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CURRENT ASSESSMENT OF THE ECONOMY

FRIDAY, MAY 10, 1974

Congress oF THE UNITED STATES,
SuscommrrTEE ON Consumer Economics
oF THE JOINT Economrc COMMITTEE,
. Washington,D.C.

The subcommittee met, pursuant to notice, at 10:10 a.m., in room
318, Russell Senate Office Building, Hon. Hubert H. Humphrey
(chairman of the subcommittee) presiding.

Present: Senators Humphrey and Proxmire.

Also present: Loughlin F. McHugh, senior economist; William
A. Cox and Jerry J. Jasinowski, professional staff members; Michael
J. Runde, administrative assistant; Leslie J. Bander, minority econo-
mist ; and Walter B. Laessig, minority counsel.

OpPeENING STATEMENT oF CHAIRMAN HUMPHREY

Chairman HumpEREY. Welcome, Mr. Stein and your associates of
the Council. We appreciate your cooperation in coming here this
morning.

Mr. Stein, last May you testified before this subcommittee, and I
am sure you recall that in my opening statement I gave a long list of
what I thought was wrong with the economy and was also quite
critical of the administration’s economic policies.

As a matter of fact, I want to say for the record that our little
interchange produced a bet, and Mr. Stein is a man of his word. He
honored that wager, and within the last 6 weeks or couple of months,
Mr. Stein, myself and Mrs. Humphrey had dinner together. He
paid the bet. We were betting on what was the rate of inflation, and
I want to express my thanks to him, and I thoroughly enjoyed the
evening.

At the time of our last discussion here in May, I said, for example,
that prices were likely to be four times the administration’s predic-
tion of 2.5 percent, and I believe they were.

My opening statement upset you that day, and I believe you
characterized it as one of “the most one-sided and misleading and
dangerous descriptions of the state of the American economy” that
you had ever heard. Unfortunately, events have made my predictions
far more accurate than yours. We are now in at least the begiinmng
of a recession, and inflation appears to be out of control. I could
go on with another laundry list of what I believe is wrong with the
economy, but what is needed are solutions, not merely a recitation of
problems.

1)
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I want to confess quite honestly that I do not presume to have all
of the answers, but I believe that we can and we must do better.-The
country is desperate for better leadership in economic affairs. It is
in that spirit that we open today’s hearings.

As a matter of fact, I have said publicly several times that I doubt
any of us really know what to do with this inflation. I would hope
that somewhere along the line that we could bring together the peo-
ple from different walks of life and different professional disciplines
without a note of partisanship to see if we could not find some
answers, because it is quite obvious that what we are getting now are
some arguments.

There are two major questions that you will address in presenting
the administration’s case, or the thinking and the economic policy
of the administration. First, what is the current state of the economy,
and what we can expect in the.months ahead?.

Are there significant signs that an economic recovery is developmg
to pull us out of the first quarter recession?

When can we expect any slgnlﬁcant 1mprovement in.the rate of
inflation %

Mr. Stein, now more than ever we need a thorough and objective
appraisal of the state of the economy. -If we are in for continued
hard times, we need to know that. -

The second question I hope you will address 1s, ‘are present Govern-
ment policies and tools adequate to deal with our economic problems?
If not, what does the Council, or you and your associates, propose?
What mix of fiscal, monetary, and- anti-inflation policies?

As you might.guess, I have some suggestions that I will elaborate
on in the discussion period.

Following Mr. Stein and other members of the Council of Eco-
nomic Advisers today, the subcommittee will hear from Mr. Gerard
Adams, who will present the current Wharton economic outlook. For
that reason, I propose that the subcommittee complete its interro-
gation of Mr. Stein and his associates by 11:30. -

I know that you have other things to do, and I think in the next
hour and 15 minutes, we can go quite a ways. I Wlll say nothing more.

Bill, do you have anything ? .

_ Senator Proxmige. No, Senator.

* Chairman HumrrreY. Please proceed, Mr.: Stem

STATEMENT OF HON. HERBERT STEIN, CHAIRMAN, COUﬁCIL OF
- ECONOMIC ADVISERS, ACCOMPANIED BY WILLIAM J. FELLNER
~ AND GARY L. SEEVERS, MEMBERS

Mr. Steix. Mr. Chairman, Senator Proxmire, I appreciate the
spirit of your opening statement and hope that we can contribute to
answering at least the factual questions that you have asked and
discuss with some of the more speculative ones.

I would like to read a statement; it isa brief statement. Perhaps
if I stick to my prepared text, I will not be tempted into any further
bets, however much I enjoyed the dinner that we had the other night.
I would rather have the occasion voluntary
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We are please to appear before you today to present our views on
economic developments thus far during 1974 and our expectations for
the balance of the year.

I should have pointed out at the outset what is clear to everybody
here, but it may not be clear in the text, that the whole Council is
here, Mr. Seevers, Mr. Fellner, and I, who will all participate in
answering the questions.

Despite the obvious economic difficulties that we have been pass-
ing through, output and employment in the American economy have
held up well in the face of last winter’s energy crisis. It is true that
during the first quarter of 1974 we suffered from a sharp decline in
total production, that unemployment is now higher than it was at the
end of last summer, and that some of the effects of the needed ad-
justments to onr changed energyv situation are still to be felt. But we
believe that by the middle of the year overall production will once
again be on the rise.

Although real GNP declined by 1.5 percent or at an annual rate
of 6 percent in the first quarter of this year, the decline was a reflec-
tion of the energy crisis, particularly as it affected the motor vehicle
industry. Automobhile production as measured in the national accounts
fell by 29 percent from the fourth—quarter level and by itself ac-
counted for almost all of the decline in total GNP.

In addition, consumers reduced their real spending on electricity,
‘natural gas.fuel oil and gasoline, as well as for tires, auto accessories.
recreationdl vehicles and the like. If we make allowance for these and
reduced business outlays for such things as trucks, we more than

account for the first quarter decline in real GNP. : -
This is shown in the attached table which I will not read but would
like to have in the record. )

[The table referred to follows:]

CHANGE IN REAL GNP (N 1958 PRICES) AND IN SELECTED COMPONENTS OF GNP AFFECTED BY THE ENERGY CRISIS

{1 billions of dollars]

1973 iV 19741 Difference

844.6 832.0 —12.6

a1, 29.3 —12.0

14.8 13,2 —1.6

Auto »ccessories including recreational v 12.6 1.6 -1.0

“‘Consumer energy outlavs:
Gasoline and fuel oil - _ _____ .o ! . . -
Electricity and gas. ... ____..__. - . -1

Total selected energy items

1 includes mobile homes.
2 The decrease in gasoline and fuel oil shown here i
reduction in imports. Calculations by CEA. .

Source: Basic data from Department of Commerce.

s smaller than actually occurred in order to make allowance for the

- Mr. Sterx. Of course, not all of the first-quarter decrease in auto
production was caused by the crisis, since prior to last fall there was
a common expectation of a moderate decline in auto demand and
output in 1974. But as an offset against this, one should also take
account of the reduced spending of laid-off automobile workers, auto-
mobile salesmen, filling station attendants and others who lost their
jobs because of the embargo.
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I do not mean to suggest that aside from energy-related production
the economy was robust. Indeed, before the onset of the energy crisis
we foresaw very slow growth in the economy in the first half of 1974
reflecting some reduction in demand as well as limitations on supply.
In the early part of 1973, amidst a process of very rapid expansion
in demand, the economy encountered significant supply limitations
so that as far back as a year ago some slowdown and readjustment
was inevitable.

It is not surprising that the picture was mixed in the first quarter.
Housing activity was in the midst of a pronounced decline. In
contrast, demand in some sectors, like capital goods, was quite strong
and shortages of basic materials were very common. Apart from
energy-related items, real consumer spending showed a fairly good
rise in the first quarter.

We do not foresee much change in overall production in the second
quarter, since we see many cross-currents which are approximately
offsetting. While we believe that we will wind up with a small plus,
the change in real GNP could just as easily be a small minus, and let
me emphasize that no significance should be attached to the difference
between a small increase and a small decrease, especially between a
small measured increase and a small measured decrease, because our
measurements are not that precise.

In April we saw a good recovery in automobile production from
the very depressed levels of the first quarter. Dealer sales of domesti-
cally-produced cars were running at a seasonally adjusted rate of 8
million units in April as compared to about 724 million in the first
quarter. Dealers’ stocks are in fairly good shape. We should not be
surprised to see some further decreases in automobile inventories in
the current quarter, but not as much as occurred in the first quarter.

We expect a good recovery of the economy in the second half of
1974 and a resumption of the rise in real consumer spending that
came to a halt late last year. We believe that the improvement in
gasoline supplies will bring back into the market increasing numbers
of purchasers of large cars who held back from buying last winter.
Also buyers of smaller cars should find greater supplies of such
cars because of increased production capacity. The reduction in auto
inventories should come to a halt. All told, we are projecting moderate
increases in auto production from the April level.

The capital goods sector is the strongest sector of the economy at
present, and we expect it to remain strong for the rest of the year.
Although the rate of capacity utilization in manufacturing has edged
down, it is still very high by historical standards. Capacity is inade-
quate to satisfy demand in many industries producing basic materials.
Backlogs are very high, and waiting times for many types of capital
goods are very long. The Commerce Department survey of antici-
pated plant and equipment expenditures published in early March—
which was essentially confirmed by the McGraw-Hill survey pub-
lished in early May—points to rising outlays for new plant and
equipment through the year. A good-sized advance remains after
allowance is made for higher prices for equipment and construction.

We do not expect changes in inventory demand to have much of
an effect on changes in total production for the rest of 1974. Some
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industries have been accumulating stocks of raw materials which
have been in short supply and inadequate to sustain current levels
of output. There are also reports of hoarding of raw materials in
anticipation of price increases, but we have no hard information on
this activity. So far we have not seen a backing up of finished goods
inventories in the hands of manufacturers and trade firms. Relative
to GNP the physical volume of total nonfarm inventories in the
first quarter of 1974 does not appear high even though this ratio,
based on constant dollar figures, has risen somewhat from the very
low ratio of 1973.

The sharp decline in housing starts that began in early 1978 seems
to have come to a halt in the first quarter of this year. That decrease
was influenced mainly by the tightness in mortgage markets that
developed last summer, although the extent of the decline was also
affected by some earlier overbuilding of single-family homes and by
last winter’s energy crisis.

The greater availability of mortgage funds late last year and
early this year has provided the groundwork for a recovery in
housing. However, the sharp rise in interest rates that began in
March has slowed down the flow of funds into thrift institutions,
which are the main source of funds for mortgage lending, and indeed
threatens a repetition of last summer’s disintermediation.

Because we consider a continued recovery in housing to be impor-
tant for itself as well as for the overall recovery of the economy, the
administration is taking steps to insure a recovery in housing starts.
We considered the possibility of asking the Federal Reserve System
to pursue an easier money policy, but we do not consider that to be
appropriate during this period when prices are rising so rapidly.
Since we believe that a monetary policy of moderate restraint is now
called for, the administration is taking steps to support the housing
n}alrktls{t. These steps will be announced later today, I believe at 11:00
o’clock.

