTEM IS UNLIKELY TO HAVE MUCH EFFECT ON CAPITAL INVESTMENT

The fact is that there is little evidence that “liberalization” of depreciation al-
lowances of this type will have much effect on investment. There are strong
arguments why it should not be expected to have much effect, and certainly almost
no effect over the short period when a stimulus to investment is, according to
some. considered desirable. There are essentially two justifications for the argu-
ment that increased depreciation allowances for tax purposes will increase in-
vestment. As Dr. McCracken put it himself, these are that the increased depre-
ciation allowances will increase “the cash flow and the rate of return.”

The first of these justifications is in considerable contradiction, at the level of
the economy as a whole, to fundamental economic theory and analysis of a free
enterprise, profit-oriented system. For under such a system, business decision-mak-
ers. unlike bureaucrats in some managed economies, are expected to spend not on
the basis of the money that they get or are allotted but on the basis of what will
increase profits (or reduce losses). There is little point to investment by a firm
faced with excess demand and falling utilization of capacity. To argue that
American business would increase expenditures for plant and equipment on the
basis of cash flow rather than profit expectations suggests a surprising lack of
faith in -and understanding of the nature of a profit economy. To suggest that a
firm with expectations that additional plant and equipment would add to profits
(or reduce losses) would not make such expenditures unless cash were in hand
or “flowing in” is to argue that our prided capital markets have ceased to func-
fion. It is of course true that certain firms, particularly small ones. are forced
to allow their investment to be limited by cash flow and sources of credit which
are closely tied to such cash flow or to profits. It may properly be the concern of
government to remove and reduce imperfections in capital markets that cause
these constraints to be felt by small firms. But this is hardly true of the bulk of
large American industry which accounts for the bulk of plant and equipment
spending. I have devoted a major part of my career to study of the determinants
of business investment and have written extensively on studies involving both
interviews of business executives and fairly elaborate statistical or econometric
investigation of the actual relations between business spending and the variables

3 Administration spokesmen have made another logically distinet argument, however
blurred in rhetorie, that the tax loss to the Treasury now will ultimately be recouped as a
consenuence of higher income in the future. This is an argument that conld be made for
any fax ecut. Its apunlicability here is particularly dubious because of the limited and
questionable stimulatory effect of this liberalized denreciation as discussed below. To the
extent that this proposal proves a substitute for other, more effective stimulatory and
growth-indueing measures, it may actually still further lower future tax payments along
with future incomes.
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which might affect them. There is little or no sound evidence, I can assure you,
that cash flow as such affects the long run rate of investment. What influence
it or past profits have is related largely to smaller firms and perhaps, in the case
of fluctuating profits, to the timing of investment. But in regard to the timing, as
Dr. MeCracken acknowledges, “The impact here will build fairly slowly. It takes
time for these decisions of course to be changed.”

The second justification for the argument that increased depreciation allow-
ances will stimulate investment relates to the “incentive” effect or the influence
on expected rate of return on investment. This argument is in principle a stronger
one but the magnitude of the effect may readily be exaggerated. I have no in-
dependent calculations at this time, but we may note Dr. McCracken’s estimate
that the new measures “will mean roughly a percentage point increase in rate
of return.” However, the fact is that business investment has shown itself to
be relatively uninfluenced by analogous changes in the cost of capital as meas-
ured by the rate of interest and this, as is well understood in modern economices.
involves the relative magnitudes of fluctuations of expected rates of return and
costs of capital. The question of how much any given change in the expected
after-tax return on capital will induce a substitution to more capital intensive
production is a matter of what we call the elasticity of substitution, influenced by
technological as well as other considerations. The evidence is accumulating
that long run substitution possibilities are significant, but far from uniimited.
and that short run substitution is decidely smaller. While in all fairness, it must
be stated that the elasticity of substitution, or the expected effect from any
given percentage change in expected rate of return, remains uncertain in current
economic analysis, there is no agreement that the effect is likely to be large and
it is interesting that, on a matter that is critical, Dr. McCracken was not pre-
pared publicly to offer any estimates of what the effect would be. T would sug-
gest that the best estimates would indicate that the effects, particularly in the
short run, would be small, involving a considerably smaller increase in capital
expenditures than the loss in tax revenues associated with the increased tax
depreciation, and there are a number of studies* which have indicated as much.

THERE ARE BETTER WAYS TO STIMULATE CAPITAL INVESTMENT

But what must be stated most directly is that, if the objective were to in-
crease investment spending, economic analysis makes clear that a far more
effective device, dollar for dollar of tax loss to the Treasury, would be some
form of direct investment subsidy or tax credit. And here, I might add, the sub-
sidy should be structured in such a way as to offer 2 maximum incentive effect
rather than maximum cash flow to firms and tax loss to the Treasury. Thus. far
better than the general 7 per cent tax credit for equipment spending in previous
law would be a much higher tax credit, say 14 per cent or 28 per cent or even
56 per cent, restricted as far as possible to equipment spending that would not
have been undertaken in the absence of the tax credit or subsidy. This might
be done by applying the credit, for example, only to investment in excess of
some average of previous investment (with appropriate adjustments for new
firms) or to investment in excess of some per cent (probably more than 100 per
cent) of depreciation charges, which are themselves a weighted average of past
investment. Such a system would have the advantage, if more business invest-
ment were desired, of concentrating the rewards or tax benefits where they
would really count rather than squandering the bulk of the lost tax revenues
for investment which would have been undertaken anyway.

In this connection it should be stated, however, that the proposition that
business investment should secure tax benefits and special encouragement is
9xgeedingly dubious. While our tax structure is far from neutral as it stands,
it is not at all clear that the whole structure of taxes, including in particular
preferential treatment to capital gains, has not already distorted the free market
in the direction of greater business spending for plant and equipment. Is there
really a considered judgment that more spending for business equipment is de-
s1rable-ra.1ther than spending in, for example, research and development, on-the-
:{ob tl;a'}nlng, or improvement of management efficiency (or even business struc-
ures) ?

. %See, for example, papers by R. M. Coen and by R. Eisner, “Tax Policy and Investment
Behavior : Comment,” American Economic Review, June 1969, pp. 370-379 and 379-388.
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ADR IN EFFECT DISCRIMINATES AGAINST IMPORTANT TYPES OF INVESTMENT

But beyond this, why stimulate business equipment spending rather than
investment in human capital, in education, in health, in basic research? Is it
even clear that we want more plant and equipment spending, that is, accumula-
tion of capital for the future, rather than greater private consumption or greater
enjoyment of leisure or greater government investment in public goods and the
general welfare? I am not one that believes that the free market, or the im-
perfectly free markets that we have in our economy, should never be influenced
by government. But I am a firm believer in the view that government should be
restrained in its intervention and should only interfere with private markets
when there is a clear indication that they are not functioning appropriately
and that interference in the public interest is called for. This might apply to
those economic activities that involve what economists call external diseconomies,
such as air and water pollution. This may also apply where capital markets
are notoriously imperfect, as in the market for human capital ; investment in the
potential of individual human beings is frequently beyond their own means and
too risky for an individual outsider. But one of the last places where I would
think that government intervention, help or subsidy is called for is in the private
investment decisions of the great bulk of American industry. There is no need
for a handout to American industry to persuade them to do what should be in
their own interest, that is have the optimal capital and investment policies for
their own efficiency and profits.

BALANCE OF PAYMENTS CONSIDERATIONS DO NOT SUPPORT THE ADR SYSTEM

It is broadly hinted, although rarely systematically argued, that increased or
liberalized depreciation allowances are somehow necessary to make American
firms competitive with foreign firms that receive such subsidies from the public
purse. This argument, I must insist, is based upon a profound misunderstanding
of the nature of international trade and international economic relations. In
the first place, American industry is generally able to compete very well abroad.
The United States has had positive net exports, that is, has exported more than
it has imported in goods and services (on National Income Account) for every
one of the last twenty-five years from 1946 to the present. Preliminary figures
for 1970 put that surplus at $3.6 billion. In fact, despite the drain of government
spending for military activities in Southeast Asia and for the support of large
armed forces in foreign countries, the United States has been tending over the
years to be a net investor abroad and acquirer of long term foreign assets. And
if there were a problem in our balance of payments, particularly of foreign
countries acquiring more in the way of American currency than they wish, the
¢lear economic answer would be changes in the relative prices of American and
foreign currencies rather than distortion of our own economy. Inasmuch as the
dollar has become the reserve currency of the world, such adjustments would
essentially be undertaken by foreign countries concerned with their excessive
(or deficient) accumulation of dollars. But for the economy as a whole it must
always be true that as long as exchange rates are reasonably appropriate, a
nation will find itself exporting those goods in which it has a comparative cost
advantage and importing those goods at which it is at a comperative cost dis-
advantage. A tax subsidy to capital-intensive industries can only give them a
comparative advantage over less captial-intensive industries. We then find our-
selves not increasing total exports but exporting more of those products that
receive the greatest tax subsidies, particularly capital-intensive manufacturing,
and exporting less (or importing more) of less capital-intensive output such
as, for example, agricultural products. The American people should not be de-
ceived. Measures of this kind cannot help the American economy as a whole
by forcing foreigners to buy an even greater excess of products from us over
what they in turn send to us, fr we are not likely to be able to impose this,
even if it were desirable. They result ultimately in more sales by some American
producers at the expense of sales by other American producers.

POSSIBLE ADVANTAGES OF ADR IN THE PUBLIC UTILITY AREA ARE LIMITED BY
ACCOUNTING AND RATE-MAKING RESTRICTIONS

I might close this particular discussion by calling attention to a curious
irony as well as inconsistency in Administration proposals to date. There is
something to be said, where we are concerned with combating inflation as well
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as stimulating the economy, for tax subsidies that tend to lower costs and hence
lower prices in a reasonably free market. Liberalized depreciation allowances
might ultimately have some slight beneficial effect in this direction by low-
ering capital costs after taxes and hence bringing down prices. Yet in the one
area where this might be most likely to occur, that is in the area of public
utility investment, there are restrictions on accounting and rate regulations
which operate to prevent regulated utilities from passing. the tax savings from
liberalized depreciation on to ultimate consumers. Such restrictions prevent
the operation of this price-reducing effect. Ironically such restrictions also tend
to reduce the presumably desired impact on investment. For one way in which
1iberalized tax depreciation would encourage investment is precisely by what it
is called in economic theory an ‘“output effect,” that is, bringing about an in-
creased demand and expansion as a consequence of the lower prices of final
product, thus stimulating investors to acquire the increased capital to produce
the increased output.
THE ADR SYSTEM IS DESTABILIZING

Finally, it may be noted that faster depreciation tends to be pro-cyclical rather
than counter-cyclical. For the faster is depreciation, the greater the tax savings
attributable to current and recent investment. That means that with faster de-
preciation, the tax savings will be greatest in boom times when investment has
been high and least in recessions or depressions when investment has been low.
A correct, automatic stabilizing policy would give more tax relief in recessions
and less tax relief in booms. “Liberalized” or faster depreciation then has ex-
actly the opposite effect, giving more tax relief in booms when it is not needed
and less tax relief in recessions when it is needed.

CONCLUSION

It should be clear then that the current ‘“liberalizations” of tax depreciation—
coming on top of a long series of liberalizations of which the most notable were
in the Revenue Act of 1954 introducing sum-of-the-years-digits and double-rate
declining tax depreciation, in 1962 with the major revisions of estimated lives,
and in subsequent years with the failure to enforce the reserve ratio test—are
not in the public interest. First, they have been falsely presented as involving
only a change in timing of tax payments, thus suggesting that the Treasury
would lose tax revenues now but gain them back later from the affected tax-
payers. Second, as a measure to increase business investment it is dubious at
best, slow in its effects, and particularly costly to the Treasury in terms of the
amount of increased investment which may result for each dollar of tax loss.
Third, it represents a distortion in existing markets and an alteration of the
distribution of income and command over resources which is particularly un-
justified in view of all of the competing needs for investment in human capital,
public goods, and the atmosphere in which we live. Fourth, its presumed value in
terms of competition with foreign producers is fallacious; it can at best help
some American producers at the expense of other American producers. Fifth, it
will contribute to rather than counteract cyclical fluctuations, stimulating
hooms and deepening depressions.

For these reasons, the Asset Depreciation Range proposals should be with-
drawn. I question whether any special equipment investment incentive is so-
cially desirable but, if the objective is to increase investment spending, some
form of direct investment subsidy or tax credit is a far more effective device,
dollar for dollar of tax loss, than is the ADR proposal.

APPENDIX

The effect of the permitted.speed-up in depreciation by 20 per cent (aside
from the new initial year convention which represents an additional speed-up)
may be more readily illustrated arithmetically by considering a switch from a
five-year life to a four-year life. To do so we shall constriuct several numerical
examples involving the very simple straight-line method as well as the more
liberal and realistic sum-of-the-years digits depreciation.

Let us first assume a firm that acquires $180 of equipment early in 1971 and
none in subsequent years. It should be noted readily that with regard to such
acquisitions of a single year, as shown in Table A-1, four-year-life, straight-
line depreciation is higher and taxes are saved for each of the first four years,
but this is all cancelled out in.the fifth year. With sum-of-the-years digits de-
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preciation, tax saving occurs in only the first two years, 1971 and 1972, and
there is a payback in 1974 and 1975, the last two years of the original five-year
period. In both cases there is what amounts to an interest-free loan, a far from
insignificant matter, but the “loan” is paid back by the end of the originally
estimated period of life of equipment.

There are very few substantial firms, however, that acquire equipment in one
year and then never again. Indeed such a firm could obviously not last very
long. And for the economy as a whole as well as for the substantial firms that
account for the bulk of spending, equipment purchase is a repeated process, per-
haps fluctuating but generally considerable and, in the long run, growing. In
Table A-2 we assume, however, a firm whose acquisitions are still not growing
but are merely constant, year after year, at $180. With straight-line deprecia-
tion we then see tax savings, as a consequence of the speed-up of depreciation
permitted in the ADR system, of $4.32 in 1971, $8.64 in 1972, $12.96 in 1973 and
$17.28 in 1974. In 1975 the tax savings come to an end, in the sense that they are
not repeated, but there is never any “payback,” as long as equipment purchases
stay constant, which implies that the firm replaces its expiring equipment. The
firm has thus received tax savings of $43.20 which it keeps. There is apparently
some disposition to refer to these tax savings as interest-free loans. They are
indeed the most desirable kind, interest-free loans which are never to be paid
back. Semantics aside, a mathematician would be hard-pressed to distinguish
a permanent, interest-free loan and ‘a pure gift.

TABLE A-1.—DEPRECIATION CHARGES FROM A SINGLE YEAR'S ACQUISITIONS, EFFECTS OF 20 PERCENT “‘LIBER-
ALIZATION" OR CHANGE FROM 5 YEAR LIFE TO 4 YEAR LIFE, STRAIGHT LINE AND SUM-OF-THE-YEARS DIGITS
DEPRECIATION

($180 of equipment purchased early in 1971)

Straight line depreciation Sum-of-the-Years-digits depreciation
Tax saving Tax saving
5 year 4 year (48 percent 5 year 4 year (48 percent
Year life life of (3)(2)) life life of (6) (5))
) @ [©)) (©)) ®) (6) (&)
1. $36 $45 $4.32 $60 $72 $5.76
2. 36 45 4,32 43 54 2.88

3. 36 45 4,32 36 36

4, 36 45 4,32 24 18 —2.88
5, 36 0 —17.28 12 —5.76
6. 0 0 0 0 0
180 180 .. ... 180 180 ool

TABLE A-2.—DEPRECIATION CHARGES FROM A STEADY STREAM OF ACQUISITION, EFFECTS OF 20 PERCENT “‘LIB-
ERALIZATION" OR CHANGE FROM 5 YEAR LIFE TO 4 YEAR LIFE, STRAIGHT LINE AND SUM-OF-THE-YEARS-DIGITS
DEPRECIATION

($180 of equipment purchased early in each year beginning in 1972)

Straight line depreciation Sum-of-the-Years-digits depreciation
Tax saving Tax saving
. 5 year 4 year (48 percent 5 year 4 year (48 percent
Year life life of (3) (2 life life of (6) (5))
(1) @ (6)) (O} [©)] (O] m
1 $36 $45 $4.32 $60 $72 $5.76
2. 72 30 8. 64 108 126 8.64
3. 108 135 12.96 144 162 8.64
4, 144 180 17.28 168 180 5.76
5. 180 180 0 180 180 0
6. 180 180 0 180 180 0
........................................ 83,20 e emaaaen 28.80

The situation is, of course, analogous for sum-of-the-years digits depreciation,
although the tax loss to the Treasury totals only $28.80 for a firm buying $180
of equipment per year, the lesser amount being due to the fact that sum-of-the-
years digits depreciation is already considerably more rapid, in terms of a
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weighted average of depreciation charges by period, than is straight-line depre-
ciation, and hence there is less further saving available from a corresponding
speed-up.

In Table A-3 we turn to a more realistic case. This is the one assumed by the
Treasury analysts, in which equipment acquisitions are growing at a 5 per cent
per annum rate in money terms. It is then apparent that the tax savings of the
first four years are not only never paid back; they have added to them further
savings in later years. Indeed, while there is a hump in tax savings (tax loss
to the Treasury) during the period of transition, before any of the assets subject
to ADR have exhausted their depreciation, after this period the annual tax
savings resume an upward path equal to the per cent rate of growth of equip-
ment acquisitions.

TABLE A-3.—DEPRECIATION CHARGES FROM A STREAM OF ACQUISITIONS GROWING AT A 5-PERCENT RATE,

EFFECTS OF 20-PERCENT “LIBERALIZATION" OF CHANGE FROM 5-YEAR LIFE TO 4-YEAR LIFE, STRAIGHT-LINE

AND SUM-OF-THE-YEARS DIGITS DEPRECIATION

Straight-line depreciation Sum-of-the-years depreciation
Tax saving Tax saving
Equipment (48 percent . (48 percent
Year acquisitions S-year life 4-year life of (1)—(3)) S-year iife 4-year life of (7)—(6))
(¢ 3] (©)] ) ®) 6) (O] [¢))
1971 .. $180.00 $36.00 $45.00 $4.32 $60. 00 $72.00 $5.76
1972__... 189. 00 73.80 92.25 8.86 111.00 129. 60 8.93
1973._._. 198. 45 113,49 141.86 13.62 152. 55 172.08 9.37
1974 .. 208.37 155, 16 193.96 18.62 184.18 184.18 6.96
1975..... 218.79 198.92 203. 65 2.27 205. 39 208.62 1.55
1976..... 229.73 208. 87 213.84 2.39 215.66 219,05 1.63

Mr. Naper. Furthermore, even if the administration is committed
to provide tax rewards for conventional business investment decisions,
are there not means of applying the investment credit to provide eco-
nomic stimulus at far less cost? The most simple modification in the
administration proposal would be to apply the investment credit at
10 percent this year, and 5 percent next year, with termination the
year after. There is concern about stimulating the economy this year.
Conditions in 2 years may be as different as they nvere 2 years ago,
when the administration sought repeal of the 7-percent credit. The
need to stimulate the badly managed economy in the short run should
not be used as an excuse for a perpetual tax concession to big business.

The fact that the administration went whole hog in its proposals
further supports the contention of a growing number of critics includ-
ing Prof. Paul Samuelson that this move was a bonanza for big cor-
porations while citizens receive a tiny 1-year tax reduction.

Another modification in the administration’s expensive proposal
would be to apply the investment credit on an “incremental” basis.
There is no need to subsidize industry for the bulk of investments
which take place in the ordinary course of business. A substantially
higher rate of tax credit could be applied just to equipment spending
which would not have been undertaken in the absence of the tax sub-
sidy. Again, I draw attention to Professor Eisner’s April 12 letter
opposing ADR.

Finally, it should be noted that the term “job development tax
credit,” as applied to the investment credit is a political deception of
serious proportions. The investment credit will stimulate purchase
of capital equipment, thereby making industry less labor-intensive
than otherwise would be the case and in some cases even reducing jobs.

The proposed reduction in Federal employment by 5 percent in 1
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year will cost roughly 150,000 jobs. When Tom Stanton attempted to
learn how many jobs the administration felt would be created by the
investment credit, he was given a remarkable runaround. I cite this
illustration to indicate that the Treasury Department has not mini-
mally disclosed studies to substantiate this extremely ambitious pro-
jection in job development and other economic resurgencies in its
enactments or proposals submitted to the Congress.

Stanton called the White House press oftice which led to a referral
to the Treasury Office of Public Information. A Treasury public infor-
mation officer then suggested he call the Council of IEconomic Ad-
visers, saying that the job development figures were “not produced
in Treasury as far as I know.”

A Council of Economic Advisers official stated that “the estima-
tion of jobs created is difficult. If the figures were developed, they
should have been developed in the Treasury.”

The call to an official of the Treasury tax policy branch brought
the response that “there are no figures for release at this time.”

As Mr. Stanton concluded, trying to pin the administration down
was about like “trying to nail a 4-foot slab of jello to a wall.”

The administration was not content to add the expensive invest-
ment credit subsidy to the depreciation windfall. It has further at-
tempted to resurrect the DIS(EJ (Domestic International Sales Cor-
poration) proposal as a means of reducing corporate taxes by yet an
additional billion dollars a year. You may recall, Mr. Chairman, that
the Congress did not approve the DISC proposal when it was pro-
posed some months ago. The DISC idea is a proposal virtually to
exempt export profits from income taxation. As with the investment
credit and the depreciation regulations, DISC will primarily benefit
large corporations. The Commerce Department estimates that about
100 of the largest U.S. firms account for over half of all U.S. exports.
This means that over half of DISC’s windfall benefits will auto-
matically goto those same large corporations.

As Chairman Russell Long, Democrat, Louisiana, noted when the
DISC giveaway failed last year, the Senate Finance Committee decided
that the proposal would cost more than the administration estimated,
and “wouldn’t do nearly as much good as the administration hopes.”*

The administration announced Sunday night that “DISC will in-
crease export sales roughly $1.5 billion a year.” This is the same kind
of exaggerated estimate presented by the administration last year. The
staff of the Congressional Joint Committee on Internal Revenue Tax-
ation found no basis for such optimism. Their more sober analysis
sets the likely export gain at $300 to $480 million per year. In other
words, the taxpayer is expected to incur a burden more than twice as
much as the incremental export sales are likely to be generated by that
proposal.

I introduce a copy of that important report into the record, with
your permission.

Chgirman Proxaire. Yes, without objection it will be printed in the
record.

(The information follows:)

1 Wall Street Journal, Dec. 1, 1970, p. 7.
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[Confidential Committee Print]

ANALYSIS OF TREASURY DOMESTIC INTERNATIONAL SALES
CorrorRATION (DISC) PROPOSAL

(Prepared for the use of the Committee on Ways and Means by the Staff of the
Joint Committee on Internal Revenue Taxation, July 13, 1970)

TREASURY Disc PROPOSAL

I. GENERAL EXPLANATION OF PROPOSAL
General

In order to encourage exports, the Treasury would provide a special tax in-
centive. The proposal would take the form of an exemption from U.S. tax for
a new type of U.S. corporation known as a Domestic International Sales Cor-
poration, or a DISC. The essential requirements for qualification as a DISC are
that most of the corporation’s gross receipts and assets must be export related.
The proposal is referred to by Treasury as a tax deferral proposal on the basis
that although a DIS('s profits are exempt from U.S. tax when earned by it, the
profits, if they are actually distributed to the DISC’s shareholders, are taxable
to the shareholders at that time. (Whether the proposal represents exemption
or deferral is discussed in Part II.)

The basic idea of the proposal is to encourage a domestic corporation which
either is engaged in exporting or which hopes to enter into exporting, to set up
a new corporation, a DISC, to carry on its export sales. (Individuals also could
be shareholders of a DISC.) The parent corporation in this case would be allowed
to sell its export products to the DISC at less than the arms length price generally
required in the case of sales to a foreign sales subsidy—so that part of what is
presently considered the U.S. manufacturing profit attributable to the export
products could be treated as foreign profits of the DISC and accorded tax exemp-
tion or deferral rather than being treated as part of the currently taxable profits
of the parent corporation. Without regard to the regular pricing rules, a DISC
would be permitted to earn up to the greater of 4 percent on sales or 50 percent of
the combined income from the manufacturing and selling of the exports (plus
in either case an amount equal to 10 percent of its export promotion expenses).

The DISC then would sell these export products for use abroad. The profits
from these sales—including the manufacturing profits allocated to it—swould
be accorded U.S. tax exemption or deferral, whether or not subject to foreign
tax, so long as the profits were invested in specified types of “export assets.”

One type of export assets in which the profits of a DISC could be invested are
those concerned with its export business—such a$ the working capital, machinery,
and office facilities employed in this business, assets of foreign sales or services
branches primarily engaged in marketing (or leasing) U.S. exports, and stock or
securities of controlled foreign corporations primarily engaged in marketing (or
leasing) U.S. exports.

In addition (and probably more significantly), @ DISC’s profits could be loaned
baclk to the parent manufacturing company (or any other U.8. corporation) with-
out affccting the taz-cxempt or tax-deferred status of the profits. (If a foreign
subsidiary were to make such a loan, it would give rise to tax as if the loan were
a dividend.) The loan of a DISC’s profits to the parent corporation (or other
U.S. corporation) would be permitted so long as the cumulative amount loaned
does not exceed the amount of the parent (or other) corporation’s assets con-
sidered as being related to its export sales. The parent corporation’s assets treated
as export related would be the same proportion of its assets which its export sales
are of its total sales. (A limitation likely to be reached if at all only after many
years, since profits of the DISC are likely to be small relative to the export-related
asset value of the parent and these assets are likely to continue growing.)

A loan of a DISC's profits which qualified when made would remain qualified
for a period ranging from 10 to 20 years.” In addition, there would be no restric-
tions on the use of the loan proceeds by the borrowing corporation.

1 For this purpose, the following type of assets would be taken into account: Existing
plant, equipment, machinery and supporting production facilities; contemplated invest-
ment for the year in which the loan is made in new plant, machinery. and supporting pro-
duction facilities; inventory; and research and development expenditures for the prior

year.

. 2Under the proposal the length of the term for which a DISC’s profits may be loaned is
limited by reference to the type of assets of the borrowing company taken into account.
If the DISC’s profits are loaned with respect to plant and equipment assets, the term of the
loan may not exceed 15 years. If the loan is made with respect to confemplated investments
in plant and equipment, its tern may not exceed 20 years. If the loan is made with respect
to research and development expenditures or inventory, its term may not exceed 10 years.
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All of the income received by a DISC would be accorded U.S. tax exemption
or deferral generally as long as 93 percent of its gross receipts and assets nre
export derived or used. Exemption or deferral would be available for, in addition
to directly related export income, income from transporting export goods (either
in the United States or abroad), and dividends received from controlled foreign
corporations primarily engaged in marketing U.S. exports. The exemption or de-
ferral also would be available for interest received on loans made by the DISC
of its profits to its parent corporation (or other U.S. corporation) and for interest
on temporary U.S. bank deposits but in these two cases the DISC is automatically
deemed as having distributed these two types of interest as a dividend to its
parent corporation.

Dividends paid by the DISC generally would be subject to U.S. tax in the hands
of the parent corporation or other shareholder. (These dividends would not be
entitled to the corporate dividends received deduction, but unlike dividends from
foreign corporations, would be eligible for the $100 dividend received exclusion
allowed individuals.) Dividends distributed by a DISC attributable to the interest
income which it is required to distribute would be treated as U.S. source income
and thus fully taxable to the U.S. parent. Other types of dividend distributions
by the DISC, however, generally would be considered as foreign source income.
This would allow the U.S. parent to offset ity U.S. tax on these dividends by
foreign taxes (either any which may have been paid by the DISC or those paid
by the parent corporation on other foreign income). To the extent these foreign
taxes were of sufficient magnitude, a DISC’s profits would be exempt from U.S.
taxes not only in the hands of the DISC itself, but in the hands of the U.S. parent
corporation as well.

Qualification requirements

To qualify as a DISC, at least 95 percent of the domestic corporation’s gross
receipts must be from exports and export related investments or activities, Qual-
ifying export and export related receipts would include those derived from the
sale or rental of export property for use abroad and the performance of ancillary
and subsidiary services by the DISC, from loans of DISC profits to U.S. corpora-
tions, from dividends from controlled foreign corporations primarily engaged in
marketing U.S. exports, and from interest on export financing obligations, includ-
ing obligations issued, guaranteed, or insured by the Export-Import bank.

Where a DISC met this gross receipts test, all of its income (except that it is
required to distribute the interest income) would be treated as exempt export
income which could be invested in export assets or loaned to the U.S. parent or
other U.S. corporations.

The second major requirement which a corporation must satisfy to qualify
as a DISC is that 95 percent of its assets must be export related. In addition to
assets which are directly export related, the qualifying assets for this purpose
would include assets of foreign sales and services branches, and stock or securities
of controlled foreign corporations, primarily engaged in marketing U.8. exports,
export financing obligations, obligations issued, guaranteed. or insured by the
Export-Import bank, obligations arising from loans of the DISC’s profits to its
U.S. parent (or other U.S. corporation), and temporary U.S. bank deposits.

As long as a DISC's profits were put into these qualifying types of assets, they
would continue to be tax exempt.

Special pricing rules

As indicated previously, special pricing rules would apply with respect to the
purchase of goods by a DISC from a related manufacturer (or the sale of goods
by the DISC on behalf of a related manufacturer). The effect of these special
pricing rules would be to allow a portion of the profit of an export sale which
is presently considered to represent manufacturing profits from U.S. sources to
be treated as if earned by the DISC and thus be accorded tax exemption or
deferral.

Under these special rules, a DISC would be allowed to earn income equal to
the higher of 4 percent of its sales or 50 percent of the combined manufacturing
and sale income arising on the DISC’s sales. In addition, in each case a DISC
could earn an additional amount of exempt income equal to 10 percent of its
“export promotion expenses.”

Effective date
The proposal would take effect for taxable years beginning on or after July 1,
71.
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II. PRIMARY CHARACTERISTICS OF PROPOSAL

Differences in Taz Treatment of a DISC and a Foreign Subsidiary

The Treasury has indicated that the primary purpose of the bill is to correct
features of our income tax which encourage the transfer of production and sales
activities abroad at the expense of U.S. production for export. Under existing
law, U.S. companies can organize wholly owned foreign subsidiaries to manu-
facture and sell abroad and generally defer their U.S. tax liability on the for-
eign earnings of these subsidiaries until the earnings are distributed as dividends
to the U.S. shareholders. On the other hand, U.S. companies manufacturing for
export or engaging in export selling are subject to U.S. income on a current basis.

It is. of course, true that export income of a U.S. manufacturer is currently
subject to U.S. tax while a foreign subsidiary is exempt and its earnings are
subject to U.S. tax only at such time as they are distributed to its U.S. parent.
Under the Treasury proposal, however, a DISC would, in a variety of ways. be
accorded more favorable tax treatment than a foreign subsidiary of a U.S.
company. .

¥irst, under the Treasury proposal, special pricing rules would be applied in
determining the amount of profit a DISC would be considered as earning on
property sold to it by its parent corporation (and to sales of property by the
DISC subsidiary on behalf of the parent corporation). These rules would, in
effect, attribute to the DISC a significant proportion of the profits attributable
to the parent’s manufacturing activities. These special rules would apply only
to a DISC and would not be extended to a foreign sales subsidiary.

The general rule provided by the Internal Revenue Code (sec. 482) requires
that sales between a parent corporation and its subsidiary must be made at an
arms length price. Generally, this is the price which the parent would have
charged an unrelated third party for the products. Where a U.S. manufacturing
parent sells its products to a foreign sales subsidiary which then sells the
products to the ultimate consumers, the effect of this rule essentially is to limit
the amount of the profit on the transaction which can be earned by the foreign
subsidiary to the profit on the “sales” element. In other words, the manufacturing
profit on the transaction cannot be channeled into the foreign subsidiary by
means of a less than arms length sales price.

The special pricing rules under the Treasury proposal would treat a DISC
as if it earned a larger proportion of the profits on its sales of its parent's
products by permitting the DISC to purchase goods from its parent at less than
an arm’s length price. Under the proposal, the DISC could earn either an
amount of profits equal to 4 percent of its sales or, if higher, it could earn 50
percent of the combined income arising from the manufacture and sale of the
products sold through the DISC. In addition, in either case a DISC would be
allowed to earn an additional amount of profits equal to 10 percent of its export
promotion expenses.

The special pricing rules which would apply to a DISC would have the effect
of according tax exemption or deferral to profits that presently are considered
to be manufacturing profits derived from U.S. sources. In other words, what is
presently considered a U.S. source manufacturing profit could be channeled into
the DISC and thereby exempted from U.S. tax when earned by the DISC and.
in addition, treated as foreign source income when distributed by the DISC.
Where the rule relating to 4 percent of sales governs, it is possible in many cases
that the special pricing rules would treat the DISC as if it earned the entire
profit on the transaction.

It may be argued that special pricing rules of this nature could be promulgated
administratively without any statutory change. If this were done under the
existing statutory authority, however, presumably it would appear that the special
pricing rules would have to be promulgated with respect to all intercorporate
transactions, and not just with respect to sales to DISC’s. The DISC proposal
contemplates a statutory change authorizing the special pricing rules which
would be applicable only to sales to DISC’s.

A second area in which more favorable treatment is accorded to a DISC
is in the ability of a DISC to loan its tax-exempt profits to its U.S. parent cor-
poration (or any other U.S. corporation) without affecting the tax-exempt
status of those profits. As previously indicated, the only limitation on the amount
of a DIS(C’s profits which could be loaned to its U.S. parent is that the amounts
loaned cannot exceed the same proportion of the parent corporation’s assets
which its export sales are of its total sales.
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Under present law, a controlled foreign corporation is not permitted to loan
its profits back to its U.S. parent corporation (or other U.S. corporation) without
tax consequence. A loan of this nature by a foreign corporation is viewed as
the equivalent of a dividend, and accordingly, when a controlled foreign sales
subsidiary makes such a loan, it is taxed to the U.S. shareholders of the corpora-
tion as if it were a dividend paid to them.

The Treasury proposal by allowing a DISC’s profits to be loaned to its U.S.
parent corporation accords to a DISC more favorable tax treatment than is
presently accorded to a foreign subsidiary of a U.S. corporation. In other words,
in the case of a foreign corporation, exemption of its profits from U.S. tax con-
tinues only so long as the profits are not brought back to the United States either
as an actual dividend or as a constructive dividend. In the case of a DISC, how-
ever, the exemption of its profits from U.S. tax would continue even though those
profits were made available to its parent corporation through what may be
viewed as a constructive dividend.

Third, a DISC ordinarily need not engage in any specific activity in a foreign
country and therefore is not likely to bear the burden of foreign income taxes
borne by a foreign subsidiary. In order to achieve deferral of U.S. tax on its
profits, a foreign subsidiary in the usual case has to pay a current foreign tax on
those profits. In its testimony, the Treasury indicated its studies show that for
1964 the average effective foreign tax rate on subsidiary operations abroad of
U.S. businesses was approximately 38.6 percent. Thus, on the average a foreign
subsidiary has to incur a current tax burden of approximately 39 percent in
order to achieve deferral of the not more than 9 percentage points of net U.S. tax
which will be owing on the profits (after allowance of the foreign tax credit)
when they are distributed to the U.S. parent.

A DISC, on the other hand, would be granted current exemption from U.S.
tax on its profits at what may be a zero current foreign tax cost. This is likely
to occur since the DISC could arrange to have the sale of this property occur in
the United States (since this would not result in U.S. tax) and in this manner
have no income exposed to foreign tax. Thus, it would be substantially more
advantageous for a company to conduct business through a DISC rather than
conducting it through a foreign subsidiary since the DISC need incur no current
tax burden on its profits. To the extent a foreign subsidiary enjoys the benefits
of special provisions in the tax laws of the foreign country which lower its cur-
rent tax burden, the comparative advantage of a DISC on this point decreases.
(A DISC in this case would remain more advantageous, however, until the
foreign subsidiary’s foreign tax burden reached zero, or the level of foreign
taxes which a DISC might bear.) On the other hand, to the extent a foreign
subsidiary pays a tax above 39 percent, the comparative advantage of a DISC on
this point increases.

Tax exemption or deferral for DISC profits

As previously indicated, the Treasury views its proposal as according tax
deferral, rather than tax exemption, to a DISC's profits, While it would appear
that as a matter of form, the proposed treatment technically can be viewed as
tax deferral, from a substantive point of view, the proposal in the case of a firm
with a moderate growth rate would appear to be substantially the equivalent of
tax exemption for the DISC subsidiary’s earnings accruing for a period of time.

The proposal is viewed by the Treasury as one of tax deferral hecause the
DISC’s profits become subject to U.S. tax if they are distributed to the parent
corporation, or other shareholder of the DISC, as dividends. This is analygized
to profits earned by a foreign subsidiary; they too are exempt from tax in the
hands of the foreign subsidiary but are taxed when distributed to the U.S. parent.
This has been commonly referred to as deferral since the profits are taxed when
they are brought home.

As indicated in the preceding section, however, a DISC’s profits can be made
available to its parent corporation as loans for use in the United States in much
the same manner as if they had been distributed as a dividend, but without sub-
jecting them to U.S. tax. On the other hand, a foreign subsidiary which loaned its
profits to its parent for use in the United States would be treated as if it paid a
dividend which would be subject to tax.

The Treasury proposal would permit a DISC to make its tax-exempt profits
available to its parent corporation subject to two limitations. First, once the
parent corporation’s export-related assets were no greater than the loans received
from the DISC, then the subsidiary to remain a DISC would have to distribute
its earnings currently to its parent (unless it could find some other corporation to

67-193—T71~pt. 1——7
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loan its earnings to which also engaged in export business). As long as the DISC
so operated, however, the amount previously loaned to the parent would remain
free of tax. This limitation, however, is never operative if the parent corporation
continues to expand its export-related assets at as rapid a rate as the DISC earns
profits and loans them back to the parent. It would appear that this would be a
moderate rate of growth which should not be difficult for a successful company
to attain.

The second limitation on the loans from a DISC to its parent corporation arises
from the fact that the loan itself cannot be made for more than 10 years in the
case of loans for research and development expenditures and inventory; 15 years
for existing plant and equipment; and 20 years for proposed new plant and
equipment. However, at the end of the term of years, whether it is 10, 15, or 20
years, a new loan can presumably be made to the parent replacing the old loan.
If the discussion here were with a company which continues to expand its business
at the moderate rate suggested above, the first limitation would not become
operative in this case since the export-related assets would be large enough to
account for not only a renewal loan with respect to the earlier year’s profits of
the DISC but also large enough to account for a loan of the current year’s profits
of the DISC as well.

What this analysis appears to suggest is that in the case of a parent corpora-
tion which continues to expand its assets used in the production of exports at the
same or a higher rate as the profits derived from these exports by its DISC sub-
sidiary, the profits of the DISC loaned to the parent can, in effect, be free of tax
for an indefinite period of time. In this type of situation, the Treasury proposal
appears to be the equivalent of tax exemption.

‘Where the parent company’s export-related assets do not continue to expand,
the Treasury proposal nevertheless would appear to grant exemption to profits
earned by the DISC subsidiary up to the time the first limitation came into
operation ; that is, up until such a time as the loans to the parent equalled the
export-related assets of the parent. This exemption equivalency for the non-
growth company assumes, of course, that the DISC will distribute its current
earnings to its parent.

DISC Proposalis not Incremental

To obtain the benefits provided by the DISC proposal, a corporation is not
required to increase its exports. A corporation presently engaged in exporting
may channel its existing exports through a DISC subsidiary and thereby exempt
or defer U.S. tax on the portion of its export profits which may be allocated to
the DISC under the special pricing rules. In other words, the tax benefits granted
under the DISC proposal are not conditioned on any increase in export sales.

It should be noted, however, than an incremental approach to the granting of
tax benefits under the DISC proposal would involve significant complexities,
such as the determination of an appropriate base period, the appropriate adjust-
ments in the base period which would be necessary, and the development of safe-
guards to protect against avoidance of the incremental requirement by the sub-
stitution of “new” exports of a different corporate entity for prior exports of
an existing corporate entity. In addition, an incremental approach raises ques-
tions as to whether it is equitable to deny benefits to companies which maintain
their present level of exports while granting benefits to other companies for reach-
ing the same levels.

Ezporters Treated More Favorably than Producers for Domestic Market

The Treasury proposal would provide more favorable tax treatment to the
U.S. manufacturer engaged in exporting than is accorded to a comparable U.S.
manufacturer which sells its products only in domestic markets. As indicated in
a subsequent section on revenue effects, it appears that the DISC proposal would
on the average be about the equivalent of providing a 10 percentage-point re-
duction in the corporate tax rate for export profits.

As previously indicated, the principal effect of the proposal is to allow a
.S, manufacturer which routes its export sales throught a DISC subsidiary
to receive current exemption from U.S. income tax on the sales profit and on all
or part of the manufacturing profit attributable to the exported goods—a cur-
rent exemption which in substance may have many of the attributes of per-
manent exemption from U.S. tax. A manufacturer producing solely for the do-
mestic market, on the other hand, receives a similar exemption—it is subject
to full current U.S. taxation on its manufacturing profits as well as its sales
profits. Thus, even though two U.S. companies manufacture the same products
and are similar in other respects, the fact the one company exports its prod-
ucts while the other company sells its products in domestic markets will result
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in significantly different U.S. tax burdens for the companies—the company mar-
keting its products domestically will be subject to full current U.8. taxation while
the exporting company will not be subject to tax on the “sales” portion of the
profit on its exports as well as all or part of the related manufacturing profit.

Uneven Application of DISC Proposal

As previously discussed, the principal effect of the special pricing rules which
would be available under the DISC proposal is to treat a DISC subsidiary as if
it earned on sales of its parent company’s products, not only the sales profits,
but in addition part or all of the manufacturing profit. This rule would have
a quite uneven application in the case of different types of companies.

First, the proposal would grant to large, integrated manufacturing companies
substantially greater tax benefits than would be available to small, non-integrated
muanufacturing concerns. 1f a large, integrated manufacturing company sold
its export products through a DISC subsidiary, the manufacturing profit which
could be earned by the DISC would include all of the profit components which
would arise at each stage of the integrated company’s operations to the extent
the final products involved are sold abroad by the DISC. Accordingly, the amount
of profit, at least one-half on which could be allocated to the DISC subsidiary,
would be substantial in relation to the selling price of the product. On the other
hand, a small, non-integrated company, which perhaps is engaged only in an as-
sembly operation or the manufacturing of components, would receive on the
sale of its export products through its DISC subsidiary only the small amount
of profits attributable to its single stage of operation. The profits arising at the
other stages of the manufacture of the total product would have been earned by
the other manufacturers performing the other stages necessary to completion
of the total product and thus could not be allocated to the DISC. As a result,
the amount of the profit in this case which could be earned by the DISC would
be substantially smaller in relation to the sales price of the goods than in the
case of the large, integrated company.

Second, the Treasury proposal also would provide substantially smaller benefits
to independent exporting companies than it would to manufacturing companies
which were able to establish their own DISC subsidiary. An independent export-
ing company which qualified as a DISC would not be permitted to earn any of
the manufacturing profit on the export goods it sold since it would be selling
these goods for unrelated manufacturing companies and thus would be able to
earn only such an amount as general market conditions permitted it to. In other
words, general market conditions and forces would determine the amount of
profits the independent exporting company could earn since the special inter-
company pricing rule would not be applicable. The DISC subsidiary of a manu-
facturing company, however, would not have to purchase its goods at market
prices from its parent manufacturing company, but rather could purchase those
goods at less than the market price so that part of the parent company’s manu-
facturing profit could be earned by the DISC. Accordingly, the relative tax bene-
fits made available by the proposal would be substantially greater where the
DISC was a subsidiary of a manufacturing company, rather than an independent
export company.

1II. ECONOMIC IMPACT OF PROPOSALS

Buackground of balance of payments and trade

Between 1960 and 1966 our balance of payments deficit was on a general down-
ward trend both on a liquidity basis and on an official reserve transaction basis.?
On a liquidity basis the deficit increased from $1.4 billion in 1966 to $3.5 billion
in 1867 and then showed a small surplus in 1968 before recording a $7.2 billion
deficit in 1969.

Of perhaps more significance than the absolute numbers is the change in the
character of the balance of payments in the past few years. Since 1963, the bal-
ance of payments surplus or deficit has become increasingly dependent on capital
flows. The increased inflow of foreign capital has partially offset the deteriora-
tion in the balance in the current or noncapital account. As shown in Table 1,
the deterioration in the current account is due primarily to a decline in our mer-
chandise trade surplus. The merchandise surplus was $6.8 billion in 1964 and
$5 billion in 1965, but declined to $600 and $700 million in 1968 and 1969 (first
line of Table 1).

1 The official reserve transaction basis reflects essentially changes in liabilities to foreign
lolﬁil:(:]ial holders while the liquidity basis includes foreign nonofficial holders as well as offiefal
olders.



TABLE 1.—U.S. BALANCE OF PAYMENTS, 1960-69

[!n millions of dollars}

1960 1961 1962 1963 1964 1965 1966 1967 1968 1969
Merchandisetrade 1 __.____. ... . _______. 4,906 5,588 4,561 5,241 6,831 4,951 3,926 3,860 626 690
EXPOTS . - oo 19, 650 20,107 20,779 22,252 25,478 26, 447 29, 389 30, 681 33,598 36,487
IMPONtS. e —~14,744 —14,519 —~16,218 -17,011 18,647 —21,496 —25,463 —26, 821 —32,972 —35,797
Travel (including fares)._____.____...._.._. —1,238 —1,235 —1,444 -1, 596 —1,499 —1,613 1,627 —2,144 —1,877 -1,980
Receipts______,___._4__._; ____________ 1,025 1,057 1,070 1,133 1,357 1,545 1,785 1,881 2,030 2,333
Payments. ... .o —2,263 —2,292 —2,514 —2,729 —2,856 —3,158 —3,412 —4,025 —3,907 ~4,313
MLty - - o e e —2,752 —2,596 —2,449 -2,304 ~2,133 -2,122 -2,935 -3,138 —3,103 —3,378
ReceiptS. oo e 335 402 656 657 747 830 829 1,240 1,427 1,504
Payments._ .. ... oo oo —3,087 —2,998 —3,105 —2,961 —2,880 —2,952 —3,764 —4,378 —4,530 —4,882
Dividends and interest. . _._._.._____.__..__ 2,689 3,398 3,889 3,984 4,686 5,088 5,140 5,646 6,045 5,806
Receipts. .. .ol 3,752 4,405 4,999 5,309 6,142 6,817 7,282 8,008 8,978 10, 237
Payments —1,063 —1,007 -1,110 —1,325 —1,456 —-1,729 —2,142 —2,362 -2,933 —4,431
Other services and transfers, including Gov-
ernmentgrants.___.____________.____.._. —1,730 —2,020 ~2,023 —2,058 —2,003 1,941 —2,057 —2,047 —2,080 —1,877
Current account total 2_ . 1,873 3,136 2,536 3,269 5,883 4,364 2,446 2,179 —349 —739
Direct investment. _ _ —-1,674 -1,598 —1,694 —1,976 —2,328 —3,468 —3,639 —3,154 —3,025 —3,060
Bank claims. —1,148 —1,261 —450 —1,536 —2,465 93 253 —475 269 —528
Nonbank claim -394 ~558 —354 158 —1,108 340 —443 —760 -1,134 —41
U.S. transactions . —662 —762 —969 —1,105 —677 —759 —481 —1,266 —1,266 —1,380
1.S. Government capital, net (exclud
scheduled repayments) . 1,158 —1,621 —1,774 —1,987 —1,799 —1,819 —1,963 —2,427 —2,518 —2,130
Foreign capital_.____.. 419 1,398 1,707 1,016 812 492 2,961 3,366 8,833 4,485
Errorsand omissions_. . —1,156 —1,103 —1,246 -509 —~1,118 —576 —489 —1,007 —642 —2,924
Balance on liquidity bas —3,901 —2,371 —2,204 2,670 —~2,800 ~1,335 —1,357 —3,584 168 —7,221
Balance on official reserve transactions basis _ ~3,403 —1,347 —2,702 -2,011 —1, 564 ~1,289 266 —3,M8 1,638 2,708

1 Balance-of-payments basis.
9 Including unilatural transfers.

Source: Treasury Department.

©
(=2}



97

TABLE 2.—PERCENTAGE CHANGE IN MERCHANDISE EXPORTS, IMPORTS, AND BALANCE, 1961-69 !

1961 1962 1963 1964 1965 1966 1967 1968 1969

Percentage change in—

Exports___. 2.3 3.3 7.1 145 3.8 1Ll 4.4 9.5 8.6
=15 1.7 4.9 9.6 153 185 5.3 2.9 8.6
13.9 -184 149 30.3 —27.5 —20.7 -1.7 —83.8 10.2

tFrom table 1, percentage change from previous year.

The decline in the merchandise surplus has been due primarily to a rapid
growth in ‘imports, or more accurately, to a much more rapid growth in im-
ports tham in exports. This can be seen by reference to Table 2 which shows
the percentage change in merchandise exports, imports, and balance for the
period 1961 to 1969. The most striking point the table shows is the rapid in-
crease in imports beginning in 1965. In that year they increased 15 percent over
the prior year, and in 1968 they lincreased 23 percent over the prior year which
resulted in a decline in the balance of nearly 84 percent in 1968. In 1969 the
rate of increase in imports slowed down appreciably and the balance improved by
10 percent. The 1969 pattern appears to be continuing into 1970.

Significant reasons for this pattern of changes in exports and imports is sug-
gested by the correlations apparent in Charts 1 and 2. Chart 1 compares the
percentage change in U.S. nonagricultural exports with the percentage change
in industrial production in major foreign countries. /The correlation shown
suggests that the level of U.S. exports is closely related to the demand for U.S.
products generated by the level of economic activity in other countries. The cor-
relation in Chart 2 suggests that the level of U.S. imports are quite sensitive to
the rate of change of GNP in the United States.

CHART 1

Percent Change in U.S. Nonagricultural Experts-and Percent Change
in Industrial Production in Major Foreign industrial Countries

Percent

20
U.S. Nonagricuttural Exports ! —
; -~
~ \ A
\ / '\ 4
10 — -
Foreign Industrial Production2;
o /.
I/
=10 = l —
_J
~20 1 l [} | 1 l 1 l t | ' ! ' ' ] I ' l ] l t l ¢ | )
1958 59 60 ] 62 63 &4 65 66 67 68 [ 70

Holf Yeus
Percent Change From Corresponding Period 1 Year Earlier

1. US. nonagricultueal exports are adivsted to exclude automctive exports to Canada, aireraft, and temporary effects of U.S. strikes,
2. Industrial producticn in Canada, Japan, United Kingdorm, Germany, France, and Jtaly, weighted by these counlsies’ percentage shares jn US, oporls,

5. Department of Ccﬂm;u, Gifice of Business Ecorzmics T0-3-1¢
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CHAnr 2
Percent Change in U.S. GNP and Percent Change in U.S. Imports

Percont

-10 -

1958 59

82

63 64 65
Holt Yeors

Parcant Change From Corresponding Period | Yeor Earlier

1. US. imports ate adjusted to exclude automotive shipments from Canada to the United States and lemporary effects of US. strikes.

U.S. Department ¢f Commerce, Office of Business Economics.
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Moving to our balance with particular countries reveals that the deteriora-
tion in recent years has been concentrated in a few countries. The balance with
most of our trading partners has remained relatively constant since 1960 but
has deteriorated very sharply with Canada, Japan, West Germany, and Italy as
shown in Table 3. In all of these cases, the decline in our trade balance has
been due to a much more rapid growth of imports than of exports, rather than
any decrease of exports.

TABLE 3.—KERCHANDISE EXPORTS FROM THE UNITED STATES, IMPORTS TO THE UNITED STATES, AND BALANCE

BY COUNTRY, 1960-69

[1r millions of dollars]

Country 1960 1961 1962 1963 1964 1965 1966 1967 1968 1969
Japan:
Exporis._.... 1,447 1,837 1,574 1,844 2,009 2,030 2,333 2,635 2,954 3,490
Imports.._... 1,149 1,055 1,333 1,498 1,763 2,414 2,953 2,999 4,054 4,888
Balance.... 298 782 216 346 241 (—338) (—600) (—324) (—1},100) (—1,398)
West Germany:
Exports._.... 1,275 1,343 1,581 1,582 1,608 1,650 1,674 1,705 1,709 2,118
fmports...... 897 858 962 1,003 1,171 1,341 1,795 1,995 2,721 2,603
Balance_... 378 487 619 579 435 309 (—122) (—239) (~1,012) (—485)
[taly: .
Exports._.... 715 873 892 1,090 951 83 903 973 1,121 1,262
Imports...__. 393 378 452 432 526 620 743 335 1,102 1,204
Balance.... 322 497 LLh] 598 425 271 165 117 19 59
Canaia:
Exports._.... 3,810 3,826 4,045 4,252 4,915 5,643 6, 660 7,165 8,072 9,138
tmports....._. 2,901 3,270 3,650 3,829 4,233 4,823 8, 125 7,107 9, 605 10, 390
Balance.... 909 556 385 423 675 811 535 53 (—933) (—1,252)
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Part of the overall deterioration in our balance of trade as well as our rapid
increase in imports from the countries mentioned above can be understood by
comparing the increases in prices of exports of the United States with the in-
creases in prices of exports of these countries. As Table 4 shows, U.S. export
prices have ‘increased about 15 percent since 1963, whereas they have in-
creased only 5 percent for Japan, 3 percent for West Germany, and 1 percent
for Italy. (Canada’s export prices have increased 19 percent since 1963).

The increase in U.S. export prices has also been greater than the increase in
import prices which increased 12 percent since 1963, with the result that ex-
ports have been discouraged relative to imports. Moreover, domestic prices have
generally increased more rapidly than import prices; for example, the con-
sumer price index for commodities has increased about 16 percent since 1963
compared to 12 percent for import prices.

TABLE 4.—EXPORT AND IMPORT PRICE INDEXES FOR SELECTED COUNTRIES 1960 TO 1969
[Indexes of price in U.S. dollars; 1963 equals 100}

1960 1961 1962 1963 1964 1965 1966 1967 1968 1969t

United States:
Export prices._.
Import prices.

Japan:

Export prices. ...

99 101 100 100 101 104 107 110 111 115
103 101 99 100 102 104 106 107 109 112

105 101 g? 100 101 101 101 101 102 105

¢ Import prices....._... = 100 100 100 102 99 101 100 100 103
rance:
Export prices........... 98 98 99 100 104 105 108 107 106 108
Import prices........... 102 100 99 100 102 104 105 104 102 105
West Germany:
Export prices.__...._... 94 100 100 100 100 102 103 102 100 103
| tmport prices.._.._..... 102 103 101 100 100 103 104 103 101 104
taly:
Export prices__._....... 102 98 98 100 103 101 99 99 98 101
tmport prices_____...... 100 97 97 100 103 104 105 106 107 107
United Kingdom:
Export prices......_.... 96 96 97 100 102 104 108 108 101 105
c Iénport Prices_..ocecnan 99 97 96 100 104 106 104 100 103 105
anada:
Export prices.._.._._.__ 106 102 100 100 101 103 107 109 113 119
tmport prices........... 99 93 97 100 101 102 103 103 105 109

1 Third quarter except Italy which is second quarter.
Source: International Monetary Fund, *‘International Financial Statistics.”

In addition to the recent more rapid inflation in the United States than in
other countries, the sharp increase of imports in recent years can be attributed
to the growing imports of foreign manufactured consumer products, such as com-
pact autos and transistor radios. (In the case of Canada, a substantial portion
of the increase of imports was autos and parts). U.S. merchandise exports are
generally characterized by a high technological content (as measured, for ex-
ample, by research and development expenditures per dollar of sales), the bulk of
this merchandise being accounted for by machinery, transportation equipment
(including aircraft) and chemicals.

Effect of DISC on exports

A. Price effect

If DISC is to give rise to any significant increase in exports through a reduc.
tion in prices, it would appear that there would need to be a pass-through of
the tax-savings in the form of reductions in the price of exported goods. (More-
over, for the dollar amount of exports, to increase the physical volume must not
only increase but must increase by substantially more than enough to offset the
price reduction.) The Treasury is apparently expecting an increase in exports to
occur for reasons other than from price reductions. These are discussed below.

The Treasury estimates that the annual revenue loss from DISC would be from
$430 to $600 million. The magnitude of the export increase which would result
if the entire $600 million were reflected in lower export prices depends on the
responsiveness of exports to price decreases. The measure of this responsiveness
is referred to as the price elasticity of demand. This is simply the ratio of the
percentage change in the quantity of exports to the percentage change in price.
A price elasticity of —1.0 would mean that the increase in volume of exports is
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in direct proportion to the decrease in price. For example, a 10 percent reduc-
tion in prices would result in a 10 percent increase in the volume of exports but
no change in the dollar value of exports because of the proportmnate price reduc-
tion. With such a price elasticity, a $600 million decrease in revenues which was
reflected in price of reductions would result in no improvement in the balance of
payments. It would require a price elasticity of —2.0 to make up for the price
reduction and give rise to as large an increase in exports as the revenue loss.

There have been several studies of the elasticity of exports and the general
consensus is that it is fairly low.? The studies show a range of price elasticity
for exports of —1.0 to 2.0. A recent study was done by Hendrick S. Houthakker
and Stephen P. Magee, a current member of the Council of Economic Advisers and
a former staff member, respectively.® Their conclusion was that the price elas-
ticity of U.S. merchandise exports is about —1.5, i.e.,, a 1 percent decrease in
price would yield a 1.5 percent increase in the quantity of exports. This would
imply that with the $600 million revenue loss estimated by the Treasury, the
DISC proposal would give rise to an increase in exports of about $300 million.
In the explanation presented by the Treasury to the committee, it is indicated
that the DISC proposal is expected ‘“to generate over time a level of exports a
billion dollars or more greater than might otherwise develop.”* The statement
does not indicate how long a time interval is expected before the billion dollar
increase in exports can be expected. It does make it clear, however, that the
Treasury is depending upon effects other than export price reductions to account
for most of the expected improvement in exports.

One possible reason for the insensitivity of U.S. merchandise exports to price
changes is that U.S. exports are generally higher-priced goods which reflect
advanced technology and are not directly competitive with goods produced abroad,
atleast in the early stages of exporting. This explanation, called the product cycle
theory, holds that the United States tends to export new technologically advanced
products. After exports have developed a sufficient overseas market, overseas
production becomes profitable. In the meantime, the United States has developed
another new product and the cycle begins again. This process is not particularly
sensitive to price changes of U.S. exports and hence the low price elasticity
observed for U.S. exports.

B. The effect of trying harder to export

The Treasury presentation indicates that DISC would increase the profit-
ability of exporting and thus induce eXporters to take steps to build up their
export market. It is thought that because of the small size of the export sector
compared to the domestic market, top management in most companies is not
aware of, and does not give priority to the development of, the export market.
The Treasury feels that the DISC proposal will focus the attention of top man-
agement on this area of increased profitability. Presumably the steps which man-
agement would take would involve product development, promotion, financing,
delivery, service and similar activities. The effect of this is expected to be the
allocation of greater attention, effort and resources to the export market with a
consequent increase in exports. As Secretary Kennedy said in his testimony before
this committee : . and companies would be encouraged to develop long-range
export strategies. Indeed I believe this shift in taxation would help signal to
industry that improved export performance is a national objective of high
priority ; it would help build the conscmusness and attitudes toward exports
that this country has been sorely lacking.” ®

The possible magnitude of the effect of increased effort in these areas is dif-
ficult to evaluate. There really are no data available that would provide accurate

2 See the following

(1) Ball, R. .T, and K. Marwah, “The U.S. Demand for Imports, 1948-1958,”
Review of Fconomics and Statzstws, 44 (1962) 395-401
(2) Junz, H., and R. R. Rhomberg, “Price and Export Performance of Industrial
Countries, 1953-1963.” MF Staff Papers July 1965.
(3) Houthakker H. S, and S. P, Magee, ‘“Income and Price Elasticities in World
Trade,” Review of Economics and Statistics, 51 (1969), 111-125.
(4) Kreinin, M. BE., “Price Elasticities in International Trade,” Review of Economics
and Statistics, 49 (1967) 510-516.
) Prais, S, J.. “Econometric Research in International Trade: A Review,” Kyklos,
15 (1962), 560-577.
M3 “Income and Price Elasticities in World Trade,” Review of Economics and Statistics,
ay 1969.

¢ Materials Relating to Domestic International Sales Corporation Proposal to the U.S.
Treasury Department Presented to the Committee on Ways and Means, on May 12, 1970,

p. 11,
5 Ibid., p. 11.
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assessment of how much exports might be expected to increase as a result of the
expenditure of additional funds or effort for export promotion. In this connec-
tion, the staff does not know the basis for the Treasury estimate that over time
exports will increase by $1 billion because of the proposal. Several considera-
tions are relevant even though they cannot be quantified.

First, several witnesses including the Chambers of Commerce, the National
Association of Manufacturers, and the National Foreign Trade Council testified
before this committee that DISC would provide a significant incentive for export
expansion. Others submitted similar comments to the Treasury and Commerce
Departments indicating that they would undertake additional export promotion
efforts as a result of DISC.

Second, provision of additional services, etc., in connection with exports can be
viewed as providing a better product at the same price. In one sense this is
equivalent to providing the same product at a lower price, and (as indicated
above in connection with price effects) the response to this is not likely to be
large. On the other hand, to the extent that the effort takes the form of new
product development and prowmotion, it may result in a somewhat larger increase
than the section on price effects suggests.

Third, if there is virtually no price change and no income change in other
countries, there may not be sufficient demand for the U.S. exports to permit any
significant increase as a result of the additional effort to promote exports; the
size of the market may be the limiting factor. To the extent that U.8. exports are
made more competitive with those of other countries or those produced in the
foreign country, howerver, such efforts could improve somewhat the competitive
position of U.S. exports.

Fourth, many countries have restrictions which would apply to increased U.S.
exports by the companies which are now doing most of the exporting. For example,
restrictions on the amount of electronic components or automobiles that can be
imported. These restrictions are one of the reasons why U.S. firms have set up
manufacturing subsidiaries abroad.

Of course, even if greater effort in developing and promoting exports would be
successful, it does not necessarily follow that the DISC proposal is the most
efficient way to obtain it. For example, something along the lines of the Com-
merce Department export promotion program might yield a greater increase
in exports per dollar spent than the tax incentive provided through DISC. Also,
provision for the refunding of State and local excise taxes (both direct and in-
direct) on exports (along the lines of H.R. 13713 introduced by Chairman Mills)
might also yield greater results than the DISC proposal. Similarly, a broader
border tax program which not only provided refunds for exports but taxes on
imports might yield greater results. Another possibility would be to permit
marginal or incremental cost pricing for sales by a U.8. corporation to its overseas
subsidiaries. This would provide greater profits eligible for present law deferral
to the subsidiary and reduce the total tax payable on the sales.

Effect of DISC on plant location

The Treasury position on the effect of DISC on plant location, as stated by
Secretary Kennedy is, “. .. our tax system does tend to create an unnecessary
drag on exports and actually gives some incentive to manufacturing abroad
rather than in the United States.’ . .. Perhaps more important over time, basic
decisions on the location of new investment facilities at home or abroad would be
affected and companies would be encouraged to develop long-range export
strategies.”?

A large number of factors which determine whether a U.S. company will
locate a plant overseas or export from a U.S. plant makes an evaluation of the
impact of DISC on plant location quite speculative. While it appears clear that
the DISC proposal would have some effect in encouraging the location of plants
here rather than abroad, whether or not this is a significant factor is difficult to
determine. In part, such a determination depends on the importance of tax dif-
ferences as a cost element in the selection of plant location. In addition. the
effect depends on the extent to which it is possible (if DISC would make it profit-
able) to produce in the United States and export in view of the current and pos-
sible future restrictions on U.S. exports imposed by other countries.

1t is, of course, not sufficient to say that if the tax under present law is lower
on a plant overseas than it is for exports from the United States, then DISC, by
xs'eversing this relationship, will make it more profitable to locate in the United

tates.

o Ivid., p. S.
* Ibid., p. 11.
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The effect of DISC depends on-the relative size of cost differences including
those in no way related to taxes. For illustrative purposes, assume that the rate
of profit before taxes on sales would be 8 percent in two cases, one involving
foreign investment and one involving domestic investment. Assume also that
the overseas rate of tax is 40 percent and the U.S. rate of tax s 50 percent. The
simplified illustration shows that the use of DISC in the case of the domestic in-
vestment would increase the after-tax rate of return by 1.2 percent of sales.

United States

Overseas  Present law DISC

Before-tax rate of returnon sales_ .. ... . i oiiaiiiiaaaoa- 8.0 8.0 8.0
Tax expressed as percentof sales.... ... .. ...l 3.2 4.0 12,0
After-tax rate of return on sales. - . oo oo oiiiiiiaiaannn 4.8 4.0 6.0

1 Assumes Y% of profits or 4 percent of sales exempt under DISC and the remainder taxed at 50 percent.

The question in evaluating the cost effect of DISC on plant location is then
whether the cost differences between the two locations is greater than this tax
saving of 1.2 percent of sales. For example, if costs were 2.5 percent of sales higher
in the United States (so that the before-tax rate of return were 5.5 percent instead
of 8.0 percent) the after-tax rate of return under DISC would be 4.75 percent or
would still be lower than that from the overseas plant. The point made here is
simply that where cost considerations determine plant location, the effect of
DISC on after-tax profits is likely to be relatively small compared to other cost
elements. Consequently, the impact of DISC on plant location is not likely to be
large.

Moreover, the cost considerations are not the only determinants of the choice
between overseas plants and U.8. exports. In some instances, plants are located
overseas because of tariffs (which are costs) or quotas or requirements that
certain articles or a portion thereof be produced within the country. In addition,
plants are located overseas as part of a marketing strategy which includes the
provision of a wide range of services which my be best provided by local facilities.
In many instances, the overseas plant location may also be defensive in nature;
if the U.S. firm does not produce in the local market, a local firm may do so.
This pattern of U.S. overseas production following exports which initially domi-
nated a market and then having their position eroded by local firms, is part of the
product cycle theory referred to above. These U.S. manufacturing affiliates abroad
also provide a market for U.S. exports which otherwise might not be as large.

In evaluating the desirability of DISC as a means of increasing domestic em-
ployment (by encouraging plant location in the Urnited States) there are, of
course, other ways to increase employment. Easier monetary policy, training pro-
grams, or direct expenditures are alternatives to which the committee may wish
to compare DISC—a cost effectiveness point of view as far as employment is
concerned.

Revenue effect

The Treasury estimate of the revenue loss from DISC is $450 to $600 million
a year. This estimate was arrived at as follows:

(In billions)
1. Estimated U.S. export sales in fiscal year 1972 (current level,

$40,000,000,000) e $46
2. Sales deemed nonqualifying because they represent less than 50

percent U.S. content__ __ e —2
3. Export sales assumed qualifying_ 44
4. Assume T5 percent participation (admittedly high)_____________ 33
5. Estimated DISC profit after application of 4 percent and 50 per-

cent of profit limitations*_ _ e 1.4
6. Tax applying a 48 percent rate_ .o 72
7. Reduction by a “guess” as to the offset by companies using

Western Hemisphere Trade Corporation or which have tax

reduction from foreign tax eredit_ .« oo —.12t0.27
S. Estimated revenue 1088 e 45 to .60

1 On approximately $7,000,000,000 of agricultural sales, the profit rate is about 1 percent.
The $1,400,000,000 implies a rate of profit on sales after limitation of 5.1 percent on the
$26,000,000,000 of nonagricultural exports or about 10.2 percent before limitations. The
10 percent figure can be compared with the rate of 9 percent for 1968.
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While this estimate involves some rather broad assumptions, the absence of
specific data appears to make this necessary. This revenue loss is estimated by
the Treasury to produce “over time” an increase in exports of $1 billion. A ques-
tion for consideration in this respect is the relative benefit of a program which
costs 45 to 60 cents in revenue for each dollar of eventual increase in exports. In
addition, the revenue loss would occur fairly soon, since it applies to present
exports, but the increase in exports would occur over time. Consequently, the
revenue cost per dollar of increased exports might well be higher than the 435 to
60 cents for a considerable period of time.

Questions can also be raised about the estimate of the “over time” $1 billion
increase in exports. As indicated previously an analysis of price effects suggests
a $600 million reduction in revenues would increase exports by something like $300
million. It is not at all clear that the other ways in which it is believed that DISC
will increase exports can be expected to account for the remaining $700 million.

The major impact of the revenue loss from DISC would, of course, be concen-
trated among the major exporting companies. The Commerce Department esti-
mates that roughly 100 of the largest U.S. firms account for the majority of our
exports, more than 50 percent, although this a rough quess.® They would presum-
ably receive approximately their proportionate share of the tax reduction. If they
account for 50 percent of our exports, they would, of course, receive about $300
million out of $600 million.

Another way of viewing the revenue loss is, if the revenue loss were transiated
info a rate reduction, how large would it be, The Treasury estimate of the revenue
loss assumes that the DISC profit after the 4 percent and 50 percent limitations
would be $1.4 billion for participating exporters. Presumably the profit before
application of the 50 percent limitation would, therefore, be between $2.8 billion
to $2 billion. The $6(0 million revenue loss represents 21 to 20 percent respectively,
of these amounts. Applying these percentages to the 48 percent corporate rate
indicates that the tax reduction from DISC is equivalent to about a ten per-
centage point reduction in the corporate rate from 48 percent to 38 percent on
export profits.

Mr. Naper. The cost of DISC by the administration has also been
challenged as unrealistic. The administration claims a cost of $600
million, while some members of the Flouse Ways and Means Commit-
tee convineingly argue that the cost will be closer to $955 million an-
nually. DISC 1s a billion dollar boondoggle. Its inclusion with the
President’s other tax proposals highlights the tendency to clothe
special interest tax cuts in the garb of economic stimulation. The ab-
sence of any available Treasury study to support 1ts export gain pre-
dictions under present conditions either shows that the Department
doesn’t want the public to know what it is deing or the Department
itself doesn’t want to know what it is doing to the public. In either
case this committee should find out.

Chairman Proxaare. Let me ask at this point do you take the posi-
tion, Mr. Nader, that recognizing that there are inequities involved in
this tax, perhaps the appreach was wrong? Would you concede there
would be any job creation as a result of this, any substantial job
creation?

Mr. Naper. Well, in reply to your general question, there already is
very elaborate export promotion, export risk insurance. and other ac-
tivities which have been going on by the Federal Government to
strengthen exports overseas. Anybody who has gone to the 1.S. Em-
bassies, for example, wonders what part of it 1s not engaged in the
promotion and facilitation of American exports so there 15 a great
deal of that kind of promotion and backed up with trade shows and
the like.

Now we come to an additional type of subsidy, and that raises two

9 Companies do not generally report data on exports for competitive and other reasons,
50 accurate data are not avallable.
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questions. Is it worth it, quite apart from the philosophical aspects,
and what it does to reduce incentives for efficiency, is it worth it in
terms of what it reaps compared to what it costs?

Chairman Proxmire. Also you have the fact that you are going to
get, I would hope, a substantial stimulation for exports by the devalua-
tion of the dollar.

Mr. Naper. That is right. And that is another point that has to
always be integrated into all of these discussions. Many of these pro-
posals that are so, I think, unacceptable, are designed to meet objec-
tives which are not substantiated, that the devaluation of the dollar
will help immeasurably to accomplish that objective particularly in
the import-export trade.

Mr. Stanton has a comment on that, Mr. Chairman, if you will.

Chairman Proxmige. Yes, sir.

Mr. StanToN. Mr. Senator, the DISC export incentive is very in-
efficient. Even accepting the Treasury export gain of a billion and a
half dollars, we have to note American exports in 1969 were $37 billion;
in other words, the administration is proposing to increase exports
using their questionable figures by about 4 percent. In order to do this
they are applying the DISC export tax subsidy to the entire 96 per-
cent of exports which already would have been undertaken in addi-
tion to the 4 percent to be induced. This is a very inefficient subsidy, if
one is really attempting to promote exports.

Mr. Naper. The same philosophy, Mr. Chairman, that prevails with
the investment tax credit—give it to all the corporate boys no matter
whether they were going to make these sales or invest in this equip-
ment or not, that is about the crudest, the most inefficient, the most
wasteful, and, in terms of its impact on the average citizen, the most
inequitable approach you can imagine.

We have got far more selective economic tools and knowledge to
put to bear on this kind of policy to make it achieve the objectives
that it is supposed to be achieving.

Chairman Proxmire. Wouldn’t that be especially true if you make
it retroactive to April 1, as the indications are it might well be? Sec-
retary Connally made some kind of a statement that this would be
done if we put the investment credit into effect, and I understand
some Members of Congress have indicated that is what they favor.
Do you see any justification, any justification for making this retro-
active? Wouldn’t that be a complete total windfall with obviously
no stimulation whatsoever?

Mr. Naper. I couldn’t agree more. They have refused to approve a
retroactive impact on wage settlements, but they are going right ahead
with this.

In addition to these corporate windfalls, in the tax area, the ad-
ministration proposes abolition of the automobile excise tax. Before
the Congress accepts this proposal, which will cost $2.3 billion in the
remainder of this fiscal year alone, it should carefully consider what
t(:ihe Nixon administration has already done for the automobile in-

ustry :

1. On June 22 of this year the administration adopted a set of ac-
celerated depreciation regulations, which are now being challenged in
the courts, which would allow the auto manufacturers to depreciate
their purchases of capital equipment 20 percent faster than they could
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before. These regulations were made retroactive to January 1 of this
year which granted the industry an extra windfall since the regula-
tions apply to purchases made before the auto manufacturers knew
whether or not they would be adopted. Since the auto industry in-
vests substantial regular amounts in capital equipment and machinery,
this tax break is even more valuable for them than for corporations
in general. )

2. The President has now proposed a tax investment credit which
he and his Treasury Secretary euphemistically refer to as a “job de-
velopment credit” of 10 percent for 1 year (until August 16, 1972),,
and 5 percent thereafter. Again, because the auto industry tends to be.
a capital-intensive industry, this proposal is especially generous to it.

3. In addition, the President has imposed a 10-percent surcharge on
imports which has had the eftect of dampening what little price com-
petition the American automobile industry faces; namely, foreign cars.
With the surcharge of 10 percent added to the prices of the one-sixth.
of the auto market which foreign imports now control, the only bene-
ficiaries will be Ford, GM, and Chrysler, not the American consumer.

4. As a final act of beneficence for the auto industry, the administra-
tion is in the process of negotiating a devaluation of the dollar which,
according to newspaper reports (Washington Post, Aug. 19, 1971, p.
1) will amount to around 12 percent. What this means for the auto
industry is that once the temporary surcharge of 10 percent is lifted,
prices of foreign cars will permanently increase by around 12 percent.

I don’t mean to denigrate the dollar devaluation but I am trying to
add up all of these policies in terms of what they are doing to an
excessively high-profit industry in a record sales year with record
profits in the formation, and I might add with 20,000 more UAW jobs
in May employed in the industry than in May of the previous year
1970.

Rarely has any government done so much for an industry in so
short a time.

Finally, the auto industry apparently will be only slightly affected
by the 90-day wage price freeze. The Wall Street Journal reported
yesterday that—

The auto industry’s large wage increases late last year have largely been
covered by a series of hefty price increases on 1971 models. This fact alone makes
the companies more fortunate—at least for the moment—than those firms lecked
into a combination of recent wage increases and frozen, or rescinded, prices.

Even if #he auto industry were not to raise its prices, the proposal
of the President is misplaced in terms of national priorities. In the
United States there are over 100 million registered vehicles; about 9
million cars are sold each year; profits for the industry this year
(especially for General Motors) are substantial; the problems of air
pollution and traflic congestion caused by these vehicles are enormous.
It is difficult to ascertain a reason for stimulating increased purchases
from this industry. It has been having a record year in sales and em-
ployment, and profits are up substantially. In addition, the UAW itself
does not approve of the President’s domestic proposals. In order to
counter what one of your prior witnesses stated just a few moments
ago on the state of the auto industry in terms of sales, I would like to
introduce for the record a speech of President Iee A. Iacocca of Ford
Motor Company just this last Monday which indicates what an enor-
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mously successful sales year has been going on by the auto industry. I
would like to just. quote one paragraph from Mr. Tacocca’s speech:

In spite of the slow pace of economic recovery this year, and even with a 7
percent anto excise tax, car sales have been bouncing along all year at or near an
annual rate of ten million. We have been saying since last December that U.S.
car sales will come in at a record level of 9.7 to 10 million for the full year.
For a year in which the economy has been lagging well behind expectations.
that is pretty good news.

And that is the industry, Mr. Chaivman, that the present administra-
tion has singled out for its most preferred treatment, not the industries
that are having difficulty in employment, not. the areas where there
are job developments to be gencrated, and not the area where low-
income people desperately need jobs and could get jobs, but, yes, in the
area of automobile production.

(The full text of the speech follows:)

Following is the text of remarks by I.ee A, lacocca, president, Ford Motor
Company, at a national news preview of the company’s 1972-model cars at the
Ford Automotive Safety Research Center, Dearborn, Mich., on Monday, August
16, 1971 :

Until 8 p.m. yesterday, this was going to be a press conference about our
1972 models.

I had my speech for today all ready on Friday. It would have been a good
speech on Friday, if I do say so myself, but it’s not so good for Monday. Before
I toss it, though, I'd like to read you a few excerpts. )

“Given current levels and trends in productivity, wage rates and currency
exchange rates—and those are the three basic factors—American industry is
losing its competitive edge in world markets.

“Phis fundamental problem is reflected in our national balance of payments
deficit, in the fact that the U.S. is likely to import more goods than it exports
this yvear for the first time since 1893 ; in the shaky position of the dollar in
world banking circles; and in the persistence of relatively high unemployment.
But, it’s not just the auto industry’s problem ; it’s the nation’s problem.” That’s
what I was going to say.
~ Here’s another paragraph:

“In my opinion, there is no one way to solve this problem, but we can solve it
if we find the right combination of ways. This country has no greater need
than to get together quickly and put together a program that works. Some
things we in industry can do on our own. Most things will require action by
the government as well. And it would also help if the unions would recognize that
the jobs of their members are at stake.”

I won't take you through the whole program I was going to suggest, but here’s
one item:

“It's clear that the yen and the mark and some other currencies are under-
valued relative to the dollar, and that something will have to be done to get
exchange rates evened up and to find better ways to keep them even.”

One last quote from Friday’s speech:

“Finally, I believe the competitive edge of American industry will be restored
simply because it must be restored.”

I've given you enough from Friday's speech to make it clear that in our
judgment the country needed action and strong leadership by the President of
the United States.

The American economy has been in serious trouble and heading for worse.
Something had to be done. What the President has done and has asked Congress
to do adds up to one of the boldest and most far-reaching changes in economic
policy that has ever been launched, in this country or anywhere else. It will have
tremendous consequences, not only in the United States, but throughout the
world.

Some of the specifics are highly controversial. But there can be no quarrel
with the broad goals and the general thrust of the program—to increase jobs,
to increase productivity, to control inflation, to protect the dollar and to gain
a fair shake for American industry in world markets. Ford Motor Company
will cooperate fully with the spirit and the letter of the President’s program.

In our judgment, the most important and constructive feature of the whole
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program is the proposal to restore the investment tax credit, initially at 10
per cent and then at 5 per centona permanent basis.

In the long run, the key to providing more jobs for American workers, to
keeping costs and prices down and to restoring ‘the competitive vitality of
American industry in world markets is to increase the rate of growth in
productivity.

The key to higher productivity is a sustained high level of capital investment.
One of the secrets of Japan’'s success is its very high level of capital investment
which, last year, amounted to 40 per cent of its gross national product. In the
United States, on the other hand, capital investment amounts to only 14 per cent
of GND.