In the year preceding the onset of the energy crisis—from QOctober
of 1972 to October of 1973—employment as measured in the survey
of households had strong and nearly continuous upsurge. Civilian
employment had increased by 314 million persons, an annual rate of
growth of 3.9 percent, while the number of unemployed persons
decreased by 770,000 to 4.1 million. The unemployment rate declined
from 5.6 to 4.6 percent. The rate decreased sharply for all demo-
graphic groups and reached a low of 2.1 percent for married men
whose wives were present. An unprecedented labor force participa-
tion rate of 61.8 percent was attained.

We knew last fall that these trends could not continue, nor was it
desirable that they should. The labor market was tight. The high
labor force participation and the low unemployment rate meant that
the scope for further employment increases was limited. Large in-
creases in demand and output would mean similar increases in the
demand for labor, and under the conditions of last fall this could only
intensify pressures on wages. In fact, we expected a tapering off in
the rise in economic activity and labor demand, bringing with it a
leveling off or a period of slow growth in employment and probably
a sI’'zht upward tilt in unemployment. The o1l embargo changed

these earlier anticipations.
38-864—74—2
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" The impact of the oil embargo began to appear in November and
increased in severity over the next 2 months, at a time when labor
force participation rates continued to edge up. From October to
January, the number of persons employed rose by 600,000 on a sea-
sonally adjusted basis, while the unemployment rate rose to 5.2 per-
cent. Over the same period, total civilian employment increased by
160,000 persons, seasonally adjusted, because the demand for labor
was still growing outside of the energy-affected sectors.

An examination of payroll employment shows that nonagricultural
jobs grew by 160,000, seasonally adjusted, from October to January.
Important employment increases were experienced by the Govern-
ment, the services, and the mining sectors of the economy. Employ-
ment declines were large in a few sectors, particularly transportation
equipment, 105,000; retail trade, 95,000; and to a lesser extent con-
tract construction.

The softening in the demand for labor over this period was also
reflected in a shortening of the workweek. From QOctober to January,
the average workweek of private nonfarm payroll workers decreased
by 0.3 hour to 36.7 hours. Although the declines were widespread,
they were particularly large in transportation equipment, primary
and fabricated metal industries, and contract construction. Except
for contract construction, where homebuilding was declining, the
large declines in hours worked appear to be primarily a consequence
of the decline in the production of motor vehicles.: :

Since January of 1974 the unemployment rate measured in house-
hold surveys has been essentially on a plateau averaging 5.1 percent.
Total civilian employment has hovered around 85.8 million. The
levels of employment and unemployment of adults taken as a whole
have changed little. The April decline of 0.2 percentage points in
the labor force participation rate and the dip in the unemployment
rate to 5.0 appear to reflect largely a sharp decrease in teenage em-
ployment and unemployment. The teenage data are very erratic, and
the April dip could be due to an imperfect seasonal adjustment for
April, inasmuch as the survey was taken during the week containing
Good Friday. The fact that the total civilian labor force showed a
slight dip from January to April may be primarily a reaction to the
extremely sharp rise from last October to January.

The payroll series gives a somewhat different employment picture,
showing a seasonally adjusted rise of 385,000 from January to April.
The April figures is now 230,000 above last November. Manufactur-
ing employment fell in February and March but rose in April, while
outside of manufacturing, employment showed a strong increase over
the 3-month period. :

The average number of hours worked per week by private nonfarm
payroll workers fluctuated around 36.8 hours from January to March.
The decline to 36.6 hours in April appears to be related in part to
the incomplete seasonal adjustment for a survey week containing
Good Friday. * - o

We believe that the continuing high level of employment since last
fall attests to the fact that there is still considerable strength in the
U.S. economy. Although we look forward to rising demand and out-
put in the second half of this year, we will probably see some further
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increases in unemployment as the labor force once again begins to
grow,

In our view, the rate of price increase in the U.S. economy peaked
in the first quarter of 1974, and we expect improvement from here
on out. But we must recognize that improvement is relative—in this
instance relative to the first quarter increase of 12.2 percent at an
annual rate in the CPI and of 10.8 percent in the GNP deflator. As
we said in our lastest Annual Report, “Whoever undertakes now to
fight inflation must be prepared to stay the long course.” But it is
encouraging, when pursuing such a long-run goal, to see some results
quickly. And this we expect.

Retail food price increases, which accounted for about one-third
of the 12.2 percent rise in the CPI for the first quarter, should slow
substantially in the April-June period and contribute importantly
to a slower rate of rise in the CPI.

Increases in prices of refined petroleum products will diminish.
This will be reflected in smaller increases in prices of fuels pur-
chased directly by consumers; in the first quarter such increases ac-
counted for another third of the entire CPI rise. Of course, the
lagged effect of the rise in crude oil prices on substitute fuels, elec-
tricity generation costs and petrochemical based products will con-
tinue to be felt, but the impact will be smaller.

The behavior of the prices of goods and services other than food
and -directly -purchased fuels will be central to the future course
of inflation. Prices of these nonfood commodities and services other
than fuels in the CPI rose at an annual rate of 6.1 percent in the
first quarter and accounted for the remaining third of the CPI in-
crease. :

Prices of the nonfood commodities are influenced by developments
in the industrial commodities component of the Wholesale Price
Index. As is well known, prices of these commodities have risen at
a rapid pace in the past several months through April and are likely
to continue to advance rapidly for another couple of months. These
increases in turn reflect the large rises in prices of raw industrial
commodities and of unit labor costs. The latter are influenced by
the rate of wage increase and the slowdown and decline in the first
quarter of the year in output per manhour. .

Given the likely pattern of developments with respect to the fac-
tors determining the prices of goods and services other than food
and fuel, it is likely that prices of these items will accelerate during
the year from the 6.1 percent rate of the first quarter of 1974. Most
of the acceleration will occur in the fall when new goods come to
market. But food and fuel prices are likely to be rising much less
rapidly at that time than they are now and will provide some offset
to the acceleration in prices of the rest of the consumer’s market
basket. Thus, on balance we should see a rate of inflation substan-
tially below recent rates.

While such an outcome will indeed be encouraging, we will still
have considerable distance to go to achieve acceptable price behavior.
This underscores the need to maintain proper policies of demand
management. In a setting of rapid price increases, continued short-
ages of many items, and the prospective recovery from the first quar-
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ter decline of output induced by the energy crisis, we do not think
that policy should turn in a more expansive direction. To ‘do_so
would jeopardize the improvement in prices that we expect during
the balance of this year. It should be our goal to slow price increases
further in 1975, and continued prudent fiscal and monetary policies
will be required to achieve that.

Thank you.

Chairman Humparey. Thank you very much, Mr. Stein.

Do Mr. Seevers or Mr. Fellner have any comments that you would
like to add at this time?

Mr. FerLner. No, Mr. Chairman. This is a joint statement, and as
as we are concerned, we go along with it.

Chairman Hompurey. Thank you.

‘We have some questions. I will stick with the rules that we divide
up the time, Senator Proxmire.

Will the staff notify us when we come to the 10 minute limit?

Mr. Stein, I guess my question is simply put, but T want to elab-
orate a bit. The question is, do we have a recession, and where is
the economic recovery?

Your position is that the worst of the economic slowdown is over,
and you “expect a good recovery of the economy in the second half
of 1974.” T have already said publicly that I do not see the signs of
good economic recovery in the second half. Now, of course, the word
“good” I think is subject to several definitions; although the business
sector. as you indicated, in the capital investment seems strong, the
rest of the economy looks extremely weak to me and to many econo-
mists as well.

This morning I listened to the radio report of the “Business Coun-
¢il.” T believe, at Hot Springs, and it was not too encouraging.

First, I am curious about what you mean by a good recovery. Both
Wharton and Chase Economic Forecasts show weak real growth
in the GNP in the second half, about 2 percent, and an actual decline
in real GNP for 1974 as a whole. To me that is not a good economic
performance, and not a recovery.

What do you precisely have in mind when you say there will be a
good recovery in the second half?

Mr. Stern. We have in mind a rate of increase of real output at
approximately our normal rate of growth. We see the rate of in-
crease rising as we go through the second half from 3 to 4 percent.
We think the second half will be in the 3 to 4 percent annual rate
range.

Chairman Hompurey. As compared with the estimates made by
Chase and Wharton at around 2 percent?

Mr. Stern. Yes. I have not seen the Chase, but I accept that if that
is what they said.

Chairman Houmeurey. They see an actual decline in real GNP for
1974 as a whole.

Do you buy that?

Mr. SteIN. Our numbers add up to a small increase in the neigh-
borhood of 1 percent.

Chairman HomprreY. I believe you said it could either be a small
increase or a small—
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Mr. Stein. That was referring to the second quarter?

Chairman Humpurey. Second quarter; yes.

Now, on the consumers, we have had to go around on occasion on
this. In listening to and looking over your statement—and we thank
you for getting it to us on time so that we could do that—you skim
over what has happened to consistently weaken the economic viabil-
ity of the consumer over the last year, and I happen to think that
this is one of the weaknesses in the economy. It used to be that when I
would tell you how hard hit the consumers had been by the recent
inflation, that you would respond by telling me that we were using
the wrong statistics, and in fact real per capita income had continued
rlsmg.

As you know, the nature of consumer well-being declined at a
7 percent annual rate in the first quarter, and I do not see much that
indicates that it will be any better, or much better, and it looks like
it will decline for the year.

What hard evidence do you have that there is economic strength
among the consumers? In other words, what hard evidence do you
have that you can turn it around from the decline in the per capita
income and get it on somewhat of a more even or steady base?

Mr. Stein. Well, of course, the real incomes of consumers are a
reflection of the other things that are going on in the economy se
that this is really a question about whether the other elements in the
forecast are correct. But if, as we expect, real output is rising, and [
could return to the reasons for thinking that, real output will be ris-
ing, employment will be rising, wages will be rising, as I suppose
everybody recognizes the wage rates will be rising, and the rate of
inflation will be diminishing very substantially, then this result will
be achieved. After all, in the first quarter we had a consumer price
index rising at the rate of 12.2 percent per annum, and this, given
the fact that employment was not rising, ate into the real disposable
incomes of consumers.

The turnaround will also be a mutually reinforcing process, the
reduction in inflation rate will contribute to the increase in the real
income of the consumers and the increase in employment will con-
tribute to the increase of the real income of the consumers.

Chairman Humprrey. What do you think the annual rate of infla-
tion will be for 1974? What is your prediction. Mr. Stein, recogniz-
ing that predictions are always subject to modifications.

Mr. SteiN. Yes.

We have said, as measured by the GNP deflator, we said earlier in
the year that we thought it would be about 7 percent from 1973 te
1974. We would since the first quarter was a little more than we ex-
pected, we would probably edge that up a little bit, but not very much,

Chairman HuMpHreY. 7 percent you say?

Mr. Sterx. Yes.

Chairman Humparey. What is the rate right now?