American industry cannot compete with Japanese industry if that difference
persists. Restoration of the investment tax credit will serve the dual purpose of
stimulating investment and helping industry to absorb rising costs. It will not
be a windfall for business, but a way of keeping American jobs in America. We
hope that when Congress reconvenes, it gives top priority to enacting this
yroposal.

! V%’e also welcome the President’s proposal to repeal the discriminatory 7 per
cent excise tax on passenger cars. This tax, the 10 per cent excise on light trucks,
the 7 per cent tax on truck parts and the telephone excise are the only surviving
remmants of the excise taxes imposed to help finance the Korean War. Repeal
of the automotive taxes has been overdue for years. Repeal at this time would
provide a badly needed stimulus to the economy and, as the President observed,
would help provide more jobs and get the unemployment rate dowa. We hope that
Congress will move quickly to repeal not only the passenger car excise tax but
also the taxes on light truck parts.

When these taxes come off, we will immediately reduce both our prices to our
dealers and our car and light truck sticker prices by the same amounts. We have
no authority to commit our dealers to similar action—but if I know anything
about competition between dealers, the retail customer will get the full benefit
of excise tax repeal. This means that car prices will come down, on the average,
by nearly $200 per unit and this in turn will stimulate car sales and employment
in the auto industry.

Excise tax repeal will help to get the economy moving again but it will not
help to achieve the crucial goal of improving productivity and getting American
costs back in line with costs abroad. In addition to stimulating capital investment,
this country must also find ways to bring labor settlements down to more rea-
sonable levels and, equally important, to improve the performance of the indus-
trial labor force.

As you kuow, the President announced that he will establish a Cost-of-Living
Council. within the government, to work with labor and industry to achieve
long-range cost/price stability. There’s no doubt that the Council’s most im-
portant job will be to develop new approaches to restraining the growth in unit
labor costs. If it fails in this task, the national economy will be right back where
it started. whatever else may be done to improve the competitive position of
American industry in world markets.

As for the effect of the 90-day price/wage freeze, it appears from what the
President and Secretary Connally have said that it means just what it seems to
mean—current prices are frozen for the next 90 days. This seems to say that
we'll have to absorb ali the costs increases we've already experienced on our 1972
models and we don’t see how we can do this.

But we heard what the President and the Secretary said. We also heard Secre-
tary Connally say that today’s level of corporate profits is unacceptable, and we
agree.

As the President stated last night, the purpose of both the temporary suspen-
sion of gold sales to foreign governments and the temporary 10 per cent import
tax is to impress on other countries the need for reforming the international
monetary system and eliminating unfair discrimination against American in-
dustry. particularly in the form of unrealistic currency exchange rates.

At Ford we've always been free traders and we still are. We believe free trade
can be made to work, but we know that it won’t work unless it’s really free in
both directions, out as well as in, and for investment as well as for commodity
trade. We recognize that under current practices, it’s a lot freer coming in
than going out.

It has been obvious for some time that the mark, the yen and certain other
currencies are substantially undervalued relative to the dollar. This places Amer}-
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can industry at a serious disadvantage and is a basic reason for the growing for-
eign penetration of U.S. markets. We hope that other countries will respond con-
structively to the President’s initiative by joining with the United States to find
a better way of keeping exchange rates in balance and to provide equal oppor-
tunity for American industry in world markets.

Again, however, I want to emphasize that productivity is the key to a strong
competitive position for American industry. Whatever other nations do to even
the rules of the game at this point in time will not help in the long run unless
American industry is able to compete on even terms and to keep its costs in
line with costs in other countries.

That’s all I have to say right now about the President's message, except to
mention that the auto industry was the only industry singled out for special
attention. The President’s reason for requesting repeal of the auto excise tax
is that each 100,000 additional cars that are sold means 25,000 more jobs. What
this suggests is that good news about car sales is of some congiderable impor-
tance to the nation as well as to Detroit.

It’s been easy to find bad news about the economy and the auto industry
this year, so I'd like to remind you that good news is not so hard to find either.

In spite of the slow pace of economic recovery this year, and even with a
7 per cent excise tax, car sales have been bouncing along all year at or near an
annual rate of 10 million. We've been saying since last December that U.S. ear
sales will come in at a record level of 9.7 to 10 million for the full year. For
a year in which the economy has been lagging well behind expectations that’s
pretty good news. :

In spite of the rise in imported vehicle sales, Ford’s U.S. car and truck sales
during the first half of 1971 set a record of nearly 1.6 million units—up 7.5
per cent from last year. For a period in which the imports were increasing
their bite of the car market to a new high of 16 per cent, that’s not bad either.

From our own special point of view, just about the best news of the year is
that Lincoln-Mercury Division is really on the move—at long last. Mark III
sales were up 37 per cent in the calendar year through July, Lincoln was up 10
per cent. Mercury was up 7 per cent. At the other end of the market, Capris are
selling as fast as we can bring them in and Comet is coming on strong. Overall,
Lincoln-Mercury sales were up 23 per cent in the first seven months over the
same period last year. From where I sit, that kind of good news is hard to
beat.

There’s even some good news in the small car segment of the U.S. car market
where—if you believe some of the reports you hear—the imports reign supreme.
The truth is that during the first seven months of 1971, domestic small cars
outsold imported cars by a margin of 54 per cent to 46 per cent of the segment.

As a matter of fact, domestic small car sales have grown even faster than
imported car sales. Through July, domestic small cars were up 44 per cent from
last year, while imports were up 30 per cent.

There’s no sense pretending that we're overjoyed because the imports are now
taking only 16 per cent of the market. Nevertheless, its a fact that the Pinto
and other domestic subcompact cars have kept the imports from capturing an
even larger share of the home market. Our surveys show that 40 per cent of
Pinto buyers would have bought an import if the Pinto had not been available
and one-fourth of Pinto buyers are trading in imported cars.

Ford sold more small cars in the U.S. during the first seven months of 1971
than any other manufacturer—foreign or domestic—in spite of Pinto engine
shortages resulting from a two-month strike in England.

When you put the good nmews about car sales up against all the complaints
about the automobile as public enemy number one, you have to conclude that
everybody is fed up with cars—except all the people who buy them and can’t
get along without them. I suppose there are a few people who have stopped
driving, but I haven’t met one yet.

Until somebody shows me a more versatile way to get around. I'll continue to
have faith in the future of the automobile. Improved public transit is needed
and is coming and we’re all for it. In fact, we're pushing pretty hard to sell
some of our own better ideas for public transit. But there are too many things
;hat public transit can’t do for it ever to make much of a dent in the demand
or cars.

What I am saying is that there is going to be plenty of good news about the
auto industry for a long time to come. When you look at the whole world, as we
do, the growth potential is simply fantastic. The automobile industry has a lot
of knotty problems, but one of its biggest problems on a worldwide basis is the
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kind of problem that makes all the others easier to solve—how to expand ca-
pacity and output to catch up with the unfilled demand for cars and trucks.

Turning from the long run for the world auto industry to the short run for
the American auto industry, we think that 1972 is going to be a very good model
vear. Before I heard the President’s message last night, I was planning to tell
you that it should be the best model year in history for car sales in the U.S.—
though maybe not the best for sales of domestically manufactured cars.

If the excise tax is removed, as the President proposed, and if the 10 per
cent import tax is applied to car imports for a substantial part of the year, then
the 1972 model year will very probably be a record year for domestic car sales
as well as for total car sales.

If it’s a good year for the American auto industry, it just has to be a great
year for Ford.

In spite of the growth in small car sales, one customer in five still thinks the
intermediates are the best buys available. We've got the best-riding and best-look-
ing intermediates we've ever built and the only new entries in the intermediate
field.

We've got a brand new Thunderbird and I think you'll agree with us that
we've done the impossible by making the Mark IV an even quieter, more lux-
urious and better looking car than the Mark III.

Each of these new cars, by the way, is virtually all-new, from the ground up
and the inside out—even though we’ve preserved the unique styling themes of
both the Thunderbird and the Mark III.

As far as the other cars are concerned, we've concentrated on engineering
improvements too numerous to mention.

Even though we've put more into engineering than into sheet metal, I think
we have the handsomest line up of new models—from top to bottom—that we've
ever had. And, in spite of all the changes in the car market, I haven’t yet noticed
that people have stopped responding to good looks.

T've covered a lot of ground and taken a good deal of time, so now I'll stop
talking and start answering questions you may have.

Mr. Napxr. I would advise or suggest that you read Mr. Tacocca’s
statement for another reason. He delivered it, I believe, only minutes
after Treasury Secretary Connally’s press conference.

Chairman Proxarre. May I say we have invited Mr. Tacocca to
testify.

Mr. NaDER. Yes.

Chairman Proxamre. But we just got word a few minutes ago that he
declined. We will have somebody else from the automobile industry.

Mr. Naper. Yes. He delivered it minutes, Mr. Chairman, after
Treasury Secretary Connally’s press conference and he didn’t deliver
it orally but delivered it by a prepared statement. This displays a re-
markable prior knowledge or a pretty good idea, going back to the
prior week, of what the Federal Government planned for the auto
industry, and it is already on the public record that Mr. Connally had
spoken on the phone to the President of General Motors, James Roche,
last week, and General Motors gave completely unprecedented advice to
their dealers that they can immediately sell new cars on receipt & num-
ber of weeks before their inaugurals in late September with the new
price increases. Fortunately this failed, but again it indicates why ex
parte, why such communications with a few elite corporate execu-
tives, and why such little communication with the other branch of
the Government, the U.S. Congress, not to mention the rest of the
American public and other smaller groups and labor unions——

Chairman Prox»ure. This is a very serious charge you are making,
Mr. Nader, and I want to be sure I have got the documentation that
you want to provide to the committee to support it. You say judging by
1ts exceptional communique to dealers to start selling 1972 model
cars with their new-price Increases immediately on receipt last week,

67-193—71—pt. 1——8
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General Motors knew what was coming by way of a price freeze and
tried unsuccessfully t o slide under the deadline.

Now, as I understand it, the Secretary of the Treasury specifically
said that he did talk to Mr. Roche but that that conversation was con-
fined entirely to pricing policy, and it is a fact, as you said, that they
did make this advice to their dealers, but I wonder if it is proper to
jump to the conclusion they had foreknowledge there was going to be
a price freeze simply on the basis of that action.

Mr. Napgr. Two replies to that statement, Mr. Chairman. First of
all, the burden of proof is on the Treasury to state that no other
Treasury officials in any way conveyed these kinds of implications or
intimations to auto executives. After all it is not just Treasury Sec-
retary Connally who will talk to an auto executive.

Second of all, in just discussing pricing with Mr. Roche, you can
pretty much indicate what was coming. After all it wasn’t discussing
the pricing of the additional incremental cost of hood ornaments, 1t
was discussing pricing in the context of what Mr. Connally wanted to
find out.

Chairman ProxMmire. You see what shocks me is that this was the
best kept secret from the Congress that I can recall. T received a letter.
I didn’t receive it until Monday, from the White House, in response
to an appeal that several of us in the Senate had made, that the ad-
ministration put into effect much of the program they did put into
effect. We wanted a freeze, we wanted to cut loose from gold, we
wanted stimulation of the economy through the investment tax credit,
and so forth. We got back a letter saying they were not going to do it,
they had no intention of doing it, the economy was doing well and,
of course, as we all know the President of the United States on August
4 in a press conference announced he was not going to do any of these
things.

So it comes as a very great shock, if you could demonstrate that this
was conveyed to private officials so that they could take advantage of
it and make substantial profits or make gain out of this.

As I take it then your fundamental argument is that General
Motors did issue this unprecedented advice to their dealers, that is it.

Mr. NapEr. And the admitted call to Mr. Roche last week, and
another bit of circumstantial evidence which is very interesting.

3oth Treasury Secretary Connally and Under Secretary Charles

Walker have been saying that this policy as it applies to the auto
industry in terms of the investment tax credit and abolition of the
excise tax and the like will increase sales of cars by 500,000, and
that that will produce 125,000 new jobs.

Now, everybody that I can ascertain indicates that that exact
figure was obtained from the auto industry prior to the announce-
ments on Sunday and Monday, and what is very interesting about
that figure is, first of all, that it is totally unsubstantiated and, sec-
ond of all, that it does not take into account that increased produc-
tion, if that should be the case, will be absorbed at those levels very
heavily by overtime payments.

Now, 1 mentioned this fact to Under Secretary Walker last eve-
ning, and said, “I have noticed you have used this 125,000 extra job
figure on the basis of one new job for every four. cars sold.”
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Senator MaxsrreLp. The information given to me was that it was
based on—no, you ave right, excuse me, I am thinking of the one in
six which is entirely right. Tixcuse me.

Mr. Naper. I said, “My information from the auto industry, which
tends to be quite reliable, is that these increased sales will be taken
in by overtime payments.” It is much cheaper for the auto com-
panies to just give overtime and they have that plant, they have
that kind of expansive capacity and plant and asked him what would
that do to his figure of 125,000. And in his quick style of response
he said, “if it is going to be absorbed by overtime payments it will
be fewer new jobs created, won’t it.”

And then he said, “But it will be more overtime for workers.”

Those two comments, I think, indicate to me, first of all, that that
figure was just thrown out as a very impressive press conference
figure and, second, that it indicates the low priority attached to
the administration’s proposals in terms of helping the unemployed,
in helping the underemployed, in helping the millions of Ameri-
cans who don’t have anywhere near the status of auto workers in the
policies that have been cxtended by Congress and issued this last
week.

To continue, of equal importance, the President’s proposal is mis-
placed in terms of equity. Now I realize Treasury Secretary Con-
nally has said, “Well, everything is going to have to be inequitable,
there are always inequities in a price-wage freeze and the like.” Well.
the real question is how much inequity, who bears the burden and
what, is avoidable?

Lower prices for new cars, at least for the next 90 days, constitutes
a saving for those Americans who are wealthy enough to afford them
in the first place. According to the President this class consists of 8
million Americans. On the other hand the tens of millions of less
fortunate Americans who would have been assisted by welfare reform
and the benefits of effective and equitable revenue sharing have been
asked to pay the price of the Nixon tax-cut program.

Even putting the question of equity aside, it makes more sense, docs
it not, to put a dollar in the hands of low-income families, who will
have a high propensity to spend, who will spend it rather than the
higher income family who will buy a new car and who will be inclined
to save part of it. It makes more sense to cut personal income taxes
by the equivalent of the auto excise tax, letting consumers decide what
they want to buy. Rather the administration is saying in effect that
they, the consumers, should buy more cars. In the alternative, keeping
the auto excise tax and putting its revenues into a mass transit pro-
gram would also employ new workers rather than afford more overtime
to auto workers if more cars are sold due to abolition of the auto excise
tax.

These are some alternatives. The administration oftrepeated figure
of 125,000 new auto workers jobs, if the auto tax is abolished, 1s as
phoney as a new car’s chrome ornamentation. They cannot support
this figure with any hard data.

The prospect of what will happen to car prices after the 90 days
are over should make Congress extremely reluctant to repeal the auto
excise tax. The auto industry has been notorious for its lack of com-
petition in prices. The Nixon administration has assured the auto



112

industry that foreign competition will be placed permanently at a
substantial disadvantage. The auto manufacturers have the power to
raise prices by 7 percent after the freeze and still maintain a favor-
able competitive advantage over imported cars. Should this happen,
then the effect of repeal of the excise tax would be to take $2.3 billion
in revenues and pour into the profit statements of GM, Ford, and
Chrysler, and of course, the dealers would have additional flexibility
to combine variables at the retail level to mask their slice of the auto
excise tax gap. I might say once again that President Iacocca of Ford
noted that while he would assure that Ford would pass on the savings,
that he could not control his dealers, and anybody who knows the
ample ways the dealers, particularly in trade-in cars when they are
selling new cars and all the different aspects of the trade-in package
that there are, the enormous flexibility that this provides the dealers
to mask their slice of the auto excise tax.

The net effect of this change when combined with the President’s
proposed cutback in Federal expenditures would be decreased aggre-

ate demand, hence more recession. This is so because currently the
éovernment 1s spending the $2.3 billion. Should this money be trans-
ferred to the auto manufacturers it is clear that they would retain
some, distribute some as dividends, and spend the rest on investments.
However, they 'would not spend the 100 percent of the $2.3 billion
which is being spent right now.

The prospects of this bonanza have not been unnoticed on Wall
Street where the stocks of the auto manufacturers have skyrocketed
upwards.

The risk of the President’s proposal resulting in higher auto prices
and decreased demand can best be avoided by continuing the auto
excise tax. There are several other ways to cut taxes which are more
equitable and more likely to result in increased aggregate demand.
Professor Samuelson has pointed out again and again this is not a
demand-push inflation. This is a cost-push inflation. There is a lot of
unused capacity. I believe the figure is 73 percent of productive
capacity in this country is being used.

It seems clear that the administration has no plans for forcing the
auto manufacturers to insure that repeal of the excise tax would be
passed along to the consumer. In his television speech of Sunday night
the President did say :

“I shall insist that the American auto industry pass this tax reduction on to
the nearly 8 million customers who are buying automobiles this year.”

However, the President did not elaborate then nor has any admin-
istration spokesman explained since, how this is-to be accomplished.
In fact, the White House explanation (which was printed in the New
York Times, August 16, 1971) of the President’s new policies implies
that the administration intends to rely on voluntary efforts by Detroit
to keep car prices down. Specifically, the White House explanation
stated :

“It is anticipated that all of this tax reduction will be reflected in lower
automobile prices. This will mean an average reduction in new automobile prices
of $200 per car * * *

On Monday, as I mentioned, Ford President Lee Tacocca conceded
that his company could not control the dealers in this regard. Con-
gress should not have faith in the use of moral suasion to prevent
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rising prices in the auto industry. Congress should also accept no
delay by the automobile industry in compliance with safety and pollu-
tion standards already long overdue, with such government largess
going to the industry. Notice many of the loopholes, Mr. Chairman,
that are available to the auto companies even under the freeze. New
products are exempted from the freeze.

The auto companies claim that these cars are new products. There
are ways of making standard equipment optional equipment which is
a hidden price increase, and although it may not be likely they will
make any of these moves in the 90 days you can imagine the hidden
techniques that are utilizable after the 90 days are up if the freeze
on prices is not made rigorous and scrutinized to make sure that no
indirect violations are present.

For the past 17 years the Congress has acquiesced in executive ini-
tiatives to shift the burden of taxation away from corporations, and
especially large corporations. Here is where we get into rather seri-
ous and signiﬁcnnt‘, constitutional problems about the division of pow-
ers, separation of powers, about the power of the Congress, the power
of the executive branch, about the legality of some of the moves such
as the import tax surcharge under the Trade Expansion Act and the
like, and I would hope that legal specialists on these questions would
come forth before this committee and provide their commentary.

But to give just a short rundown of this gradual trend which has
just been accelerated, not initiated, in recent days: first, in 1954 the
Congress passed legislation enabling companies to depreciate their
machinery and equipment at accelerated rates.

In 1962 the Kennedy administration adopted new regulations short-
ening the lives of many different types of machinery enabling even
faster writeoffs.

Also, from 1962 to 1969, Congress enacted the 7 percent investment
tax credit, which among other things, was supposed to make our in-
dustries more competitive abroad and thus help solve the balance-of-
payments problem. The decision of the Nixon administration to de-
value the dollar is an appropriate measure of the efficacy of the in-
vestment tax credit in solving our balance-of-payments problem.

In 1964 the corporate tax rate was lowered in stages to 48 percent
from 52 percent.

In June of this year the administration adopted new reglations of
guestionable legality which allowed corporations to depreciate quali-

ed machinery and equipment 20-percent faster than was previously
allowed.

Now the Nixon administration has proposed yet another raid on the
Treasury by corporations for the benefit of corporate institutions.
This is in addition to the tens of billions of dollars in lost tax revenues
which corporate America has received in the past 17 years due either
to the generosity of Congress or the Executive acting alone.

Obviously the Government must raise a substantial amount of rev-
enue each year to pay for its functions. To the extent that corporation
taxes are lowered, whether directly by decreasing the rates or indi-
rectly by IRS regulations, credits, and accelerated depreciation, other
taxes must be either increased or remain at artificially high levels. The
taxes on personal income of the individual in the United States—
though filled with exemptions, exclusions, deductions and exceptions,
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mostly for the wealthy—bear heavily on the average taxpayer. The
time has come for the Congress to restore the imbalance or, at the very
least, to insure that it is not further distorted. -

I might just add one more point, apropos of some of Senator Mans-
field’s prior positions. We have to always ask the question whether
these investment tax credits are given too much of a burden in the bal-
ance-of-payments problem, or whether we should continually redivect
attention to military expenditures abroad in Western Europe and re-
duction of other nonessential expenditures. That is one of the prob-
lems with concentrating so heavily on narrow, though important, ad-
ministration proposals because we tend to avoid the other approaches
which are so desperately necessary not just for long-run change for
the better but also short-term change, such as a concentrated and vig-
orous antitrust policy.

Deep in the offices of the Federal Trade Commission are studies
showing that if the concentrated industries such as copper, aluminum,
steel, detergents, oil, cereals, autos, were broken up along guidelines al-
ready espoused by former administration antitrust officials such as
Donald Turner and by many economists writing in this area through-
out the country the estimate of the FTC is that there would be a price
reduction of 25 percent.

You can imagine what this would mean for our competitive position
overseas.

The more Federal crutches, the more Federal subsidies, the more
Federal overlooking of the competitive drive and the competitive
structure of our economy, even though it mouths these objectives in
words, the more inefficiency will be built in steel, will be built in other
industries that are finding it more and more difficult to compete with
their counterparts abroad.

I think it is very significant that big steel in this country took over
10 years to adopt a demonstrably more efficient process for steelmak-
ing which was first developed by a tiny Austrian firm in 1953. This
is a classic case of the goliath type inability to be flexible and to be
highly competitive within the domestic economy which, of course, ra-
diates aboard in terms of more less efficient export potential.

Thank you, Mr. Chairman.

(The following information was subsequently supplied for the rec-
ord by Mr. Nader:)

STATEMENT BY PROPESSOR MARTIN DAVID REGARDING ASSET DEPRECIATION RANGE
SYSTEM
MARTIN DAvip,
207 Du Rose Terrace, Madison, Wis., April 1, 1971.
Re depreciation allowances using asset depreciation range system.
COMAMISSIONER,
Internal Revenue Service,
Washington, D.C.

Dear Sir: I present the following statement in opposition to the Treasury’s
proposed regulations on depreciation. My views attempt to represent the public
interest. I am qualified to speak with expertise on this subject by seven years of
teaching in the field of taxation at the University of Wisconsin, intensive study
of the Federal income tax provisions related to capital gains (published by the
Brookings Institution), and a year’s experience as fiscal economist for the
Office of Tax Analysis of the U.S. Treasury. My work at the Treasury contrih-
uted to the depreciation reforms of Revenue Procedure 62-21. It is clear that
all tax law, regulations, and procedures must be periodically reviewed. An ac-
ademic scholar such as myself can conduct such review without being influenced
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by political pressure or special interests. I find the proposed regulations to be
totally unacceptable from the point of good tax administration, appropriate
measurement of business income, and the legislative mandate given to the In-
ternal Revenue Service.

The regulations published by the Treasury on March 12 violate the publie
interest, the integrity of business accountancy, and the already fragile equity
of the tax system. Adopting the system proposed upsets the balance of legislative
and executive power, undermines tax morality, and will lead to uncontrollable
grants to American businesses through the tax system. The proposed regulations
muzzle the watchdog of the public, the Internal Revenue Service, and will prevent
the Service from carrying out adjustments in depreciation charges that will gen-
erate additional revenues of $4 billion by 1976.

Two major arguments buttress these assertions: 1) The Treasury has moved
beyond the powers given to it by the Interrmal Revenue Code. 2) The Treasury
has failed altogether to demonstrate deficiencies in the present system.—Indeed
many criticisms levied at the present depreciation system can bhe shown to reflect
a misunderstanding or ignorance of the economics and flexibility of enforcement
that are now embodied in the regulations and revenue procedures related to
depreciation.

The Statute and “Reasonableness”’.—Section 167 of the Internal Revenue Code
provides: “There shall be allowed as a depreciation deduction a reasonable
allowance for the exhaustion, wear and tear (including a reasonable allowance
for obsolescence) (1) of property used in the trade of business, or (2) of property
held for the production of income.” The legislative intent behind this rule is
clear. On the average depreciation charges should reflect normal costs of doing
business, in terms of physical deterioration, and an allowance for the loss of
utility of equipment that comes from changing markets and economic conditions.

Reasonable depreciation is thus tied to the historical cost of assets and their
expected life. (See Appendix I.) Under existing procedures the Internal Revenue
Service monitors depreciation; IRS questions charges that do not reflect reason-
able wear and tear and obsolescence. Tolerance for error is built into the present
system for monitoring depreciation deductions. No business can be faulted or
assessed additional taxes if depreciation charges are on average consistent with
the period of time that assets are physically used or available for production.

The Importance of Reasonable Depreciation.—Many persons are not aware
of the significance of appropriate depreciation charges. Two points can be
demonstrated :

(1) Excessive acceleration of deductions for depreciation beyond the true
cost of obsolescence and wear and tear results in a permanent tuz loss. If the
dollar cost of assets grows, excessive depreciation results in a growing annual
tax loss. That loss increases inexorably at the same rate as business investment.®

(2) In the past excessive charges for depreciation have been converted into
capital gains (resulting in two types of tax advantage). Alternatively gains can
be postponed by various non-recognition features of the Internal Revenue Code.
Thus even on a single asset, tax reductions from increased accleration of
depreciation may not be recovered during the period that the asset is held by
the taxpayer. Three separate legislative decisions in connection with Sections
1245 and 1250 have attempted to remedy the damage to the tax system caused
by excessive depreciation.®

The magnitude of plant and equipment investment implies that enormous
changes in tax liability result from seemingly small departures from the
criterion of reasonableness. The proposed Treasury ADR system implies tax
reductions of at least ten percent when the system is fully operative in 1976.
That ten percent does not adequately reflect the impact of the ADR system for
two reasons: (1) The impact of changed depreciation practices is concentrated
in a few capital-intensive industries. Others get little benefit. (2) The most
recent surveys of industry depreciation practices indicate that reductions in
depreciation charges are appropriate and would be imposed on business by
the IRS under present rules. The proposed policy would thus reverse implica-
tions of established rules.

1 See Tax Depreciation and the Reserve Ratio Test. U.S. Treasury Research Report No. 2.

2 The argument is spelled out by R. Eisner in his statement to you and can be found
technically described in Robert Eisner “Accelerated Amortization. Growth and Net
Profits,” Quarterly Journal of Economics (November 1952) 533—44. X

3Qee M. David. Alternative Approaches to Capital Gains Taxation, Washington:
Brookings Institution, 1968, Ch. 6.
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We have stressed the “reasonableness” that underlies present law and have
indicated the large role that depreciation plays in tax liabilities. Now we
indicate why the ADR system, as proposed, is unreasonable, ultre wvires, and
indefensible as responsible tax administration.

) The Proposed ADR System. The proposals by the Treasury involve two major
changes :

A. The reserve ratio test will be eliminated as a norm for reasonable deprecia-
tion practice. .

B. Lives up to twenty percent shorter than those announced as guidelines by
the Treasury in 1962 may be used on assets acquired after December 31, 1970
provided that the taxpayer segregates those acquisitions into “vintage accounts”.

What do these changes imply ?

THE ROLE OF THE RESERVE RATIO TEST

The reserve ratio test is the tool by which Internal Rvenue Service agents
determine that a need for taxpayer audit of depreciation practices is neces-
sary to maintain reasonableness. The reserve ratio test is a mechanical device
to assure that charges for depreciation on the averege are consistent with the
period for which assets are held. Taxpayers can not be questioned because
of isolated, infrequent, or accidental patterns of asset holding which do not
conform to depreciation taken. Taxpayers can be asked to reduce depreciation
taken when it has been excessive for assets taken as a whole.

With out the reserve ratio test the Internal Revenue agent can not question
depreciation charges. Indeed taxpayers are assured by the new regulations
that use of the ADR system will protect them from any scrutiny on deprecia-
tion charges. Elimination of the reserve ratio test changes the depreciation
system from one in which the taxpayer must be able to demonstrate reasonable-
ness and consistency of depreciation practices to one in which revenue agents
can not question patently unreasonable depreciation practices.

Eliminating the reserve ratio test creates a schedular capital cost recovery
system. Taxpayers are not encouraged to use reasonable practices. Taxpayvers
are encouraged to use depreciation rates determined administratively by the
Treasury. I maintain it is as difficult for the Treasury to establish reasonable
lives or rates as it would be for the government to dictate wages or prices.
The consequences are equally bad—incorrect wages, prices, or tax lives distort
investment patterns and lead to inefficiency in our productive capabilities.
(The logic that supports the reserve ratio test as a tool for enforcing reasonable
depreciation is presented in Appendix 2.)

SHORTER GUIDELINE LIVES

Let us examine the basis for the second major proposal before us—shortening
the life of newly acquired depreciable assets by twenty percent. The Treasury
offers no new evidence that a reduction in the average life of depreciable assets
is required by the facts of the market. Furthermore the Treasury fails to point out
that the guidelines issued in 1962 were themselves speculative and reflected more
rapid write-offs than was the practice in seventy percent of the nation’s largest
corporate enterprises. (See Appendix 3.) Since few industries have had an oppor-
tunity to experience a full replacement cycle under the 1962 guidelines, the
Treasury has no basis in fact for asserting that the 1962 guidelines were un-
reasonably long. Conversely, it can not establish that indiseriminate use of lives
20 percent shorter than existing guidelines is a reasonable allowance for wear
and tear and obsolescence.

The Treasury’s extension of non-recognition of gain on the retirement of
assets further compounds the unreasonableness of lives that are unrealistically
short and administrative procedures that render the IRS impotent in matters of
depreciation on future asset acquisitions under the proposed ADR system.

It is clear that any firm anticipating net taxable income will move to the short-
est ADR life for assets acquired during that year. The effect of the ADR system
is to increase the “gaming” and manipulation of the tax system by business
enterprises.

Irrelevant Rhetoric.—Arguments for change in the present depreciation sys-
tem that have been presented by the Treasury and the Alexander Task Force
are largely irrelevant for the purposes of this hearing. There are many complaints
about depreciation that I will not attempt to answer because they imply radical
changes in tax structure that can not be enacted by an executive fiat.
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The following points need to be made:

(1) An unrealistic shortening of depreciable lives is not a suitable substitute
for replacement cost depreciation (although I doubt that such a system would
be desirable).

(2) Failure to monitor depreciation with a reserve ratio test is not a sub-
stitute for Congressional action to reduce the corporate profits tax burden or
otherwise alter U.S. tax on business relative to those on individuals.

(3) Meddling with sound administrative rules on depreciation does not pro-
duce the same export competitiveness that is available to foreign enterprises
through a value-added tax system with export rebates.

(4) The need to stimulate economic activity can be effected through a wide
variety of fiscal programs that consider the national priorities and overall equity
in the tax structure. The proposed ADR system does neither.

I make these four points because it appears that the President and the Secre-
tary of the Treasury would like to alter the tax structure to promote some of
these objectives by introducing the ADR system. The means they have chosen
is not appropriate to the ends, and there is no reason why taxpayer equity, tax-
payer morale, the enforceability of good law, and the public purse should suffer
from badly conceived policy.

Unsubstantiated Argument.—When arguments that basically require a new
Congressional mandate are stripped away from the discussion of depreciation one
discovers a shocking lack of evidence in favor of the ADR system and radieal
changes in statements made by this administration within the last 12 months.

One assertion that is made in ‘defense of shorter livesis that for an asset with
a given life the erosion of value is greater than what is permitted by the ac-
celerated patterns currently available. No evidence from the marketplace is
given for this assertion. Counterarguments can be made in the case of many items
of capital—computers, automated production lines. and office buildings—where
the efficiency. real product. and output associated with capital rises for a period
of time after installation so that the capital can not really be said to depreciate at
all in the early years of its life. The burden of proof that existing acceleration is
inadequate must be on the Treasury as must be proof that existing guideline
lives are too long.

A second assertion is that the present depreciation system does not allow the
taxpayer the possibility of reducing lives as he adopts new technology and new
processes. This assertion is false and reflects a failure of the Treasury to ap-
preciate the flexibility underlying the guideline form of the reserve ratio test
incorporated in Rev. Proc. 65-13. Mr. Pollock presents this point in his statement
to you.

A third assertion (in the Treasury’s January 11th press release) contends:
“taxpayers’ past retirement and replacement practice to be an unreliable guide
in our modern industrial society in establishing reasonable allowances for future
depreciation and obsolescence.” This statement is altogether unsupported and it
is the primary argument for giving away more than $2.7 billion dollars a year
for the indefinite future beyond Fiscal 1972 (see Mr. Eisner’'s statement at this
hearing). In fact if the administration of depreciation charges suffers as much
as I anticipate, the true revenue loss will be at least twice the Treasury's
estimate.

The vision that the Treasury is trying to conjure, of a world in which capital
assets are becoming obsolete at an increasing rate, can not be supported by
fact. The economic infeasibility of the SST is a good example of just how difficult
it is to make a radical shift in technology—the implication is clear. Jet airframes
that have been depreciated under a guideline of 6 years will undoubtedly be flown
two or three times aslong.

As a taxpayer I and every other American have the right to know how an
expenditure of four billion dollars, or more, is justified. Furthermore I have the
right to ask why should tax relief go to large corporate enterprises that are free
to raise prices and escape their tax burden while individuals suffer. The cor-
porate income tax in this country has slipped from being the second largest
revenue producer to the third and every taxpayer needs positive proof that this
change in tax structure is desirable from the point of view of national goals
and justice.

Treasury Statements on the Reserve Ratio Tests.—The Treasury Department
in a widely circulated document on depreciation policy in July, 1970, asserted
that abandoning the reserve ratio implied an arbitrary system of capital allow-
ances. Moreover it suggested that pressure would be continuously exerted on
the Treasury and Congress to “liberazie” those allowances. The report stated:
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“In view of the admittedly great diversity of replacenient policies among firms in
the same industry and the still greater diversity between industries, an arbitrary
system of capital allowances would necessarily result in inequalities in the tax
treatment of private investment.” Furthermore “If the reserve ratio test were
abandoned and all taxpayers permitted to use guideline lives, some undetermin-
able revenue loss would doubtlessly result as those taxpayers now constrained
from using the shorter guideline lives by the reserve ratio test would adopt them.”
And lastly the report avers: “If the reserve ratio test is abandoned and replaced
by a system of arbitrary capital allowances, . . . by new regulations, the Congress
and the Treasury Department would be thrust into the role of arbiter of in-
dustrial asset replacement policy.” ¢

These statements, the fact that the former Secretary of the Treasury has
specifically objected to abandoning the reserve ratio test, and the failure of the
Treasury to provide hard facts on the need for reform imply that the ADR
proposals must be set aside as unsupportable.®

Evaluation of Past Depreciation Changes 1962 and 1965.—Prospective changes
in technology weer considered in drafting the 1962 guidelines and far more
aggressive depreciation practices than the average followed in an industry be-
came the norm or guideline life. By perimtting companies to move immediately to
the guidelines in 1962 for depreciation on all depreciable equipment companies
were invited to make use of short-lived innovative capital assets.

In order to claim that a prospective revision or guideline lives that entails a
further 20 percent reduction in the depreciation period is not appropriate the
Treasury must bring convincing data to bear that equipment not yet installed,
technolngies not yet developed, and products not on the drawingboards in 1962
comprise such an important fraction of the nation’s future product that the
critical review of technology of the early 1960’s is ohsolete. No evidence of this
kind can be produced for all guideline lives and all taxpayers. In fact a recent
survey indicated that obsolete equipment was significantly reduced—from 209,
to 139 between 1962 and 1968.°

Contrary to the Treasury’'s assertion, the 1962 depreciation reform did re-
lieve American industry from a depreciation system based on the hindsight. New
equipment acquired in the past eight years and retired within the guideline life
would not cause a company to fail the reserve ratio test today. An enterprise
will fail the reserve ratio test and have depreciation charges reduced according
to a “facts and circumstances” review by agents when depreciation, eunipment
tarnover, and new investment are not consistent.

American industry has not responded consistently to depreciation reform.
Three years after the inception of the guidelines the Treasury reported that 60
percent of corporations with assets of $10 million or more would fail a test
indicating that corporate depreciation charges and retirement practices were
moving {oward consistency. The Treasury press release (February 19th. 1965)
announced that a major reason for this inconsistency was the practice of some
businesses of charging more than 100 percent write-offs in group accounts.

The liberalization of the reserve ratio test in 1965 gave industry another
prospective opportunity to make their future retirement conform with current
depreciation charges based on a higher rate of capital turnover than historical
experience.

The Treasury’s stated reason for the ADR system is to provide taxpayers
with flexibility in their depreciation practices. To the extent that flexibility is
based on valid changes in capital acquisition and retention, there is no new
policy in the Treasury announcement. The guidelines of 1982 were elective and
taxpayers were encouraged to demonstrate need for shorter depreciation pe-
riods by a review of facts and circumstances end by tables of downward revision
in lives based on the reserve ratio test.

Indeed, as the statement by Mr. Richard Pollock makes clear, the guideline
form of the reserve ratio test makes possible a prospective adjustment in depre-
ciation for radical changes in technology or product lnes.

Timing of the Treasury Changes. Because of the generous additional transi-
tional allowance incorporated into the 1965 changes in the reserve ratio test.
almost all of the companies that did not meet the test were given a period of
grace. Grace was needed because taxpayers did not maintain reasonable deprecia-

¢ “Tax Depreciation Policy Options.” Congressional Record. July 23. 1970, E6966.
S “Report of the President's Task Force on Business Taxation,” September 1970, p. 20.
% Tax Foundation, Depreciation Allowances, p. 28.
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tion from 1962 to 1965 ; it was not in their interests to do so. Neither is it in the
interest of the Treasury to make any further concessions at this time.

The additional tolerance permitted in 1965 was to be reduced % in the first
half guideline life after 1965 and 24 in the remaining period to the length of a
guideline life. For many manufacturing industries the reduction in additional
tolerance is now entering the more rapid decrease associated with the latter
period.

Tt is quite clear that it is in the self interest of companies that have not pur-
sued a reasonable depreciation policy to press for the abolition of the reserve
ratio test at this time. A number of companies have been skeptical that the
test would ever be applied—yet they have not been able to refute the simple
logic underlying the reserve ratio system. For the Treasury to yield to the self-
interest of particular companies at the expense of the average American business
by abolishing the reserve ratio test is unthinkable.

The proposed unreasonable extension of depreciation charges of $2.7 billion
in the next fiseal year is larger than any other tax aid offered by the government
for commerce and transportation in 1969. It is over 33% of the estimated tax aids
for those industries taken together with agriculture.” No need can be demon-
strated for this aid within an equitable tax framework.

Conclusions.—The unbiased observer is forced to conclude that the proposed
ADR system is an unprecedented step towards arbitrary and capricious tax
law. Students of European tax systems have concluded that such arbitrariness
leads directly to willful tax evasion and erosion of revenues.®

The Treasury has not made a convincing brief for change in the present
administrative arrangements, nor has it evaluated the impact of past changes
affecting depreciation.

As the Treasury has neither established that it has the authority nor pro-
vided documentation for this major change, one must conclude that distastrous
litigation and Congressional countermanding of the proposed procedures will
follow if they are not withdrawn.

APPENDIX 1

GENERAL PRINCIPLES OF DEPRECIATION

Gvery farmer, businessman, tax auditor and accountant recognizes that the
cost of producing his goods or services is greater than the costs of physical
ingredients. Every year the physical facilities and machines that are part of
the manufacturing process are subject to wear and tear and may become more
cxpensive to operate. In addition, as time passes the processes incorporated into
existing machinery can be superseded by new technologies. Finally, there is
the unhappy prospect that machinery geared to produce for the demands of today
cannot be successfully converted to meet the desires of the market place a year,
two vears, or five years from now.

The first of these hidden costs in the product. physical wear and tear on
machinery, equipment, and plant, can be predicted from mortality studies and
past experience. (There are some difficulties in speaking of wear and tear in
connection with items that must bhe periodically rebuilt as part of their regular
maintenance and where after a period of time it is difficult to speak of the
original asset, as its character has Deen substantially altered by maintenance
repairs and improvements. Blast furnaces arc a good example of this type of
asset.) What is clear is that physical wear and tear lessens the productivity
of a piece of capital and reduces its ability to produce income for the owner.
To refiect that loss of earning capacity a charge must be made against current
income.

Loss of productivity and earning power also occurs hecause of the obsolescence
factors cited earlier. Changes in consumer demand and changes in technology will
alter the dollar value that particular items of capital can contribute to earnings.
These sources of economic cost are much more difficult to isolate than the
physical wear and tear on equipment. Nonetheless, such obsolescence is pain-
fully real to the entrepreneur who discovers that his shopping center is no longer
in an area of peak consumer demand; the manufacturer who discovers that car-
pets are more cheaply produced by a new type of loom; or the airline that dis-
covers that their propeller craft cannot operate as efficiently, quickly, or with
as large a payload as comparable jet craft.

* Treasury press release, June 2, 1970, pp. 26-27. The comparison excludes the now
repealed tax investment credit.
8 G. Schmolders, Das Irrationale in der Offentlichen Finanzwirtschaft Hamburg, 1960.
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THE IDEAL DEPRECIATION SYSTEM

To recognize the loss in value of capital that is associated both with the on-
going production of the business enterprise and with the passage of time it is
necessary to estimate the decline in the value of the firm that results from the
processes that we have just discussed. Ideally. depreciation charges should
reflect the difference between value of the firm’s depreciable assets at the be-
ginning of the year and their value at the end of the year. This concept is easy
to apply for some kinds of machinery like automobiles and trucks. A ready
second-hand market exists and it is quite possible to determine that my 1966
automobile depreciated $200 within the last twelve months. However, for many
assets that are not easily moved and that have been specialized to production
needs of their current owner in a particular application it is impossible to re-
cover any value from a second-hand market.

Thug the entrepreneur is faced with a situation in which the original cost
of an item is clear. Ultimate salvage value that is often nominal in relation to
the original cost can also be determined. The value of the equipment in the
interim between purchase and salvage is highly questionable.

To solve this problem, accountants, and after them the tax law, have allowed
a reasonable cost deduction from the company’s current income in lieu of a
more precise valuation of the dollars of return that can be ascribed to the com-
pany’s depreciable plant and equipment.

We all need to be reminded of the general spirit of the depreciation rule that
is built into Section 167: :

(a) General Rule—There shall be allowed as a depreciation deduction a
reasonable allowance for the exhaustion, wear and tear (including a reason-
able allowance for obsolescence) (1) of property used in the trade of busi-
ness, or (2) of property held for the production of income.

The legislative intent behind this general rule is obviously that the cost as-
cribed to depreciation shall be neither more nor less than what can prudently be
considered the changing value of the capital stock of a business enterprise,

This rule, as we all know, has been implemented both by a set of legislative
formulas and regulations. The formulas specify the pattern of depreciation,
(straight line, double-declining balance, and sum-of-the-year’s digits). The regu-
lations specify the accounting procedures that must be used for aggregates of
assets and the period of time over which patterns of depreciation are to be ap-
plied. There is nothing in the regulations or the revenue procedures to date
which is intended as anything other than an implementation of the Section 167
requirement that “there shall be allowed as a depreciation deuction a reason-
able allowance . . .”

In discussing depreciation deductions it is easy to lose track of the intercon-
nections between 1) the period or length of life, 2) the depreciation pattern,
3) rules for the treatment of salvage values and 4) first-year depreciation, and
the resulting allowance for reasonable costs associated with physical wear and
tear and obsolescene. A given pattern can be made to result in more rapid
writeoffs as depreciable lives are shortened and the writeoff is concentrated in
a small interval of time. Alternatively, more writeoffs early in a given period
of time can be achieved by using one of the accelerated formulas and in some
instances by using aggregated systems of depreciation for group assets.

The public is, rightfully, concerned with the amount of depreciation cost deduc-
tions that are permitted in any year and reasonableness applies to the amount
of those deductions, not to the formula by which they are derived. Therefore
it is important to keep in mind the overall operation of the system, not the
principles that govern any facet. The overall depreciation cost deduction should
be consistent with the notion that businessmen are permitted to deduct an
amount that reflects the loss in value of the capital equipment from physical
wear and tear or obsolescence.

Our experiences with the tax system for the last decade underscore the need
for focusing on the overall effect of the depreciation system. The enactment of
Section 1245, Section 1250 and recent discussions concerning the expensing of
exploration and drilling expenses in the oil industry were forced by the fact
that when excessive depreciation costs are charged or when an excessive write-
off of expenses is allowed there results, after a period of time, a substantial re-
porting of gains on the sale of assets. Indeed these gains are often capital
gains because of the operation of Section 1231. In that instance an excessive
charge against ordinary income taxable at ordinary rates is converted into a
subsequent amount that is taxable as a capital gain. Congress has legislated
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against this conversion of income into a form that is taxed at a favorable
rate. Congres has now expressed itself on three occasions that excessive charges
for depreciation costs should not result in capricious tax reduction. .

In Appendix 2 we discuss the history and philosophy of the Treasury’s changes
in depreciation in 1962 and indicate why the system outlined under Revenue
Procedure 62-21 and the subsequent procedure 65-13 constitute an implementa-
tion of the intent to have a reasonable depreciation system.

APPENDIX 2
HISTORY OF PRESENT DEPRECIATION PROCEDURES

Problems in assessing depreciation before 1962

We have made it clear that the depreciation charge rests upon both the
pattern for allocation of charges over the life of the investment and upon the
period of time that is associated with the pattern. The accelerated patterns
available today (double declining balance and sum-of-the-year's digits) reflect
a situation that can be demonstrated for some assets. Namely, the loss in value
of the asset is greatest in the early years of the life of the asset and is attentuated
at a later time. Remarkably little factual evidence is available to =upport
acceleration for the bulk of industrial assets and many firms use straight-line
depreciation for reporting income to shareholders. That fact is suggestive of a
d!i)screpancy between fact and the accelerated patterns legislated by Congress in
1954.

It is also clear that the pattern of acceleration which is quite appropriate for
many items of machinery and equipment used in manufacturing is unsuitable
for the depreciation of real property in hotels, residences, and non-specialized
buildings. Congress recognized this fact in its recent modifications of Section
1250 in connection with the 1969 tax reform act.

Corresponding legislative action concerning the life or period over which
depreciation patterns were to be taken has never been effected. There are good
reasons for the lack of legislative action. Taxpayers have a tremendous diversity
of business operations that can not easily be catalogued or described nnder a
single rubric. Lathes that one businessman can successfully use for an indefinite
period to provide simple maintenance of equipment become physically inaccurate
and unusable in the hands of another manufacturer within five years as a result
of continuous operation in the production of extremely precisely machined
parts. The computer in use in one business record keeping operation is as good
today as it was ten years ago because the company has not grown and the
information required in customer billings is elementary. In another firm the
same computer is obsolete as competitive pressures have now forced the industry
to give on-line information as to parts inventories, delays expected from job
scheduling and similar kinds of sophisticated information. It was gquite right,
therefore, for Congress to eschew the assignment of depreciable lives to individual
assets. It thereupon became the task of the Interval Revenue Service auditor to
agcertain that reasonable depreciation deductions were being taken and that
the pattern was combined with an asset life that reflected the actual use of
equipment in business operations. Some businesses became equally sophisticated in
about depreciation charges. Some businesses became equally ophisticated in
justifying their practices by careful studies of the mortality of equipment.

For many other businesses, however, the matter of depreciation was prob-
lematic. There were a limited number of assets. The business did not have
experience with operating those assets over a long period of time. The revenue
agent questioned depreciation charges in order to make a good showing on the
dollars of tax revenue that he had contested. As a consequence, depreciation
became an area in business taxation that was more subject to harassment.
misunderstandings, inequities and inappropriate treatment of the taxpayer
than any other single item of business tax law.

The 1962 depreciation reforms

To respond to this situation, in 1962 the Treasury attempted a systematic
overhaul of the entire depreciation mechanism. The overhaul began with a care-
ful assessment of the only guidelines that had been set for the depreciation of
equipment, Bulletin F. The overhaul did not end there. The Treasury sought to
change the relationship between the Revenue agent and the businessman, to
establish some simple mechanisms for monitoring “a reasonable allowance for
depreciation”, and to assure that businesses would not be caught in a lock-step
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with insufficient depreciation shackling the investment policies of the firm and
preventing a desirable rate of capital renewal and replacement.

Three principles lay at the base of the 1962 depreciation reform :

(1) The myriad of nominal lives in Bulletin F were replaced by a concept of
broad lives appropriate to aggregates of assets employed in different industries.

In the process of revising Bulletin I' lives the Treasury reviewed depreciation
practices of progressive comparative companies as well as the likely change in
those practices that would result from technologies still in the development stage.
The overall impact of the Treasury action was to reduce lives in Bulletin I' (that
in some cases were not justified by any connection with the objective fact) from
approximately 19 years on the average to something approximating 18 years. As
a result there was a substantial once-and-for-all reduction and shrinking of the
period of time over which depreciation of assets was to be taken. Corresponding
to that shrinking was a substantial increase in the annual rate of depreciation
charges that could be taken by the firm.

(2) The second major principle of the 1962 depreciation reform was to provide
a “fresh start” for every business operation with respect to the justification of its
depreciation charges. Companies that had been pursuing a conservative policy for
replacing and depreciating their equipment and had been rightly held to that
policy by revenue agents, could turn over a new leaf, greatly increase the turnover
of their capital equipment, take correspondingly greater depreciation allowaneces
and do so without question from the revenue agent. This feature of the 1962
reforim was extremely important. It placed each company in the position of being
able to reassess its investment practices without prejudice from the tax agent. It
also implied that the criterion of “reasonable depreciation charges” had to be
met in terms of the prospective behavior of companies following 1962 rather than
their retrospective behavior in earlier years.

(3) The third principle underlying the changes in depreciation in 1962 was
the principle that each taxpayer should be free to tailor his depreciation
charges to his own individual use of plant and equipment. Legal studies by
the Treasury undertaken at the time and the experience of other countries
who have statutory systems for determining the depreciation charges con-
vinced both economists and lawyers that there was nothing to be gained from
forcing all business depreciation practices into a single unbending legislative
mold. Indeed, the experience of countries like Italy and Canada was that
iegislated systems tended to impose great tax costs on some industries and
apply subsidies to others. It levied heavy taxes on those firms who experience
high turnover of equipment and subsidized those who maintained inventories
of old machinery. To be neutral the tax law should not encourage any of these
practices.

The chief instrument through which the Treasury executed and monitored
its system of individualized reasonable depreciation for each taxpayer was
the reserve ratio test. The reserve ratio test provided a yardstick by which
each taxpayer could determine whether his practices were reasonably consist-
ent with depreciation charges and, if practices were not consistent, he was
encouraged to reduce depreciable lives if that was appropriate, or told to in-
crease lives and reduce depreciation charges if equipment was being held sub-
stantially beyond the period implicit in depreciation charges. Furthermore a
lengthening of depreciable lives was prospectively applied and did not attempt
to recover excess depreciation claimed in past years. Thus companies were
freed from the responsibility that had been imposed by revenue agents prior
to 1962 to repay a portion of the excess charges on earlier depreciation via
penalty rates.

There is no better way to summarize the substance of the 1962 depreciation
reform than to quote Secretary Dillon at his press conference on July 11, 1962 :
“The fundamental concept underlying the new procedure is that the deprecia-
tion claimed by a taxpayer will not be disturbed if there is an overall con-
sistency between the depreciation schedule he uses and his actual practice in
retiring and replacing his machinery and equipment. Demonstration of this
overall consistency will be based on broad classes of assets. Guidelines are
established for each of these classes . .. to assist in the determination of ap-
propriate depreciable lives.

! The only reason for maintaining the terminology of asset lives was to communicate
the results to the public. In fact the Treasury in effect pushed all users of depreciable
{)roperty towards degreciatiop for aggregate accounts of assets involving many individual
temtsS and a multitude of individual lives under a single rate appropriate to that group of
assets.
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“rphe Central objective of the new procedure is to facilitate the adoption
of depreciable lives even shorter than those set forth in the new guidelines . . .
provided only that certain standards are met and that subsequent replacement
practices are reasonably consistent with the tax lives claim.”

There has been no legal or economic analysis of the reserve ratio test, as it
was modified by revenue procedure 63-13 that indicates a major flaw in the
principles on which the Treasury proposed to monitor reasonable depreciation
charges. The Treasury’s Research Study No. 2, Tez Depreciation and the Need
for the Reserve Ratio Test, indicated that an exhaustive study of a wide variety
of business depreciation situations found the reserve ratio test a reasonable
tool for monitoring depreciation deductions in almost every eventuality.

APPENDIX 3

HISTORY OF THE 1962 GUIDELIXNES

In the review of depreciation practices that was undertaken in 1961 to pro-
vide a basis for Revenue Procedure 62-21, the Treasury exhaustively searched
all available information in this country and in foreign countries that would
establish a reasonable basis for the depreciable lives of assets. Individual data
were available on more than a thousand of the nation's largest corporations.
Depreciation practices reported on a dozen different categories of depreciable
assets for tax purposes were available from an analysis of corporation income
tax returns. Special investigations and conferences with spokesmen for a large
number of industries were undertaken. As a consequence the guideline levels set
in 1962 were established in such a way as to reflect the useful life of equipment
in those firms of an industry that were aggressive in the turnover of their equip-
ment 'and the adoption of innovative capital.

In no case was a guideline life set at a level that would be less advantageous
to a company than the practice adopted by companies at about the thirtieth
percentile in the industry. Where additional technological information indicated
that an approach based on current industry practice was too conservative, a
further reduction in lives below the thirtieth percentile mark was undertaken.
This implies that by going to guideline lives in 1962 seventy percent of every
industry would be forced to substantially increase its turnover of equipment and
change its investment practices. Given that the average depreciable life for
manufacturing industries under the 1962 guidelines was 13 years, we have not
vet had a sufficient passage of time since 1962 to determine whether those 70
percent of all businesses will be able to carry out the aggressive policy of re-
placement that was consistent with their adoption of the new guideline. (See
Table 1 of Richard Pollock’s statement ‘at these hearings.)

BIOGRAPHICAL NOTE

Martin David is a professor of economics and chairman of the Social Systems
Research Institute at the University of Wisconsin. He received his A.B. degree
with honors from Swarthmore College in 1955, and his M.A. and Ph. D. degrees
in economics from the University of Michigan in 1957 and 1960, respectively.
He began teaching at the University of Wisconsin in 1961, became a full pro-
fessor in 1967, and Chairman of the Social Systems Research Institute in 1970.
During the years 1961 and 1962, he was a fiscal economist for the Office of Tax
Analysis in the U.S. Treasury Department. He has written more than 30 articles
on tax and economic questions, including a series of articles on capital gains
taxation.

[From the Nation, Nov. 9, 19701
BuYING ExPORTS—THE BILLION-DOLLAR SUBSIDY

(By Tom Stanton, a member of Ralph Nader’s Public Interest Research Group)

DISC is a billion-dollar program currently under consideration by Congress.
A billion dollars iy two-thirds of the 1971 budget for the Office of Economic
Opportunity and more than five times what we spend for the entire federal ju-
dicial system. President Nixon vetoed the 1970 Education Bill because, in his
view, it was $453 million too expensive. DISC will cost twice as much.
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Yet, almost no one in the general public knows what the DISC proposal is
about. This is especially remarkable because DISC has been approved by the
House Ways and Means Committee ag a part of the 1970 trade bill, and is cur-
rently under study by the Senate Finance Committee.

The purpose of DISC is to encourage U.S. exports and thereby improve this
country’s balance of payments. Under the program, exporters will be allowed
to set up dummy corporations to receive their foreign sales income. These ghostly
entities, which have been given the name Domestic International Sales Cor-
porations (DISCs), will receive an indefinite deferral—in effect an exemption—
from U.S. taxation. A DISC’s accumulated untaxed profits can then be put at
the disposal of the parent company by means of intra-company transfer at low
interest rates.

The Treasury Department hopes that DISCs, once they are fully operational,

will yield $1 billion to $1.5 billion in new exports at a cost of $630 million an-

nually. This optimistic estimate would mean that the American taxpayer will
subsidize export corporations by more than 40¢ for each $1 of increased export
sales.

The nonpartisan staff of the Congressional Joint Committee on Internal
Revenue Taxation does not share the Treasury’s optimism. In a report which
is confidential and unavailable to the public, it estimates that DISC will be of
only indefinite value in promoting an export psychology among corporate exec-
utives. According to the committee’s calculations, even if the entire tax sub-
sidy were to be passed on to overseas customers as lower prices, only a maxi-
mum of $480 millian annually in new export sales would be likely to result
from the tax subsidy, which may amount to $955 million each year. Some mem-
bers of the House Ways and Means Committee see an eventual annual cost of
more than $1 billion. Then taxpayers would be subsidizing export corporations
in the amount of $2 for each new $1 of export revenue !

Economists and tax lawyers in both government and private enterprise, who
have studied the proposal, generally find that the DISC tax incentive is an
inefficient as well as costly way to improve our balance of payments. That is
because DISC confers its benefits without requiring an exporter to increase his
exports by even a single dollar. He will receive a huge tax benefit for simply
doing what he is already doing.

In 1969 American exports totaled $36.5 billion. Even under the most optimistic
Treasury estimates, DISC will not increase these exports by more than 4 per
cent ($1.5 billion). This means that 96 per cent of the benefits of DISC will
be used to pay corporations to continue already profitable exports.

DISC is also advocated as a measure to remove tax discrimination against
domestic exporters, who do not have the benefit of lower overseas taxes paid by
foreign subsidiaries of U.S. corporations. The Treasury Department estimates
that foreign incomes taxes on American-owned firms are levied at a rate of about
39 per cent, as contrasted with the 48 per cent U.S. tax rate. Since the DISCs
are to be virtually exempted from U.S. taxation, the result will be to offset
the current 9 per cent tax preference with a 100 per cent tax exemption. Thus
DISC provides a subsidy which expensively overcorrects the problem it solves.

Although the tax subsidy will be borne by the taxpayers as a whole, the
benefits of DISC will go primarily to the 100 largest corporations which already
have the bulk of the export trade. These companies will also receive propor-
tionately more benefit because of special pricing rules which allow the parent
to sell exports to the DISC subsidiary at less than market prices, so that profits
from the parent manufacturing company can be attributed to the untaxed DISC.
Consequently, a DISC is far more valuable to a large, integrated company than
to a small exporter.

Indeed, only the larger export corporations can afford the sophisticated legal
and professional talent required to establish and operate a DISC. The DISC
proposal consists of 40 pages of complex legal language and introduces at least
a dozen new tax concepts.

DISC’s legal and economic complexity has also impeded effective public seru-
tiny of the measure. Although it has been the subject of considerable discussion
and reworking among Treasury officials and members of the business community,
members of the general public—who will be paying for DISC with higher taxes—
have rematined unaware of the proposal.

Since DISC is a tax subsidy and not a direct cash subsidy, it will also re-
main sheltered from regular public scrutiny in the future. As a self-perpetuating
part of the Internal Revenue Code it will not be subject to Congressional review
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as a part of the annual appropriations process. Thus, even if DISC should
fail to be an effective means of promoting exports—as quite possibly will be
the case—the expensive subsidy will continue year after year. DISC will an-
nually shift a $1 billion tax burden from large corporations to ordinary tax-
payers. The corporations are thoroughly familiar with the proposal ; only the tax-
payers are mot.

[From the Journal of Commerce, Aug. 23, 1971)

OEP SHIrTs IT8 PoSIrioN oN INSURERS—FIRMS Now ABLE To RENEW POLICIES
AT PRESENT RATES

(By Leah Young, Washington Bureau)

‘WASHINGTON, Aug. 22—The Office of Emergency Preparedness informed insur-
ance associations on Friday that companies would be able to charge renewals
at prevailing rates even if this meant individual business and public customers
would be getting rate increases during the wage-price freeze.

The OEP directive is a turn-around from the agency’s original position that
insurance is o contract and if insurance rates are frozen then new contracts
could not include rate increases.

The OEP reversal is based on & question and answer prepared for the Cost
of Living Council. It verifies what this paper reported last week—that the insur-
ance companies had asked Commerce Secretary Maurice Stans to lay the ques-
tion of insurance rates before the Cost of Living Council and that the council
voted that rates for insurance could be raised if a “substantial portion” of that
class of insurance had been contracted for at the higher price during the 30 days
preceding the Aug. 15 announcement of President Nixon's 90-day wage-price
freeze.

Interestingly, as late as Friday afternoon, the Cost of Living Council press
spokesmen were still denying that any deecision on insurance had been reached.

On the other hand, a Commerce Department source assured The Journal of
Commerce again on Friday that the decision to go ahead and allow the insur-
ance companies to charge higher rates if the rate increases were in effect prior
to Aug. 15 was made even before the Thursday evening meeting of the Cost of
Living Council. . ) :
NEW DEFINITION,

The question and answer was drawn up by OEP to accommodate the new
definition of insurance rates. Insurance rates were declared to be under freeze
as soon as the Cost of Living Gouncil was established. OEP had defined rates
to mean individual rates and the insurance companies insisted rates meant state
rate hikes, not individual renewal rates.

The question drawn up by OEP to a direct query said: “Where insurance
policies are being renewed at a higher rate that has been in effect prior to
Aug. 15, is the price of an individual policy frozen at the old rate or may the
new rate apply across the board since it was in effect prior to Aug. 157

The answer that OEP gave today, presumably modified to conform with con-
trol directives, stated: “yes, policies can be renewed at the higher price since
that was the prevailing price for that product for substantial transactions, if
that was the prevailing price for that product for substantial transactions prior
to Aug. 15 in the month period ending Aug. 14.”

[From the New York Times, Aug. 17, 1971]
III. RESTORING PROSPERITY

The most dubious part of the President’s ambitious program is the series of
fiscal measures on which he relies to promote full employment and to reorder
budgetary priorities.

Mr. Nixon will ask Congress to provide an immediate 10 per cent “job devel-
opment credit”—that is, an investment tax credit—to be followed one year from
now by a 5 per cent investment tax credit. In the coming year, this would give
business an estimated tax cut of $3 billion on top of the $3.9 billion tax reduec-
tion companies are getting from the liberalized depreciation of plant and equip-
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ment already put into effect by the Treasury. These concessions represent a
significant shift in benefits to business as against other groups in the society,
especially when combined with the postponement of outlays for welfare reform
and revenue sharing.

The President, however, is proposing to speed up personal income tax exemp-
tions to permit taxpayers to deduct an extra $50 for each exemption a year
earlier than planned. He also wants to repeal the 7 per cent excise tax on auto-
mobiles, with the understanding that all the savings will go to auto buyers.

Mr. Nixon’s proposed tax cuts and the planned reduction in Federal budget
outlays—a reduction that passes too much of the sacrifice on to Federal civil
service employes in the form of deferred pay increases and staff cuts—are
designed to roughly offset one another in total fiscal terms, adding little net
stimulant to the budget.

However, the prospects for swift Congressional clearance for welfare reform
and revenue sharing were not bright even before the President asked for slow
motion on both programs. On balance, therefore, it appears likely that the tax
cuts will give the economy at least a temporary shot in the arm.

Basically, the Administration apparently decided that the rapid growth of
the money supply in the last year, together with the huge deficit in the Federal
budget, has already gone as far as necessary to provide fuel for economic ex-
pansion. T'o go further, the President and his advisers believe, would simply add
to inflation.

Paradoxically, the wage-price freeze and the prospect of an income policy
to check inflation may prove the most powerful instrument the President has
adopted for reducing unemployment. It is fear of inflation and of future monetary
credit crisis, more than any other factor, that underlies the determination of
businesses and consumers to build up their liquid holdings, rather than to in-
crease their expenditures on goods and services—and hence, on human labor.
A successful program to stop inflation may liberate the American economy from
the liquidity trap in which it has been caught. It may provide the impetus needed
to get the economy moving again.

[From the New York Times, Aug. 22, 1971]

ON TAxES: SKEPTICISM

(By Lee Silberman)

Mr. Silberman, a first vice president of Shearson, Hammill & Co.,
Inc., often writes on tax subjects.

While the general reaction to the tax proposals in the President’s program to
spur economic revival is that they should be good for business, the men whose
business is taxes are not sure the package will turn out to be quite as attractive
once the contents are examined closely.

True professional tax men are congenital skeptics, whether they occupy high-
rent space at a prestigious accounting firm or a financial officer’s niche in the
corporate executive suite. But they have a nose for the unexpected, born of
periodic bruising encounters with tax examiners and frequently vexing voyages
of sought-after tax legislation on Capitol Hill and the nation’s state houses.

What some tax practitioners are mainly leery of is the possible negative static
that may result when the proposition to reinstate the investment tax credit
is unwrapped in Congress next month.

Chances are that the proposed 10 per cent “job development” tax credit, as it is
known in its latest reincarnation, won’t be terribly controversial per se. After
all, Congress is an old hand in dealing with the investment credit, which was
originally imposed (though at a lower basic 7 per cent rate) in 1962, suspended
with some exceptions between Oct. 10, 1966, and March 9, 1967, and then generally
repealed April 18, 1969,

What some tax men worry about is that the reconstituted credit would now
be laid on in the same tax year in which businesses have become beneficiaries of
the new liberalized tax depreciation allowances. In most years that the invest-
ment tax credit was in effect it was an important stimulant to business spend-
ing for plant and equipment and has been proposed anew to prod the current
sleepy pace of capital spending.

The credit is potent medicine being computed as a percentage of the purchase
price of new machinery or equipment expected to be in use at least eight years
and applied directly as a reduction of tax liability. (The permitted credit is pro-
portionately less on shorter-lived gear).
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The net effect of a faster write-off and reinstatement of a 10 per cent invest-
ment tax credit in the words of one tax practitioner would be a ‘“generous
dollop of whipped cream ladled on top of an already liberal serving of ambrosia.”
He adds:

“Congress could find it all too cloving and decide that something had to give,
if not the tax credit then the depreciation rules, at least in part.”

The new faster write-offs could just be ripe for legislative tinkering. The
Treasury, it will be recalled, pushed through the more liberal treatment of de-
preciation last spring, effective retroactively to the start of the year, under its
rule-making authority after several consumer groups contended that the change
was too blatantly beneficial for business not to be promulgated without Con-
gressional approval. Some of the complainants have since pressed their challenge
in the courts.

There seems to be no denying that the new liberalized system of deprecia-
tion allowances does indeed afford substantial tax benefits. Formally designated
Asset Depreciation Range (A.D.R.), the system’s principal appeal, according
to the accounting firm of Lybrand, Ross Bros. & Montgomery, generally lies in
the flexible range of years over which assets may be depreciated.

The A.D.R. approach thus allows the taxpayer to choose a depreciation period
that may be as much as 20 per cent lower or 20 per cent greater than the
“estimated life” over which the assets’ usefulness had previously been projected
on the basis of permitted guidelines.

For example, a $400,000 piece of equipment with a 10-year guideline life may
now be written off on a straight-line basis by as much as $50,000 annually (eight
years), rather than the $40,000 under the old standard.

Depreciation, of course, is an expense used in computing tax liability in con-
trast to the investment credit’s direct reduction of the tax itself. Thus, as 10
per cent the proposed “job development” tax credit would give rise to a far more
significant $40,000 tax reduction, which for a corporate taxpayer in the 50 per cent
bracket would be the equivalent of $80,000 in pre-tax depreciation write-offs.

The belief that the new A.D.R. procedure coupled with the 10 per cent tax credit
would be a little much is shared by a tax expert at another major New York ac-
counting house. He says:

“Taken alone, each is exciting enough. Combining the two would be an absolute
windfall.”

Ironically it’s precisely this kind of tax largesse that is fueling doubts among
some tax men about the tax credit’s ultimate fate. It is not unlikely, they reason,
that the Administration’s moves with respect both to the new depreciation policy
and tax credit proposal will become a partisan issue in Congress with a result
that the outcome may be uncertain for some time.

Following a pattern first used by President Kennedy in the earlier imposition
of the investment credit, President Nixon has proposed that the new 10 per cent
version apply retroactively to purchases of new equipment placed in service on
or after Aug. 16, 1971, the day following his announcement of his emergency
economic package, subject to later Congressional ratification.

Tax practitioners note, however, that as long as the new proposal is beset by
uncertainties this head-start approach will lose much of its effectiveness for
corporations.

“Few corporations are going to make sizable purchase commitments simply
on the basis of hope that Congress will adopt the credit,” says a New Jersey certi-
fied public accountant. “Even if Congress does go along you can't ever be sure
of the final rate. Meantime, it’s always possible that the economy will have re-
covered sufficiently and by the time the issue comes to a vote everyone will have
agreed that reinstatement of the credit is not necessary.”

Conversely, another possibility is that demand forces in the economy will con-
tinue low so that businesses will see little need to expand their investment in
capital goods.

Several rather technical factors may act to dampen a corporation’s enthusiasm
for the new credit, tax men point out. The law, for one thing, permits a seven-year
carryover of unused investment tax credits with a result that many companies
still have the carry-forward credits generated when the 7 per cent incentive was in
effect. By the same token, many corporations are still entitled to claim the old
credit for the first time against equipment purchases to outfit new buildings that
were in the process of construction at the time the 0ld 7 per cent credit expired.

Toward much the same end, the law provides that the investment tax credit
may be used to reduce a company’s income tax only after that liability has been
previously reduced by any foreign tax credit that it has generated in its activities
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abroad. However, some companies have excess foreign tax credits that they have
yet to use before getting mileage from unused investment tax credits accumulated
in 1969 and before.

What happens if a company that is still making use of investment credit piled
up at the earlier 7 per cent rate also were to find itself in a position to claim
the new credit at the higher 10 per cent rate ?

Because the law limits the amount of such carryover that can be applied in
any one year it is conceivable the company would still have some of the vintage
credits to use up. This company then faces the prospect of claiming both credits
at varying rates.

Do the older credits simply run out unused? Practitioners note that they won’t
have the answers to this and many other questions that will inevitably arise
under an essentially complicated law provision until the Treasury finally writes
the pertinent regulations. But the regulations won’t appear until Congress enacts
the underlying amendments. Of course, nobody knows when that will be in the

~case of the proposed 10 per cent “job development” credit.

Are tax practitioners troubled by this kind of run-around, and more broadly
by President Nixon’s new bout of tax tinkering aimed at rehabilitaing economic
wecovery?

in no way. A New York specialist says: “There’s goed reason why the volu-
mminous 1963 Tax Reform Aet also called the Tax Accountants and Lawyers
iRelief Act of 1969. Considering the inflation that has since intervened I would
say we are ready for a sequel.”

[From the Washington Evening Star]

COUNSEL FOR TAXPAYERS—SLIGHT TAXx RELIEF FOR “LITTLE MAN”

(By E. Edward Stephens)
Dear Counsel :

We have two children, file joint returns, and take the standard deduction.
Our only income is a $10,000 salary. What benefits will we get if Congress goes
along with the tax changes recommended by President Nixon on Aug. 15.

Minimal benefits. Businessmen and corporations will do far better.

You’ll get nothing in your 1971 income tax return, but you’ll get a little help
next year. Unfortunately, however, the reduction in your income tax will be
less than the increase (already scheduled under present law). in your Social
Security tax. Net result: Your 1972 total tax will go up, not down.

Under present law, the personal exemption is to be $700 for 1972 and $750
for 1973 and subsequent years. President Nixon merely wants Congress to give
you the $750 exemption starting in 1972 instead of 1973.

Present law provides that the standard deduction will be 14 percent of adjusted
gross income for 1972, and 15 percent of adjusted gross income for 1973 and
years following (but no more than $2,000). The President simply recommends
that you get the 15 percent deal starting in *72 instead of 73.

So your tax saving will be only for one year, 1972. Based on your $10,000
salary, your 72 income tax would be $57 less because of the proposed changes.
That’s all there is for you in the Nixon-recommended Job Development Act of
1971. .

This is not to say that youw’ll have less to pay next year. Under present law,
your Social Security tax will be $62.40 higher next year. So you’ll end up by
paying at least $5.40 more than you're paying the federal government this year.

And chances are excellent that our 72 Social Security tax will be raised. Under
one of several proposals now before Congress, the 1972 tax would be hiked another
$72. If this is enacted, our total federal tax for 72 will be $77.40 more than it is
this year, in spite of tax “reductions” recommended by the President.

Businessmen and corpcrations will fare much better. The cornerstone of
President Nixon’s proposed tax restructure is reinstatement of the “invest-
‘ment credit.,” repealed April 18, 1969, at his request. This will help businessmen
and corporations generally, the largest benefits going to corporations that make
heavy investments in machinery and equipment. It’s an indirect subsidy.

DUnder the proposed changes, you'll get a ‘“job development credit,” formerly
ealled “investment credit,” if you acquire new U.S.-manufactured business
machinery and equipment after Aug. 15, 1971. This credit comes right off the
top of your income tax. It can run as high as 10 percent of your first year’s
outlay, and 5 percent of subsequent expenditures.
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Generally, the job development credit will follow the pattern of the invest-
ment credit. But there are important differences. For instance, you get no credit
if the machinery and equipment is used, or if it was “predominantly” pro-
duced outside the United States. .

The Treasury Department states that total tax savings for people who aren’t
in business will be $2.8 billion dollars. And, says the Treasury, the job devel-
opment credit will cut business income taxes by $7 billion in fiscal 1972 and
1973 alone. But the $2.3 billion saving is a one-shot deal, whereas the multi-
billion-dollar savings from the job development credit go on and on.

{From the Washington Post, Aug. 23, 1971]
THE PRESIDENT'S PRIORITIES—SOME REFLECTIONS

It is obvious that the most basic of the President’s three economic goals set
forth last week is that of increasing employment. Indeed, to some extent the
other two goals are means to achieving that end. Reducing the balance of pay-
ments deficit is important mainly because the existence of the deficit limits
the government's ability to follow economic policies that are conducive to
domestic prosperity and high employment. Mitigating inflation is important
in itself—people are unequally victimized by rapid price rises—but the existence
of inflation also aggravates the balance of payments problem and makes it
harder to achieve high employment. Getting people back to work, however,
increases their well-being directly.

Increasing jobs necessarily entails finding some way of increasing spending
for goods and services, since people have to be paid to do something or make
something. There are a lot of different ways, however, in which the powers
of the federal government can be used to increase spending. The particular
ways chosen by the President reflect his views about what kind of spending is
most important.

The first choice the President had to make was whether to try to increase
public or private spending. He chose the private, although many would argue
(we think rightly) that this country’s needs for improved public services are
far more urgent than its needs for more of those things the private sector
produces.

If the President had opted for more public spending, there would have been
at least two logical programs from his point of view to expand: aid to the poor
and aid to state and local government. The President had already given high
priority—at least verbaliy——to improving the lot of the poor by reforming the
welfare system. He could have seized this opportunity to fight harder for his
Family Assistance Plan, perhaps increasing the benefit levels and moving for-
ward the effective date. Such an effort would have had a strong economic as well
as humanitarian rationale—the poor spend all of their income, so, giving them
more money has a strong stimulative effect on the economy. State and local
governments are also hungry for funds to run schools and hospitals and pay
policemen. The President could have used this chance to push harder for his
revenue sharing plans or to ask Congress for some form of emergency aid to
meet urgent state and local needs.

But the President rejected the public spending alternative and chose instead
to try to stimulate private spending by means of tax reduction. Here agaim
there were choices: (1) taxes related to personal income could be cut to give
consumers more money to spend, (2) excise taxes could be cut to make products
cheaper for consumers to buy, or (3) business taxes could be cut in an effort to
stimulate more business spending. Actually the President proposed a degree of
each.

His first tax proposal involves moving forward to January 1972, the personal
income tax cuts already on the books for a year later. We see nothing wrong
with this since the cuts are already law. Moving them up will increase con-
sumer spending power—although it will not help those too poor to pay income
tax—without entailing any new losses of federal revenue for the years ahead.

His second proposal is to repeal automobile excise taxes. We do see a lot wrong
with that. The auto industry is not exactly withering away-—its profits have been
relatively high and this year was expected to be a good one even without the
additional stimulus. Cutting the excise tax may sell more new cars, but it wilk
certainly also cut federal revenue. The President’s proposal represents an ex-
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plicit choice of private cars over public services as an appropriate ~object of
expenditure.

Third, the President proposed reinstating an investment credit to induce busi-
ness to increase spending for plant and equipment. Again we think this is a
questionable decision, especially in the magnitudes proposed. It means a non-
temporary loss of revenue to the government, and a major easing of the tax
burden on business. Moreover, it is not obvious that much more investment will
take place than would have taken place without the credit. Firms with substan-
tial over-capacity—and there are many—will not be induced to add more by a
tax credit.

Altogether, as Charles Schultze, former budget director, pointed out in testi-
mony Friday, the President’s tax proposals would mean that about $5 billion
of revenue a year would be permanently eliminated from the resources available
to support public services in the future. While the President’s tax cuts reflect
questionable priorities, they might still be regarded as a tolerable price to pay
~ for rapid fiscal stimulus, however, if they were not offset by almost equal cuts in
expenditures. Apparently, the administration felt it would be impossible to get its
tax cuts through Congress without appearing to cut spending by roughly the same
amount—nonsensical and self-defeating as this may seem.

True. some of the spending cuts are more apparent than real. But the prin-
cipal one is both real and entirely unfortunate; namely, postponement of the
effective date of welfare reform from June, 1972, to June, 1973, or almost two
full vears. The implications of this welfare decision for the poor can only be
described as catastrophic. Welfare benefits are being cut back in state after
state, partly as a result of taxpayer backlash against the poor, partly in expecta-
tion that the welfare system would soon be federalized. Nor can we see any eco-
nomic justification for delaying welfare reform. If the administration is worried
about excessive fiscal stimulation in 1973, it could make some other move, such
as eliminating the investment tax credit.

The priorities refiected in these aspects of the President’s program, reflecting
as they do, a preference for private over public spending, can hardly be said to
be unique to Mr. Nixon. The Democratic Congress, after all, in the so-called
Tax Reform Act of 1969, reduced federal revenues substantially despite all
the urgent need for publicly financed improvements in the quality of American
life. In a sense you could say that the President is merely reinforcing that con-
gressional shortsightedness. What remains to be seen is whether Congress, faced
with this new set of proposals, will not now begin to question these priorities.

[From the Wall Street Journal, Aug. 23, 1971]

MaNY FIRMS ANTICIPATING CONTROLS, RAISED PRICES, AND REVIEWED WAGES
BeEFORE FREEZE

(By Ralph E. Winter and Jim Hyatt, Staff reporters of the Wall Street Journal)

CONTINGENCY PLANNING

Imagine the surprise of top line executives at a major Midwest industrial
products company a few weeks ago when they picked up the latest memo from
their boss. It read:

“Wage and price controls are closer than ever. Are you prepared ?”

The memo was well ahead of President Nixon's freeze on prices and wages,
and the prophetic boss didn’t mince any words. He told his men: “Don’t come
cry on our shoulders if you wake up some morning and find that price and
wage controls are in effect. Get ready now.”

In one form or another, that was the message flowing from scores of execu-
tive suites in the weeks—and, in some cases, months—just prior to the Presi-
dent’s economic bombshell. In anticipation of some type of controls, countless
companies ramumed through any price increase they thought had even a remote
chance of sticking. And many firms were busy overhauling their white-collar
salary structures, on the assumption that salary ranges rather than all cur-
rently effective salaries would be frozen.

Said one chief executive only four days before the President’s announce-
ment: “I’ve just finished a meeting with all of my top people. We went through
everything—the salaries of everybody from foremen on up and the prices on
every product line we have—+to be sure we have the flexibility to keep operating
the way we think we should if controls come.”
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BEYOND THE FREEZE

The administration’s program, which freezes wages at present levels and con-
fines prices to the level at which “substantial transactions” occurred in the
month prior to Aug. 14, made some of these corporate anticipatory attempts in-
effective—at least for the 90-day freeze period. But many executives, looking
beyond the three-month freeze, says their prior moves may very well help them
deal with any program of restraints that may follow the current freeze.