Mr. Stern. Well, this is a problem that we ran into last year by
distinguishing between quarterly rates and the comparison of the
average of the year of calendar years. The CPI increase in the first
quarter was 12.2 percent annual rate.

Chairman Huyeurey. Where have I heard these figures, that the
inflation rate was running around 14 percent?
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Mr. Strin. The December to March annual rate of the Consumer
Price Index was 14 percent.

Chairman HoumerREY. And you really think that is going to come
down enough to get you on an annual rate of 7 percent inflation?

Mr. Stemv. T am not saying that the rate will be 7 percent from
December to December. I am saying from the average of 1973 to the
average of 1974 will be about 7 percent.

Perhaps I could describe our forecast a little more understand-
ably since we get into this semantic problem, is that we expect this
rate of increase of the CPI, which was about 12.2 percent in the first
quarter, to get down to about 6 percent in the fourth quarter.

Chairman Humparey. Down to about 6 percent?

Mr. SteIN. Yes.

Chairman Humrprrey. Well, despite the fact that you see wages
rising, despite the fact that you see commodities going up, there is
no indication that commodity prices—metals, are going to go down.

Mr. Stein. As we pointed out, one third of the increase in con-
sumer prices in the first quarter was an increase in food prices.

Now, we do have evidence that wholesale food prices have de-
clined. There is no question about that.

Chairman HompHreY. Not a great deal.

Mr. Strin. That is quite right, but as I listen to the Senators from
your part of the country, it seems to be quite a lot.

Chairman Humerrey. Well, the price of agricultural products
has declined. We are going to "have some hearings on that, but the
relationship between what a farmer gets for an egg and What we pay
for it in Washington is like the relationship between a gram of sand
and the Sahara Desert.

Mr. StEIN. Yes, well—

' Chairman Humerrey. By the time the people get through han-
dling the egg. vou wonder whether the hen was necessary.

What T Ie‘ll]y guess T am concerned about is when I see the I‘md
Motor Co. going fo increase its prices, when I see, for example, the
Wholesale Price Index—what is it thls mornlnﬂ"Z It is runmnﬂ' at
0.7 of 1 percent? A o

My, Stein. Yes. '

" Chairman Humearey, Tt ran at 1.2 percent, was it not, ]ust a
few weeks ago or a few months ago. the first quarter? :

Mr. StEIN. Well, something like that, 1.3:

Chairman HUMPHREY. These Wholesale Price Inde‘i figures }mve
got to translate themselves ultimately into retail prices, if I know
anything about merchandising. '

My, Srerxy. Well, these estimates that we have made - are bqsed
on taking what has happened to the wholesale prices and translat-
ing them in the future into retail prices, recognizing this obvious
factor to which yvou have referred, and we have said in our state-
ment we think we will have some acceleration in the retail plices,
in the nonfood, nonfuel categories, but the behavior of retail prices
has been so dominated in the last year and a quarter or so by food-
and fuel prices that we think that this relief there will more than
offset the acceleration of the nonfood, nonfuel prices. :
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Now, of course, we are not expecting that the declines in whole-
sale prices of food will be translated proportionately to the declines
of retail prices. What we are saying is that if we get—when we get
50 percent declines in the price of wheat and corn and cattle and 30
percent hogs—Mr. Seevers knows these numbers much better than
I do—but we are in those ranges, when we get these large. declines
at wholesale, we will get at least a very marked reduction in the
rise at retail.

Chairman Hompurey. I agree with that. I agree with that. But
I want to just say quickly that I met with some textile people here
not long ago, and they told me that what is going to happen to tex-
tiles should not happen to a dead dog, that it 1s ]ust going to go right
out of the roof, the shortage of cotton wool is just unbelievable, and
that we can expect—and as the man said to me, if you need some
shirts, Senator, buy them now. Get a whole lot of them because he
said you can go on the open market later on and make a killing. I
do not know whether—this is one of the larger shirt manufacturers
in the United States, as a matter of fact, that was talking about it,
and I said, well. what about other appme], and he said, ncrht out
through the roof.

S And this is one of the lar gest apparel manufacturers in the United
tates.

Now, it is those things, plus what I read about electrical energy
all over the United States, people are asking for rate increases for
the electricity

Mr. Steix. We are not presenting, it seems to me, a very rosy
picture of the course of inflation. The rate of inflation that we fore-
see, even with our expectations about food and fuel prices, is still
a disturbingly high rate of inflation. We think ‘this is the major
problem before the country. That is why we take the stands we do
about the budget and the fiscal policy.

Of course we ask for a rather, it would seem to us, a very moder-
ate and reasonable continuation of the Cost of Living Council-which,
even without mandatory controls, can serve a useful function here.
So far we do not have that, but we hope that issue is not dead

Chairman Humprrey. 1 snpported you \1001oush on that.

Mr. Sters. T appreciate that.

Mr. Ferrxer. Mr. Chairman. T am sorry I hme to leave becausé
of a speaking engagement. may I just say one thmcr?

- Chairman I{t\tPnRrY Yes.

Mr. Ferizer. I 'think. Senator. that the question whether the peo-
ple who speak of these price explosions will actually get to those
prices, will depend very largely on our demand ma’narrement poli-
cies. and that is the reason whv I think we should use reasonable
restraint in that regard. That kind of reasoning, that it’s obvious
prices will explode,. “has some implication as to whether our policies
will accommodate those prices. I think that it is verv important
that our monetary and fiscal policy should not accommodate that
kind of a’ process. ‘

Chairman Huyeurey. The thing that worried me when T heard
about textiles is that this is such -a basic—a mother that goes in to
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buy a pair of children’s shoes today is shocked—I realize that you
can slow down, you do not have to buy as many shoes, and that, of
course, is what will happen. When you go in to buy children’s clothes,
it is very expensive. I mean if you buy at what we call the discount
houses. .

Now, there again I agree with you that the demand factor can
change it.

I want to stay within the 10-minute rule, and we understand, too,
Mr. Fellner, that you have to leave. Do not feel any restraint at all.
Go ahead.

Mr. FeLnxer. Well, T would like to stay for a few minutes and lis-
ten. .

Chairman HumpurEY. Senator Proxmire?

Senator Proxmire. Mr. Stein, you are more optimistic than many
of those who estimated the level of unemployment, average unem-
ployment during 1974. You estimated 5.6 percent, as I recall, and
most of them were higher than that average during the year. It
seems on the basis of the record to date that you may be more accu-
rate than others, that the unemployment has averaged in the first
4 months, as you say, about 5.1 percent.

While, as you say, unemployment is likely to get a little worse
later on, the fact is that we are over the energy crunch, and it may
well be that it might not get as bad as even you estimated. '

Wonld you tend to revise that estimate, or would you stand by
the 5.6 percent?

Mr. SteiN. We said a little over 5.5 percent and it would not ex-
ceed 6 percent, and we are inclined to feel even more confident that
it would not exceed 6 percent, but I do not think that we would
change that particular number. U : o

Senator Proxmire. Now, in light- of the contrasting outlook for
unemployment on the one hand and as you depicted in your state-
ment this morning, an inflation on the other, how would you view a
tax cut of $5 billion passed by the Congress? :

Mr. Stetw. We think that would be very dangerous, very inappro-
priate, and we are very much against it, as I and, I am sure, Sec-
retary Shultz and other representatives of the administration, have
said, it would be highly inflationary and just the wrong time to do
that. :

Senator Proxmrre. Supposing it was a tax cut that was balanced,
a tax cut with respect to consumption, an increase in the allowable
deductions for dependents, for example, combined with an increase
in other sectors of the tax code, such as investment credit and oil
depletion and so forth, so that you would have a balanced overall
effect on revenues, but you would have a different distribution be-
tween the impact of the taxes on consumption and investment ?

Mr. SterN. Well, T guess there are two things to be said about
that, that a balanced overall effect on revenues may not have a bal-
anced overall effect on the total economy, that is, the total—the re-
duction of the tax designed to stimulate consumption may have a
larger or smaller effect on the economy than an equal number of
dollars of revenue designed to strain expenditure.
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But Jet’s pass that over and assume that the tax change is neutral,
both with respect to revenues, and with respect to the total economic
effect. It seems to me that we are in a situation where the demand
for—or the country’s need for a higher rate of investment is very
great, and that we should think very carefully about any tax mea-
sures which would reduce the rate of investment. We think that an
increase to a higher rate of investment is one of the things which,
if it does not at the time contribute to an excess of total demand, will
by bringing forth more output later, tend to solve the inflation prob-
lem, and at the very least, to increase real incomes.

So, it seems to me very doubtful that we would want to move in
the direction of that trade-off at this time.

Senator Proxamire. Well, you see, I think what bothers a lot of
people is the fact that the typical consumer has been hit hard, as
Senator Humphrey pointed out, with a drop in his real income, and
one positive action that Congress could take would be to reduce his
personal income taxes. At the same time you have this almost explo-
sion of investment in plant and equipment. McGraw-Hill’s estimate
goes up to a huge 19 percent increase this year, very strong.

It would seem to me to be doubtful that a modest change in taxes
would dampen that very much. It might provide some relief.

My question to you is, if this is the case, do you think that that
kind of tax reduction would have inflationary consequences?

Mr. SteIN. Well, again going back to the initial proposition, as-
suming that it was both balanced and neutral with respect to reve-
nue and with respect to its short run effect on total demand, I would
say it would not have inflationary consequences. I think there would
be other objections to it from the standpoint of the long run welfare
of the American people. ;

Senator Prox»ire. All right.

Now, let me ask you this. Yesterday the Senate passed an amend-
ment that T introduced to set a ceiling on spending, on outlay of $295
billion. The bill to which that ceiling was attached was then killed.
That ceiling would have been $9 billion below the President’s esti-
mate. A short time ago Senator McClellan issued the compilation
of what the various subcommittee chairmen of the Appropriations
Committees in the Senate expected to be able to do with their budget,
and they estimated a reduction of about—in actual outlays of about
$2.2 billion, or about 1.2 percent. Both of these reductions would
be below the President’s budget, one by quite a limited amount, one
by a sharper amount.

What effect do you think this would have on inflation and employ-
ment? Do you think it would be desirable?

Mr. Stern. Well, I think it would be desirable to have—if the
Federal deficit for fiscal 1975 were lower than what now seems to be
the prospect, therefore, I think it would be desirable if ways could
be found to hold the expenditures below the $304 billion figure that
we initially proposed.

Now, whether we could get to the number that you suggest with-
out giving up programs of great importance, is something that would
have to be considered very carefully. I guess I would think that the

38-864—74—3
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$9 billion or $10 billion that you propose is too big, both from an
economic standpoint and from the standpoint of the programs, but
that some reduction would be beneficial. I think there would be two
main benefits. One is that it would, by reducing the Federal Govern-
ment’s borrowing on the market, tend to relieve the strain on interest
rates and permit housing to go forward more rapidly. And I think
it would also have an anti-inflationary effect in both real and psycho-
logical terms.

Senator Proxmimme. Well, that latter point seems to me to be very
important. This is a concrete, specific action that Congress could
take. The budget does represent about an 11-percent increase in spend-
ing. It is true that with inflation the real addition of resources is not
nearly that great, but it is a substantial increase in both dollars and
resources.