“We're assuming that whatever comes next will give us a certain degree of
flexibility,” says one chief executive who recently finished broadening his white-
collar salary structure by 10 percent. “We're hoping that the administration
won't do any more than confine us to our existing pay policies when the freeze
went into effect.”

Many companies had been nudging their prices up for some time. For example,
the pointed corporate memo from the Midwestern boss told his line executives
to report “what specific pricing actions and the timing thereof you propose.”
In the words of one insider, this boss had also been telling his men that if they
“tried a price increase and it didn’t stick, to turn around a month later and
try it again.”

A FLURRY OF LETTERS

Numerous other concerns, which had posted higher list prices only to find
the market wouldn’t support them, had begun discounting while sticking to the
higher posted prices. Their thinking, whether it proves to be valid or not, was
that a higher posted price might be advantageous if controls indeed came about.

What set off the scramble to keep prices up and broaden white-collar com-
pensation ranges? A number of factors appear to have been at play. A major
element was a flurry of letters and telephone calls from outside compensation
consultants to corporate officials. For example, the executive who called a meet-
ing of his top people four days before the freeze says he reacted to a letter from
his firm’s consultant who declared the possibility of controls had lately become
“very real.”

Businessmen were also mindful of the fact that President Nixon’s once ada-
mant opposition even to “jawboning” was replaced only a few days before the
freeze by an “open mind” attitude toward a review process, provided that pro-
cess could function without stifling the economy.

Companies also say feedback from their lawyers and trade lobbyists in Wash-
ington was warning them to expect restraints of some sort. And the steel in-
dustry’s hefty settlement with labor—followed almost immediately by an 8
percent price-boost announcement—made believers out of some previous skeptics.
“That was the bomb that convinced me that things weren’'t going to continue
the way they had been,” says a New England corporate president.

JUMPING THE GUN

What will come after the 90-day freeze, of course, remains to be seen. Most
companies that were gearing up for some type of controls figured they couldn’t
do much about blue-collar wages because specific terms were spelled out in
union contracts. This situation, however, didn’t necessarily hold true for office
and professional workers. By broadening white-collar salary structures, a num-
ber of companies hoped to give themselves added leeway in granting raises, in
part because the profit punch has caused the pay of some employees to rise at
a slower rate than that of union members.

Typical of what some companies were doing in anticipation of some type of
controls is the case of a large Midwest electronics and metal-products concern.
Said a personnel man a few days before the freeze: “We're reviewing our salary
schedules and structures to make sure they provide us the running room we need
in the event there is some sort of freeze.” He added that the concern ordinarily
zoes over its schedules at the first of each year, “but knowing what we suspect we
know, we're making the adjustment now instead of waiting until the first of the
year.”

Reflecting such concern, compensation consultants say they were deluged by
inquiries from their clients and others who were interested in either broadening
their salary ranges. or in cases where no formal structure existed, drafting specific
plans. Previous government control programs, they say. permitted companies to
grant pay raises within previously existing salary schedules but required special
permission to go beyond the existing plan’s framework. Special permission was
also required in cases where no orderly plan was already laid out.
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OFF TO THE LIBRARY

Consultants say all the planning probably hasn’t been wasted. ‘“‘The plans
haven’t gone down the drain,” says Bob Knoch, a principal at Stanton Associates
Ine., St. Paul. After the freeze, he suggests, companies probably will be allowed
to apply their revised salary schedules “and if controls come in, they’ll be that
much better prepared.” Mr. Knoch contends that companies without such formal
plans might well find it impossible to make salary adjustments without govern-
ment approval.

The mere talk of wage and price controls—both before and during the freeze—
tends to be somewhat self-serving for consultants. “It means business for them if
they can get people scared,” says one top executive at a Midwestern company
who received an urgent letter from his firm’s consuitant just before the freeze
was declared. “It runs up the meter.”

‘Whatever the prospect of some kind of controls after the freeze, many a cor-
porate personnel man has lately been scurrying to the library to read up how
wage and price restraints worked during World War II and the Korean war. “I've
been a vice president for five years and in labor relations since 1949, but I didn't
know anything about the policy aspects of controls because I was a peasant when
they were last in effect,” says Edward L. Lannigan, an executive at Cleveland-
based Reliance Electric Co. who's lately been studying the whole controls subject.

Some observers note with irony that corporate hedging against the possibility
of some kind of controls has helped fuel inflation and probably helped bring about
the freeze. One auto-products concern, for example, says it was so convinced a
year ago that wage and price controls were imminent that it made price increases
earlier than usual.

For those companies looking beyond the freeze, the whole question of policing
any controls program is causing considerable concern. For example, the chief
executive of one consumer-products company that has just boosted its white-
" collar salary ranges worries that federal enforcers might demand a rollback if
they stumble across a warning letter from his concen’s consultant that triggered
thie salary move.

“You know, the more I think about it, the more it worries me,” this man says.
“I'm going to get that letter right now and take it home with me and burn it.”

[From the Journal Herald, Dayton, Ohio, July 5, 19711
CORPORATE TAX BREAK
(By D. J. R. Bruckner)

The Administration’s new business tax rules—called the accelerated deprecia-
tion range (ADR) system—distort the tax system. Treasury put them into effect
June 22. It tried to in January, but protests from members of Congress and public
interest groups inducted it to delay. Now some of these protesters intené to sue
in an attempt to void these new rules.

ADR is really a corporate tax break, continuous and cumulative, worth $3.9
billion a year for the next decade on the average, and probably more therefter;
it is the biggest tax break of its kind in history and was instituted without con-
gressional action. Treasury announced it, but it was mostly concocted under
direction of the White House staff.

At the heart of ADR is an option allowing U.S. businesses to depreciate, or
write off their assets against income for tax purposes, either 20 percent faster
or 20 percent slower than writeoffs allowed under 1962 Treasury guidelines.

Those guidelines, and a set of standards called the Reserve Ratio Test, were
established in an attempt by government to roughly relate depreciation to the
real usable life of plant and equipment, and the actual time an asset was used
by business. ADR eliminates the Reserve Ratio Test and accelerates depreciation,
which is already the great bookkeeping game these days.

If a business has equipment which it uses for 10 years, it can write off against
income in eight, or in 12 years, as it chooses. Since tax is calculated and paid
annually, a spread of four years in 10 can make great difference in a corpora-
tion’s cash flow. The White House claims this gimmick will stimulate investments
and jobs, and thus the economy.

Most economists say this is nonsense ; investment is undertaken with the pros-
pect of increased sales and profits, and investment is drawn as needed from
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capital markets. One suspects the ADR will simply increase profits. The tax
break will grow with a boom and contract with a recession, which is an effect
precisely opposite the White House’s claim.

Thus, corporate net income for tax purposes will always be severely under-
stated as compared with net income for, say, a stockholders’ report or any other
report in which the corporation wants to look good. Treasury rulings and legal
changes in the last 20 years had already introduced gaps between real income
and taxable income; the ADR system challenges the very concept of a tax on the
real income of business.

Treasury’s statement on ADR talked at length about the difficulties of ad-
ministering Reserve Ratio Tests and old guidelines; it amounts, in fact, to a
confession of administrative breakdown. So, under the new rules, there will be
an office of industrial economics, (OIE), to determine from tax returns and
studies how guidelines, repair allowances and other tax-determing criteria can
be updated.

These fellows just have to be kidding. Business has been startlingly successful
ever since 1954 in obtaining tax breaks from a large, stubborn, conspicuous Con-
gress, you can just imagine what kind of influence it will be able to bring on a
small, unprotected, bureaucratic OIE—which has the power to recommend rule
changes, changes which mean tax savings and increased cash flow.

Thomas F. Field, director of the public interest lobby Taxation with Representa-
tion, raises some philosophical questions about 2ll this: “We seem to have moved
far from the basic concept of tax on income,” he says. “Are income taxes really
fair any more? Whatever happened to the idea of income tax as envisioned
by the liberal reformers of the early 20th Century, the idea of the fairest, most
equitable, efficient tax? Should not Congress consider present tax laws and rules
in the light of that question? Or should it consider moving to an entirely different
type of taxation ?”

Disturbing question. Income tax still appears to be the fairest. Well, the idea
looks that way, The practice looks otherwise more and more, for some privileged
and influential people.

[From the Washington Post, June 28, 1971]
GIVE PoOrR A Tax BREAK

(By William Raspberry)
DeEAR MR. PRESIDENT:

If 1 understand your proposal for liberalizing tax deductions for depreclation
of plants and equipment—and I’'m not at all sure that I do—it is a scheme for
encouraging manufacturers to replace aging. equipment and, thereby, increase
capital outlays and quite possibly jobs.

In short, the $3 billion-a-year tax break is aimed at stimulating the nation’s
lethargic economy.

The trouble with your proposal, which some opponents, including Ralph Nader,
have branded outright illegal, is that is direct benefits would accrue only to the
rich, the owners of big companies. The rest of us would have to have faith that
the big businessmen would reinvest the savings and “trickle down” to us such
benefits as increased employment.

Faith being an increasingly scarce commodity, let me suggest, sir, that if you
are serious about wanting to use tax breaks to stimulate the economy, you are
starting at the wrong end.

Big business might well decide to reicvest the tax savings that your proposal
would provide ; then again it might decide to increase dividends to stockholders.
That is much to “iffy” a. cure for a very sick economy.

But if there is any certainty in the universe, it is that poor people will spend
at least all the money they have; they really haven’t a ehoice.

This being the case, my proposal is that you move to grant a tax break to
poor folk.

The “trickle down” effect of tax breaks for big business is a matter of big
business options; the “trickle up” effect of tax breaks for the poor would be a
certainty. Poor folks, if they obtained such breaks, could be counted on to buy
more television sets, cars, furniture—whatever the manufacturers manufacture—
and everyone would be happy.

Poor folks would be happy with their new purchasing power, and big business
would be happy with its increased income. (Why should a businessman care
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whether his bank account grows fatter through tax breaks.or through increased
sales?)

Nor should.there be much difficulty in working up a proper rationale for such
a policy.

Your justification for the $3-billion tax break is that, since equipment pur-
chases come out of a business’ profits, it is fair to permit businessmen to deduct
the cost of such purchases for tax purposes. Depreciation is simply a device for
deducting such costs over a period of years rather than all at once. Your pro-
posal would permit a businessman to shorten by 20 per cent the period over
which equipment would depreciate to the point of theoretical worthlessness.

Administration spokesmen acknowledge that not all equipment wears out. or
becomes outdated, at the same rate. But to work out item-by-item depreciation
schedules would be too burdensome, they say.

‘What you propose. in effect, is to let each individual businessman decide for
himself his own depreciation rate. That strikes me as a little risky, but that’s
another guestion.

The justification for my own scheme is based on the common knowledge that
poor people pay too much for nearly everything. whether appliances, loans. rent,
groceries—or taxes. They also get the worst of governmental services: schools,
police and fire protection. sanitation, and so on.

Any competent government statistician could work up figures to show by
approximately what percentage poor people pay more and get less. That would
furnish the basis for granting a tax abatement of 30 per cent or whatever the
figure turned out to be.

The attractive feature of my scheme is that it is calculated to work itself out
of existence. A poor family that got a 30 per cent tax break might soon find it
possible to move to a neighborhood that offered better schools and police pro-
tection, which would reduce the need for the income tax abatement.

More important, the things they would buy with their newly available cash
would lead to more production, which means more jobs. And with more jobs open
to the poor, there would be fewer of them and, therefore, fewer people getting
the tax break.

The result would be more of everything for everybody. and more taxes for the
government. If you move quickly enough to institute my scheme, it might start
to show results in time for the 1972 elections.

In any case, I'll leave the timing and the details to the experts on your staff.
I am, after all, just a newspaper guy.

[From the Nation, June 21, 19711
M=R. N1xoN’s TRICKY BONANZA

(By Ralph Nader)

Mr. Nader, author of Unsafe at Any Speed (Grossman), has made a
national reputation as a champion of consumer interests. He is the
founder and director of the Public Interest Research Group, with
offices in Washington, D.C.

BILLION-DOLLAR TAX SUBSIDY

WasHINGTON.—“Make it complex and make it dull” is the sure formula for
putting unjust government policies into effect with little public or Congressional
notice. A perfeet example of the technique was provided by the Asset Deprecia-
tion Range (ADR), announced on January 11 at the San Clemente White House.
It sailed out and through the press corps with the efficiency of a mimeograph
machine, giving the reporters, and therefore, of course, their readers. little
reason to suspect the enormous unilateral power of the executive branch which
the move embodied, or the great revenue bonanza—more than $3 billion a year—
it augured for large corporations. Although this tax gift transgresses the con-
stitutional separation of powers, there is every indication that the Treasury
Department is about to issue regulations to enact the ADR system.

Three billion dollars is a considerable amount of money, even in this era of
astronomical expenditures. It is more than the entire amount budgeted next
year for the Environmental Protection Agency. The President’s welfare reform
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proposals were to have cost only $2.1 billion. Total U.8. aid to preschool. ele-
mentary and secondary education for next year is priced at only $3.6 billion.

The foundations for this expensive tax subsidy were laid by a Presidential
task force, led by John Alexander of President Nixon’s former Wall Street law
firm. Last September, that task force recommended basic changes in the tax laws
concerning depreciation write-offs. Businesses were to be allowed to recover their
capital costs in a short time rather than according to the actual useful life of
the machinery written off. The task force noted explicitly that Congressional
action would be required for a change to capital cost recovery system from the
depreciation deductions currently allowed by Section 167 of the Internal Revenue
Code.

The Administration doubted that such a proposal would fare well with the
legislators. Only two years earlier President Nixon had asked for a repeal of the
investment tax credit, a device that is generally considered a more effective
economie stimulus than accelerated depreciation schedules, and the White House
did not want to lose face, either by asking for a reinstatement of the investment
credit, or by asking Congress for the less efficient ADR.

It was therefore decided that the task force recommendations would be im-
plemented, so far as possible, by administrative fiat. On January 11, 1971, Pres-
ident Nixon announced that he had approved basic changes in depreciation
policy. As Don Oberdorfer of The Washington Post recalls, “the news release
and the briefing by Treasury officials was dry-as-dust, and most reporters found
themselves scratching their heads and wondering what the story was all about.”

The Administration was relying upon the complexities of tax law to protect
itself from public debate as to the value and propriety of this multi-billion-dollar
tax subsidy. Presenting ADR as an accomplished fact, the President made state-
ments which have since been studied and found to be erroneous. Mr. Nixon de-
clared that “A liberalization of depreciation allowances is essentially a change
in the timing of a tax liability. The policy permits business firms to reduce tax
payments now . .. and to make up these paymenfs in later years.”

Prof. Robert Eisner of Northwestern University, an economics expert on the
determinants of capital investment, made this bilunt rejoinder: “There is no
knowledgeable expert in the Treasury or out of it who can stand by . . . the con-
cluding clause of that sentence. . . . It is unfortunate that such a fiat contradic-
tion of what is an unambiguous matter of arithmetic and mathematics was made
in the name of the President of the United States.” The Treasury itself has
acknowledged the arithmetic cost of the tax break by estimating an annual rev-
enue loss of $3 billion and upward.

There is reason to believe that the Administration knew of the defects in the
multi-billion-dollar tax subsidy before it made the announcement. In a confi-
dential memorandum of December 11, 1970, a senior Treasury Department
attorney—the Acting Assistant Secretary for Tax Policy, }'r. John Nolan—
warned the White House that considerable revenue could be given to business,
but that there were limits. He stated his serious fears that breaking the link
between tax depreciation and the useful life of the machinery in question would
involve an unlawful extension of executive aunthority. Exactly a month later, the
President’s ADR system did precisely that. The proposed system shortened guide-
line tax lives by 20 per cent. It also abolished the reserve ratio test—a correction
factor based on the validity of earlier depreciation deductions—which was the
link between those guidelines and the actual life of equipment in the hands of
the taxpayer.

There is a disturbing word for an attempt to get a tax break that your attorney
says is illegal. When Sen. Edmund Muskie released Mr. Nolan’s secret memo-
randum to the press, he set off a display of bureaucratic fireworks. The Acting
Assistant Secretary claimed that he had later telephoned the White House to
say that he had changed his mind. Perhaps so, but President Nixon made no
reference to this change of mind when the matter came up with the press. Rather,
he told reporters that he had received memos from other people in support of
his position. He acknowledged that legal opinion differed on the matter of au-
thority, but concluded : “Now I, as President. and I may say, too, formerly one
who practiced a good deal of tax law, I considered that I haad the responsibility
to decide what the law is. And my view is that while they had expressed a dif-
ferent view, that the correct legal view ... was to order the depreciation allow-
ances.”

In the weeks following the President’s exercise of legal judgment, more than
a dozen tax authorities across the country expressed their view that the multi-
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billion-dollar tax break is illegal. These men include Boris Bittker, Sterling
professor at Yale, Dean Bernard Wolfman of the Pennsylvania Law School,
‘Oliver Oldman of Harvard Law School, and Mortimer Caplin, former Commis-
sioner of Internal Revenue.

Shortly before President Nixon spoke on January 11, the Secretary of the
Treasury was formally served with papers notifying him that a suit had been
filed to enjoin the ADR system. Attorneys at the Public Interest Research Group
had been following the activities of the President’s task force with considerable
interest. The task force recommendations entailed a fantastic loss of tax rev-
enues with the promise of only limited benefits to the country as a whole. One
of these attorneys, Tom Stanton, expected to submit comments before Congress
if the recommendations were proposed as legislation. The White House decision
to act by administrative fiat meant that there would be no airing of the pros
and cons through such testimony before Congress.

‘Working on the basis of an early report to the Washington Star, Stanton and
Sam Simon, also of the Research Group staff, filed suit on January 11 and thus
generated the necessary public discussion. They contended that the Administra-
tive Procedure Act required that an agency such as the Treasury publish ad-
vance notice of its intentions in the Federal Register. The agency was then
required to allow public participation through the submission of data, views and
arguments about the proposals. No mention of public participation was made by
the President or by the Secretary of the Treasury at a subsequent press con-
ference on January 11.

However, shortly after the suit was filed, Treasury officials called in the press
to explain that the President’s announcement of “approved changes” did not
mean that there would be no public hearings. The Treasury had simply forgotten
to mention them. Attorneys Stanton and Simon withdrew their motion for pre-
{iminary injunction when the government attorney presented affidavits from the
Commissioner of Internal Revenue and the Assistant Secretary for Tax Policy
assuring that hearings would be held.

On the very day that the motion was withdrawn, Asst. Secy. Edwin Cohen
announced through the press that the possibility of any basic changes in the
proposed regulations was “remote.” He added: “We don’t anticipate changing
our mind. As a very practical matter, a businessman can rely on this going into
effect, in its broad outline.”

In short, the Assistant Secretary—who had served large business clients for
thirty vears as a Wall Street attorney—was assuring his constituents that the
public would remain powerless to prevent the $3 billion tax subsidy, regardless of
the merits of the case, or what was brought out at the forthcoming hearings. Like
its budget, the Treasury’s prejudgments come big.

The public Lhearings were finally held on May 3, 4 and 5. The hearing room was
packed with spectators, primarily attorneys from businesses favoring enactment
of the regulations. The hearing panel sat at a long and imposing table in front
of the hall. BEdwin Cohen, the senior official present, was flanked by his two
deputies, by Commissioner Randolph Thrower of the Internal Revenue Service,
and by nine other Treasury and IRS officials. Among supporters of the Treasury
position were speakers representing the U.S. Chamber of Commerce, the Associa-
tion of American Railroads, AT&T, and the textile industry. On the other side
were such speakers as Dean Bernard Wolfman on behalf of Common Cause,
Nathaniel Goldfinger of the AFL-CIO. George Wiley of the National Welfare
Rights Organization, John Kramer of the Council on Hunger and Malnutrition,
and economists Robert Eisner of Northwestern, Martin David of Wisconsin, and
Richard Pollock of the University of Hawaii.

Mr. Cohen and his colleagues remained true to his word. The hearing was con-
ducted in an atmosphere of strong partisanship. Witnesses in favor of the ADR
system—almost always speaking on behalf of clients—were complimented on
their expertise and the fine cases they had presented. Witnesses against the pro-
posals were roughly cross-examined and tested for their verbal agility rather
than for their expert knowledge.

Dean Wolfman had come on behalf of Common Cause to discuss his serious con-
cern that the proposals were illegal. He was deliberately scheduled for late in the
day, and finally spoke at six o’clock, after reporters had left to write their stories.
As Sen. Birch Bayh put it, the hearing was a “charade.”

During testimony at the hearings, T urged that Mr. Cohen’s prejudgment had
been so overt as to constitute a violation of the Treasury’s own Minimum Stand-
ards of Conduct. Those provide that, “an employee shall avoid any action . . .
which might result in, or create the appearance of : . .. (d) Losing complete inde-
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pendence or impartiality; . . . or (f) Affecting adversely the confidence of the
public in the integrity of the Government.” .

As a lawyer, Mr., Cohen knew that members of the public do not yet have stm}d-
ing formally to invoke the Minimum Standards of Conduct against an ogﬁgzxal
acting to the contrary. Thus, he has not removed himself from further participa-
tion in ADR decisions. But his response at the hearings, it seemed to me, did
retlect his dawning realization that the simultaneous roles he was plz}ymg.of
proponent, advocate and judge might be too heady a mix for administrative
fairness.

The ADR controversy continues. It is almost certain that the Treasury will
issue ADR regulations in final form. After that, a group of concerned plam'tlﬁs
will probably have to take the Treasury to court. Most likely, some mod}ﬁcatxpns
will then be made by the Treasury to avoid the most blatant evidence qf illegality.
On the other hand, the revenue loss will surely be close to that promised by Mr.
Cohen.

The Treasury responded to the White House in the December 11th memoran-
dum that “you inquired whether these are the maximum we could do.” The
Treasury has steadfastly done the maximum for the White House; it remains to
be seen whether it can be moved to serve the citizen taxpayer with similar zeal.
For the first time those citizens had a presence at a Treasury hearing. Numerous
lawyers and groups who became involved in the ADR issue on the public’s side
are now determined to change the ways whereby Treasury makes such decisions.

Chairman Prox»are. Mr. Nader, this is another most impressive
presentation, and I must say you have had one of the most incisive
and comprehensive criticisms of the fiscal part of this program that
I have heard.

You hit that phase of the program very hard, you certainly gaid
your respects of it. I can see, it 1s quite clear, how you feel the Con-
gress ought to Landle it, but how about the overall program, how
about the fact that the President did call for a freeze? To the extent
that that freeze is honored for 90 days, we do have surcease from in-
flation to a very considerable extent. More important we have the
basis now for moving ahead to a situation in the future where we can
reduce the increases in the cost of living ; we should be able to substan-
tially. And how about the fact that we have cut loose from gold, and
we have permitted, we do permit, our dollar now to achieve the posi-
tion the free international market calls for? :

It seems to me that the President has made some constructive and
useful proposals and that at least the freeze part of it ought to be good
news for the consumer.

Would you agree with that or not ?

Mr. Naper. I think there is no question that the dollar devaluation
was a very good move. It will be good for the economy in a very rep-
resentative sense, and it, of course, was long overdue.

I think also the small tax reduction in personal incomes will also
generate some kind of consumer demand.

But I think the package cannot be treated as a whole, Mr. Chair-
man, it has to be treated

Chairman Proxmire. Let me get back then to the freeze, and the
policies that we would hope would come out of the freeze. We have
had now five witnesses, every one of whom has agreed we should de-
velop out of this freeze a system of wage-price guidelines, a system
in which we can reduce the 1impact of inflation; a system in which we
can get at the concentrated power of big companies and big unions to
increase the cost of living, and it seems to me the President has cre-
ated the kind of situation which is absolutely necessary to achieve
that.
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The freeze aspect, do you think that is useless or not?

Mr. NapEr. Let me discuss the freeze aspect. First of all, it is, X think,
a partially effective psychological move which is important in any
economic policy. I don’t think we can make any further favorable
judgments on it either as a temporary freeze or what is going to happen
afterward until we see what is going to happen afterwards.

I think we can make the following judgments, however, given the
facts available to us.

One, it was unnecessarily inequitable. Wages frozen, wages are very
easy to freeze; you have an ally in terms of the employer.

Prices are frozen with major gaping loopholes which I will note in
a moment, for the consumer. Profits are not frozen, nor is there a sub-
stitute of an excess profits tax.

Chairman Proxmire. You have five successive economists who unan-
imously agreed that you cannot effectively freeze profits. Maybe they
are wrong, but these are men, I think you would agree, of consider-
able objectivity and fairness and ability.

Mr. NapEr. Yes, but you remember one of them stated a substitute
in terms of administrative feasibility is a corporate excess profits tax
instead of freezing prices flatly.

: Chairman Proxmire. He said that but that of course has great prob-
ems too.

Mr. Naper. Well, so does any price-wage freeze have very serious
problems.

Chairman Proxmire. All right.

Mr. Naper. What T am saying is when you freeze prices with loop-
holes, when you don’t freeze interest rates, and you don’t freeze profits,
and you give a 15-percent tax reduction to corporations you are, in
effect, opening the ceiling to profits. You are not even keeping the lid
on, you are opening the ceiling.

Chairman Proxmire. But you are not opening the ceiling if you ef-
fectively freeze prices. That was Charles Schultze’s response. He said
the essence of getting at profits is to have an effective system of holding
down prices and he indicated this would accomplish that.

Mr. Naper. And the key word was “effective,” if you can have it
effective.

Let me give you some preliminary loopholes that anybody can notice
on a cursory glance. One, raw agriculture produce is exempt. We know
why it was exempted at the farm level but it was exempted all the way
to the supermarket level, which means that fresh fruits and vegetables,
eggs, and other fresh produce that go all the way to the consumer are
not going to be frozen. This also means that those companies that sell
both processed food goods and fresh fruits goods will be able to in
effect camouflage any price increases in the areas that are frozen by in-
creasing them in the fresh produce area.

I might also say that this policy has a dietary effect insofar as
elasticity here, the prices of fresh fruits and vegetables and other
fresh produce are going to develop a reduced demand by the consumer.

Here is another Ioophole.

Chairman Proxmire. You assume a tremendous amount of monopo-
listic control here or at least oligopolistic control that I think is hard
1;0 s}llow certainly at the farm level or even at the wholesale or retail

evel.
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Mr. Napbrr. It is not so much monopolistic control as simply the
ability to increase prices in an area where the freeze is not on. You
sec there is no competing factor here. This also will hold true if there
is a longer freeze than 90 days and a lot of companies will just hold
back for the 3 months. But I do want to note that new housing, for
example, or products that are considered new are exempted. You know
how many products are labeled new and described as new stylistically
and by names that are not really new. Many of the all new cars are
about 85 percent exactly what their predecessors were a year before.

Chairman Proxmre. How in the world do you get at that? The
reason I presume they are exempted is because you don’t have any base.

Mr. Naper. Yes.

Chairman Proxaare. They say the price will be the highest price at
which the goods sold in volume during the 30 days preceding Au-
gust 14. So if you have a new product you don’t have any basis for
computing what that ought to be, do you?

Mr. Naper. Insofar as that is true that indicates how iffy Mr.
Schultze’s statement was in terms of the difficulty of effectively freez-
ing prices. Insofar as it isn’t true, it is going to require a lot of gov-
ernmental manpower to analyze the validity of the standards that
these products are new even if they are the old thing.

Here is another loophole, dental, medical, legal, and other profes-
sional fees, they are frozen under the guidelines but if anybody can
show me how to freeze those kinds of fees with the enormous flexibility
to, in effect, say well, this is a case of one, this is a different situation,
quite apart from the administrative difficulties of policing these fees,
1 would like to see it.

Chairman Proxmrre. Let me ask you, Mr. Nader, what would you
have done, supposing you were President of the United States and you
had this problem, what would you have put into effect?

Mr. Naper. You mean across the board ?

Chairman Proxyre. Well, what would you do about the fact that
~we have a tremendously difficult inflationary period and Members of
Congress, Senator Mansfield and myself, called for some action for
a long, long time, the Congress almost unanimously, I guess unani-
mously, made it possible for the President to do this. Under those cir-
cumstances what would you put into effect? What would work better
to hold down prices and slow inflation ¢

Mr. Naper. I must say I am a devotee of the Samuelson approach
here. His proposals make the most sense to me, not only in terms of their
quantitative impact such as tax cuts on a personal income basis in
order to stimulate demand to take up excess capacity, and in terms of
-avoiding investment tax credit and accelerated depreciation and other
nonselective and inefficient ways of increasing proguction and employ-
ment, and to keep the welfare reform program not postponed, which
will generate more money to the poor, high propensity to spend, to
keep the Federal expenditures at a level and put them, you would
say, in areas of high job creation and high social need.

Chairman Proxyire. Are you saying that you would not have put
in any kind of control on prices or limit on prices or freeze or anything
-of that sort, wage-price guidelines?

Mr. Naper. If T were to, I would freeze it all the way, prices.

Chairman Proxuire. Would you freeze it all the way? You say if you
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were to, would you put that into effect? Would you put in a compre-
hensive limitation on prices of any kind ¢

Mr. Napgr. If it was 2 years I would say no. Given the present situa-
tion, given the crisis point of the bottom falling out of the dollar, and
everything that supposedly has been happening in Zurich and else-
where in the past 2 weeks there is probably a good case to be made
for an across the board price freeze, profits, interest, wages.

Chairman Proxmire. There are two areas you particularly criticized,
the exemption of profits and new products and I can’t see where with
an across the board freeze what you can do about a new product.

If it is a new product you don’t have a basis on which you can pro-
vide your standard and the other is raw food, unprocessed food, I
should say, that has come from the farm and is moved to the super-
market. Those are the two areas. What would you do there?

Would you simply provide that the farmer has to sell at a particular
price or would you say the wholesaler and retailer prices are frozen
even though the cost of the product, the price of the farm product, may
go up very sharply?

Mr. Naper. You would have to have admittedly a complicated mech-
anism to take care of such hardships as small farmers with a decreasing
tolerance as it goes down the economic chain to the supermarket. 1
don’t recommend a permanent freeze by any means. I don’t think it
is going to work. I think it is extremely rigid. It is an administrative
monstrosity, it will make prohibition look like a picnic in terms of
dodging compliance and all the cheating and blackmarket that will
go on. But in terms of a temporary respite, to give longer range con-
trols and longer range policies such as advocated by Professor Samuel-
son to be put into effect, then if there is to be a freeze it should be an
equitable one.

Chairman Proxmire. All right, then you would favor a freeze but
you say this is not equitable.

Before I yield to Senator Mansfield, let me ask you just about one
other area. You very strongly criticized the surcharge on imported
cars, and that criticism has been joined in by a number of others.
However, Mr. Eckstein yesterday gave what I thought was the best
explanation for it that I heard. He said that this was absolutely
essential, we have to have it if we are going to have any bargaining
position here at all. He said without it that the Japanese might very
well have the power to maintain the present value of the dollar, ex-
change rate on the dollar, maintain their undervalued yen and. this
tax is essential to having any bargaining position, and that his view
1s that the administration took it as a temporary measure, strictly
as a bargaining chip, but they have to have 1t, there is no way to get
away from it.

Mr. Naper. I think I agreed with it in my prior remarks, Senator.
As a temporary bargaining tactic it can be justified, particularly with
regard to the three countries where we have relatively serious trade
imbalances in the first 6 months of this year, Canada and Japan and
West Germany, but as longer range policy it opposes all of the
arguments that favor free trade.
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Chairman Proxmire. Senator Mansfield.

Senator MaxsrieLp. Thank you, Mr. Chairman, Mr. Nader, I must
apologize for coming in late in your testimony but reading from
your statement am I to assume that on the basis of your proposed
modification of the administration’s proposal, that is vis-a-vis the
investment credit that you are suggesting that the 10 percent be
allowed for the first year, 5 percent for the next year, and then after
that that it be terminated ¢

Mr. Naper. No, Senator. What I meant was that if the administra-
tion believed in the investment tax credit and its objectives, they
would not send it up to Congress indefinitely. They would have a
cutoff period, because their concern is for the short term period.

Senator MansrieLp. What is your position on the repeal of the
investment, or the administrations proposal on the investment credit,
say, with the modification which you proposed, would you favor
it on that basis?

Mr. Naper. No, I would not, Senator.

Senator MansrieLp. Ten, five, five, and five ¢

Mr. Naper. No, I do not, Senator, I think it is extremely inefficient
in its own declared objective of producing jobs, and it is a handout
to companies that are going to invest any way. It doesn’t discriminate
between the investments to be made any way and those which would
not be made if it wasn’t there.

Chairman Proxmire. How would you feel about a situation, as a
trade if we would knock out the accelerated depreciation guidelines
which you have protested so vigorously and so effectively and in
return for that put into effect investments credit ?

Mr. Naper. Half a loaf, that would be my position. I think both
should go. I think

Chairman Proxmire. If the best we can get is the investment credit.
as a trade you might feel that might be desirable?

. Mr. Naper. You mean as a choice between the two ¢

Chairman Proxmire. Yes, that is right. We don’t live in a world
where we get everything we want.

Mr. NabEr. As a cholce between the two, the investment tax credit.

Tt islike a choice between Scylla and Charybdis.

Chairman Proxarire. Senator Mansfield.

Senator Mansritrp. I take it, Mr. Nader, you are also opposed to
the liberalization provisions for business which were put into effect
earlier this year, I believe, by the administration ?

Mr. Naper. Yes, Senator. Opposed to it on, first of all, the grounds
that it was not within the authority of the Internal Revenue Act
administered by the Treasury Department. This was an unauthorized
act in that Congress did not provide for it.

Senator Mansrrerp. There is a question about that. That question
was discussed but no final answer was arrived at.

What you are saying, in effect then, is that business is being given
double tax relief based on this earlier depreciation allowance and this
investment credit now ?

Mr. Naper. That is right. The largest corporate tax cut in modern
history.

67-193—71—pt. 1——10
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Senator MansrieLp. Now, what is your position on moving the in-
come tax reduction forward by 1 year ?

Mzr. Naper. I would favor that. I would basically favor generating
demand that would produce more jobs from that approach, Senator,
more tax cuts for consumers who have a relatively high propensity
to spend, which means that the poor would come first in terms of the
tax cut expenditures.

Senator Maxsrierp. After all, they are the ones who furnish the
‘main spring for our economic system, and there are so many of them,
they have so little.

I believe that you stated or at least indicated that you would shift
the excise tax relief away from the auto companies into the tax re-
-duction field to give adequate relief to the lower income groups.

Mr. Naprr. Yes. If there is going to be a demand for products built
up with the abolition of the auto excise tax, why not keep the auto
excise tax and reduce personal taxes across the board and generate
$2.3 billion worth of demand for whatever consumers wished to buy.

That is far more equitable. It includes a potential 100 percent
universe of the citizen taxpayers instead of just a small proportion of
‘those who happen to buy new cars next year.

Senator MansrieLp. Mr. Nader, we were told at the White House
that the reason for the emphasis on the auto industry was that one
-out of every six persons working in the United States, either directly
or indirectly, depended upon that industry for jobs. I am thinking
of mining, glass making, aluminum work, and steel, things of that
:sort. On the basis of your research would that figure hold up?

Mr. Naper. It would not, Senator. That figure is based on an input-
-output analysis that provides a high leverage of job development with
-every incremental unit of demand for automobile purchases, demand
for new autos and, as I mentioned earlier, the Treasury Department
-cannot substantiate the figure that for every four new autos sold this
year there will be one new job because it does not know how much of
this will be absorbed by overtime payments. It is my information from
the auto industry that there is an expansive spread here to expend pro-
‘('1ubction simply by adding overtime, and that would not produce new
jobs.

I can say, for example, that probably one out of every six people in
this country is engaged in food industries, if not more, and there are
much more specific input-output ratios that would improve the lever-
:age for a $2.3 billion expenditure by consumers in terms of job devel-
-opment, that is where it is needed, that is where people are not work-
ing, where there are unemployed or underemployed throughout the
-economy.

Now the United Auto Workers informs that in May they had 20,000
more workers in the auto industry than they had the previous
May 1970.

Senator MawnsrreLp. 20,000 more.

Mr. Naper. 20,000 more, and President Iacocea of Ford, as I noted
-earlier, stated as of last December they knew it was going to be a 10-
million-plus car year and there never has been a more booming car
industry, booming sales, high profits, high employment, and the ad-
ministration wants to pile that on even more.
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Senator MaxsrierLp. How many fewer workers are there in the steel
‘industry as a comparison ?

Mr. Nabper. I don’t know those figures.

Senator MaxsrieLp. I understand that the number has decreased
for a number of reasons, a slack off in domestic market, the importa-
‘tion of steel from Western Germany, Japan, perhaps other places, and
.even though a contract has been signed, and the capacity available,
becausze of the lack of orders many of the steelworkers have not been
.able to return to work.

Do you think that in view of the situation which confronted this
-country in relation to the delicacy—well, in relation to the pressure
really, which was being exerted against the dollar since last May or
April, with unemployment at around 6 percent on the average, with
inflation around 5 percent, I understand 1f you want to break it down
-a little more minutely over the last few months maybe around 7.2
percent, with no relief in sight overall, do you think it was necessary
‘that something be done at this time to try to cope with these three
factors?

Mr. Naper. Yes, certainly, Senator.

Senator Max~srreLp. But you would differ with the order of priori-
-ties and you would advocate the imposition of controls all the way
across the board, I believe, to use your words?

Mr. Napker. Yes, siv; and much more effective alternative policies
‘that would do the job better than investment credit and accelerated
-depreciation and the DISC proposal.

Senator Maxsrrerp. Could you do that in a 90-day period ?

Mr. Naper. Well, that could be put into effect rather quickly. For
.example, you wouldn’t defer the welfare reform, that does not come
into effect right away but it comes into effect in a short range; the
-corporate excise profits tax, the control of interest rates more vigor-
ously, which is a prime source of inflation, there are a lot of rather
-short-term fiscal policies that can be put into effect. I think the ad-
.ministration took just the easy way out in terms of what they thought
was the least amount of resistance.

Senator MaxsrreLp. Well, so far as welfare reform is concerned, it
"had passed the House, hearings had just begun in the Senate, but it
was doubtful it would be brought up this year. So far as revenue
.sharing is concerned, another item postponed, it was my understand-
ing that hearings of some kind, not definite as yet, are being held in
‘the House Ways and Means Committee and nothing in the way of an
.accomplished piece of legislation is in the works at this moment, so
the postponements I don’t think mean too much, in view of the actu-
.alities or the realities of the moment.

I only have one more question of Mr. Nader, and that is this. I too,
"have been impressed with Professor Samuelson. Could you furnish for
the committee a copy of the testimony to which you referred so that
-those of us who are interested could study it more carefully ?

Mr. Naber. Senator, these have been statements that he has made
- in articles over the last few years. Is he going to come down and
:testify before the committee?

Senator MaxsrreLp. Is Samuelson going to testify ?
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Chairman Proxyire. I beg your pardon.

Mr. Naper. Is he going to testify ?

Chairman Proxnire. Professor Samuelson was invited to testify
but he won’t be able to do it. He sent his re rets, he was just too tied up.

Senator MansrFieLp. May I say I saw Professor Samuelson on the
radio or TV early this week and I had hoped he would amplify his
remarks, but what I gather you are referring to is as to consistency
on the part of Professor Samuelson which goes back several years.

Mr. Napber. Yes; and articles he has written in the New York
Times and other journals. I think, Mr. Chairman, he would be very
willing to submit a statement for the record.

Chairman Proxmire. Yes; we can certainl y do that and maybe we
can persuade him to come. We have had people who first said no and
changed their minds. We will certainly try to get him. He would
be a topflight witness.!

Senator Mansrierp. Thank you, Mr. Chairman.

Chairman Proxmre. Tt is very late and T certainly apologize to
you and others who have been here. This is one of the longest sessions
I can recall, it is 1:20 p.m., but I don’t think I can let you go without
asking two questions, one because you have been so active, aggressive,
and effective in helping the consumer get a better break. Do you think
it will be possible to police the price freeze at the retail level and
what are some of the things the consumers should be looking for to.
assure they are not being bilked under these circumstances?