It would seem to me that it would be advantageous if we could cut
it down to a 7.5-percent increase, which the $295 billion represents.
However, I suppose with the controllable expenditures being as lim-
ited as they are, that would be extremely difficult to do.

Mr. Stein. Well, as T understand it, the controllable expenditures
are in the neighborhood of $110 billion, of which about $80 billion
is in the defense program, and you know, there are many ways to
ruin a country, inflation being one of them, but being inadequately
defended is another one, and so I think we should be very cautious
about that.

But I am really not prepared to go into detail into the possible re-
ductions in the size of the budget. We have been talking about this.
Mr. Ash will be up next Monday testifying about the debt limit, and
he can be questioned further about that.

Senator ProxMire. Now, it is almost 11 a.m. I wonder if you could
tell us whether or not the housing proposals by the President would
result in additional net spending, or if they would not? I am not ask-
ing about the details of it. I am just asking about the economic
consequences.

Mr. SteiN. Well, T guess I can tell you, as I understand it. That
is a somewhat iffy question because one aspect of it involves a com-
mitment of the Treasury to make loans to the Federal Home Loan
Banks, and whether that commitment would have to be taken up
would depend on the future course of interest rates, so that if interest
rates came down the Treasury might not have to take up this com-
mitment, and there would be no budgetary effect. If interest rates
did not come down, the Treasury has to take up the commitment.
There is a budgetary effect.

But I think that this kind of budgetary effect is somewhat differ-
ent from other kinds of expenditures because what is involved is that
the Treasury would borrow and funneling the money through the
Federal Home Loan Banks, would come back into the credit market.
So it is pretty much a wash transaction except that it may divert a
certain amount of funds from other parts of the market into housing.
But there would be part of the program that involves expansion
or increase of the tandem plan, the Gennie Mae, Fannie Mae pro-
gram, and this could have some budgetary consequences also.
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Senator Proxaure. I will not question you further on these. Of
course, we all have the statement before us, and it will be issued
shortly.

Yesterday, as you said, the Senate did kill, and I think probably
finally kill, the monitoring authority. Frankly, I voted for that, the
controls had not worked well, and we should have ended them. At any
rate, there was some discussion and debate and confusion and differ-
ence of opinion as to what monitoring authority you might be able
to exert, and everyone agreed that the Council of Economic Advisors
was the one agency, if there is an agency, that could monitor prices,
give us information on developments with respect to prices through-
out the economy, and do it in a way that would keep us informed to
some extent.

What action can you take or do you plan to take to monitor the
course of prices over the next few months?

Mr. Stein. Well, of course, the Cost of Living Council will remain
in being until June 30, in any case, under its present authorization
and executive order. But monitoring is a rather elastic term, as used
in this sense with respect to the Cost of Living Council. It does not
mean simply looking at the statistics or looking at the prices or re-
porting the statistics of the prices. It involves certain kinds of ac-
tivity which are not mandatory but may be significant. The Cost of
Living Council as a council, and because of the interest it represent-
ed. has had a great deal of influence in the administration in getting
policies of the various departments adapted to our interest in pre-
venting inflation. I would say one of its most successful perform-
ances has been with respect to agricultural policy, to looking at all
of these orders that the Department of Agriculture puts out, and
asking what is this going to do to prices, what is this going to do to
inflation, and do we really need to do this.

It has been concerned with some other agencies, Department of
Transportation, for example, and I think that is an important func-
tion.

Also. it has—there is a kind of moralsuasion, jawboning, exercise
of talking with labor leaders, with labor unions, with leaders of busi-
ness, trying to persuade them of the virtues of moderate behavior.
So there is some action involved here, although not mandatory, and
I think we will have to decide what we do about this after June 30.

I hope that vou are not correct in saying that it is all dead, be-
cause we would still like to push for it. The Council of Economic
Advisors, as you know, is about 46 people—the Cost of Living Coun-
cil is several hundred.

Senator Proxmize. Let me just interrupt. My time is just about up,
Mr. Stein. To say that I think it is dead, and that the realistic ap-
praisal is that it is, as I say, it failed in the Senate, the assumption
was it would have a lot harder time in the House anyway, bitterly
opposed by both labor and business, and for that reason I think its
revival is most unlikely. But I think there is a strong sentiment in
both the House and the Senate, and acceptable to labor and business
to have a modest expansion of the Council of Economic Advisors
with the capacity to do precisely what you told us, to work with the
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agencies and to do some discussion and negotiation with the labor
unions and business, to communicate the views of the President that
restraint is desirable. ‘ '

Mr. Stein. Well, that is one of the alternatives we will have to be
considering in the next few weeks. '

Senator ProxMire. My time is up.

Chairman Humenarey. Thank you. .

Mr. Stein, let me sée if I understood correctly your discussion with
Senator Proxmire. _ . ‘

Is it your forecast that unemployment will range bétween 5.5 per-
_cent and 6 percent, is that your judgment? ‘

Mr. STEIN. Yes. . - :

Chairman Humpnrey. For this calendar year?
~ Mr. Stei~. No. I am saying that—yes, but I am saying that it will
rise from the 5.0 percent that we had in April into that area between
5.5 and-6 percent.. I just point, to. a—we have.the latest compilation

" by RCA of the consensus of economic forecasts of 1974 unemployment
_rate, and these come to 5.7 percent, which seems to us a reasonable

Chairman -Humrpurry. What bothers me about that is not whether
the statistical prediction is_accurate or near accurate, but the fact
that we are beginning to accept it. That is an incredibly high rate
of unemployment, and the economic loss of that amount of-unemploy-
ment runs into the billions of dollars. And I just do not believe that
we ought to-permit-ourselves to think for a moment that it is an ac-
ceptable rate. In fact, to the contrary, that we ought to move heaven
and Earth to bring it down. I do not know any way we can pay our
bills or keep this economy in any kind of healthy condition with 5 to
6 percent of our work force unemployed. . :

But we have been edging it up. You know, it is sort of like getting
accustomed to medications. You can keep taking larger doses. But-I
can tell you, there comes a break point where the toxic effect is over-
whelming and overcomes any positive therapeutic effect, and that is
what T am worried is happening in this unemployment figure, when
it used to be that we were talking about a 3-percent rate, and then
the Government had a standard that maybe a 4-percent rate was ac-
ceptable. Now we have moved it on up to not 4.5 or 5 percent, but
we are talking now about that—well, between 5 and 6 percent. T mean,
this is just a statement of my feelings about it. I feel that we have to
design policies and hopefully encourage the economy to where it will
do something better.

Mr. Stern. May I just say——

Chairman HumpHREY. Yes.

Mr. SteiN. We do not regard 5.5 to 6 percent as a goal of policy
or as a desirable state for the economy. We are forecasting that this
is a situation which we will pass through. We expect the rate will
decline substantively, and we are confronted with the fact that of
course we do not accept 12 percent inflation rate as acceptable, as a
desirable state of the economy, and that we have to, we believe, grasp
this nettle and accept some transitory difficulties in order to get down
from there, or else we will never get down.

Chairman HumparEY. You see, my concern is, though, it is not
transitory, and that we are not grabbing the nettle, so to speak. We
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are not biting the bullet. And I say “we.” I do not think the Govern-
ment anywhere is really doing it, Congress or the executive branch.

We have been going on this unemployment business for a long pe-
riod of time. It was a temporary drop, but the prevailing rate over
the last 3 years since 1972, the last 214 years, has been in the area of
around five plus, 5 percent or more.

Mr. SteN. That is true.

Chairman Humparey. We have been cutting up, the price freeze
went on when inflation was a little over 4 percent, and now it is on
up. I still do not know what it is, I mean 12 percent or 14 percent.
But whatever, it is a double digit, that we know. And we are not get-
ting better. We are actually having a slow erosion and deterioration.

Now, that may be due to international affairs. I understand the
energy problem. All of these matters require reason and not passion.
But the point is, and I do not see that we are coming up with design,
with a program, with policy. The old cliches of the budget and all
that sort of thing, it just does not add up.. .

Mr. Stern. Well, I think the trouble with these old cliches, with the
old religion, is that we have not abided by it, not that we have found
it to be erroneous. And I think what we have found is that the new
cliches and the new relations did not work, and we have to go back
to the homey truths. The idea that for every problem there is some
newly-invented solution which nobody thought of before which will
enable you to come to the promised land without difficulty is just—
you know, we know that that is not correct. '

I do not say, or would not say that our interests should be confined
to the told-time religion of fiscal and monetary policy. But I think
we have to live by.that a lot more prudently than we have in the
past. There are things we want to do,.we hope we can do about in-
creasing production, about increasing productivity and so on. But the
final solution, I believe, lies in this area of responsible demand man-
agement. . . : ,

Chairman Homprrey. That may be the case, and I hope you are
right. But there still is not the structural organization to really do
what we are talking about, even on jaw-boning, even preaching mor-
alsuasion to our respective segments.of the .economy. .

My point is that I do not see that there is any concerted effort. I
do not deny the fact that monetary policy has an influence on the
economy. Of course it has. And I gather that the budget was pre-
sented which will be reduced by the Congress was a surplus budget
in terms of full employment budget, is that not correct?

The budget for fiscal 1975 ¢ :

Mr. Stev. Well, we had so many measures of the full emplovment
budget by the time we were through that I am most uncertain about
the answer to that. But it was approximately in balance. I would say.

Chairman Huypuarey. I understood it was an $8 billion surplus
budget on the basis of what we call full employment. that new tech-
nique that we have. That is about $4 billion more than we had in
1974. You can have one of your men check that out. If I am wrong,
T will correct the record.

I would like to talk just quickly in the time that T have about hous-
ing. We are going to release a study that we had done by the sub-
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committee through the research services of the Congressional Library
and others showing that there will be a fall in housing starts in the
second quarter to 1,500,000 units, and yet you indicate that the sharp
decline in housing starts that began in early 1973 seems to have come
to a halt in the first quarter of this year.

With interest rates where they are—and I have got to say once
again that I think those interest rates are an open aggression upon
mankind—I do not see how housing can recover. We are just pricing
housing out of the reach of most families. I do not care how much
mortgage money they can get.

Have you made any studies?

Do you have any evidence to support the claim that housing is about
to recover?

Mr. Stein. Well, what we said, in the first place, was that the de-
cline of housing has come to an end, and your forecast of 1.5 million
in the second quarter would not belie that. After all, we started with
an annual rate of 2.4 million in the first quarter of 1973. We have
come down to about 1.5 million. That is about where we are. And
we have made some studies of the demand for housing, with some
care, taking into account the stock of unoccupied houses, the number
of families, their incomes, the cost of houses, the cost of mortgages
and so on. And we believe on the basis of these studies that we will
have a rise in housing. :

But we do have a potentially very difficult, potentially dangerous
situation, as a result of the rather peculiar character of the financial
institutions that finance housing, that we could have a great flow
of funds out of the thrift institutions, which would be, which could
abort the recovery that we see. And so part of the financial measures
that we are talking about are to prevent that and to make sure that
aﬁll of our backstops are available to make sure that that does not

appen. ,

Chairman Humerrey. Our study indicates that the housing starts
will average out for the year at about 1.6 million.

‘What do your studies indicate? '

Mr. Stein. Our estimate is about one and two-thirds million units,
it is a little higher. .

Chairman HuMrHREY. Just a little bit, but about in the same range?

Mr. StEIN. Yes. :

Chairman Humpurey. And both of those estimates, then, demon-
strate conclusively that the housing needs, the minimum needs are
not being met, the essential needs for -housing -are far beyond the
1.6 million or the 1.7 million, whatever the figure may be. And T real-
Iv must say that T do not think we have come up with anything in
Congress or the executive branch- that meets these housing needs. I
do not know any young couple can pay these interest rates and build
a house at these building cost rates. And according to what I hear.
from what I have heard. the prices of materials are going up, wages
are going up, and interest rates are going up. and somewhere along
the line—vou know. I do not have enough staff to keep me informed
on all of this. But I heard that about 60 and 70 percent of the Ameri-
can people are priced right out of housing. There is no way they can
get it. :
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Mr. Stein. Well, I want to answer that question. Of course, every-
body is living somewhere, and the number of people living in inferior
houses is very much smaller than it ever has before. So that the Amer-
ican people are better housed than they ever have been before. There
1s no doubt about that.

But with respect to these points, we think—we are very concerned
about the interest rate problem, and we think that some of the mea-
sures announced today will do something about that. We think if we
can take up a notch or two in the budget, that will help to do some-
thing about interest rates. I think that is the most useful thing we
can do, aside from a third thing, which is to get the inflation under
control, because it is basically the expectation of rapid inflation that
gives us these high interest rates.

Now, with respect to other costs, we are concerned about wages
in the construction industry. That was one of the things that we
thought that the continuation of the Cost of Living Council might
assist us with. But we cannot deny that problem. If labor costs in this
industry just go on rising relative to labor incomes in other indus-
tries, then people in other industries, who are employed in other in-
dustries are going to have difficulty buying the houses, and in the
end the labor in the construction industry is-going to lose jobs.

Chairman HumpHREY. They are out of jobs now. The carpenters
are without jobs. You can get—building trades people have a high
rate of unemployment in the areas. I mean, not universally, but in
many areas, particularly in the housing area.

Mr. Sterx. They also have very high wage rates and high, rapidly
rising wage rates. _

Chairman HumpHreY. My time is up. But I imagine every man is
victimized by his own prejudices, and T am sure I am. But every time
I hear a discussion of inflation it is that if a worker gets an increasc
it is inflation, but if management gets profits that is for investment.
If the rate of investment is incredibly high. that is healthy. If a
worker’s income is high, that is dangerous. If interest rates go up,
which makes bank profits soar. then that is good, too.

I do not know, I guess I am born for the wrong time. There is just
something about all of this that just bugs me. The folks that really
have to carry much of the burden of the country, the working fam-
ilies that always run behind whenever there is inflation, no matter how
many wage increases they get, thev never catch up. They play catchup
all the time. They are like the man who ran for office with a deficit.
He never gets caught up. And they are just in trouble.

But by golly, whenever we have these sessions—and T know how
bright the economists are—they always prove in some way or another.
when it is all through, if you just get those interest rates up that is
good for you. It is like getting hit in the head with a hammer. it is
good for you if you do not—if vou forgot your own headache.

Mr. Stei~. I do not think T said that.

Chairman Humprrey. Well. you know, today when we talk about
how do you control inflation. you say, well, monetary policy. fiscal
policv, wage policy.

Now, what does it mean?
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Monetary policy means higher rates. Fiscal polic g means lower
budgets in much of the budget except for defense, and the other part
we are going to cut.

And what does it mean on wage policy, wage-price policy?

Well, you hold wages down. But I have not seen anybody hold any
prices down. I have rot seen this government scolding many peo-
ple, and they are just going up. Every time I pick up the paper some-
body has hijacked the prices.

Mr. Stein. Well, I guess you are not on John Dunlop’s mailing list,
because he scolds a lot of people.

Chairman HumrareY. Who is that?

Mr. Steix. John Dunlop. He just scolded Mr. Ford.

Chairman Humprarey. Well, he does not scold loud enough. Now,
here is a great company, Ford Motor Co. I happen to have a high
regard for Ford Motor .Co. and their performance. But how in the
name of commonsense, after all of these agreements that everybody
arrived at about, you know, that we would take the controls off and
they are going to behave. And all at once, bango, down comes the
price increase, and they are going to do it all across the board.

You know you are living in a fool’s paradise if you do not know
what is going to happen. 1 mean, it is one thing, you know,.to go
around and complain. But it is another thing to know what is going
to happen, and then complain. And we know what is going to hap-
pen. We do not have any doubt what is going to happen. Everybody
1s going to grab all they can get. They are all afraid that they are
going to have price controls put back on them again, or they are
going to have some kind of wage and price freeze, everybody. You
just go out here in the street and talk to anybody that you want to
talk to that is in management or labor, and they say, well, I am going
to get in a position, they are not going to catch me.this time. And so,
bango, the only guy that is f"ettln" lower-. prices today is the farmer-
again. He got a little nip, vou know, a couple of times there, _put the
cup to hls lip and tasted the juice and got some higher prices. He
thinks it is going to be great. Now what is happening to hogs and
cattle. wheat, all these things down, down, down. He is going-to end
up with high costs. He has got that big old expensive tractor, the
parts, he will never be able to pay for the parts. His land prices have
gone up. His fertilizer is up 300 percent. And he i is just having one
big t1]me and all at once, bango, that wheat is going to be $2.70 a
bushe

Would vou not say that. Mr. Seevers?

T just thought T would get you in the act here.

Mr. Seevers. Thank you. yvoun are very kind. T am glad you are on
the public record with a price forecast.

Can I take that as a forecast. $2.70 a bushel?

Chairman HoMmenurey. Yes. by the time they get the harvest in. and
then afterwards the price will bet jacked up after farmers get rid of
it. Jnst as soon as my name is Hubert Horatio Humphrey. T have
not lived 62 years in rural America and not found out what has hap-
pened. T know when theyv are doing it to vou. You'know. T can feel it.

Mr. Servers. Farmers are pretty smart guvs. though. Yon know.
some of them hold onto that grain.
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Chairman Huareurey, They do not have any move control over the
market than T have, as I say, over the weather. :

Mr. Servers. Well, T think that wheat prices could come down a lot.
I do not know whether they will come down that—

Chairman Huymprarey. What are they now?

Mr. Servers. Around $3.25 to $3.50.

Chairman Humearey. About $3.10 or $3.02 in Minnesota, and in
northern Minnesota about $2.98. You know, it is what the farmer—
not what he gets down in Chicago, what does he get in that elevator
right out there. He cannot, go to Chicago. What is more is, he would
have to carry it piggyback. There are not any railroads.

We will get to you on that one after a while, but I am upset on
that.

Mr. Seevers. That is the subject of a different hearing, T under-
stand.

Chairman Huarrrey. Yes, sir.

Senator Proxanre. T have the details of the housing program right
here, and it suggests about a $10 billion—$10.3 billion influx of funds
into housing, which might make quite a change in the number of hous-
ing starts in 1974. I certainly hope so.

No. 1. which would provide about 100,000 additional starts, is $3.3
hillion for tandem FHA-VA mortgages at 8 percent. They have been
7.75 percent.

No. 2, up to $3 billion of new mortgage commitments for conven-
tionals.

Chairman Hurrerrey, Wait a minute. wait a minute. Is that 8 per-
cent, without points. Senator.

Senator Proxare. Yes, sir.

Chairman Huarenirry. That is pure?

Senator Prox»aure. That is right.

Is that not right?

Mr. Ster~y. Eight percent would be the rate, and then the points
wonld be

Chairman Huyreurey. We have got lots of ways to skin cats around
this town.

Senator Proxarire. Up to $4 billion by below-market rate advances
to thrift institutions. And in addition, they would raise the FHA1
VA rates, which I think they have to do, because it is a fact of life.
The market is above it, and that would help reduce the points, be-
cause that would reduce 8.5 to 8.75 percent.

New FHA mobile homes, also going to 11.25 percent. It is true that
it is hard to determine the effect of this, but I would think that by
putting the additional $10 billion or $10.2 billion into housing, it
would have some of the following effects:

No. 1, you probably would get more housing stavts. I think maybe
as much as 200,000 or 300,000 more housing starts in 1974. You prob-
ably—vou are obviously going to get higher interest rates. It is ack-
nowledged in the housing area. Because resources will flow into hous-
ing and because the Federal Reserve Board has indicated that they
are going to attempt to adopt. to follow a policy of monetary re-
straint. I would think that the effect of this would mean higher inter-
est rates elsewhere.

38-864—T74——4



Mr. SteEixn. Well

Senator Proxmire. But $10 billion in housing is no free lunch. There
is no way of avoiding that unless you are going to have an inflationary
effect of that $10 billion.

Mr. Steix. Well, T guess there is no free lunch. The main method
in which this will operate will be to divert funds from other parts of
the capital market into housing. It should change the relative interest
rates between mortgages and, say, business borrowing, to the advan-
tage of mortgages, to get mortgage rates lower than they would oth-
erwise have been. There is some increase in mortgage rates announced
here, but as you say, these are just reflections of what has already
occurred in the market. This proposal here does not raise the mort-
gage interest rates. It just recognizes that at the previous rates no one
is going to go in, very little money was going to go into the mortgage
markets.

We believe—I think everybody recognizes that the net additional
inflow of money into housing coming from this program is not $10
billion. That is, if the Federal Home Loan Bank, for example, goes
out and borrows $3 or $4 billion to make advances to their thrift in-
stitutions, that $3 or $4 billion has got to come out of somewhere.
Some of it will probablv come out of deposits in thrift institutions
by people who will now decide to hand FHLB deposits or certificates
of savings and loans. Ot similarly, if the Treasury goes out and bor-
rows $3 billion to put into mortgages, that $3 billion has to come out
somewhere, so that the net, T think everybody recognizes; is not $10
billion and still add considerable to housing starts.

Senator Proxarrre. Well, the point is, however, that most economic
analysts argue that the high interest rates and continued high rates
and the prospect that interest rates will continue as high as they are,
maybe go up some, but not moderate very much, will worsen our
economic situation. You do not seem to address that in your statement
to us this morning, that this will be a deteriorating factor even if it
does not discourage housing. If we can somehow permit housing to
escape, it is going to have an adverse effect on State and local bor-
rowing. It is going to have an adverse effect in the business sector
or wherever.

Mr. Strrv. Well, T think the average level of interest rates that we
have in the country is appropriate to the situation in the country, and
what we are trying to do by these housing measures is to shelter
housing a little from being the primary victim—it is a common word
—of the high interest rates, that is to spread the consequences of high
interest rates around the economy in a way which is not so harmful
to housing or the housing industry.