Mr. Naprr. Well, I think what they should be looking for is last
week’s prices in their daily newspapers, as a beginning comparison of
supermarket prices. They should become much more alert to precisely
what kind of brands they are buying, at what rates they are buying in
order to avoid the very easy slide that obviously produces a changed
price upward.

They should also be alert to the greatest potential for increase whicl:
is the area of raw agricultural produce.

bghairman Proxmire. That is one area where they can do nothing
about it.

Mr. Naper. Can’t do much about it? We have a student who has
been working for us and has developed a pricing comparison scheme
with a simple computer program in the District of Columbia and he
claims with simple modifications this same system which is now going
to be used to determine the difference in prices between supermarkets
of identical canned goods and products, that this same system could be
adapted to consumer goods monitoring the compliance of super-
markets under the price freeze, and if you would like him to prepare
a summary statement of his proposal I can certainly have him do it.

Chairman Proxare. We would like that very much. It would be
very helpful. We would certainly like to have it; we would do all we
can to publicize it.

(The following information was subsequently supplied for the
record :)

1 Professor Samuelson’s subsequent testimony of Sept. 28, 1971, is printed In pt. 4.
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CI1TIZEN MONITORING OF THE PRICE FREEZE

The recent price, rent, and wage freeze has caught the nation without an ac-
tive monitoring system. The Office of Emergency Preparedness, the administra-
tors of the policy, has taken only a passive role in the direction of violators,
depending exclusively on complaints to initiate action. If consumers of this na-
tion are to be virtually the sole monitoring agent of the price freeze, as pres-
ently designed, they should join forces and implement methods to systematically
check the nation’s markets for violators. In addition, information collected dur-
ing the price freeze can be compared to prices after the freeze has been rescinded,
providing information on the ultimate effectiveness of the program.

The established agency to compare retail prices over periods of time is the
Bureau of Labor Statistics, in its compilation of the consumer price index. The
bureau’s policy of not releasing prices by store and brand name grossly inhibits
its utility for detection of violators. The consumer price index also has limited
use in timely analysis of the effectiveness of the new economic policies, as re-
fiected in the retail market. The vast majority of the goods and services priced
by the BLS are not surveyed in all the cities on a monthly basis, but only once
every three months.

To provide the needed sources of price information, consumers can organize
local price surveys. A network of price surveys could be developed across the
nation, with perhaps ten or more areas surveyed. Groups of approximately 30
volunteers in each area could survey a cross section of consumer items early in
the price freeze period, numerous times during the course of the freeze, and
after the freeze has been rescinded. With a list of items drawn up, volunteers
could survey prices in retail outlets, and phone in the results to some central
location in their area. There the price information on appliance, drug, apparel,
grocery, and other products would be entered into a computer for fast data
analysis. The computer can search for price raises, and point to the more
flagrant violators. Such a system would place the minimum burden on the
volunteer surveyors, who would spend no more than 45 minutes surveying
the store and phoning in the results. The computer would do the “busy work’ of
tabulating and printing the results in a matter of minutes. The information col-
lected by each area would be used not only for localized enforcement, but could
be combined with other surveys throughout the nation to determine the overall
effectiveness of the price freeze.

Such a system of price surveys has been conducted within the last month in
Washington, D.C. In a project to compare prices between grocery chains, mem-
bers of four local consumer groups collected over 5,000 prices. With this raw
data processed by the computer, the consumer groups were able to release a
comprehensive guide to Washington’s best and worst grocery buys. The method-
ology developed over the three surveys can be directly applied to monitoring
prices during the price freeze.

Detailed instructions about how to conduct price surveys, put in the hands
of loealized consumer groups, can greatly facilitate implementation of an active
price monitoring system. Also, the computer that can be used to analyze the
price data can be distributed to participating groups. The program uses less
than one minute of machine time, so it is possible to have the time donated, or
purchase the time at five to ten dollars per survey.

The surveys could channel the individual efforts of concerned consumers into
a unified force to serve as an independent source of information. It seems vitally
important for citizens themselves to monitor prices during and after this period
of price freeze, to check the information that will be disseminated by the ad-
niinistration on the effectiveness of its own programs, especially on such a
politically controversial issue.

An outline of the methodologies that can be used to monitor the price freeze,
and the computer program to analyze the information will be made available to
any group desiring to implement the program in their own area.

The surveying techniques were developed under a summer project for Ralph
Nader to compare prices between retail outlets, such as grocery stores. The pro-
gram can both compare prices between stores, and monitor the price freeze.

For further details contact: Mark Frederiksen, P.O. Box 19367, Washington,
D.C. 20036, Phone : 202-833-3400.
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HicHLIGHTS oF THE Jury 29, 1971, Foop PricE StUDY

Consumer Action Staff, U.P.O.; Consumer Action Committee, District of Columbia
Democratic Committee; and Virginia Citizens Consumer Council

METHODOLOGY

On July 29 and 30 members of four District area consumers groups surveyed
prices in 77 retail grocery outlets, representing eleven chains in Washington,
D.C., Virginia, and Maryland, and several independent inner-city grocery stores.

Prices of 45 items were compared among the supermarket chains. In addition
there was a 17 item comparison of chain convenience stores, independent stores,
and Safeway. The lists evolved from a local study of what inner-city residents
buy, other market surveys, and industry sales figures.

The list of items for the supermarket was divided into two types:

(1) Items that can vary in quality among stores (fresh meat, produce.

and store brand items).

(2) Brand-name items which show no quality variations between stores.
Twelve of the items fell in the first category, the majority—383—fell in category
two.

The survey priced items in at least two stores of each chain except Acme
where only one store was surveyed. One chain (Safeway) had 17 of its stores
surveyed.

As it is exceedingly difficult to form a list of even 45 specific items that will
be in all stores, the survey had to develope a procedure to handle the cases where
an item was not available on the survey day. For such cases, which affected only
three chains two of which were missing three or less items, the median price of
the missing item in all the other stores was used in the calculation of the totals.
Totals based on one or more of these substitutions are so labeled.

To speed results, a computer was used to analye the data, and print the results.
With the help of a computer, it would be easy to process and publish price sur-
veys within a 24 hour period.

CHAIN SUPERMARKETS

Of the eight supermarket chains studied, Memco’s total was found to be the
least expensive for the 45 items surveyed. Pilot surveys conducted on July 1,
and 15 also found Memco to be the least expensive.

Next in total price came a cluster of five stores-Pantry Pride, Giant, A&P,
Safeway, and Jumbo—all within 0.8% of each other. The average total within
this group of stores was 4.4 percent higher than Memco.

Grand Union ranked seventh out of eight and was 7.2 percent above Memco,
and 2.8 percent above the cluster of five stores.

Acme’s total was highest, 10.3 percent above Memco, and 5.4 percent above
Safeway on the items surveyed. The Acme store surveyed did not have eight of
the items, so the median prices for the missing were used in calculation of
Acme’s totals. A separate analysis compared only the 87 items both Acme and
Safeway had and found Acme to be 6.9 percent more expensive than Safeway. The
two pilot surveys also found Acme to be the most expensive of the major chains.

The prices obtained for the Consumer’s (Co-Op) chain are excluded, as it
strongly believed that its management learned of the items in the surveyed, and
as a result lowered prices on 16 of the items. Results from the previous surveys
showed that Consumer’s was just below Grand Union.

Though not open to the public, a military commissary was compared on the 25
items both the commissary and Safeway carried. The commissary was found to
be 17 percent lower than Safeway. On items with possible quality differences the
commissary showed a 25.6 percent savings over Safeway, but on the branded items
it was only 12.4 percent less than Safeway.
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CONVENIENCE STORES

Twenty-nine “convenience” stores, representing 7-11, High's, District Grocery
Stores (D.G.S.), and independent grocery stores in the inner-city, along with
three Safeway’s were surveyed on 17 items. On the total prices of the 17 items,
7-11 and High’s were within 0.2 percent of each other, and on the average 23.2
percent higher than Safeway. About half of the items were priced 2940 per-
cent higher than Safeway. -

The District Grocery Stores’ prices averaged 13.5 percent higher than Safe-
way, in addition prices of four fresh meats were compared to Safeway, and
were found to be four percent lower on the day of the survey. Two of these four
meat cuts were on sale at D.G.S., however.

The results for the small independent stores in the inner-city (“mom and
pop” stores) surprised many. Prices in these stores were on the average one
percent less than the chain convenience stores (7-11, and High’s), but still were
21.6 percent higher than Safeway. The four fresh meats surveyed in these stores
were 8.6 percent higher than in Safeway.

SBELECTIVE SHOPPING

The survey results showed that shoppers could achieve the greatest savings
in their food store dollars by dividing their purchases among several stores, buy-
ing each item in the store where it has the lowest price. Even in cases where
the 45 and 17 item list showed totals only pennies apart among competing chains,
totals for individual items varied greatly. The Safeway and A & P totals, for
example, were only two cents apart for a list of 45 items, but 24 of these 45
items differed between the chains.

If a shopper bought the 45 supermarket survey items by selective shopping,
a 4.75 percent savings under Memco’s price would result. Of course, the added
expense of travelling great distances between stores to get the best bargain
might negate the money saved. In many cases, however, shopping areas have
several major chains very near each other. In Oxon Hill, Maryland for example,
where four major chains are very close to each other selective shopping during
the survey would have resulted in a 3.3 percent savings over the lowest store
in the area. It should be noted that the inner-city has the least potential for
selective shopping, as there are relatively few areas with two or more com-
peting stores in close proximity. Some suburban areas, too, have this problem.

PRICE RANGES AND VARIATIONS

Of the supermarket products surveyed, the products showing the widest price
range were fresh produce and meats (example: White potatoes price range was
78 percent from lowest to highest). The median price range for the items was
20 percent. Only one item, milk, showed the same price in all the supermarkets
surveyed. Briggs hotdogs had the largest price variation (38 percent) of the
branded items on the day of the survey.

In the convenience stores, some items showed relatively low increases over
the Safeway price. 7-11 and Highs were competitive with Safeway on milk
and bacon, but were 33 percent higher on Maxwell House instant coffee, and 56
percent higher on Campbell’s chicken noodle soup.

The D.G.S. and independent stores proved higher than Safeway on milk (22
and 30 percent respectively), but proved competitive on Wonder bread. Again,
Campbell’s chicken soup topped the list showing a 44 percent increase over Safe-
way in D.G.S., and a 62 percent increase in the independent stores.

Comparisons within chains showed slight price variations among branches,
but showed no correlation to geographic region. Both the highest and lowest
Safeway stores in the survey were in the inner-city.

The chains operating in the inner-city showed only a 0.5 percent variation in
survey totals. The absence not only of the lowest chain (Memco) but also sev-
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eral of the other chains, and the relative lack of areas with potential selective
shopping make the inner-city supermarketing scene greatly different from the
suburbs.

It should be stressed that this was a PRICE survey. Other considerations for
which consumers patronize a store, such as the quality of service, selection of
brands and house brands, convenience of location, ease of parking, hours of
service, home delivery and extension of credit, were not considered. On the basis
of price alone, however, it is clear that consumers can save money in pur-
chasing food store items by shopping carefully.

Recommendations for Action

Following our initial joint comparison shopping projects, we have the follow-
ing recommendations for the four groups in the best position to follow up on the
results:

TO CONSUMERS

Act on the results of the shopping survey by spending your money where you
get the most value for your dollars. Stop paying excessive prices for products you
can buy cheaper elsewhere. In particular, with major chains’ new late night and,
in some cases, Sunday hours, think carefully before venturing into high-priced
“convenience” stores unless you know you won’t be paying a premium price
there.

Join our members in conducting additional comparison shopping surveys on a
regular basis in the future. To volunteer, contact any of the survey’s sponsors.

TO FOOD STORES

Lower prices where they are grossly above your competitors.

Reconsider your location policies, particularly in cases where major chains have
abandoned the city to concentrate on and serve only the suburbs.

Voluntarily provide current prices of specified items to consumer groups and
the press for timely publication that will help shoppers make wise buying deci-
sions and comparisons.

TO GOVERNMENT AGENCIES

Change the procedures in “market basket” food store surveys that state and
federal agencies currently conduct so that comparative price information
gathered with our tax money is made available in a useful form to the people
who pay for it.

Provide funding for comparison shopping projects to be staffed largely by
workers to be hired under the recently passed Public Service Job legislation.

TO NEWSPAPERS

Provide detailed comparative food price information on a regular basis to your
readers. Daily stock market listings affecting only a small minority of readers
are given pages of space while objective price information that would be helpful
to nearly all of your readers is not provided on foods. This is done in Hawaii now.

The consumer groups which carried out this survey stand ready to provide
ongoing help, provided adequate funding is available, in compiling such price
information.

Assign top reporters to investigate the discrepancies in prices and quality that
exist in area food stores and to provide ongoing coverage of the issues related to
food store reform at the expense, if necessary, of the innocuous gap that
dominates food and women’s pages today.
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Food price study—July 29-31, 1971

A &P Median prices of 6 stores.

Acme Oxon Hill Plaza, Oxon Hill, Md.

Giant Median prices of 9 stores.

Grand Union Median prices of 3 stores.

Jumbo Median prices of 4 stores.

Memco Median prices of 2 stores.

Pantry Pride. Do.

Safeway Median prices of 17 stores.
NOTES

The lowest prices for each item are followed with an “L.”

The highest prices for each item are followed with an “H.”

Items that are on sale are followed with an “S.”

If an item is not available in a store, the median price for that item will be used to
calculate the sub-totals and totals. These sub-totals and totals are followed by an ““N,” and
are not directly comparable to other totals based on stores having all the items,

Prices reported by shoppers from the Consumer Action staff, United Planning Organi-
gation ; Consumer Action Committee, D.C. Democratic Central Committee; Virglnia Citi-
zens Consumer Council ; and Marylzm(ﬁ Consumers Association.



CHAIN SUPERMARKETS, FOOD PRICE STUDY JULY 29-31, 1971

Grand Pantry
High Low Median A.&P. Acme Giant Union Jumbo Memco Pride Safeway
Items with possible quality variations:

White bread, enriched, 1 Ib., store brand________._ $0.23 $0.20 $0.20  (LS)0.20 0 (L.S)$0. 20 (L)$0.20  (H)$0. 23 (L)$0. 20 0 (LS)$0. 20
Buns, hamburger 8 buns store brand. .22 70C .34 .27 .30 .33 $0.33 .29 .29 (L).27  (H)$0.34 .31
Bananas, 2 Ib., Chiquita_.____...__.________.._. .30 .20 .29 .25 (H), 30 .29 .29 (L. 20 0 .26 .29
Stringbeans, Ulb_________ . ________________. .39 .25 .29 .29 .29 (H).39 (LS). 25 .29 .33 .29
Potatoes, white, 5 1b. bag, US. 1.______________. .69 .39 .59 (H). 69 .59 (H). 69 49 (L).39 (H). 69 .59
Carvots, LIb_ .o ... .29 .24 .29 (H). 29 H) 29 (H). 29 (H).29 (L) 24 .27 (H). 29 (H). 29
Chuck roast, boneless, 1 Ib., U.S. Chojce___. .99 .75 .95 (LS).75 (8).79 .95 .96 1} (H). 99 .95
Spareribs, pork, 19b____._________________ .89 .69 .81 .79 (H) 89 .79 .85 w. 69 .83 .84 .79
Pork chops, center cut, 1 Ib., loin . 1.45 1.09 1.29 (H)L. 45 1.29 1.29 (L1.09 1.23 1.29 1.29
Chicken, frying, 1 ib., cut up ___________________ .47 .35 .45 .39 (H). 47 .45 .45 .45 (L).35 (LS).35 .45

Mrlk whole grade A vitamin D, 14 gal., store .
______________________________________ .59 .59 .59 (L).59 (L). 59 (L).59 (L).59 (L).59 (L).59 (L).59 (L).59
Eggs Iarge ldoz,Grade A___._.____..._....... .59 .49 .50 .50 (H). 59 (L). 49 .53 .53 .50 (L). 49 (L). 49
SUbtOtal e 6.52 (NY6, 62 6. 51 6.82 5.85 (N)6.16 (N)6. 66 6.53
Rank L 4 6 3 8 1 2 7 5

Items with no quality variation:

Cream sandwich cookie, 1502, Oreo._________.__ .53 .49 .51 (H). 53 (L).49 (H).53 (H). 53 .51 (L). 49 .52 .51
Rice Krispies, 13 0z., Kellogg's. ... . .59 .54 .54 (L). 54 .57 (L). 54 (H). 59 (L).54 L). 54 (L). 54
Applesauce, 15 0z., jar, Motts. ... .29 .25 .26 (H). 29 0 .26 (H). 29 0 L). 25 .26
Fruit cocktail, canned, 17 oz., Dei Matte . .33 .25 .30 (H). 33 .31 ). 27 (H).33 .29 29 (LS). 25
Grean beans, cut canned 16 oz., Del Monte. . .32 .25 .27 (H) 32 (L). 25 .28 .30 .27 27 (S). 25
Sugar, 5 Ib., Dominio_ . ... .73 .69 .69 (L).69 (L). 69 (H). 73 (L).69 (L).69 (). 69 (H).73
Instant rice, 11 oz., Uncle Be .45 .41 .44 (H) 45 0 .44 (L).41 (H). 45 .43 .44
Grits, 24 oz. Quaker ________ .33 .27 .28 (H). 33 .28 .29 .31 .30 (L) 27 .28
Spaghetti thin 1 ib., Moeflers. . .31 .27 .27 (. 27 (H). 31 .27 (L 27 .29 (L).27 (L).27 L).27

0ST



Instant coffee, 6 0z., Maxwell House. ............ 1.29 1.05 1.08 (L)1.05 (H)1.28 1.09 1.1 (L)1.05 1,07 (L)1. 05 1.09
Tea bags, 48 bags, Lipton. ___..___ .69 .55 .61 .61 $H). 69 .61 (L). 55 (H). 69 (8).57 .61 .61
Shake N'Bake for Pork, 236 oz. .29 .23 24 ) H). 29 .2 .2 .25 (L. 23 .24 .24
Cooking oil, 24 oz., Wesson... . 69 .58 5 .59 (H). 69 .59 . .63 .5 (L).58 .63
Bacon, 1 Ib., Briggs...ccc veooenaoe 89 .69 89 (H). &3 (H). 89 (H). 89 (H). 89 (5).75 (L).69 (56. 79 (H). 89
TV dinner, chicken, 1114 oz, Swanson . .69 .58 . 6. (H).69 .63 .65 .65 (L).58 .6
Hotdogs, all meat, 1 1b., Briggs.._ .. R 95 .69 77 (LS). 69 (H). 95 .85 .85 (8).75 .76 .9 (3).75
Butter, 1 1b,, Land O'Lakes._.._... 77 .84 8 .8 (H;. 87 .85 .86 (L). 84 .85 .85 .8
Margarine, stick, 1 tb., Blue Bonnet. R 38 .36 36 .3 (H). 38 (L).36 .37 .3 gL). 36 (L). 36 (L).36
Ketchup, 14 0z., Heinz_...._.... 33 .29 30 (H).33 .30 .30 .30 (H). 33 L). 29 (L).29 .30
Mayonnaise, 32 oz., Hellmann's____ 79 .69 73 7 (H).79 .73 .79 (H).75 (L). 69 .72 .73
Peanut butter, creamy, 12 oz., Skippy. - 49 .45 47 (L). 45 (H). 29 (L). 45 (H.)49 (H). 49 Ny (L). 45 .47
Sirup, 12 0z., Log Cabin_....._.._... 45 .38 40 (H). 45 (H). 45 .39 .42 (H). 45 .39 (L). 38 .39
Baby formula, liquid, 13 oz., Enfamil 35 .30 32 .3 0 .32 .33 (H). 35 L). 30 .31 .32
Soup, tomato, 1034 oz., Campbell’s_. - .14 .12 12 (L). 12 L.12 (L). 12 .13 (H). 14 L).12 (L). 12 (L).12
Pork and beans, 16 oz., Campbell's... .- .18 .15 .16 .1 (L).15 .16 .16 (H).18 .17 .16 .1
Orange juice, frozen, 12 oz., Minute Ma .- .57 .51 55 (S).53 0 (LS). 51 .55 (H).57 .55 .5 (H). 57
Soda, 1 6-pack, 6-12 oz. cans, Coke.... 1.05 .99 1.03 1.01 1.03 1.03 1.0 (L). 99 (H)1. 05 1.03
Bleach, 1 gal., CloroX_ ..oooocooe-. 59 .49 55 .55 {L). 49 .55 .55 (H).59 . .54 .55
Detergent, laundry, 49 oz., Tide.__. 83 .69 76 (S).76 (LS). 63 (S).76 (5).76 (H). 83 (5).76 .79 (S).76
Detargent, dish, 32 oz., lvory___._.__.. 95 .78 79 .79 (H). 95 .79 .8 (8).83 (L).78 .79 .7
Toilet paper, 1 ply, 1 1000-tissue roll, Sc 18 .15 15 (L. 15 17 (L. 15 L. 15 (H).18 (L).15 (L. 15 (L. 15
Toothpaste Crest 6.75 oz, with Floristan 89 .69 80 .79 §H). 89 .75 .81 (S).81 gL; 6 .79 .81
Aspirin, 100 tablets, Bayer 89 .68 n .69 H). 89 .69 .79 (H). 89 L). 68 .69 .73
EYTY 1 (] PP P 17.45  (N)18.69 17.41 17.78 18.20 (N)16.79  (N)17.19 17.46
RANK- e e e e e et et oo emcaecma e e e eweeeemsemmeeesmeeenemamoanen 4 8 6 7 1 2 5
Total. oo e e ceeecccceameneeeeeeee V2186 L 23.97  (N)25.31 23.92 24.60 24.05 (N)22.95  (N)23.85 23.99
4 8 7 6 1 2 5

1 Selective shopping list.
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CONVENIENCE STORES JULY 30, 1971

High Low Median Safeway 7-11 High's D.GS. Independent
Baktml and cerea;:
ite bread él pound, Wonder). .- ... oo enian $0.35 $0.29 $0. 30 1$0.29 2$0.35 $0.31 1§0.29 $0.30
Sugar Frosted Flakes (10 ounces, Kellogg’s)e ee o - - oo - .51 .3 .47 1,39 .49 2,51 .45 .47
BT .68 .84 .82 .74 77
L L 1 5 4 2 3
airy:
Milk, whale (34 gallon, store brand) . ... ... oooooooiooo.. $0.77 $0.59 $0.63 130.59 $0.63 1$0.59 $0.72 2%0.77
Eggs, large grace A (1 dozen, store brand)_._..________ .. __.. .. . .6 .49 .67 1,49 .67 .65 .67 2,69
B U 108 1.30 1.24 1.39 1.46
L S U 17 37 2 4 5
Staples:
Sugar (2 pounds, DOMINIOY - - - o oee i eiaannas §0.49 $0.37 $0.45 1$0.37 $0.45 $0.45 $0.41 130. 49
Instant coffee (2 ounces Maxwell HOUS®@)~ o - oo omooeeeoaae . .73 .55 .69 1.55 2,73 .73 .69 .69
SUBtOtal oo e e e e e e e e e .92 1.18 118 110 1.18
RANK e oo et e e 1 3 3 2 3
Nonfood:
Bleach (1 quart, CloroX). ... ... .. ... ... $0.34 $0.24 §0.31 1§0.24 $0.33 $0.31 $0.26 2 $0.34
Detergent, lauadry (20 ounces, Tide). .49 .38 .49 1,38 2,49 2,49 .44 2,49
Aspirin (24 tablets Bayer? ...................... .45 .33 .45 1,33 2,45 2.45 .37 2,45
Sanitary napkins (box of 12 regular, Kotex) .55 .48 .55 1,48 2,55 2,55 .51 2,55
Subtotal 1.43 1.82 1.80 1.58 1.83
1 4 3 2 5

491



Processed meat:

Bacon (1 pound, Briggs) .o e o e e e cmamanan $0.99 $0. 89 $0. 95 1 $0. 89 230.99 $0.95 1$0.89 $0.95
Hot dogs, all meat (1 pound, Briggs). -« cemmn oo imm i eaiaeaaas .99 .75 .89 1375 .85 2,99 .89 .
SUBOYA] - o« oo oo o e e cmemm e mmmmmmemmmmeeeeasesemmteaieommeemeannos 1.64 1.94 1.94 1.78 1.84
ROMK e e e e e e e e oo e e e e e mm e meseeemmmemmem—eaceesesmasaeceaemnmmmamaramevemaaseoseosonemaeomoa 1 4 4 2 3
Miscelianeous:
Peanut butter (12 ounces, Peter Pan)_ ...« cicieimiaiiiiaiainan $0.63 $0.45 $0.59 150.45 $0.59 230.63 $0.53 $0. 59
Soup, chicken noodle (1035 ounces, Campbells). . ... . ..ooo.o... .26 .16 .25 1.16 .25 .25 .23 2.26
Mustard (9 ounces, French’s). .. ... oo iim i .25 .18 .25 1,25 2.25 1,25 1,25 .25
Orange juice, frozen (12 ounce, Minute Maid)__ ... .....ooccoc oo .73 .56 .57 .65 .65 2,73 1,56 .63
Soda, 1 6-pack (6 12-ounce cans, Coca-Cola).__.cocmmononnaaeaeas 119 1.03 1.09 11.03 21.19 1119 1.08 .09
SUBOta) et eeaceememmmmseesesmeemeeseeemecococonoe 2.39 2.93 3.05 2.65 2,82
RANK e e e e e e e e e e e oo e —mmeemmmeeemesmMeesmeeeeemasmemmeeee-eesememecas-sesc-ssses-esacaas 1 4 5 2 3
Tl e e e e e e e e e eememmammmmaneesemeceamecae-emceemesecmas-esessses-scmecscenaoe $8.14 §10.01 $10.03 $9.24 $9.90
RANK e e e e e e et e e e e e e vmmmmmmmmmmmesaemeac—e-aeemem-eemeeamemmesemmmsesececsmacmesanns 1 4 5 2 3
B ) ORI $10.03 $8.14 89,86 e e e eeeemcmeteecmemmenenem————-
1 The lowest price. - Source: Prices reported by shoppers from Consumer Action staff, U.P.0.; Consumer Action Com-
3 The highest price. mittee, District of Columbia Democratic Committee; Virginia Citizens Consumer Council; Maryland
2 [tems on sale. Consumers Association,

Note: Safeway, median price of 3 stores; 7-11, median prices of 9 stores; High's, median prices of 7
stores; D.G.S., median prices of 6 stores; independent, median prices of 7 stores.

ee1
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Price differences between Safeway and convenience stores, July 29, 1971, percentages
show how much higher than Safeway’s price the convenience store price was—

7-11: Percent | High’s: Percent
’ Milk L _____ 7 Milk____ o _____. 0
Bacon_______ . ___________ 11 Wonder bread. .__________ 7
Orange juice_.___._.______ 14 Bacon.__________________ 8
Coke_ o ._. 15 Coke. _ . _________ 15
Kotex________ . __.____ 15 Kotex__ . _______. 15
Wonder Bread. ________.___ 20 Sugar . _____ . _______ 22
Sugar-___________________ 22 Orange juice_______.______ 28
Frosted Flakes.___________ 25 Clorox_ . ________________ 29
Hot dogs_ .. ________ 27 Tide___ . _._. 29
Tide o _._. 29 Frosted Flakes____________ 3
Peter Pan________________ 31 Hot dogs. oo ____. 31
Instant coffee.______.___.___ 33 Eges ... 33
Bayer ... __ . __________ 36 Instant coffee_____________ 33
Eggs o . 37 Bayer_____________._____. 36
CloroxX . oo 37 Mustard_ ________________ 39
Mustard. . ... ________ 39 Peter Pan._______________ 40
Chicken soup. . _.__.______ 56 Chicken soup_ _._.________ 56
D.G.S.: Independent:
Orange juice . ___._____. -2 Wonder bread_ . ______.____ 4
Wonder bread. . __________ 0 Coke_ . _______ 6
Bacon___ . _._.___._.__ 0 Baeon_ __ ___._.____.______ 7
Coke_ . 5 Orange juice_...__________ 10
Kotex___________________ 6 Kotex_ .. ________ 15
Clorox_______________.._. 8 Hotdogs_ .. ______.___ 18
Sugar__ . _____ 11 Frosted Flakes____________ 20
Bayer . __.______________ 12 Instant coffee___ .. ___.____ 25
Frosted Flakes___.________ 15 Tide_ - _____. 29
Tide oo _. 16 Milk ___ . ___ 30
Hot dogs_ - ________ 18 Peter Pan________________ 31
Peter Pan__ . __.________ 18 Sugar.______ . ____________ 32
Milk. . ___ 22 Bayer_______________.____ 36
Instant coffee. .. _.________ 25 Mustard. - ____._________ 39
Bggs . ____. 37 BEggs . 40
Mustard . _ . ___________ 39 Clorox_ ... . __________ 47
Chicken soup__._.________ 44 Chicken soup_ - _.________ 62
Fresh meats: Fresh meats:
Chicken..___._________ —27 Chuek roast_ . ________ 4
Chuck roast_____.____ —11 Spareribs_ . _.__._____ 9
Pork ehops.._._.______ 0 Chicken__________.____ 9
Spare ribs____________ 4 Pork chops___________ 11

Chairman Proxmire. The final question is you raised some legal and

constitutional questions about portions of the policy. You are partici-
pating in a court challenge on accelerated depreciation announced ear-
lier this year. Can you be a little more specific, Mr. Nader, about the
legal questions you referred to today and do you intend to challenge
any part of the President’s package yourself?

Mr. Naper. Yes, I would like to make some comments. T consider
the trend here in the administration a very serious encroachment on
the congressional powers, and I would hope that Members of Congress
would share that concern in the forthcoming few weeks.

Chairman Proxmire. Specifically.

Mr. Naper. Specifically, the accelerated depreciation arrangement
which permits a faster write-off than the accelerated depreciation pro-
visions that have been already in effect. They permit an accelerated
depreciation faster that the life use of the equipment. That, in the
judgment of former Internal Revenue Commissioner Mortimer Cap-
lin, and the leading tax experts at Yale Law School, University of
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Pennsylvania Law School, and others throughout the country, that
action is not authorized by the Internal Revenue Act at all.

Chairman Proxmire. How about the constitutionality and legality
of the freeze itself?

Mr. Naper. Now so far as the constitutionality and the legality of
the freeze itself I have no details to offer. I have had no time to study
the issue at all but I would hope this becomes also a source of inquiry
for the committee.

Chairman Proxaare. Any other parts of the new program? Acceler-
ated depreciation as you have told us was put into effect quite some
time ago, the new program.

Mr. Naper. Yes; the other one is the import surcharge.

Now, the authority here cited in the administration’s statements is
the Trade Expansion Act of 1962 which states, the citing is 19 United
States Code, section (b), it states:

The President may, at any time, terminate in whole or in part any proclama-
tion made under this subchapter.

Now the Trade Expansion Act was passed by the Congress to in-
crease international trade and to reduce trade barriers. Whether or
not this can be construed to increase a surcharge on imports is certainly
a serious question to probe. I am not prepared at this time to make a
judgment either way.

Chairman Proxmire. Hasn’t that been done by a number of other
countries under GATT, under the treaty itself? Didn’t Canada do it in
1962? Didn’t other countries do it?

Mr. Naper. Yes, there is a provision in GATT which indicates ob-
viously if there is an emergency situation and the like there can be
deviation from the provisions. However the question here is not wheth-
er the United States can do this. My question is whether the adminis-
tration can do this without the authority of Congress under the Trade
Expansion Act of 1962, and that, I think, deserves inquiry.

Chairman Proxmire. Do you intend to bring any legal action on
that?

Mr. Naper. Pardon.

Chairman Proxaire. Do you intend to bring legal action yourself?

Mr. Naper. No; not on that for two reasons. One, I don’t think the
import surcharge is going to be around very long (though it is impor-
tant to make that legal determination for future action), so it may be
mooted by the time a suit is filed.

Second, there are very serious problems of standing, of citizens hav-
ing standing to sue, and that is why there is so much reliance on the
Congress to do what the citizen simply cannot do under the present
legal system.

Chairman Proxagre. One other point: How about the contractual
obligations to pay higher salaries and wages? Contracts have been
entered into in good faith by both parties and agreed to prior to this
freeze. What authority or right has the President got to void or to
pospone those ?

_ Mr. Naper. Well, certainly the Constitution has a provision protect-
ing the sanctity of private contracts, and if the President is going to
have sufficient authority to override that he is going to have to show,
I suppose, to the appropriate adjudicative body, if it ever comes to
that, that there really was an emergency which counteracts that partic-
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ular constitutional provision by other constitutional provisions that.
grant him these powers elaborated through statutes. You see 1t is
basically two sources here, one, that says thou shalt not interfere with
private contractual rights, and arrangements, and the source that says
thou shalt be concerned about the state of the Nation in serious times,
and then statutes based on that constitutional authority.

As far as T am concerned I think that there are some ver strong
cases to be made here. Let’s assume that the President does have au-
thority, does he have as much authority as the following case study,
where a union contract is signed a year ago and it provides for wage
increases in direct proportion to productivity increases of labor, and
during the 90 days the productivity increases go on, the wages are not
increased, and they are not to be retroactively applied, which means
a clear windfall to the corporation in violation of the contract between
union and management. That goes pretty far.

Chairman Proxmire. Mr. Nader, I want to thank you very, very
much. You have been most helpful and we deeply appreciate it.

Mr. Naber. Mr. Chairman, there is just one more point Mr. Stanton
would like to make for the record.

Chairman Proxmire. All right, Mr. Stanton.

Mr. Srantow. Sir, you asked two questions dealing with the in-
vestment credit in contrast with the ADR system. One question dealt
with, Would a consumer favor the accelerated depreciation regulations
or whether he would favor the investment credit ?

.Chairman Proxmire. We wanted to know whether you would favor
it.

Mr. Stanrton. We would favor it. T would suggest the more impor-
tant question is which of the two devices would be more effective in
stimulating the economy, and I believe there is general unanimity, even
including Treasury economists who, before this became a political
issue, had the misfortune to publish papers that the investment credit
is far more effective as a stimulus to the -economy, particularly in the
short run than the ADR system which, as even a leading proponent of
the system explained, would take at least 18 to 24 months to have any
impact whatsoever.

The second question was with respect to why we should have ret-
roactivity to April 1 with respect to an investment credit. On Janu-
ary 11 of this year, President Nixon announced that he had that day
approved certain changes in the administration of the tax laws which
were the ADR system. At a press conference that afternoon the Secre-
tary of the Treasury, David Kennedy, stated that the administrative
route was selected rather than going through Congress because, and
this is almost a direct quote, they wished to avoid the uncertainties
of the legislative process.

It turns out that avoiding the uncertainties of the legislative process
is not a luxury but an actual violation of constitutional separation of
powers, as has been charged by approximately a dozen leading tax law
professors across the country.

On April 27, Secretary Connally was concerned about the increas-
ing uncertainty in the business community as to whether or not busi-
nessmen should rely on the regulations. At that time in a speech to
the Chamber of Commerce he stated flatly as a means of inducing at
least some investment decisions that were there, and investment credit,
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it would be retroactive to April 1. In that sense then, as a means of
inducing the business community to make prospective investment
decisions the April 1 date does have some validity.

Chairman Proxmixe. I understand that but after all the Secretary
of the Treasury speaks for himself.

All he can say 1s he will do his best, he cant very well speak for me
or any other Senator.

Mr. SraxroN. Yes, sir; I agree completely.

To complete the history, on June 22 the Treasury finally published
the final regulations of the ADR system artificially making them ret-
roactive to January 1 of this year. Almost immechately thereafter on
the same day the business community was informed that a law suit
was pending. Within about 10 days a Jaw suit was filed in Federal
district court and it will be argued by the dean of the Pennsylvania
Law School, Dean Bernard Wolfman, which is some indication of
the seriousness of the law suit.

To our best information there has been no substantial or no signifi-
cant business reliance on the ADR svstem which requires certain very
difficult accounting proceedings. In terms of stimulating the economy
I respectfully suggest that the ADR system could be replaced with an
effective investment credit along the lines suggested as the half a loaf
position, and this would be much more effective.

Chairman Proxmire. Thank you, gentlemen, very, very much.

The committee will reconvene at 10 o’clock Monday morning to
hear Paul Porter, George Taylor, and Mike DiSalle, three very ex-
perienced administrators of the past price administration and I am
sure with a great deal of wisdom on the present problem.

Thank you, very much.

(Whereupon, at 1:35 p.m., the committee was adjourned, to recon-
vene at 10 a.m., Monday, August 23, 1971.)
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THE PRESIDENT’S NEW ECONOMIC PROGRAM

MONDAY, AUGUST 23, 1971

Conoress OF THE UNITED STATES,
Joint Ecoxomic COMMITTEE,
Washington, D.C.

The committee met, pursuant to recess, at 10:05 a.m., in room 1202,
New Senate Office Building, Hon. William Proxmire (chairman of the
committee) presiding.

Present : Senator Proxmire.

Also present: John R. Stark, executive director; Loughlin F. Mc-
Hugh, senior economist; Richard F. Kaufman and Courtenay M.
Slafer, economists; TLucy A. Falcone, research economist; and
Walter B. Laessig, economist for the minority.

OrENING STATEMENT OF CHAIRMAN PROXMIRE

Chairman Proxmrire. The committee will come to order.

Today we continue our hearings into the President’s new economic
program. In the past 2 days, we have heard from five distinguished
economists who gave some extremely valuable insights. We have also
heard from a very able consumer spokesman, Mr. Ralph Nader.

Today we turn to some of the outsanding experts in the country on
the subject of wageand price administration. They are the officials who
handled the responsibility on a day-to-day basis in previous
emergencies.

It is clear from our own observations and the testimony to date that
there are extremely difficult problems involved in administering a
freeze and even more troublesome ones waiting in the wings for the
end of the freeze period on November 12. T can think of no one whose
contributions could be more valuable than those of our three witnesses
here today. We are very proud and very pleased to have you gentlemen
appear before us.

Our first witness is Paul Porter, who served as a Deputy Adminis-
trator in the OPA in the early days of World War IT and later as Asso-
ciate Administrator of the War Food Administraton. In 1943 and 1944,
he was an Associate Director of the Office of Economic Stabilization.
Finally, he served as Administrator of the OPA in 1946. He has served
in many other distinguished capacities and is presently one of Wash-
ington’s outstanding lawyers.

Mr. George Taylor is a professor of labor relations at the Wharton
School, University of Pennsylvania, where he has served since 1949.
He was vice chairman and chairman of the War Labor Board from
1942 to 1945 and he was chairman of the Advisory Committee, Office of
War Mobilization, in 1946 and 1947. He became chairman of the War
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Stabilization Board during the Korean war and is still a member of
the President’s Commission on Labor and Management Policy.

Our witnesses will be joined by Michael V. DiSalle, formerly mayor
of Toledo, Director of Price Stagilization-ixl the Korean war, Director
of Economic Stabilization in 1952. He later served as Governor of
Ohio and in many other distinguished roles in an outstanding career.
He, too, is presently practicing law in this city. )

Gentlemen, we are delighted to have you. Mr. Porter, will you
start off?

STATEMENT OF PAUL PORTER, ATTORNEY AT LAW,
' WASHINGTON, D.C.

Mzr. Porrer. Thank you, Mr. Chu- =

I am glad to accept the committee’s 1., .
no prepared statement but I have over ‘the .. onouu woue @ 11vue ro-
search, and I have some statistics that I would briefly like to refer to
reflecting the experience that George Taylor and I shared, and later
Mike DiSalle, attempting to administer wage and price control.