But I think that given a situation in which inflation. as we have
all ben saying, has been running at 10, 12, 14 percent, where there is
uncertainty about whether it is going to decline, where the demand
for business investment is very high. or the Federal Government is
running deficits. vou have to have. vou must have high interest rates.
My professor said, if vou will not pay higher taxes or high interest
rates. you pay even higher prices than we are now paying. I think
that is a basic truth. Now, we will get interest rates down when we
correct these conditions that are causing it.
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The most important of those being the rapid rate of inflation. Well,
I think all experience shows—well, I am sure you know this. I do not
need to go through this—if you try to get the interest rates down by
pumping up money, you just generate more inflation and more infla-
tionary anticipations at higher interest rates. So that the fruitful ap-
proach to doing something about interest rates, is to do something on
the budget side as we have tried in 1974, to try to reduce the budget
deficit and try to reduce the Government’s competition in ahsorbing
funds out of the capital market, and then to do something about
inflation.

Senator Proxyire. Do vou have any estimates as to when short-
term interest rates will drop?

The Wharton people estimate 9- to 10-percent interest rates for
some time to come.

Mr. Stein. Well, among all forecasts that is a very, an especially
chancy one. But we think we will see it in the second half of this year.

Senator Proxmire. Mr. Stein, in your statement you say, and I
would like to ask Mr. Seever to comment as an expert on agricultural
prices, you say that you expect food prices to moderate in the fall.
T have heard contrary opinions voiced by highly competent people
who say they think food prices are likely to rise in the fall.

What do you base this conclusion on?

Mr. SEevers. We have tried never to say that food prices are going
‘;o li)e declining over an extended period. We do not expect that. The

al

Senator Proxamke. Why not ?

The food prices at the farm level have been declining.

Mr. SErvers. Yes; they have been declining. But I think that they
are likely to flatten out this summer.

Senator Proxare. I see.

Mr. Seevers. Maybe even rise some for meats.

Senator ProxMIRE. So number one, you do not see any prospect of a
decline at any time during the year of any significance in food prices
for the consumer?

Mr. Seevers. No, I think the period when there is the best chance
for a temporary decline is right now. In fact, I suspect we have had
some declines in overall food prices in the last few weeks. We have
obviously had some declines for fresh foods. poultry, eggs, and meats.
So as far as a decline, I think ves; we may be having a decline right
now.

But our basic pattern for the rest of the vear is a much more mod-
erate rate of increase of food prices than we had in the first quarter.
when they went up at ahout a 20-percent rate.

Senator Proxwmire. Why ?

Ml:'. Seevers. Because we are now having expanded supplies of live-
stock. .

Senator Proxare. Yes, but in the fall you are assuming a good
crop year.

Mu. Seevess. Yes; we are assuming a good crop year.

Senator Proxarre. Here and abroad. because we are exporting
freely without any restraint.

Mr. Servers. When we give a specific forecast of what food prices
are going to do, everybody knows there is a lot of uncertainty in that.
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and the biggest uncertainties are whether crops, looking at the world
as a whole, are normal.

Senator Proxmire. Is it not true that we have a very, very thin

carryover of wheat, for example?

Mr. Servers. Yes.

Senator Proxmire. The thinnest we have had, perhaps—well, in a
generation ?

Mr. Seevers. Who do you mean by “we” in this case? The United
States or the world?

Senator Proxmire. The United States.

Mr. Seevers. Yes; it is true that this country’s grain stocks are the
lowest in many years.

Senator Proxmire. And we had during the 1960’ about 1 billion
bushel carryover. Last year 500 million, this year only 140 million
bushels. So that it is o thin it is only a matter of months that any
kind of failure in Russia, in Europe, in Canada, in this country, could
have pretty catastrophic results on food prices in the fall.

Is that not right?

Mr. Servers. No: I think you have got it a little bit mixed up. We
are going to have a very low carrvover at the end of this wheat crop
year. But this wheat crop vear is virtually over. It is certain that we
are going to have an enormous wheat crop. So as far as our stocks are
concerned, we are bevond the danger point for this period when
stocks are lower than they have been for many vears.

Now. we expect in the year when the new crops will be utilized

Senator Proxame. How about corn?

Mr. Servers. Let me finish wheat first.

Senator Proxarre. All right.

Mr. Servers. We expect some buildup in wheat stocks during that
period. That does assume a certain level of exports. It assumes exports
slightly below what we are exporting this vear. We think that is a
reasonable and probable expectation.

But if there were major crop failures in the world that are not now
on the horizon, then the export picture would change.

Senator Proxmre. Now. how about corn; in view of the fertilizer
problem, especially the shortage of nitrogen?

Mr. Servers. First, we are pnttingz in a lot more corn acreage. The
analysis we have from the Department of Agriculture is that there
will be as much fertilizer put on per acre as there was last year.

The problem is that with corn prices so attractive farmers would
like to put on more fertilizer. There are somc areas where there are
some critical problems. I understand in some parts of Towa, there just
is less fertilizer to go around.

Senator Proxaire. Wisconsin has problems, too.

Mr. Seevers. But I think partly these problems have been exagger-
ated, because even at, the high price of fertilizer, given the price of
grains, it has been profitable for farmers to want to put on more fer-
tilizer, and so that in some sense there has heen a great shift in the
demand for fertilizer, and that is why there appears to be a shortage
and there is a shortarre n that sense, but not in the sense the that
appearance of the shortfwe does not mean that we are going to have
some kind of crop failure because we are not puttm(r on fertilizer.
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We can still have a high level of fertilizer application and have a
condition where farmers would like to put on more fertilizer.

Senator Proxmire. My time is up, but I cannot vesist pointing out
that yesterday in New York in the United Nations, Senator Hum-
phrey made a very significant, address in which he called for a world
food reserve program. This seems to me to be something we just must,
start, and he proposed that we start it now.

Now. would that be possible in your view, in view of the wheat
carryover and all of the other problems that we have?

Mr. ServErs. Well, T think now is the time to think about a world
reserve program.

Senator Proxaure. How about acting?

Mr. Sexvers. We are thinking carefully about it. We are getting
ready for the world conference and other negotiations where this can
be considered along with other countries. I think now is a terrible
time to start building reserves, with reserves thin and prices where
they are, even though they are lower than they were a couple of
months ago. It seems to me it is the wrong time to literally start
building reserves. It is a good time to plan on what is a good world
food security system, but it is not the time to start building reserves
in my judgment.

Chairman Huarnurry, We will come back to you on another occa-
sion on that one. We have a little modest disagreement on that. I think
T am right. and T am going to make a Jittle bet. I bet you we will have
a good carryover of wheat that we will want to put in reserve by
October.

Would vou like to bet? [Laughter.]

Mr. Srrrn. Be careful.

Mr. Seevers. On the advice of the Chairman

Chairman Hunpurey. How about, let us say we will have about
400 million bushels?

What would you say about that?

Mr. Servers. Oh, we expect that.

Chairman Huarearey. 450: how would you go for 450 million?

Myr. Seevers. In September?

Chairman Huarenrey. How would you go for 450 million?

Mr. Seevers. How about 600 million?

Chairman Huxparey. Now. wait a minute. That is not a carry-
over; that is a massive surplus.

Mr. Seevers. Tn September we will have

Chairman Huypurey. No: T said October. T will give vou even a
little more time.

Mr. Seevirs. We will have even more stocks than 600 million in
October. You mean the end of the new crop year?

Chairman Hoyearey, Why do you and I not just have a little fun?
Why do we not put it down here for about the end of next crop
yvear? What would vou like?

I will see vou after the meeting. T will have a little wager with you.
because we are going to do better than you predict on that.

I know that time has run. but T have got two or three questions on
investment. Mr. Stein. and we can do it in 5 minutes.
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We have some disagreement about tax cut, and a few of us Sena-
tors are submitting to our colleagues a proposal along the lines Sena-
tor Proxmire indicated with a modest cut in low and middle income
groups, with a pickup of revenue that would relate to restricting the
minimum tax, repeal of the DISC program—Domestic International
Sales Corporation—repeal of asset depreciation range, and repeal
of oil depletion allowance.

Now, do you think that those prospective actions, without regard
now to the tax reduction for low and middle income, which I under-
stand that you have already expressed vourselves on-—what do you
think would happen if we would repeal DISC?

Do you think this would have any adverse effect on the economy?

Mr. Strin. Well. T am reluctant to get into details of a tax struec-
ture, because it is our general position that we try to avoid that kind
of legislative matter. But I did say a few words about DISC yester-
dav. and I will say them here again today.

Chairman Humenrey. Why do T not just submit questions to vou
for the record?

Would you do that?

Mr. Strin. All right. That would be better.

Chairman Huarpurey. Because I know you have other things to
do here today.

[The following questions and answers were subsequently supplied
for the record in an exchange of letters between Chairman Humphrey
and Mr. Stein:]

ResponNsE oF HoN. HERBERT STEIN TO ADDITIONAL YWRITTEN QUESTIONS
PosED BY CHAIRMAN HUMPHREY
May 20, 1974.
Hon. HERBERT STEIN,
Chairman,
Council of Economic Advisers,
Ezecutive Office Building,
Washington, D.C.

DEeAR DR, STEIN: When you recently testified, I said that there would be two
follow-up questions for the record. You agreed to do the best you could to answer
these questions for the Subcommittee.

First, I would like your views on four tax reform proposals that will soon be
considered by the Senate in conjunction with tax-eut legislation. I believe that
reform ought to be an integral part of the tax-cut effort and will fight to see
that it is incorporated. Attached is a Dear Colleague letter and information
sheets about the tax reform proposals.

What is your economic evaluation of the implementation of each of the pro-
posed tax reforms?

Assuming that some reasonable package of tax reform is included with a tax
cut, principally transferring income to low and moderate income consumers,
would you be any more favorably disposed toward a tax cut at this time?

The second question has to do with the accuracy of our Federal expenditure
estimates. The April issue of the Survey of Current Business warned that the
rate of total Federal expenditures would be significantly below the path implied
in the Administration’s budget document. On May 13, 1974, OMB Director, Roy
T.. Ash. confirmed that this way so, saying that fiscal 1974 outlays would be
about, §5 hillion less than they had originally been estimated in the budget. I
find it hard to see how we can make responsible fiscal policy decisions when we
do not know the facts about the budget. It now appears that the budget is a
bhit more restrictive than the official estimates. Would you tell the Subcommittee
why these expenditures estimates are so far off, what is being done to correct
such errors, and how you see this error affecting the fiseal policy outlook?
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Dr. Stein, I want to thank you again for your appearance before the Sub-
committee and your efforts to cooperate on these and other questions. Although
our policy differences are wide, your willingness to cooperate has always been
generous and it is appreciated.

Sincerely,
Husert H. HUMPHREY, Chairman,
Subcommittee on Consumer Economics.

THE CHAIRMAN OF THE COUNCIL OF ECONOMIC ADVISERS,
Washington, D.C., June 11, 1974
Hon. HuBerRT HUMPHREY,
U.8. Senate, Washington, D.C.

DEAR SENATOR HUMPHREY: I appreciated your cordial letter of May 20 and
am happy to submit some personal observations on your questions and the
supplementary material that you enclosed.