First of all, let me say I endorse and support the President’s policy
for the 90-day wage and price freeze. As I shall subsequently observe,
what happens after 90 days, I think, is the critical and 1mportant
thing. ' ' o

Now both OPA and OPS issued price freezes which remained in
effect throughout the period of regulation, although subsequently
modified by special regulations and exemption procedures. In each case
this freeze came after a 6-month period of very severe inflation, and
was intended to prevent further inflation at the cost of some injustice
until a more detailed pattern of regulation was begun and the neces-
sary bureaucracy was assembled. e

or example, in the 6 months following Pearl Harbor, December
1941 through May of 1942, the Consumer Price Index increased at
the rate of 1 percent a month. In May of 1942 prices were ordered
frozen at the March 1942 levels by the general maximum price regula-
tion,

Chairman Proxmrire. Mr. Porter, when you say prices increased
at the rate of 1 percent a month, are you talking annual rate or was
that the actual increase for each month ?

Mr. PorTER. Actual increase for each month.

Chairman Proxmrire. The annual rate was around 12 percent?

Mr. Porrer. Yes, sir. After the General Max, as it was popularly
known or unpopularly known, I might say, the next 12 months the
rate of increase was slowed down to about 0.65 percent per month so
it did work, but the greatest proportion of those increases

_ (th:;irma,n Proxmrre. What you did was you cut it in half, is that
right?

Mr. Porrer. T am talking about after the general maximum price
regulation of 1942 was put into effect, and the rate was then 1 percent
amonth, slowed down to 0.62 percent a month.

Chairman Proxmrr. So, from 1 percent to 0.62 would mean it was
cut about in half,
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Mr. Porrer. Cut about in half and the biggest proportion of that,
Mr. Chairman, represented agricultural commodities which were not
then under regulation.

Chairman Proxmire. I see.

Mr. PorrER. Now, in April 1943 there came the hold-the-line order,
and over the next 3 years the rate of inflation was slowed down to
0.18 percent or a total of 6.6 percent for a period of 37 months, which
at the time wasa very commendable record.

During the period of June 1946 to March 1947 prices were decon-
trolled very rapidly, and after V.JJ-Day, the lid was taken off prac-
tically completely.

During this 9-month period the Consumer Price Index increased
17.3 percent or an average of nearly 2 percent per month.

Now, the Seccnd World War experience in rents shows even a
greater stability than prices in general, and I take particular pride in
this because I was the first Federal Rent Administrator being ap-
pointed in March of 1942. By August of that year we had over 400
defense rental areas under regulation. We not only froze the rents
but we rolled them back. In the 6-month period following Pearl
Harbor, rents had increased at the unbelievable rate of 32 percent per
month. You recall the housing shortages at that period, the influx of
the labor supply into the congested shipyard areas and defense plants,
but during the 1 year following the general freeze rvents declined,
actually declined, at the rate of 0.14 percent as opposed to an increase
of 0.65 per month in the Consumer Price Index. And.in the 3 years
following the hold-the-line order rents increased only slightly as
opposed to 0.01 percent per month as opposed to 0.18 percent per
month in consumer prices.

Chairman Proxyire. You say 0.017

Mr. PortEr. 0.01.

Chairman Proxmire. And this was one-one-hundredth of 1 percent.

Mzr. PorrEr. Precisely.

Chairman Proxarre. In other words, practically stable.

Mr. Porter. Well, rents remained under control during the initial
period of decontrol, and increased only by six one-hundredths of 1
percent per month from July of 1946 to March of 1947 at a time
when the Consumer Price Index was going up at the rate of about
2 percent per month.

Then came decontrol but from March 1947 through December
1948 when controls were eased to allow increases in rents, rents
increased at about a half of a percent per month or a total of 8.6
percent in the year and a half period. but the increase between
June and December of 1947 was more than the entire prior §-year
period under controls.

In other words, the rent control was held at about 1 point during
the period of the war.

Now, if at_this point I may indulge in a little personal reminis-
cense I would like to volunteer gratuitous advice to my friend John
Connally, because the role of a price controller as Mr. DiSalle will
verify, as well as Mr. Taylor, is not a happy one. My secretary
dug out over the weekend what I consider one of my most price-
less momentos. It was from Headlines, a publication of the
National Real Estate Association on the occasion of my resigna-
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tion from the Stabilization Board and return to the private sector.
There was this tribute that was paid to me:

Farewell to Porter.

Paul Porter has announced his resignation.

He'll probably beat the bouncer to the door by a hop and a skip. Eight mil-
lion small property owners will cheer the bouncer.

He was a faithless public servant. He was given vast discretionary power by
a trustful Congress.

He was given a blueprint of fair procedure in dealing with rents. Rents
were to go up if taxes and costs went up. The directive was clear. He followed
no part of it.

Paul Porter had in his hands the saving and welfare of eight million small
owners of rental properties, mostly one- to four-family homes.

He chose to ignore every tenet of decency and good faith.

In no area did he increase rents in spite of increased taxes and costs.

His kangaroo court gave relief almost wolely to owners who invested more
capital, which as I read the statute is what we were supposed to do.

He misrepresented facts to Congress when he said that owners had better in-
come by reason of more tenants when 90 percent of the owners had not.

He ridiculed millions of small people, whose property the Government had
seized and held, in their utter helplessness.

He compelled owners living on reduced incomes from services rendered, to
subsidize tenants whose incomes were doubled or tripled.

He was the polished demagogue, the stooge for left wing planners of a prole-
tarian dictatorship.

I consider this, Mr. Chairman, one of my priceless mementos be-
cause rents did not move

Chairman ProxMire. Are you saying, Mr. Porter, that your advice
to Mr. Connally is to be tough, to provide no exceptions, to insist on
full and complete enforcement right across the board ?

Mzr. PorTEr. For the first 90 days, yes, and thereafter as long as he
can get away with it. [Laughter. ]

Chairman ProxMire. Very good.

Mr. Porter. I have commented on rents and I am sure that your
very capable expert staff has these data but I have a table here that
T would like to offer for the record that shows the behavior of prices
beginning with December of 1941 through December of 1948, and I
think this statistically reflects in a rather dramatic way the impact of
the general maximum price regulations and the hold-the-line order,
and T will ask Mr. DiSalle to update that when he assumes juris-
diction.

Chairman Proxmire. Without objection, we will print that in the
record at this point.

(The table referred to follows:)

May 1942 May 1943 June 1946 March 1947

December (general (hold-the- (beginning  (most items December
1941 maximum) line order) of decontrol) decontrolled) 1948

110, 5 116.6 125.1 133.3 156.3 171.4
108.2 109.9 108.0 108.5 109.0 119.5
93.6 9.8 104.1 li2.9 149.5 162.2

1 Source: ‘Consumers’ Prices in the United States 1942-48 ' Bureau of Labor Statistics Bulletin No. 966. 1935-39 = 100
2 Source: Bureau of Labor Statistics Bulletin Nos, 718,736, 759,920, March 1948 and December 1948 releases. 1926 = 100

Mr. Porrer. During the Korean war, as Mr. DiSalle can testify,
the experience was somewhat similar. Prices were relatively stable
in the first half of 1950, prior to the North Korean invasion in June.
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Beginning in June, however, retail prices increased at a rate of over
1 percent per month while wholesale prices increased by over 1.5
percent.

Now, Mr. DiSalle then ordered a general freeze under the general
ceiling price regulation, as it was then called, which was instituted
in 1951, January 26, 1951, to remain in effect until March of 1953. At
that point there was no significant inflation following decontrol, and
I have here a brief summary of the behavior of the Consumer Price
Index, the housing or rent index from February of 1950 through
March of 1954, to show the Consumer Price Index, using February
of 1950 as 104, it rose to 114.8 by March of 1954, which was a rela-
tively stable movement pricewise. Housing which included shelter
as well as rents moved from 104.6 in February of 1950 to 118.9 in
March of 1954. ‘

The parallels to the current situation are obvious. A general freeze
on prices was invoked in each case to stabilize the situation followed
by the issuance of more selective controls to alleviate the inherent
arbitrariness and the inequities of the general freeze. In brief, T think
that a freeze buys the time necessary to work out further controls
after gathering the staff necessary to enforce them.

But, as I have indicated in this tribute paid to me by the real estate
association, both OPA and OPS were unpopular agencies. The reac-
tion of organized labor in the current wage and price freeze as well
as the confusion surrounding it, indicates that controls in 1971 will
probably not differ in popularity from earlier occasions, that is, from
the busiess community and labor. I do hope they receive general
public support. And the issuance of controls in peacetime, I think it
can safely be predicted, perhaps will meet more public opposition
than did the earlier controls in wartime where a certain degree of
sacrifice could be demanded. '

Now, the points of difference between the contemporary situation
and those of the wartime situation are equally obvious.

The rate of inflation which triggered the present controls is far
less than the approximately 1 percent a month that was present in the
prior cases of Korea and World War IL. The most recent Consumer
Price Index shows an annual rate of change of 3.9 percent for the
6 months ended in July. The wholesale price index, however, shows
the seasonally adjusted annual increase of 4.7 percent for the 6-month
period ending in July and that is the highest rate in recent years.

The increase in wholesale industrial prices in July, for example,
was 0.7 percent, which is the fastest monthly rise since 1965.

Now, I think that the important difference, Mr. Chairman, is that
the necessity for controls during the OPA and OPS was created by
a wartime situation in which demand far exceeded supply. As a mat-
ter of fact, we used to maintain at the agency a chart, which I was
unable to find, and I would have it updated each month, called the
inflationary gap. I am sure Mr. Taylor and Governor DiSalle are
completely familiar with the inflationary gap. These data were taken
from the Burean of Labor Statistics and represented the measure of
available consumer purchasing power as against available goods and
services, and during those war years there was an unprecedented rate
gf savings above Income, 20 percent above income for a period of
3 years. '
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Now, the major problem in holding down prices in these years in-
volved the uncontrolled products such as agricultural goods which
were in short supply and whose costs increased at an extraordinary
rate. And I am sure we can all recall the grave difficulties we had
with our subsidy program efforts to maintain a stable cost of living.

Tor example, all food prices increased by 17.6 percent between
May of 1942 and May of 1943, 17 percent in 1 year. Some foodstuffs
were brought under control during that period, but those that were
not controlled before October 1942 showed a price increase of 62.3
percent.

Chairman Proxaire. What period was that?

Mr. Porrer. That is before October 1942, and in a 1-year period.

Chairman Proxmire. One year period ending October 19427

Mr. PortEr. One-year period ending October 1942. Foodstuffs which
remained

Chairman Proxmire. How much of the food production was not
under control, what proportion, a third of it, half of 1t ?

Mr. Porrer. Over half, Mr. Chairman.

Chairman Proxmire. Over half, and that half increased 62 percent?

Mr. PorTER. Sixty-two percent.

Chairman Proxmire. In 1 year.

Mr. Porrer. Yes.

Chairman Proxmire. How does that square with the figures you
have given us before on the increase of cost of living in view of the
fact that you have more than half of the food increasing 62 percent in
price?

Mr. Porrer. I think the Consumer Price Index will show the com-
ponents, rent is 25 percent or it was then. That was the important
thing, keeping—25 percent of the wage earner’s income went for rent
or shelter, and my mandate was to keep that down and other costs
would be more easily controlled, wage levels, et cetera. Food prob-
ably about 30 percent, maybe a little more. I am sure Mr. Taylor must
remember those figures, around 30 percent is my recollection. But
there were certain foodstuffs that were, remained uncontrolled
thronghout the year that showed a fantastic increase of 73 percent
during that same period.

Now, it is my understanding that no such inflationary force reflecting
shortages in supply appear just now. Indeed, the major inflationary
force appears to be wage settlements which, in turn, are followed by
price increases. In other words, as I think some of the economists, and
I am no economic pundit, put it, that in the war days there was a
demand push that created inflationary pressures. Today there appears
to be the cost push, and I think this leads to the thing that T hope that
this committee, Congress, as well as the Cost of Living Council will
give careful consideration to during the next 90 days.

In November of 1970, and I am talking now about recent wage settle-
ments, in November of 1970, the United Auto Workers obtained a settle-
ment with General Motors involving a 25-percent increase over 3 years.
The Ford settlement followed the same lines, and Ford immediately
announced 1its third price increase on 1971 cars. A price increase of 3.9
percent on 1972 models was announced by GM while Ford was con-
sidering a 5-percent increase. Now, presumably these increases have
all been canceled following the repeal or the recommended repeal of
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the automobile excise tax and the wage-price freeze, but even a higher
settlement was given to the rail workers by Congress in December of
1970, 13.5 percent increase retroactive to January 1970. The rail work-
ers subsequently negotiated a 42-percent increase over 42 months,

The can industry settlement in the spring of 1971 set the pattern, as
we know, for subsequent agreements. It gave the workers a raise of
approximately 31 percent over 3 years, including an unlimited cost of
living clause, escalation clause. Following the wage increase, the whole-
sale price index for cans increased from 115.6 percent in April to 124.3
percent in March. And the aluminum settlement was patterned after
the can settlement. Shortly after that, aluminum wire and cable prices
rose by 5 percent, and the aluminum industry has planned, according
to information that I have obtained, to increase prices of fabricated
products by 6 percent in September.

And we also know, of course, that in July the postal workers reached
an agreement with the newly independent postal corporation involving
a billion-dollar increase in labor costs.

Now postage rates, as we all know, have steadily gone up in the past
and a new increase reflecting these higher labor costs is probably in-
evitable.

Also in July the Communication Workers of America signed a new
agreement with the Bell System which gave them a 83.5-percent raise
over a 3-year period. Perhaps in anticipation of such a settlement Bell
had obtained rate increases, and this is in the long lines department, of
nearly a half a billion dollars in 1970 and the first 2 months of 1971.
As of late February 1971 the Bell System had pending before the vari-
ous State regulatory bodies applications for almost $2 billion additional
rate increases; the exact figure is $1,946,900,000.

And, as we know, the most recent wage settlement was in the steel
industry. The new contract price for a 31-percent raise over 3 years.
The larger steel companies immediately announced plans for an 8-
percent increase across the board. This is in addition to the steel price
increases which took place carlier this year.

Now, Mr. Chairman, the reason I made reference to these wage in-
creases, it seems to me that after the 90-day freeze and the mora-
torium, that the critical issue will be for some mechanism, for some
policy, that some legislative authority be developed which will deal
with the problem of dominant power in industry and dominant power
in labor of making these kinds of agreements which have created this
cost-push type of Infiation. There have been suggestions that a selec-
tive price control system may be the answer. I do not know. I do not
have the wisdom other than to suggest the problem, but it seems to
me that possibly, and I know this 1s anathema and a red herring to
most labor and large industry, certain antitrust concepts may be in-
volved here, and that is when a dominant, strong union, doing its job
as best it can on behalf of its constituency, gets together and forces a
wage increase of the settlement of the magnitudes that I have referred
to, and immediately thereafter it is reflected in the price level, that
calls for the wisest consideration that I think the Congress and the
administration can muster. Mr. Taylor will well remember during
his days on the Wage Stabilization Board collective bargaining was
still in process, but under no circumstances would we permit a price
increase as the direct result of a negotiated wage settlement. We said
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the collective bargaining process had to be exhausted, we would take
a look at it and if industry could possibly absorb all or part of a wage
ncrease, we would require them to do so.

As Mr. Taylor can say with all of his experience and expertise, I
think that that contributed somewhat to the moderation at the bar-
gaining table on both sides, a characteristic which has been lacking in
the recent settlements to which I have referred and which, in my view,
are responsible for the problem we are facing today.

_Mr. Chairman, I would be glad to undertake to answer any ques-
tions.

Chairman Proxmrre. Thank you very much, Mr. Porter.

Mr. Taylor, go right ahead.

Mr. TavLOR, Shafi;l I proceed ?

Chairman ProxMIRE. Yes.

STATEMENT OF GEORGE W. TAYLOR, PROFESSOR OF ECONOMICS,
UNIVERSITY OF PENNSYLVANIA

Mr. Tayvor. I sort of agree with Mr. Porter about the worthwhile-
ness of the freeze that was undertaken. I do differ with him with re-
spect to waiting until the end of 90 days before mechanisms are con-
sidered to deal with gross inequities. Especially is this true with re-
spect to some current labor agreements. People do feel that there are
such great inegquities involved in the arbitrary cutoff date. I am not
talking about the substance of our policy but a procedure.

You can say that this immediately leads into bureaucracy. Well, you
do not control wages and prices without some bureaucracy. It cannot
be done solely on a voluntary basis. The voluntary approach indicates
that those who arc good fellows are at a disadvantage compared with
those

Chairman Proxmire. Are you saying you have to develop that
enforcement bureaucracy during this 90-day period and not wait
until the end and put it into effect after the freeze, more than we have
now, sort of an OPA ?

Mr. Tayror. Some due process for people to express their feelings,
deep feelings, about gross inequities.

Chairman Proxmire. You are calling for it right now ¢

Mr. Tavror. I never like to take steps 1, 2, and 3 until I've thought
out 8, 9, and 10. Maybe step 4 has not been thought out in this case.
At step 4 people with a grievance should have a forum before which
they could express their dissatisfaction.

Chairman Proxmire. Well, at the present time, as I understand it,
the administration’s feeling is that the OEP, the Office of Emergency
Preparedness, is some kind of a forum of that sort.

Mr. Tayror. I understand.

Chairman ProxMire. You feel that is inadequate ?

Mr. Tayror. I do feel this is inadequate. The freeze involves very
technical complex questions.

Chairman Proxmre. And you think they should provide this kind
of forum, this kind of opportunity for people to take their inequities
and complaints, that should be developed within a matter of days,
isthat right ¢
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Mr. Taycor. Indeed, and out of the complaints that would arise
from the claimed inequities there might be the straw from which
you can build a policy based upon an analysis of what is taking

lace.
P Chairman Proxmire. I see. So that the kind of forum in which
you develop a more permanent arrangement would merge out of the
complaints that you received, that processing those complaints, the
inequities that you experienced rather than the freeze itself.

Mr. Tayror. At least they would be real complaints and not
imaginary ones so that the 90-day period could provide a means of
really more carefuly evaluating the nature of the problem.

I understand the desire not to have a bureaucracy but when you
get into these fields some bureaucracy, it seems to me, is unavoidable.

So, I do have that footnote to Mr. Porter’s statment.

Mr. Porrer. Mr. Chairman, I would like to say that I did not
intend to imply—I agree with Mr. Taylor—that everybody should
sit on his hands during these 90 days. Obviously, gross inequities
should be considered but I think more importantly planning for what
is called phase 2 should move rapidly forward, that 1s what I intended
tosay.

Chairman Proxmire. I think both of you gentlemen are in agree-
ment on that but I think Mr. Taylor’s position is that there is now
no opportunity for people with a grievance to have a hearing and to
have something evolve out of it and on the basis of it develop an
experience which will permit a fairer ruling or a fairer enforcement
in the future. That is not in existence, that phase at the present time,
isthat right ¢

Mr. Tavror. That is my step 4. I think Mr. Porter and I would both
recommend that after 90 days a solid step 5 should be ready. I think
we can get too complacent about going through the 90 days without
due process and that people, rightly or wrongly, will develop strong
feelings about inequities not covered during the 90-day period.

Chairman Proxmire. I think Congress will be back, having been out
in their States, be back, with a tremendous number of complaints. I
was out in my State this weekend, and by and large they approve it, the
polls showed they approved it, they wanted it, they were fed up with
these inflationary conditions and feel the President has done the right
thing. But many people are very unhappy about the inequitable posi-
tion they have been put in and, as you say, there is no place to go.

Mr. Tayror. Exactly so, and this can boil up a great deal in the 90-
day period.

The same thing applies to strikes about which I am going to talk a
little bit later. It is one thing to say “Don’t strike,” but then you have
to provide an alternative means for developing the differences that are
at issue. This cannot be in limbo either, and it is one thing to say,
“Don’t strike” but quite another thing to say, “Go before this Board
and present your case.” It is related to the first point that I made.

Of course, judgments can differ on whether you can freeze for 90
days without recourse made available to those who have grievances. I
think it is a very dangerous approach to assume. :

Chairman Proxyre. Well, whether you can or not I take it your con-
clusion is you will have a better situation after 90 days if you meet the
legitimate objections in some way.
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Mr. Tayror. Indeed.

Chairman Proxare. At least. hear them and try to find out what
they are and try to modify the situation after the 90-day period is over
in view of the difficulties.

Mr. Tayror. Indeed, this is the basic to the comment I have made,
and T am sure Mr. Porter would add that to his—or I am not sure.

Mr. Porrer. George, I used to have a big pennant back of my desk
which saved me an awful lot of time. It read in letters that high, “Now
take my case”, if yon have some citizens with a price grievance, he
would usually say, “I am against inflation but now take my case,” and
he would look up at my sign. [ Laughter.]

Mr. Tavyror. When I was talking over with my colleagues here about
what I was going to say I said this could be like yesterday’s news-
paper, and Mr. Porter said, “No, it could be archeology.” On the other
hand, sometimes you get something out of yesterday’s newspaper if you
are discerning enough.

The big difference, I think, on the wage side and the strike side in
World War IT, and the Korean war was simply this. We had a no-strike
agreement for World War 11, which we did not have for the Korean
war.

The trouble 'when you have the right to strike and wage settlement
by formula is that you have two methods for determining what the
proper wage is going to be. They give different answers. This was true
i the Korean war, as my colleagues know. The Wage Stabilization
Board at that time set up a formula based on the old Little Steel
formula with modifications. But the right to strike was maintained
and it was legal. Unions could opt for taking the formula or the
strike, whichever served their interest the better. The Wage Stabiliza-
tion Board broke up when the steel workers decided not to follow the
stabilization program, guides, guidelines, but rather to exercise their
right to strike. This is probably the most difficult and disturbing aspect
when a free country goes into the business of limiting the latitude of
both unions and management in respect of the prices which they
charge for their services and products.

Fortunately, in World War II there "was a summit conference, you
know, right after Pear! Harbor in which labor and management and
the Government got together and agreed upon the conditions under
which there could be a-voluntary revocation of the right to strike.

Now, the circumstances were then different than they presently are,
I understand that. But it is well to recall that the labor representatives
said :

We will give up the right to strike if you establish a tripartite board on which
we sit, and we will accept the majority ruling of that board as a substitute for
the strike.

Well, as I look back on those archeological days. the power behind
the agreement was that when a strike did occur it was the responsi-
bility of the labor leaders to get it settled. I must say many of them did
valiant service in taking on that responsibility and going out and
saying, “We agreed not to strike.”

It-was quite different in the Korean war. The wage policy then estab-
lished by the Wage Stabilization Board, because of the retention of the
right to strike, was in reality comparable to the voluntary guidelines
of more recent vintage where the right to strike was also retained.
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I believe that in a country such as ours the way to limit the right to
strike is by agreement of those whose right is directly affected and
who, in the last analysis, have to make the no-strike program work.
This is what is so distressing to me about the announced inability of
the organized labor movement now to cooperate. We ought to be able
to cooperate. This kind of cooperation has to be rebuilt, as it had to
be rebuilt during the Korean war when all the labor representatives
at all levels pulled out from cooperation with the Government. It
was eaxbremely critical that this cooperative endeavor again be reestab-
lished.

Chairman Proxaire. Refresh my memory on that. I do not recall
that. You say during the Korean war the labor Jeaders pulled out of
cooperation with the Government on price stabilization?

Mr. Tavror. They did indeed. May I be personal about this?

Chairman Proxyize. Yes, I wish you would.

Mpr. Tayror. Mr. Truman had asked me to be Chairman of the Wage
Stabilization Board during the Korean war. I felt unable to accept
because you cannot run a wage stabilization program with the right
to strike at the same time. The two routes give different answers. Well,
some things happened and the labor movement all said :

We will not cooperate with any governmental agencies at all.

They pulled out from all of the agencies, I have forgotten the year,
would you remember that—1951, and I remember the President saying :

Our big job here goes far beyond wage stabilization. It is that an important
segment of our population feels that it is at odds with our Government. -

The job then was to get the labor representatives to return to
cooperate with the Government. This we succeeded in doing.

But then, we were unable to get a firm agreement on a wage policy.

Chairman Proxmire. Let me just interrupt to say, Mr. Taylor, the
trouble I am having with your suggestion of trying to fit it into the
present situation is that the administration has asked that unions not
strike, they just asked they not do it, with no penalties, no law, and
they just said, “We hope you will not strike.” Now during this period
you say you should substitute something for the strike. It is awfully
hard to see how you can substitute anything under these circumstances.
You have a freeze which means no increase in wages. How do you
negotiate that? After the period Secretary Connally, who is the ex-
pert in this area, says “We do not know. We do not know.” So, there
1S no way you can negotiate something where you have a government
which is in a position to stop an increase but have not indicated what
it is going to do about it so I do not see how you can substitute any
action for the strike now at the same time we are in such a weird and
unusual and almost unprecedented situation. I do not know, I do
not see what labor can gain by a strike now.

Mr. Tavror. Well, they can stop work.

Chairman Proxmire. They can stop work. What does that gain
them, how do they negotiate?

Mr. Tayror. I do not know.

Chairman Proxatre. It seems to me management is in a position
where they cannot very well agree to a wage increase.

Mpr. Tayror. I understand.

Chairman Proxarmee. If they do they cannot reflect their increased
costs in their prices.
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Mr. Tayror. Senator, the problem goes deeper than the union be-
cause it involves the people in these factories and plants and so forth,
all of whom have been led to expect——

Chairman Proxmire. Now, addressing yourself on the present situ-
ation where you have a freeze that is going 90 days, with no notion
of what is going to happen in the future but a freeze on wages and
prices, what kind of recommendations would you make that you think
would be realistically acceptable to organized Iabor?

Mr. Tayror. Well, the second part I do not know. This is a bar-
gaining——

Chairman Proxuire. That is what we have to live with.

Mr. Tayror. Except for this.

Chairman Proxmire. We have to recommend something.

Mr. Tayror. There should be available a forum by which these dis-
putes which should, that could, erupt into a strike would be worked
out well enough so that the problem could be faced. It could very well
be that modii%cations of the freeze in the 90-day period would be a
desirable thing to do in order to avoid exceedingly gross inequity. But
this is a matter of high policy, and I understand the difficulties of it.
But this is not an easy situation either.

Chairman Proxmire. So you are saying as Paul Porter told us and
I thought there was a kind of fundamental principle, that many people
can accept, with enthusiasm, no exceptions, you have got to be tough
during this 90-day period, you are saying well, you have to look at
the practical situation here and you may have to make some exception
even during the 90-day period, is that not right ?

Mr. Tavror. You can be tough but if you are wise or foolish about
being tough the results are quite different. I do not think toughness in
itself is necessarily a virtue.

Chairman Proxmire. Well, certainly during 90 days, if we cannot
have a situation where we stabilize wages and cut into this wage-push
inflation we have during the 90-day period we do not have much basis
for winning public support, do we, for this program?

Mr. Taxror. You do not win public support if some people are going
to be so adversely affected in their position by virtue of an arbitrary
date. If a wage increase, for example, was quite valid on one day and
the next day it is not, it 1s going to be very 3iﬁicult with that group of
people to say——

Chairman Proxmire. Maybe we can do better if we get to specifics.
Can you think of any group, the teachers, for example, are one group,
the Government workers in Texas and in other States, or the State
workers are another kind of group, the labor unions. UAW, for ex-
ample, has a contract which right after the 90-day period brings them
a 3-percent increase, that is another kind of category. Can you think
of any of those where the Government might possibly go ahead and
provide an exemption ?

Mr. Tayror. Yes; I could in automobiles, for example.

Chairman Proxmire. UAW.

Mr. Tayror. If the Board would say, “Now we understand that in-
equities have been created by virtue of this date between the basic
automobile manufacturers and the suppliers, there is an inequity
which has to be brought into account in the final wage which is going
to be paid,” and I would set up an agency by which the nature of that
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ineguity would be worked out and presumably a decision made after
90 days. If you wish, because these wages are going to go up in the last
analysis, and I think the labor market is going to see to it that this
hagﬁer}s. You can freeze for a while and then you unfreeze.

‘Chairman Proxyire. Well, I think that almost everybody agrees
that after a 90-day period you have to have kind of an adjustment to
recognize at least the productivity increases in our society where com-
pensation can increase consistent with stable wage costs, consistent with
stable prices.

Mr. TaxYror, Yes.

Chairman Proxmire. The big issue is whether or not you can hold
down that wage increase close to the productivity increase so that you
can break the back of inflation, at least the very high inflation rate
we are suffering.

Mr. Tayror. I have great doubts whether you can break the back
of it by the freeze without the procedures I have talked of.

Chairman Proxnire. All right.

Mr. Tavror. Because resentment can gather and final settlements
may be more costly than they otherwise would be, because do not for-
get, when a union signs an agreement it has to be ratified by its mem-
bership. The moods of the membership can be extremely important to
both management and labor, as to whether to sign an agreement. In
other words, I would do some things looking now to how you are going
to get out of the freeze.

Chairman Proxmire. Well, I.certainly agree with that but it would
seem to me that rather than pick out the auto workers or any other
group, strong as their case may be, for exception, it would be best to
develop some kind of principles

Mr. Tayror. I agree.

Chairman Proxmigre (continuing). And try to stick with that which
would permit a wage increase. After all, we ﬁad wage increases in the
period 1962 to 1966 when we had stable wage costs, that is perfectly
possible and consistent. :

Mr. TayLor. Yes.

Chairman Proxmire. Wage increases, but those wage increases
should be based on some principle which we could apply across the
board.

Mr. Tayror. It could very well be, you know, that a hearing on some
of these cases could be a show-cause hearing, which would at least
channel conflict, which is really what we are talking about how we
channel conflict, and maybe show-cause hearings would be the thing
to do.

Chairman Proxaire. Thank you very much, Mr. Taylor. I want to
ask you gentlemen some questions. )

Mr. Tavror. May I say one other thing, Mr. Chairman? There is
one aspect of the more recent experience with guidelines that is im-
portant. I happened to have been on the President’s Advisory Com-
mittee on Labor-Management Policy at the time the guidelines of the
two previous administrations were 1n effect. There is talk about those
guidelines being resurrected or something like them. You know, how-
ever, those guidelines started out to be wage and price guidelines, and
there were, if you read them, you will find there were conditions under
which prices should be:
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Chairman Proxmire. You are talking about the guidelines in the
Kennedy and Johnson administrations?

Mr. Tavror. Yes, I am. There were conditions under which prices,
spelled out under which prices, were to be decreased. Well, by some
means, I do not know just how this happened, it all simmered down to
a 3.2 control of wages, and

Chairman Proxmire. That is about all you got out of it.

Mr. Tayror. Excuse me?

Chairman Proxmire. That is what you got out of it.

Mr. Tavror. That is what got the emphasis, and while there was
jawboning and this sort of thing, it was always you do not raise prices
as much as you otherwise would have or you do not raise prices. I
do not know of a single case where any issue was made of the price
decrease which was

Chairman Proxmire. I think maybe in the appliance industry you
got some price decreases, there were a few exceptions.

Mr. Tavror. I do not know about any governmental action with
respect to effectuating that part of the guidelines and, of course, it
turned out to be a 3.2 percent wage guideline. For reasons I will not
bother you with, I think was a very faulty guideline. The 3.2 percent
was based on factors which do get talked about around the bargain-
ing table. I never—one exception which I will not go into, I never—
heard management and labor say, “Well, what is the increase in na-
tional productivity?” This is not mentioned when people start talk-
ing about wages. They talk about cost of living.

Chairman Proxmire. There was a new concept, maybe it was right,
maybe it was wrong, but it was based on the notion that we could
theoretically, at least, pay 8.2 percent more because that was the over-
all growth of productivity in the economy across the board and then
In those industries which were more productive than 3.2 they could
have price increases, 3.2 they would have price stability, less produc-
tive they could have some modest price decreases.

Mr. Tavror. But then, of course, this price aspect to which you
just referred was never effectuated as respects the cuts that were sup-
posed to take place. It is fair to say that when labor was being asked
to hold to the 3.2, this was predicated upon a stability of prices.

Chairman Proxmire. I think this is very helpful because you are
focusing now on what I think is the problem with our present situ-
ation, that is why labor feels they were burned in the 1962-66 period.

Mr. Tayror. Indeed.

Chairman Proxumrre. You had profits increased 60 percent, you had
wages increased for organized labor about 16 percent, about one-
fourth as much. They feel they made the sacrifice.

Mr. Tayror. Sure.

Chairman Proxmire. And they got—management and stockholders
got the benefits.

Mr. Tayror. And they did moderate their wage demands during
part of this period.

Chairman Proxmire. The big unions did.

Mr. Fayror. The big ones did, and they were being asked to stabilize
their wages on the ground that prices were stable, where prices were
not stable at all. So 1t was an entirely incongruous situation for them.

Well, T have taken too much time. .

Chairman Proxmire. No, you have been fine.

Mr. DiSalle. L &

o deniend
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STATEMENT OF MICHAEL V. DiSALLE, ATTORNEY AT LAW,
WASHINGTON, D.C.

Mr. DiSarte. Mr. Chairman, after listening to Paul Porter and Mr.
Taylor, I am terribly concerned about the condition we are in.

Chairman Proxmrre. Will you pull the microphone closer?

Mr. DiSacie. I said, I am terribly concerned about the condition we
are in. But actually, I agree with most of the statements made by both.

But I want to point out a few things about some of the differences
that exist today with the situation that existed both in World War I1
and Korea.

We talk about the need for a large bureaucracy. In World War IT we
had rationing, which is not a need today, and was not a need during
Korea. We had plenty of goods and we have plenty of goods today.

When we entered into Korea in June of 1950 there was a great deal
of talk about price and wage control and nothing was done for a long,
long time but debate on the subject helped feed the inflationary fires
between June and January. The inflation of those days was not caused
by lack of goods but by the wage-price spiral that was accelerating at
the annual rate of 13 percent, between June 1950 and January 26 of
1951, when the freeze was imposed.

© During 11 months following the freeze 1951 prices were held to a 4-
percent increase, and in the following year, 1952, they were held to less
than 1 percent. So it demonstrates that price controls, price-wage con-
trols, were effective during that period, they can be effective today pro-
viding they are administered effectively.

Under the present system, the 300 people in OEP won'’t be able to
answer the phone calls that are generating throughout the country
today. I know congressional offices that are being swamped by inquiries
and that are having trouble getting through to the various offices to try
to get information for their constituents. This is bound to cause trouble.

In 1951 we very seldom heard about conglomerates. Today they are
a large part of our economy. In 1951, between 1951 and today there
have been great changes in productivity, improvement in productivity
as a result of improved technology so this is a new factor that has to
be considered.

We talk about whether or not people are going to be satisfied. Of
course they are not going to be satisfied. Consumers are not going to
be satisfied because prices are never low enough for the consumer.
The businessmen are not going to be satisfied because prices are never
high enough for the businessmen. If we look back today at the price
levels of 1951 we find there has been a substantial change and the
consumer was still complaining in 1951 about the size of the prices.

I think the principal cause of inflation today is the lack of competi-
tion in certain areas. Large labor unions are much more powerful than
they were and certainly business itself is much more powerful and the
lack of competition certainly does not make it necessary for them
to put on a big fight about a wage increase which can automatically
be passed on to the consumer.

Now we are not going to be able to have effective price controls in
this period unless we do something about everything along the line.
You can’t hold beef prices and permit the price of livestock to go up;
you can’t hold the price of a cotton shirt and permit the price of
raw cotton to move up without some sort of controls. I cannot agree
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more with Mr. Taylor for the need of some type of machinery where
people can go and get answers. This is part of the effective adminis-
tration of the program. Without it you might as well give it up right
now.

We talked about November 12 as the final date. November 12 can
be the biggest price holiday in the history of this Nation, if we just
let November 12 come along and say “this is the day that all controls
are off and people can fix their own prices.” There would be a catchup
period, they will be catching up for the 90 days that they were held in
restraint, so it is necessary right now to start building the kind of an
organization that will phase out the freeze, phase it out in those areas
where there is no substantial im;)act on the economy. Phase it out——

Chairman Proxmire. Such as?

Myr. DiSavie. What?

Chairman Proxmire. Such as? ,

Mr. DiSarLe. Well, let’s say canned rattlesnake, and chocolate cov-
ered ants. There are millions of items. :

Chairman Proxmire. Are you saying you phase it out where you have
small firms that manufacture goods that are in competition ?

Mr. DiSarre. Those where the impact on the economy is not sub-
stantial and this you can do and you can then devote your organization
{:)hat you had to those areas where there are inflationary fires still

urning. :

Chairman Proxmire. Now you say you can phase it out with
respect to certain prices in competition. How about phasing it out
with respect to certain particular wages.

Mr. DiSacie. I think that can be done.

Chairman Proxmire. For example.

Mr. DiSaire. For example, let me give you one instance:

We had a glass manufacturer come in and ask for an increase
on the basis of having a hardship. We reviewed the case and decided
there was a hardship. '

We granted a price increase. For fully a year after that they were
nevér able to place this increase into effect because the competition was
so strong, and would not move their prices up, they kept their prices
level. So the number four manufacturer had to hold his in order to
stay in business, even though he was having great difficulty. In many
areas, we have automatic price controls and always have them.

Chairman Proxmire. You see, Mr. DiSalle, what bothers me ‘about
this is that once you begin to exempt any significant group, once you
begin to make any substantial exception, I would be afraid the whole
thing would crumble inasmuch as this is pretty much a voluntary
operation anyway. You can say we can apply that $5,000 penalty
which we have in the law in some areas and not others but even the
President indicated, and I think he is right, this is going to take a-
great deal of voluntary cooperation. We don’t have a popular war
going on. You say we will have to exempt a substantial number of
people, and you can’t do that during the 90-day period. If you do
that, isn’t it a formula for torpedoing it on the ground? It is not con-
sistent, not fair,

They can point to a neighbor getting an increase; they can point
to another businessman getting a price increase, and he is not. Don’t
you have a pretty difficult situation unless you make it universal ¢
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Mr. DiSacie. Mr. Chairman, OPA was the result of a failure of
the voluntary approach, OPS was the result of failure of voluntary
approaches, the present freeze is the result of the failure of the vol-
untary approach. You can’t have them. But you can do this, you can
hold prices and you can hold wages but in those areas where prices
and wage controls are not necessary you can decontrol and get rid of
an administrative burden and use your organization where it is nec-
essary.

Inlate 1953 when OPS was finally wound down, we had achieved
stability in most price areas, and price stability can be achieved, but
there is no need 1n wasting your time on those areas which are not
important to the economy.

Chairman Proxmire. You say the areas that are not important to
the economy you can permit to pay wage increases and permit

Mr. DiSacce. I don’t think:

Chairman Proxmire. And provide price increases if they wish to
do so.

Mr. DiSavre. They are ordinarily not in position to produce wage
increases or price increases or to achieve them. Many luxury items

Chairman Proxare. What you say is not inconsistent with what
the economic experts told us, Heller, Eckstein, Schultze, and Saulnier
and the others. They seem to feel you should end up when the 90-day
period is over concentrating on the big companies, say the hundred
biggest companies, in the country, maybe 500, and you should con-
centrate on the big labor unions. T am not sure I agree with that
description because how can you get the big labor unions to agree
on that? I must say if I were the head of a big labor union I would
be pretty reluctant, or if I were the head of a big company, that I am
going to have my price frozen but the others are not. I wonder what
you tell the other people ? There are going to be exceptions to the rule?
It is one thing to say everybody has to stay in line here; it is another
thing to say we are going to single out some and say you are going
to have to be limited but we are going to have to exempt the
majority.

Mr. DiSarre. For example, if in some area where you have people
come back with what you think is an unfair price increase which
breaches the line, you can still bring it back under control and roll
prices back. With that threat alone oxﬁy people who are very necessari-
ly in need of an increase would risk increasing their prices.

Chairman Proxmire. I would like to ask you gentlemen a number
of questions here. There are so many I am not sure exactly where to
start, but let me start with this. First, the price wage freeze represents
a number of enforcement problems and you gentlemen represent the
voices of experience in enforcement, you all had very big and signifi-
cant responsibilities, you all did extraordinarily well, in my judgment,
so I would like to get your comments on the following. To what extent

is monitoring in comﬁﬂiance with a freeze necessary? How can this
monitoring be accomp

ished ?

Mr. Porter, in other words how do you tell whether or not it is being
complied with ?

Mr. Porter. Well, you have your traditional and standard measure-
ments of the BLS index but there is always a lag. I think spot checks
are one way, consumer complaints——
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Chairman Proxmire. Do we have the capability now ? The OEP does
not have the personnel to make spot checks.

Mr. Porter. I say they are mobilizing everybody from the Internal
Revenue Bureau

Chairman Proxyire. Mobilizing what ¢

Mr. Porrer. The Internal Revenue Bureau is answering questions.

Chairman Proxmire. They are answering questions but are they
making spot checks?

Mr. Porrer. That I doubt except as reflected

Chairman Proxyire. At any rate you say we should have an agency
to make spot checks to make sure that the wage and price freeze is
being complied with.

Mzr. Porrer. I think so. Consumer complaints are another one, and
this is the age, as the chairman well knows, where there is a vocal,
conscious consumer, and I think you will hear a great deal from the
consumers. Certainly my own experience on the rent control program,
I think the basic key to the success of that program was, along with
the strong protests of the real estate protests, we required the registra-
tion of every defense rental unit in this country, millions of them, and
this was in triplicate. One copy went to the Defense rental office, one
went to the landlord, and another went to the tenant. You can be sure if
there were any inaccuracies in the tenants’ copy the area rental office
promptly heard it and that was one of our built-in enforcement
techniques.

Now in addition to that

Chairman Proxaire. How many people did you have administering
this?

Mr. Porrer. The rent program ?

Chairman Proxmire. Yes.

Mzr. Portrr. For rent alone there were over 7,000.

Chairman Proxmrre. How many were administering the OPA
altogether ?

Mr. Porter. 75,000.

Chairman Proxmire. 75,0007

Mr. Porrer. And 250,000 volunteer price and rationing boards.

Chairman Proxuire. How many were involved strictly in wage and
price monitoring, and so forth, and not in Tationing ?

Mr. Porter. Not in wages.

Chairman ProxmIre. Because one of you gentlemen made the point,
I don’t know which one of you did, we don’t have the problem of short-
ages now, or rationing.,

Mr. Porrer. That 1s right. There would be no problems in black
markets,

Chairman Proxurre. How big a group in your judgment should
there be in that agency if it is going to work during this freeze period ?

Mr. Porrer. Well, I wouldn’t venture a guess on that, Mr. Chair-
man. I think it depends largely on what the price movements are.

Chairman Proxaire. Let me ask it the other way : Can the OEP
with the help of the Internal Revenue Service do the job, in your view?

Mr. Porter. I would have reservations about it, grave reservations.

Chairman Proxyire. What other agencies should be brought in?

Mr. Porrer. Well, T don’t know -whether the Department of Com-
merce, other established agencies, should.get into this area or not. We
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all want to avoid, and I am sure the President does, based on his brief
experience as an OPA rationing attorney, the development of a large
establishment for the purpose of administration. I think a few selective
enforcement cases may have during this brief period a very salutary
effect, to show that you mean business. I don’t believe evangelism or
exhortation alone will suffice. If that was so, Billy Graham should
take over the job. But if there is egregious violation of what is essen-
tially a voluntary kind of program, the Congress has given authority
through the injunctive process in the Federal courts or through the
civil penalties of a fine not to exceed $5,000. I don’t see any real eco-
nomic pressure except this cost push that I have referred to. I am
inclined to agree with Mr. DiSalle that the task of the next 90 days
is to sce what procedure can be developed for a selective program n
your big items, the large industrial units, the large powerful labor
units, who say that might result in discrimination.

I am thinking if George Taylor were administering the program an
accommodation could be worked out which would be not too much of
a hardship.

The hardship cases are the obvious ones that must be dealt with. and
I have reservations as to whether existing personnel or methods are
adequate for that purpose.

Mr. DiSaLLe. Mr. Chairman.

Chairman Proxame. Mr. Porter says about 7,000 people including
the rationing program.

Mr. Porter. Excluding rationing.

Mr. DiSarte. But that includes the enforcement people and col-
lecting information.

Mr. Porrer. Which I liquidated.

Mr. DiSarte. In OPS we had about 12,000 in which 3,000 were
enforcement. ‘

Chairman Prox»ire. You had 12,000 in the Korean war.

Mr. DiSarre. I think that would be more than adequate in this type
of program, more than adequate.

Chairman Prox»ire. You think there should be an agency con-
sisting of 5,000 or 10,000 people perhaps to enforce this and provide
information ?

Mr. DiSazre. I think that is the only way the program can be suc-
cessful.

Chairman Proxaire. It needs that to be successful.

Mr. DiSaLce. It needs that, every bit of that.

Chairman Proxyire. Would you agree with that, Mr. Taylor?

Mr. Tayror. May I make a comment ?

Chairman Prox»ire. Yes.

Mr. TayrLor. We did not have a large staff on the Labor Board in
World War IT largely because of the cooperation of the union repre-
sentatives. The staff was somewhat larger in the Korean period but I
don’t think it went over 3,000. There is one aspect relating to the ad-
ministrative problem mentioned by Mr. DiSalle. We looked very
clearly at these administrative problems during World War II and
concluded we could attain our stabilization objectives even if employers
with less than eight employees were excluded. This cut down the ad-
ministrative problems greatly. After further checks and added ex-
perience it seemed possible to exclude employers with 12 or less em-
ployees without interfering with the total program.
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Chairman Proxmize. I see.

Mr. Tavror. But I doubt the worthwhileness of building up a bu-
reaucratic staff in order to deal with all employers—employers with
eight or 12 employees for example.

Chairman Proxmire. I think we would all agree on that. Then we
move to the question of excluding everybody and limiting it only to the
100 firms.

Mr. Tavror. Look, life is inequitable and there are going to be in-
equities here, we all have inequities but from an administrative stard-
point we felt we could not complete our objectives unless we
excluded

Chairman Proxyire. Under present circumstances, Mr. Taylor, how
large an agency is required and is OEP the agency?

Mr. Taxror. I wouldn’t know about OPA.

Chairman Proxarire. OEP.

Mr. Tavror. The price administration was on my mind and I am
not in a position to comment on that. I do not think a large agency
would not be required in the wage area if the cooperation of the labor
leaders is achieved. Organized labor is a power in the country that
can’t be ignored and, I might say, some labor leaders, before this recent
upsurge, were quite willing to start talking about voluntary arbitration
over the terms of new agreements. The rank and file just wouldn’t go
along with it. Some of the top labor leaders are aware of the desir-
ability of trying to develop substitutes for the strike.

Chairman Proxyare. In light of that would you agree with the
assertion made by one member of the administration, I am not sure who
it was, that Mr. Meany, President George Meany, is sadly out of
touch with his members in opposing the President’s freeze? Do you
agree with that ?

Mr. Tavror. No, I wish he was but I think that he reflects his mem-
bership and what they seek.

Lookmay T

Chairman Proxmire. Yes, go ahead.

Mr. Tavror. After all. war and inflation are fellow travelers be-
cause of the deficit financing that is involved. Right or wrong we have
raised the expectation of people that we were going to fight this Viet-
nam war at the same time the standard of living was going to keep
on rising. I think—from my own point of view, I think—that we
might be facing a time where the standard of living from the private
sector will decrease if we are going to provide the social services which
are necessary to keep us on an even keel. I believe we are going to
have to buv more social services. It does not give me any joy when I
see the GNP go up and realize it could be all bubble gum and confetti.
We have been conditioned, I think, to expect the steadily rising in-
crease in consumer goods despite vast increases in social services. Per-
haps the productivity factor is over emphasized. Are we going to have
enough productivity to meet (a) whatever defense needs there are,
even after the war is over; () these great increases in social service
needs, in which we are not going to get great productivity increases;
and (¢) everybody’s desire for three and four automobiles. I think we
could have a run on the productivity bank. Somehow or other folks
have to realize that perhaps having a third television set in the house
could interfere with the development of a good school system.
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But in any event, I think this has become something of a cliche, all
you have to do is have enough productivity to do all of these things
with a stable price level. I have great doubts about whether we can
achieve that kind of productivity.

I might say, too, that the immediate increases in productivity are
very frequently accompanied by loss of jobs in the short run at least
and not by an increase of jobs. New machinery and so forth is going to
be labor saving.

Chairman %ROXMIRE. These are very interesting and fundamental
points, let me get back to them.

Mr. TayrLor. I am sorry.

Chairman ProxmirE. No, that is fine. I understand that OEP has
an executive reserve program by which industry executives would be
called into Government service to administer wage and price controls.
Shhm;ld that program be activated? Mr. Porter, do you know about
that?

Mr. PortEr. I think, Mr. Chairman, any resources of manpower that
are available to get broad public participation in this program are
helpful. But I might add that I believe that sellers generally, respon-
sible sellers, retail level, to the basic production level, will be inclined
to voluntarily comply with this program.

Now, I remember my distinguished predecessor, Mr. Bowles, used
to say 95 percent of the business community are honest and patriotic
and 5 percent we have to go after. One of my staff put it another way
by saying a hundred percent of the business community is 95-percent
honest and you have to regulate them all.

But I don’t believe in the absence of shortages, scarcity, that we need
necessarily to build this kind of apparatus that Mr. DiSalle mentioned.

Chairman ProxmIre. So you would not trigger that emergency pro-
gram at present? ‘

Mr. PorTer. Yes, I would trigger the executive pool that is there.

Chairman Proxmire. You would. -

Mr. Porter. To explain, report, and to try to win public acceptance
because I agree with Mr. Taylor that there must be some place for an
aggrieved citizen or producer or consumer to be heard. - :

®Chairman Proxumire. Then I take it that both you and Mr. Taylor
agree, and I am not sure about Mr. DiSalle, you should beef up the
present organization administering this program at least to the points
of having an office to which the aggrieved parties, labor unions, busi-
nesses, and so forth, can come with their grievances and their in-
equities and expect to get some redress or at least get some attention
with recommendations for redress perhaps right after the freeze is
over; is that correct?

Mr. Porter. I think that is part of our system.

Chairman Proxmme. How do you feel on that, Mr. DiSalle?

Mr. DiSazzk. I feel strongly about it. I think it is a great necessity.
One of the troubles we had in OPA in recruiting was to get business-
men into the program and if they have a reserve they ought to get'to
them right away. :

Chairman Proxare. One of the difficulties here is whether the pro-
gram presently conceived and enunciated by the President and Secre-
tary Connally requires union cooperation. We have had a chance to
study the AFL-CIO statement, the staff did, over the weekend and I
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understand they take a very strong position they want some kind of
profit control, they want some kind of interest control, they want some
limitation on the return on capital. They say the return to the working
man is limited why shouldn’t the return on capital be limited. If we do
that 1t is going to require considerably more enforcement machinery I
would think. It is quite complex on the basis of the testimony of the
economists I think. How do you gentlemen feel about the possibility of
controlling interest rates and profits or the wisdom of doing so and
whether or not this is a price that has to be paid in order to win labor
cooperation which you gentlemen say is essential.

Mr. Taylor, will you lead off on that?

Mr. Tayror. I think we can say this, profits have been relatively
stable for quite a period of time now ; that is, the percentage return on
sales, percentage on investment, et cetera. Perhaps this is a matter on
which organized labor might be ready to explore through some study.
In other words, there could be agreement on a procedure for examining
this question, rather than dealing directly with the substantive issue.

In labor relations you often do this; that is, if you can’t solve the
question directly you set up a study commission.

Chairman Proxyre. Well, you are an eminent economist with a lot
of experience, so I would rely very heavily on your advice. Do you feel
it is practical—you say a study, do you feel 1t is practical—to develop
a system of controlling profits and interest? What does our experience
in World War IT and the Korean war tell us about it ?

Mr. Tayror. We had a surplus profits tax in World War II and the
Korean war.,

Chairman Proxuire. That is right, how about that ¢

Mr. Tayror. I would not comment on whether it is advisable or not.
I'would like it studied as to'whether or not

Chairman Proxmire. If you won’t comment on it now how about,
commenting on whether or not it worked well in World War IT and in
the Korean war, the excess profits taxes we had then ?

Mr. Tavror. Yes. I think it worked.

Chairman Proxarre. Was it desirable and necessary ?

Mr. Tayror. 1think itisnot necessary now.

Chairman Proxarire. What you are saying is that in World War II
and the Korean war they hada limitation on profits, now you don’t.
You are limiting wages now.

Mr. Tayror. I think the problem was quite different then than it is
novw.

Chairman Proxmire. All right, how?

Mr. Tavror. Because we had sudden increases in demands for cer-
tain products in short supply and could not expect an inflow of capital
to meet the demands. T thought the necessity was much greater there
than at this time when we have much unused capacity.

Chairman Proxwire. Do you think that the labor unions would be
satisfied if the Nixon admnistration, if Secretary Connally, with their
background, their reputation, their demonstrated attitudes, would say
“well, we are going to study profit controls, we are going to keep in
effect wage controls but we are going to study profit controls” do you
think that would satisfy labor?

Mr. Tayror. No, I happen to see great values in my field, in the tri-
partite approach. I have seen it work too well in too many ways. For
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example, I thought the advisory committee in which I had the honor
to serve did well in terms of certain recommendations it made on the
tax cuts a few years ago to get the economy moving again. I believe
it would be less likely that the tax cut would have heen feasible unless
it had labor and management support as it did at that time.

I understand, of course, that much of the tripartite discussion un-
dertaken to gain agreement on income policies in Western Europe
has not had such very good success. Nevertheless, I think it is our
way out.

hairman Proxmire. Rather than a limitation on return on capital
you would suggest that you administer the program with labor co-
ﬁpegation and labor representation and labor having a voice in the
{in

Mr. TayLor. We were talking about how it could be studied, this
whole question.

Chairman Proxmire. How it would be studied, I misunderstood you.

Mr. Tayror. Yes.

Chairman Proxmire. I see.

Mr. Tavror. I would certainly give labor a voice in this study that
should take place. I don’t think we should say “let’s jump at a ready-
made policy.”

Chairman Proxire. No, we are not jumping, we are asking for your
recommendations.

Mr. Tavror. I understand and I give you my recommendations.

Chairman Proxmire. All right, we will study it.

Mr. DiSacie. Mr. Chairman.

Chairman Prox»ire. Mr. DiSalle.

Mr. D1SarLe. During the Korean war effective control of prices also
resulted in an effective control of profits.

Chairman Proxmrre. You had an excess profits tax.

Mr. DiSarre. That was on from World War IT which had never
been removed but pricing took that into consideration.

Mr. Porrer. I was going to make the same point, Mr. Chairman.
This freeze freezes profit margins as well as wages.

Chairman Proxmire. Well, does it? After all, you have several ele-
ments, No. 1, if you have a stabilization of your wages, you don’t
stabilize productivity and you can’t get away from productivity, no
matter how you feel about it.

Mr. Porter. For the short term.

Chairman ProxmIgre. It is increasing at a 8-percent rate so during
this 90-day freeze productivity is going to continue to increase, I
presume it has over the long pull of American history. If it does
continue to increase then the beneficiary is going to be the stockholder
and the corporation. Profits are going to go up as your productivity
increases your wage costs are going down.

Mr. PorTer. As to increased profits, your corporate tax will claim
a substantial portion of those profits and I would hate to see direct
control of profits during the current 90-day moratorium.

Chairman Proxmire. This is where you really have a problem with
labor because part of this package is what Mr. Heller called a $9 bil-
lion tax break for big business or for business with the rewriting of
the depreciation guidelines, with the investment credit.

Mr. Porter. I read the newspaper reports of Mr. Heller’s testimony.

Chairman Proxaire. Yes.




182

Mr. Porter. And I thought he failed to emphasize that the objec-
tive and purpose of that was to create jobs and which I understand
is the objective, not as a largess or a gift or a subsidy to the industry.

Chairman Proxmire. At any rate you gentlemen feel, I take it,
that Mr. Taylor has told us that he would like to see a study of this,
and I take it both Mr. Porter and Mr. DiSalle would argue that ef-
fective price control would take care of the profit ?

Mr. Porrer. For the short term ; yes.

Chairman ProxMire. How about interest rates ?

Mr. PorTer. Well, that gets into a theology with which I am not
entirely familiar, and I assume——

Chairman Proxmire. What did you do about that ¢

Mr. PorTer. Well, one of the things that was done in World War 11,
as you recall, was the Federal Reserve Board then was following a
policy of very, very easy money and throughout World War IT we
had the fantastic situation of an enormous demand for capital, I
guess, but interest rates were very low, so low they were almost nega-
tive on short-term bills.

The Federal Reserve Board administered regulation W and that
was control of credit, both consumer credit and credit for the capital
market and thus indirectly. I think there are other ways of controlling
interests.

Chairman Proxmire. Well that is not called for now because the
purpose of that was to limit demands and we don’t need that now.

Mr. Porrer. Precisely.

Chairman Proxmire. But we do have to be concerned about what
happens to people with capital because interest represents their re-
turn and their compensation just as wages represent the compensa-
tion of working people. You would argue that in the present circum-
stances we should not limit that? ,

Mr. Porrer. I think the central bank, the Federal Reserve, has
methods and means of controlling that without having to go through
that freeze.

Chairman Proxaire. All right. How about the raw food problem?
You gentlemen have had the best experience of anyone in limiting
prices and so forth. I understood you to tell us that during a large
part of the period in World War II that food was not controlled and
you said prices went right through the ceiling on part of it.

Mr. Porter. Fantastic.

Chairman Proxmire. Do you think we should have some kind of
limitation on prices on food, raw food ?

Mr. Porter. The levels of farm income being what they are, I hesi-
tate to enforce such a proposal. But I can show you the scars I have
from the packers.

Chairman Proxmire. The what?

Mr. Porter. The scars that I bear from the packers and the wounds
from the livestock industry, and that was the thing that caused the
early debacle of OPA. It was as simple as that, withholding of live-
stock, shortages of meat supplies, you can remember the black markets
In meat, the great hue and cry of withholding of cattle from the feed-
lots, and the threat of legislative decontrol.

Chairman Proxurire. Of course, that was such an entirely different
kind of situation.
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Mr. PorteR. Yes.

Chairman Proxaire. Because you did have a tremendous demand
throughout the world because of the war, you were feeding and pro-
viding food for Europe and our troops abroad with 16 million people
in the Armed Forces, it was quite different then.

Mr. Porrer. The most perfect of all systems would be to bring all
agricultural commodities into the orbit of the control system. Whether
it is politically or congressionally feasible or not, Mr. Chairman, I
would not know.

Mr. DiSarie. Mr. Chairman, we used parity during Korea. If the
price stayed below parity we did not bother with it. If it rose to
parity we had to move, and if it rose above parity then we would try
to control it. I remember hog prices never did reach parity during
the Korean war and a very Important member of the House Agri-
culture Committes used to call us every day about whether we were
thinking about placing basic ceilings on hogs. We did not fortunately
have to face that proﬁem. We did place ceilings on cattle and cotton.

Chairman Proxmire. I am taking from your various statements,
Mr. DiSalle, you would feel you should not extend this to raw foods;
is that right?

You are indicating the parts we should exempt right now of what
we are controlling.

Mr. DiSALLE. %ha,t is right, if the price has not reached parity.

Chairman Proxarre. So I take it your attitude right now so far as
raw food is concerned we should not extend it ?

Mr. D1Sarre. Well, many areas where we should but if you are try-
ing to control beef prices you had better try to find out what live-
stock is doing, and that should be controlled if it is causing upward
pressure on beef.

Chairman Proxyre. All right. Then you would feel that we should
include foods, raw food ?

Mr. DiSacre. Well, actually as I understand I guess chickens are
still under control, under the freeze.

Chairman Proxmire. Not live animals. If you are going to buy a
chicken it is not; if you are going to buy one processed it 1s. If it is
dead and frozen and packaged and what not it is considered processed.

Mr. DiSarre. I think raw food prices should be looked at, and
controls maintained if they are causing upward pressures.

Chairman Proxmire. Mr. Porter and Mr. DiSalle, a question has
been raised about the legality of the President’s wage-price freeze.
As outstanding attorneys with a great deal of experience in this field,
do you have any opinion about the legality ?

Mr. Porter. Well, I don’t know whether the United States is going
to secede from Texas or not but I think under the Economic Stabiliza-
tion Act, I believe it is called, of 1970, and the President having de-
clared, as T understand it, a national emergency, he does have the con-
stitutional authority to do it.

Chairman Proxmire. Of course, during World War II and the
Korean war we had a military emergency, no question about it of great
significance. Under the present circumstances do you think we have
that now ?

Mr. D1Sarik. I think so. I think the President can declare an emer-
gency without a shooting war even though he does have one if he
wants to rely on it.
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Chairman Proxmire. Of course, the basis now is the condition of the
dollar in international markets.

Mr. DiSavre. Well, as a result of some other actions we have taken.

Chairman ProxyiIre. At any rate vou feel there is a suflicient emer-
gency to warrant the President’s action?

Mzr. DiSacre. Yes, I think it is something that a court will not 1n-
quire into as to whether or not the President really has an emergency.
An emergency is what the President thinks it is.

Chairman Proxumire. All right. Now following up on that, how
can we enforce this? I noticed in the paper yesterday that Mr. Morgan,
who I believe was one of Mr. DiSalle’s associates when he was in wage
and price controls, expressed doubt that fines alone would be enough,
and he also expressed doubts about voluntary cooperation.

Mr. DiSarie. T certainly don’t think a $5,000 limit is enough. I re-
member one incident. of a million dollar fine to attempt to recoup some
of the ill-gotten profits.

Chairman Proxmire. Shall we change the law?

Mr. DiSanie. ¥t has to be changed, we have to have stronger mecha-
nisms than we have now.

Chairman Proxyire. Well, how serious should it be, jail sentences
as well as fines?

Mr, DiSaLie. Yes, and I don’t think there ought to be any limit on
the fines because the fine ought to be pretty well judged by the gravity
of the offense. We didn’t do too much so far as jail was concerned but
fines we did levy in varying amounts.

Chairman Proxmire. Let me add to the question you gentlemen have
dealt with, and dealt with 1t very well in some respect, but I would like
to hit the question directly and to have you give us your views as ex-
pressly and definitelv as possible. T am talking about what happens
next, what happens after November 12, what happens after the 90-day
period ? Will you each give me once again as concisely as you can just
exactly what we should be aiming for ? Should it be a wage-price review
board, with the authority to take action against those who would in-
crease prices or wages and should there be a continuation of the freeze
administered by this Board? Should we have instead a guideline sys-
tem with some specific figure for a wage increase and some limitation on
the price increase? Should we abandon the efforts at controlling and
limiting inflation and feeling that the freeze itself has accomplished
its purpose and provided a psychological period during which things
have cooled off and do nothing more ?

Mr. Porter. I certainly think phase two, as I indicated in my open-
ing remarks, Mr. Chairman, is the important thing, and Ken Gal-
braith has advocated for some time a series of selective controls. I
have debated that question with him privately and in correspondence
and I am now persuaded that perhaps some formula, some legislative
authority, should be considered that would give the Government the
power to deal with this problem. You refer to the top 500 corporations,
to the basic producers, large industry and big steel, large labor unions.
Any controls should include provisions for hardship, and such equity,
fairness as we can develop.

Chairman Proxmire. All right. One way of dealing with them, one
approach, has been suggested and perhaps by previous witnesses, is
before a major wage or price increase be put into effect that an an-
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nouncement be required 30 days in advance, and that the President be
given—of course, he has the authority, to do what he can by
voluntary means to try to dissuade the business or the union from
their demand during that 30-day period. This would be voluntary but
except for the requirement that you make the announcement in ad-
vance, that the enforcement of any limitation on that announcement
would be voluntary.

Mr. Porrer. I think it probably should go much further, than that,
Mzr. Chairman.

Chairman Proxyire. All right, fine. How much further and what
would you provide?

Mr. PorTer. Well, I think once a determination is made by a tri-
partite board, as Mr. Taylor has suggested, it is in the national interest
to maintain prices, wages at a fair and reasonable level, that that
should be somehow enforceable. Now what sanctions

Chairman Proxarre. Let’s back up a little bit. You say by a tri-
partite board, you favor the Taylor proposal as I understand; the
Taylor proposal for labor, business, and a public member board; is
that correct?

Mr. Porter. That is correct.

Chairman Proxmire. Would it have to be a unanimous decision?

Mr. Porter. Well, I doubt if a unanimous decision in all circum-
stances would be possible. It should be a decision.

Chairman Prox»ire. A majority decision ?

Mr. PorTER. A majority, perhaps a majority decision and once made
there should be appropriate sanctions to enforce it.

Chairman Proxaore. And would be made on the basis of what prin-
ciples? Would you require

Mr. Porrer. I think you can use the principles of the cost of living
so far as wages are concerned, comparable wages.

Chairinan Proxarmre. Productivity.

Mzr. Porrer. Productivity would be an element. I think such a board
could consider all of those factors and then reach a decision.

Chairman Prox»me. But you would not provide specific limited
guidelines of the kind we had from 1962 to 1966; is that right?

Mr. Porter. I think the variation and the vagaries of the different
entities and different relationships are much too complex to have a
single formula.

Chairman Proxyriri. All right, Mr. Taylor.

Mr. Tayror. I would go one step beyond. I would have such a board
to which people could repair. I would have a guideline only in this
sense, that, for example, if wages went up faster than the cost of living
or the bargaining broke up there would be a show cause hearing as to
why it was compatible with the national interest—for a wage increase
beyond such a figure.

I would prefer that to productivity myself as a guide because 1t 1s
increased cost of living which creates the big drive on wages. I think
I would have a similar show cause hearing if profits rose above a cer-
tain figure, perhaps, but in a sense, there might be some deterrent in
which people would be held accountable, maybe a board of account-
ability sort of thing. It could be asked whether the enhancement of
private interest carries an excessive impairment of the overriding
national interest that is involved.
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Chairman Proxarmee. What sanctions would you put into effect to
enforce it? Say you have a union, a big union, dealing with a big in-
dustry that has announced a very large wage increase on the pattern we
have had in the past.

Mr. Tayror. I almost hesitate to refer to the penalty which was
mads available during World War II. The War Labor Board had the
power to eliminate from the income tax of the employer anv wages not
approved by the Board. Well, we didn’t use it very often and only to a
limited extent in any case.

Chairman Prox»re. Would you recommend that we do that again?

Mr. Tavror. I do not. I think it is unduly punitive because success
of the stabilization endeavor did not require its imposition, It’s sup-
posed to say to a company in violation of one of the regulations: “Well,
as a result of this first offense we will disallow 5 percent of the wagre
increase.” T don’t think we ever went above 10 percent. There were some
abuses. Various people would find out about our penaltv policy and
go to these folks who were on the carpet and say “for a fee I can get
this settled for vou for 5 percent.” This sort of breakdown revealed the
avarice of some people among us. But I think it was. we felt even in
war time this was, too harsh a penalty to employ; to disallow all wage
increases. We never used it.

Chairman Proxyrre. Mr. DiSalle, let me back up a little bit.

Mr. Tayror. Excuse me.

Chairman Proxaree. T would like to ask Mr. DiSalle to back up on
this, T moved ahead too fast on this trinartite board: we had good
testimony from Charles Schultze, I think he is a brilliant economist,

Mr. DiSarre. He was one of our economists.

Chairman ProxMire. And he argued it was a mistake to put labor
on this hoard. Politically thev just could not serve on this kind of a
hoard and vote against any kind of limitation on a wage increase. Tt
would he easier for them to accent it if they were not on the hoard.

Mr. Tayror. If they do accent it. But let’s go back a step. If you are
woing to modify the nower of labor to strike vou have to have a sub-
stitute for the strike. The anestion is, What kind of a substitute ? Labor
did not participate in the formulation or administration of the guide-
Tines from 1962 to 1968. T do not think those guidelines were success-
ful. Labor did particinate both in the Korean war and in World War
I1, and I think the stabilization results were more successful. In other
words. they have got to accept somethine as an alternative to the strike,
mless we want to eliminate the strike. T hope we don’t do this because
this then marks a complete change in the kind of society 'we have been
trving to build. Thisis my feeling.

The tripartite board, when it is operated well, and some have I think,
includes a public representation. That representative has one point of
view but he should be subject to checks and balances. In my experience
labor and industry colleagues on a tripartite board provide necessary
checks and balances.

Chairman Proxmme. But didn’ you have a big check and bal-
ance? During these periods you had a war on you had a great public
supnort and you conld appeal to labor and they were Very responsive
to this. they wanted us to win World War IT and they were for us in
the Korean war all the wav. Today we don’t have that. we have a war
which we hope and pray is being wound down, it is very unpopular
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anyway, and you can’t expect labor under these circumstances to give
you the same kind of cooperation as you had then, is that right?

Mr. Tayror. Well, I think we can try. The labor unions should not
be locked in combat with the Government. It is very important to bring
them back into cooperation with the Government.

Chairman Proxyire. You think the best way to bring them back is
to have them on the board that would make the determination but
would you agree with Mr. Porter it should be by majority vote?

Mr. Tayror. Yes, I would. But it is more than that. You also have to
get a majority but also a consent to lose and this is where the mediator
has a job to do. The development of a consent to lose is sometimes very
difficult on either management or labor side.

Chairman ProxumIre. You have to go back to John Calhoun’s, what
was it, concurrent

Mr. Tayror. But, at times, democracies are a fragile kind of arrange-
menlg too, and I have not given up hope on our capacity to make ours
work.

Chairman Proxare. Mr. DiSalle.

Mr. DrSacce. Mr. Chairman, I think it is a mistake to talk about
la‘b((l)r as somebody that is not a part of this United States and set them
aside.

Chairman Proxmire. I couldn’t agree with you more. I think the
labor people have been extraordinarily cooperative in the past. What
1 have been trying to emphasize is they look at the past experience and
most recent experience we had with the guidelines and they were the
guidelines you would think so——

Mr. D1Sacie. But union members are hurt by inflation as much as
anybody else. This is where the pressure comes for wage increases
trying to catch up with price increases. I think a three-party board
would work now. In Toledo, Ohio, for example, 25 years ago after the
war we organized ome, it still operates and is still successful, the
three-party committee has not only acted inh prevention of strikes but
in bringing a strike to a conclusion.

Now there they used—they don’t use the labor member who is im-
mediately a part of the dispute as a part of the panel. There is another
labor member and it works out well, and I think it can work. I remem-
ber this committee from its origin, and was there for the 25th anniver-
sary just recently and they have a long, long history of doing well.

Chairman Proxmrire. So you think that it would be practical to
expect even with the expressed attitude recently we heard from or-
ganized labor on the freeze and what comes after the freeze, you think
it would be practical and reasonable to feel they would serve on that
kind of board giving some meaningful effect on the wage push
inflation?

Mr. DiSaure. I think so.

Chairman Proxmize. All right.

Let me, oh, ves, yes, gentlemen, what do we do about the great series
of big wage increases to which Mr. Porter referred so ably and so
aptly, which have been agreed on by a whole series of big unions in-
volving millions of workers. T presume, and a whole number of indus-
tries and now which have been written into the law? We have the
teamsters, the communication workers, we have the steelworkers. we
have antoworkers, we have manv others who have written contracts
now, we are going to give them big wage increases this coming year.
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There are some coming right after the freeze, then in 1972 and then
in 1973. It would seem to me if we accept these and build our stabiliza-
tion policy around them that we are going to have a cost push, wage
push inflation that will be irresistible. )

But, as a matter of policy, would it be practical, in your view, to
moderate those in any way, to limit those or reduce them, Mr. Porter?

Mr. PortEr. T would yield to Mr. Taylor on that question.

Mr. Tavror. Well, to change a labor agreement a union leader would
have to put the modification up to his rank and file. This is his respon-
sibility. There are a few exceptions and we don’t like those fellows to
run a union in a dictatorial .

Chairman Proxaire. When you say put it up, is this in your view a
matter of law?

Mr. Tayror. These contracts, these labor contracts, have been
ratified

Chairman Proxaire. Right.

Mr. Tayror (continuing). In practically all cases by the people
involved. A union leader could not agree to modify that contract
without

Chairman Proxarrre. That was not quite my question. Ts it possible
bv action bv the Federal Government to abrogate this contract in anv
wav and would it be wise to doso if it is?

Mr. Tayror. Well. it is a contract and vou suddenly then move into
the whole area of whether contracts are valid or not.

Chairman Proxmrre. Well. you have an emergency situation. you
gentlemen have agreed. '

Mvr. Porter. Mr. Chairman, there have been rollbacks in prices
on many. manv occasions.

Chairman Proxanre. You think there could be a rollback here?

My, PortER. T don’t know.

Chairman Proxayme. I think the whole policy could flounder on
that, one because if von don’t——

My, PorTER. Tt is a vulnerable aspect.

Chairman Prox»urr (continuing). Have some modifications of
it. do vou gentlemen think vou can have an effective stabilization
program without doing something about moderating the big in-
creases that have been in the law now for all these workers?

Mr. Tayror. I think in the absence of modification it may require
3 vears to bring the present round of wage increases to an end.

Thairman Proxaore. That is right.

Mr. Tavyror. These are the alternatives. In World War IT we
moved in on a cost of living clause in a labor agreement, but it was
one of the very few. Even though it wasn’t a big issue at that moment,
it really cansed quite a furor and almost broke up the board. The
cost of living increases that concern me the most in some of these
current, agreements are the guaranteed cost of living increases, that
is that von get 15 cents or 10 cents next year as a cost of living in-
crease even thongh the cost of living doesn’t go up. These are par-
ticularly crucial to the stabilization objective.

Chairman Proxyire. Well, let’s get back to the wage increases for
steel and for auto and for communication workers and teamsters;
is 1t conceivable or possible that business could absorb a great deal
of this wage increase without price increases or with very moderate
price increases; is it possible ¢
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Mr. Tayror. The steel industry is in a bad way technologically and
they need funds to modernize. That does not necessarily mean more
jobs immediately, I might add, but they sure do need price increases
if they are going to get capital to refurbish their equipment or have
profits to retain to refurbish their equipment, I would guess.

Chairman Proxmme. Well, the automobile industry 1s perhaps in
a position where they could absorb some of it in view of the breaks
they are getting in so many ways here.

Mr. Tavror. I would think so.

Mr. Porter. I would think, Mr. Chairman, you would have to take
this on a case-by-case basis, analyze each particular case.

Chairman Proxyiry. I see.

Mr. Tavror. You have very unique situations in difterent industries.

Mr. Porrer. Some can absorb perhaps and some cannot. I don’t
know. I don’t have the facts. Industry by industry, I would assume
that this is what the cost of living council and what their staff and
economists are now hopefully busily engaged in making that kind of
analysis to see what wage increases can be absorbed and that is what
I hope they come out with in phase 2. I recognize, as you have said,
the difficultics in trying to abrogate contracts that have been nego-
tiated and presumably but for the freeze would have become effective,
and that may lead to a very interesting legal test of these powers, but
whether

Chairman Proxyire. Do you have any comparable experience in
World War IT orin the Korean war with this kind of situation swhere
you have wage increases that had been negotiated for multiple years
and you thwarted that?

Mr. Porter. I think, as I said earlier, Mr. Taylor was patrolling the
wage front, I was on the price front.

Mr. DiSacie. On the price front you had the experience of having
an application for price increases as a result of wage increases so
that we treated it as any other cost increase and tried to determine
whether or not the industry could absorb it without an increase in
price.

Mr. Porrer. Also, Mike, we added to that, as I am sure you did too,
as I recall serving on your policy committee, that the ground rules
were that the Price Administrator would not give an advance ruling
under any circumstances.

Mr. D1SacLe. No; that is right.

Mr. Porter. And the bargaining process then we would take a look
at it once the agreement was reached which in itself was a contribution
to moderation.

Mr. Tayror. The long-term contract really didn’t come in until the
1948 General Motors agreement. Over the years they have increased
in number.

Mr. DiSavie. Mostly cost of living.

Mr. Tavror. That is right.

Chairman Prox>rmke. Let me ask one other question, the Washing-
ton Sunday Star yesterday described the present wage-price freeze
as absolute with respect to wages but porous with respect to prices.
Do you consider this an apt description of the President’s wage-price
program?

Mr. Porter. Not as I read the order.
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Chairman ProxyIre. Mr. Taylor.

Mr. Tayvor. I think they are both very difficult to effectuate.

Chairman Proxyire. Well, isn’t it——-

Mr. Tayror. Even the wage freeze can be porous.

Chairman Proxumire. But as a practical fact what the union people
argue is that the Government has a good strong ally on the part of
management to enforce the wage limitation. You can always say “you
are not going to get me violating the law, I am not going to pay a
$5,000 fine what can I do I hold down your wages,” and 1t is in the
interests of the employer. _

Mr. Tavror. Of course, you can get reclassifications and suddenly
everybody——

Chairman Proxyire. You can get it if the employer wants to
cooperate. _

I remember when I used to run a printing company, I owned a
printing company, I wanted to keep those wages down, it was the
only way I could make any money and make a living, and most
companies feel the same way. They are not interested in increasing
wages if they don’t have to.

Mr. Tayror. If they don’t want slowdowns or bad morale they may
have to I. recall one of the industries we never could bring under
control was the needle trade, women’s dresses. There the styles change
and they would have a piece rate of 16 cents to sew on 2 collar. So
they would make a new style and the company would agree that this
style was much more difficult than the other style, and so this was
entitled to 20 cents.

Well, you would have to send out timestudy engineers, and they
wouldn’t agree, to determine whether or not that new collar was
really more difficult to make. There are ways and means that you
can get porous on the wage front too, you know.

Chairman Proxarire. Wouldn't you concede that you do have the
fact that employers are anxious in holding down their costs? One
way to do it is holding down wages and they are working on it all the
time, constantly, they are on top of it and there are literally millions
of employers and employers’ supervisors and so forth who have this
function, so there is much more weight in cooperation in the private
sector to hold down the wage increase than there is on the price
increase.

Mr. Taxror. If you hold down the price increase this is true. But
if the prices are porous, management is not going to have trouble
with his people. He doesn’t simply want to avoid a strike, but other
difficulties such as excessive absenteeism and slowdowns in the plants.
This is a very fluid kind of thing. If he can pass it along in prices
he will satisfy his work force. He might even figure this gives him
lower labor costs. So there is porosity in the wage area.

In World War II we didn’t know how one shipyard was inducing
a lot of shipyard workers to move from one district to another despite
identical wage-rate structures. But, of the approximately 40,000 em-
ployees in the yard there were only eight common laborers. Nor did the
yard have any second- or third-class mechanics, they were all first-
class mechanics. So this was porosity.

Chairman Prox»ire. Of course, in World War TIT you had a situa-
tion where labor had a lot going for it. You had a shortage of labor,
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you had very low unemployment, you had people fighting to get em-
ployees, you had all kinds of situations with employers fighting to pro-
mote them. You don’t have that now.

Mr. TayLor. You sure do.

Mr. DiSarre. You sure do. I had a large company call the other
da

ghairman Proxmire. We don’t have it to the same degree. We have
5 million people out of work.

Myr. Tayror. That is right.

Mr. DiSaLie. In certain classes of employment you have. A com-
pany had an employee who asked for an increase and they had it under
consideration af the time and turned it down but a competitor gave
him much more and he went over to the competitor, and you can’t
do anything in that situation unless employers have some discretion or
some way of giving increases in these instances.

Chairman Proxmire. Gentlemen, as I understand it then, to try to
wrap up what you gentlemen have told us, No. 1 you agree this is
legal on the part of the President, he has a right to do as he did.

No. 2 you agree that the President’s action during this 90-day
period is vital 1f we are going to get an effective antiinflation pro-
gram he should prepare for phase 2. You feel that phase 2 can be
selective, and be effective in being selective, in other words you only
have to limit some employers, presumably the biggest ones, so far
as the prices are concerned, and you think you can concentrate on the
big unions, by and large, and that this can be an effective program.

You feel that productivity should be one element involved here. Is
that a fair summary ¢

Mr. PorTer. I would subscribe to that, Mr. Chairman.

Mr. D1SaLLE. Yes.

Chairman Proxmire. All right, gentlemen, thank you very much.
You have been most helpful. I can’t thank you enough and it is so
good to have gentlemen of your experience and intelligence come be-
fore us and make this record.

Thank you.

(Whereupon, at 12:05 p.m., the committee was adjourned. subject
to the call of the Chair.)
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