The Council of Economic Advisers has opposed the adoption of DISC from
the start and is now hoping that it can be eliminated in the context of elimina-
tion of similar subvention by our trading partners. The goals should be to
phase out the DISC whose permanent retention cannot be justified in a world
of floating exchange rates, in our view.

We do not agree with your staff’s assessment of the ADR system under
current inflationary conditions, even though we deplore any large-company bias.
This bias seems implicit in all sophisticated tax liberalization options provided
in the internal revenue code because small businesses are slow to spot and to
use them. However, this is an argument for simplification, not for removal of
the ADR.

While much of the economic analysis in your background sheet is unexcep-
tionable, you should know that Robert Eisner is very much on one side of the
issue of accelerated depreciation and of the shortening of service lives for de-
preciation. What is clear from studies published in the Swurvey of Current
Business is that the benefits of acceleration have been outweighed by the effects
of inflation in recent years. Consequently even accelerated depreciation based
upon historical costs has increasingly tended to fall short of economic depre-
ciation in terms of replacement costs. Scrapping the ADR system now would
probably move us away from achieving closer equality of economic depreciation
and the depreciation allowances actually claimed by business. The President
has asked the CEA to take the lead in a study of U.S. capital requirements and
we expect to go into this question deeply.

Our position regarding the minimum tax is basically the same as in the Ad-
ministration’s original proposal of April 1973. It is not clear to us why the
minimum taxable income should be taxed at a flat rate and we should prefer
progressive taxation at normal rates of a minimum taxable income equal to at
least 50 percent of adjusted gross income (plus some tax preference items).

It seems to me that all of us, including some who have not been friends of
percentage depletion for oil and gas in the past, have to reconsider our position
on that subject in the light of the new world energy situation. I believe that
we are probably going to want to produce more energy in the United States than
would be naturally forthcoming at world prices. Therefore I believe we are
going to want some special supportive measures. I would not argue that per-
centage depletion is the best supportive measure, partly because it tends to
prevent the true economic costs from being reflected in market prices. But I
don’t think one can reasonably be against percentage depletion, in favor of
price controls on oil when it is in short supply, and in favor of open markets
when the world supply is abundant.

I have been around Washington long enough to regard the balanced tax pack-
age—equal revenue gains and losses—as a Purple Cow. I have never seen one.
I have seen many such packages proposed. We always end up with most of the
tax cuts and few of the increases. But even if the improbable were to happen
and we were to get a balanced tax package, I would want to look at it closely.
I would be concerned about two possibilities. One is that while the package is
balanced in revenue effects it may not be balanced in overall economic effects.
That is, the tax cuts may stimulate spending but the tax increases may bec
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of a kind which depress asset values but do ‘not cut spending, at least not at
the same time. The other possibility, more serious in the long run and inherent
in the proposals now circulating, is that the balanced package may cause a
shift of resources from investment to consumption which would be undesirable
in the present state of the U.S. economy.
Sincerely, .
' HERBERT STEIN.
Chairman Humprrey. One other thing I would like to have you
prepare for us for the record, the survey of current business, the April
1ssue of the Department of Commerce publication states:

The rate of total Federal expenditures is significantly below the path implied
in the administration’s budget document. Unless an increase of a very unlikely
size occurs in the second quarter, the national income product measure of
Federal expenditures for the fiscal year ending in June will be far below that
projected in the budget.

Mr. Stein, T would appreciate it if you conld give us some accu-
rate estimates of the Federal budget .for the current fiscal year. It
was apparent when the budget was presented last February that
spending could not possibly reach the levels projected in that docu-
ment.

That was pointed out by this committee in its annual report, and
now it has been confirmed by the analysts of the Commerce Depart-
ment. The staff informs me that fiscal 1974 spending will be at least
$5 billion short of the official budget estimates and possibly twice

that much.
How can we make responsible. fiscal policy decisions unless we know

the facts about the budget?

The budget is a good bit more restrictive than the official estimates,
and if this fact were realized, it would influence our judgments about
the economic outlook. It might even increase the support for a tax
cut, which I happen to think we need.

Therefore, I am going to ask you to update the budget facts, if
you will please.

Mr. Sten. Yes, I would be happy to do that.

[The following information was subsequently supplied for the
record :]

We agree with the assessment published on page 3 of the April 1974 Survey
of Current Business that the rate of total NIA expenditures is currently below
the path implied in the Administration’s official budget published in February.
Revisions in the FY 1974 NIA estimates since that time—consistent with the
revised unified budget estimates presented to the Ways and Means Committee
on May 13—are itemized in the table below, and are followed by a brief expla-
nation of the major changes.

While estimated NIA expenditures have been reduced by about $6 billion,
estimated NIA receipts have declined by $2 billion, causing a reduction in the
estimated NIA deficit of about $4 billion. We now expect the NIA federal sector
for FY 1974 to be almost balanced, while the full-employment surplus is esti-
mated to be somewhat in excess of $10 billion. We continue to believe that it
is desirable to maintain the moderately restrictive fiscal policies implied by
these figures.

Direct federal purchases of goods and services have been revised downward
by $1.7 billion. The largest part of the shortfall is in nondefense agencies,
although defense purchases are also lower than estimated in February.

The estimate of FY 1974 foreign transfer payments was reduced by $2.1
billion due to a recent decision by the Department of Commerce not to include
the write-off of Indian rupees in NIA federal expenditures. Since this rupee
transaction will have no economic impact, it was ultimately decided not to
include it in the NIA figures. In addition, lower expenditures for medicare have
reduced domestic transfers by $0.6 billion from the February estimate.
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FEDERAL GOVERNMENT EXPENDITURES AND RECEIPTS, NATIONAL INCOME ACCOUNTS BASIS, FISCAL YEARS
1973 AND 1974

[In billions of dollars}

1974 i
1973 Change in
actual February May estimate
Federal Government expenditures.. _......_.___. 255.1 285.2 278.8 -6.4
Purchases of goods and services. __._.__.__._......... 104.5 111.5 109.8 =17
Transfer payments____._..____._.......__.______._... 89.4 107.2 104.5 =27
Grants-in-Aid to State and local governments.___.___._. 40. 4 44.1 42.6 -15
Other expenditures_......... . ... ... .._........ 20.8 22.4 21.9 -.5
Federal Government receipts ......................... 243.3 280.5 278.2 -2.3
Surplus or defc:t [ ) T —11.8 —4.7 -.6 +4.1

Note. —Gvants are now estlmated to be 81 500,000,000 billion fower in fiscal 1974 largely because of lower than antici-
pated sp for gubllc assistance.

Other expenditures are down by 8500 000 00, largely due to a lower estimate of net interest.

it should be emphesized that changes in emp|oyment conditions and in the rate of inflation, legislative changes, and
changes in the leads and lags of expenditures compared to earlier estimates invariably cause the actual outcomes to
differ from the best forecast estimates. Moreover, the shift toward greater restraint implied by these figures at constant
unemployment rates is appropriate given the hlgher-than expected rates of inflation during the 1st months of 1974,

Senator Homenrey. Do you have anything else you want to say,
Mr. Stein?

Mr. Steix. Noj I think you will get some revision of the budget
figures when Mr. Ash testifies on N \Iondw about the debt limit. As
tar as the unified budget figures are concelned it is nothing like what
is suggested there.

Chairman Humparey. T am alqo oing to include in the record at
this point the letter that we circulated to our colleagues in the Senate
as-of May 8, a letter that was signed by seven U. S. Senators, Bayh,
Clark, Hart, Humphrey I\ennedv Mondale, and Muskie, along with
supportmg data pertauunfr to our ‘tax’ proposals, both of the cut and
readjustment. .

[The letter and supportmo data follow ]

: U.S. SENATE,
Washmgton D.C, May 8, 1974.

Dear COLLEAGUE: When H.R. .8217, the vessel repair tariff bill, reaches the
Senate floor, we intend to propose a Jomt amendment that will raise substan-
tial new revenues by making four reforms in the Internal Revenuée Code.

This tax reform amendment will be offered in conjunction with the 36.6
billion anti-recession tax cut amendment for 1974 that is being proposed by’
Senators Kennedy, Mondale and Long. The tax cut amendment will give tax-
payers the option of taking either a $190 tax credit or an $825 personal exemp-
tion for themselves and each dependent, and it will also include Senator Long's
“Work Bonus” proposal to give low income workers with children a refundable,
tax credit, in order to provide relief for the lowest income groups fram the
increasing burden of the Social.Security payroll tax.

The tax reform amendment is designed to offset the long-term revenue loss
from the tax cut amendment, while preserving the anti-recession aspect of the
tax cut in the current year. Thus, the proposed reforms will generate new
revenues of $4 billion in 1974, and $7 billion in the fifth vear. In addition, these
reforms will help to insure that every American pays his fair share of taxes,
and will eliminate several ineffective tax subsidies.

The amendment will contain the following reforms, which are described in
more detail in the attached fact sheets and which have been thoroughly re-
viewed and debated by the Senate in recent years.

(1) Repeal of the oil depletion allowances, effective January 1, 1974 ($2.0
billion revenue gain in 1st year, $2.6 billion in 3d year; $3.3 billion in 5th
year).
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(2) Repeal of the Asset Depreciation Range (ADR) system of accelerated
depreciation, effective for plant and equlpment placed in service as of this
letter’'s date ($250 million revenue gain in 1st yvear; $1.5 billion in 3rd year;
$2.0 billion in 5th year).

(3) Repeal of the Domestic International Sales Corporation (DISC) system
of tax incentives for exports, effective January 1, 1974 ($815 million revenue
gain).

(4) Strengthening the Minimum Tax by reducing the current exclusion from
$30,000 to $10,000 and by ellmmating the current deduction for taxes paid,
effective January 1, 1974. This provision was passed 47-32 by the Senate on
January 24, 1974 ($860 million revenue gain).

If you would like to cosponsor this revenue-raising tax reform amendment,
please let us know or ask your staff to contact one of our offices.

Sincerely,

BIRCH BAYH,
Dick CLARK,
PHILIP A. HART,
HuBERT H. HUMPHREY,

. Epwarp M. KENNEDY,
WALTER F. MONDALE,
EpMuUND S. MUSKIE.

[Article from the St. Paul (Minn.) Pioneer Press and Dispatch, Apr. 4, 1974]
HEeLLER BAcks Tax Curs ror LOWER INCOMES
(By Ann Baker, Staff Writer)

The idea of tax cuts for moderate-income to poor families was endorsed by
economist Walter Heller Wednesday.

“And we should take Social Security taxes off the poor, and we ought to do
it tomorrow,” he said.

“It simply makes no sense not to have a differential. It would help the poor,
it would redress the grievances and I think it would help a flagging economy.”

Heller spoke at the closing session of the 81st Minnesota Welfare Conference
in Minneapolis, which drew some 8,200 persons in three days.

He said “I'd go along with” the tax exemption proposed by Sen. Walter
Mondale, D-Minn. A bill Mondale says he will introduce soon would allow a
$200 deduction per person to be taken from the final tax bill, instead of the
$750 exemption now made before the tax is calculated. It would save low-
income persons considerably more than the affluent.

“The so-called welfare explosion, which increased the number of AFDC re-
cipients from 4.4 million in 1965 to 11 million in 1973, has been used as a
club against welfare in Washington,” Heller said.

Nixon administration members, he said, “talk about the welfare mess, bums
and loafers and cheaters,” but, he said, they ignore the population explosion
which played a part in the increase.

And, he said, they ignore the fact that liberalized social service and com-
munity action programs of the 1960s “for the first time reached many people
entitled to assistance.

“If you think of welfare as relieving dependency, the policies of the '60s
were simply achieving their purpose. The planners were frustrated, but the
poor were better off.”

Heller said government planners are “sometimes addicted” to simplistic
solutions and that no one measure will solve the welfare problem.

He termed ‘“‘ominous” President Nixon's announcement last Saturday that
he will ask Congress to trim $800,000 from current welfare appropriations,
particularly, said Heller, because Nixon was vague about which programs he
wants to cut.

Federal expenditures, said Heller, have remained a steady 20 to 21 per cent
of the gross national product over several years.

“The federal government has feasted on five income tax cuts, while states
have bhad thousands of increases. The federal budget for 1975 has an apparent
deficit,” he said, “but it is actually tighter, not looser. . . .

“There’s no lack of fiscal capacity, if the programs are what we want. It's
a question of priorities.”
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Contrary to “every cliche,” said Heller, “normally, inflation does not hurt
the poor. The same conditions and policies that produce inflation raise the
rate of employment and the income of the poor, except those on fixed incomes.
This past year has been totally different. . . . A family of four with $6,000
spends 40 per cent of its income on food, and if you do that you've lost 10
per cent of your real income in the last year. Add the fuel explosion. . . .”

Heller said it is difficult and confusing to try analyzing federal spending
policies, which have a now-you-see-it-now-you-don’t quality.

Broadened categories of federal aid, originally called “special revenue shar-
ing,” he said, “are not tide down to specific purposes that will help the dis-
possessed. . . . You and I might applaud the effort to cut red tape. . . . But
remember the poor and the black and disadvantaged want to know who's getting
the damn money.

“They have to move their lobbying from Washington to 50 state legislatures
where they know they have even less clout. Gulliver unbound looks like a
giant who will step on them.”

Heller urged his audience not to blame cuts in social service funds on general
revenue sharing (an idea that he fathered back in 1957). It was accidental,

he said, that the two measures were linked in an act passed in December
1972.

Revenue sharing, he said, “has been used by the administration as an ex-
cuse for cutbacks in other areas. I think they’d have made the cuts anyway.”

In any event, he said, revenue sharing was designed not to take the place
of federal welfare and social service expenditures, rather as “direct support
to state and local government as such . . . to produce public services . . .
like garbage collection, police and fire protection, parks. At the state level the
great bulk is going into education. There’s no reason welfare interests shouldn’t
try to get their fair share . . . but it was designed for the functions that
don’t have much federal support.”

Chairman Humparey. We thank you very much, Mr. Stein and
Mr. Seevers, and I hope to see you at another one of our hearings on
agriculture, my pet project.

Thank you very much.

We now have as our other witness Mr. Gerard Adams. Mr. Adams
is the chief economist for the Wharton economic forecast or outlook.

We welcome you, and I appreciate your patience in waiting this
morning for us.

Would you proceed ?

Do you have a prepared statement?

Mr. Apams. I do have a prepared statement.

Senator Humpurey. Yes; it is here. I had misplaced it.

Thank you very muich.

Now, do as you wish. I have the time, and I am greatly interested
in what you have to say.

But I want to observe something here. I want it in the record, be-
cause sometimes historians look at the record. And I want to observe
it with a note of both anger and, may I say, disbelief, almost. The
Government witnesses have been here testifying; the press was here.
There are two members of the press here, for which I am very grate-
ful. T want to thank them for staying.

But this is why the American people do not get the facts. One side
of the story is told, and one side of the story is reported. And I think
it is time that somebody blew the whistle on it, and I intend to do it.
I am not running for anything, so I do not have to care, you know.
And I am fed up with coming to these hearings and hearing Govern-
ment witnesses testify and seeing the press—and ordinarily there is
television—and the minute that somebody comes up that may not be
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a Government witness, and particularly may have a dlﬁ'erent point
of view, out everybody goes.

This happens on every committee on which I serve. If there is a
Government witness from the State Department or CIA, or USIA,
they are there. The minute somebody comes in from the outsude, un-
less he is some former official of the Government that they think ic
going to be cantankerous and make accusations, why they are gone.

This has happened.in this committee repeatedly. And I want to
say that I think a man of your stature deserves coverage. So, my
friends of the fourth estate can put this wherever they want to. I
think it is time that the American media understood that there are
other points of view besides just the Government’s; or maybe they are
bending over so bad because of what has happened in this Govern-
ment that they are trylng to equalize it by 1gnor1ng other: people

Go ahead.

STATEMENT OF F. GERARD ADAMS, PROFESSOR OF ECONOMICS,
UNIVERSITY OF PENNSYLVANIA, AND SECRETARY-TREASURER,
WHARTON ECONOMETRIC FORECASTING ASSOCIATES, INC.

Mr. Apams. Thank vou, genator I appreciate that, and T appre-
ciate the opportunity the subcommittee has given me to present our
analysis of the economic outlook.

Due to' the lateness.of the hour, what I will try to do i is to abbre-
viate this statement somewhat. . . v -

The latest Wharton Quarterly Forec‘lst contlnues to shOW the U. S '
economy in what we might term a recessionary period, but moderate
recovery is now clearly in prospect, perhaps already underway. After
the sharp decline in real output in.the first quarter, the economy, will
be essentially flat in the second quarter.

The resurgence of economic activity will take p]ace at a fairly
modest pace. Further increases in unemployment can be expected.

Senator Homprarey. What was that “further”? . o

Mr. Apams. Further increases in unemployment can be expected

Chairman HumpHarEY. Increases in unemployment?

Mr. Apams [continuing]. As output expands at less than the normal
potential growth rate of near 4 percent. Real GNP can be expected
to increase at an annual rate of approximately 2 percent during the
next four quarters.;while unemployment will approach 6 percent in
1975. The recent tl,qhtenlntr of monetary policy Wlll limit the stimu-
lus expected from residential construction.

Chairman HumpHrEY. Are you taking into account now the pros-
pects of the President’s.proposals on housm«r? :

Mr. Apams. Well. of course. we have not fully taken them mto.
account, because we have not known them. .

Chairman Humprarey. Yes.

Mr. Apams. I suspect to some extent these contributions to the
housing market will offset other funds which are being withdrawn
bv the disintermediation process. Moreover, I think T should stress
that the housing market does not respond very quickly, that really
the impact of many policy actions we take now will not be until very

late this vear or earlv next year. We do. indeed. show growth of the
housing market at that time.
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The inflation rate will continue at above 10 percent annual rate in
the current quarter as price controls are lifted. Later in the year in-
flation will ease somewhat, but the price increases during 1974 will
be 9 percent annually, and in 1975 prices will continue to rise at an-
nual rates near 7 percent, as measured by the GNP deflator.

I know your interest was in consumer prices, and-the approximate
number there, I believe, will be above 8 percent annual rate as we
move into 1975.

Chairman Humparey. The discussions of rates of inflation are very
intriguing to me, because there are so many ways to look at them.
When you talk about the annual rate, that 1s the annual rate on top
of the last annual rate? ' :

Mr. Apams. Oh, yes. .

Chairman HumpureY. You know, it is—when you get a wage in-
crease, you generally talk about what your total wages are going to
be. And I just sort of thought when wetalk of inflation, we ought
to talk about—really what we are talking about is it is going to be—
how much would you predict it might be at the annual rate next year?

Mr. Apams. Eight percent on the CPI, 7 percent on the GNP de-
flator. .

Chairman Huaeirey. So that would be on top of what we have
already got for 1974? o o :

Mr. Apams. It woild be—the absolute increment in the level of
prices in 1975 will be on average 7 or 8 percent above 1974.

Chairman HumprrEY. So, really, what we are talking about, if you
had a base period, if you could say—let us take the period -of 1970
as the base period, or whatever year you want, then you could really
talk about what our inflation has been, not the rate, but what has
the inflation been. There is a difference between the rate of inflation
and the degree of inflation. ’ :

Mr. Apams. That is right. -

Chairman Humparey. And I think those are very important differ-
ences.

Mr. Apams. From the point of view of demand, recent economic
trends present a paradox. This is a most atypical economic slowdown.
As Mr. Stein has said, there is considerable strength in investment.
Business fixed investment is being held in check largely by capacity
limitations, and this makes it most unlikely that expansion plans
reported in recent business investment anticipation surveys will be
met.

On the other hand, as we know, consumer demand has been weak.
Real per capita purchasing power has been declining. The decline
between 1973 and 1974 will be approximatelay 0.5 percent compared
to normal growth of about 2.5 percent.

Inflationary pressures will remain at a very high level, despite some
easing of agricultural prices in expectation of a plentiful harvest.
The rate of inflation is being augmented by a flurry of price in-
creases as the dismantling of price controls becomes effective through-
out the entire economy. It is not clear at this time how many firms
may use this opportunity to scale up their prices, but we expect to
see perceptible increases during the next two quarters in several
sectors.

Chairman HoypHREY. You are going to be right.



34

Mr. Apams. Moreover, labor agreements in'major industries such
as steel have substantially outstripped wage guidelines. It is difficult
to place a value on complex labor agreements, but.-most of them call
for price escalator clauses, at least 3 percent annual productivity in-
creases, and substantially liberalized pension benefits. In the light of
recent consumer price trends, the expected wage increases are in ex-
cess of last year’s experience and will surely call for higher product
prices.

In view of the sluggish economy, there will not be substantial off-
set from improvements in productivity. Unit labor costs will be ris-
ing sharply. Inflationary forces are shifting from demand pull to
cost push. In the absence of an effective system of price and wage
controls, the wage-price spiral accounts for continuation of inflation
at rates of over 7 percent annually in 1975, despite the expected eas-
ing of demand pressures. '

The current economic situation for the United States poses some
serious policy issues. Important policy alternatives have been pre-
cluded by decisions made in recent weeks. The rapid dismantling of
price and wage controls will have a perceptible impact on the pace
of inflation over the course of the next few months. The lack of sig-
nificant counter-inflationary policy was no doubt a major factor in
the decision of the Federal Reserve Board to tighten monetary poli-
cy. But this tightening will maintain high interest rates and will
hamper economic expansion. The real economic cost of stern one-sided
policy measures can be very high.

Now, we must recognize realistically that many of our present eco-
nomic problems stem from earlier miscalculations and from factors
which were beyond our control. No manner of policy manipulation
in 1974 can resolve all of these difficulties. but this is not an excuse for
simply throwing up our hands in despair.

Many of us are disenchanted with the operation of detailed price-
wage controls. This is not a time once again to establish open season
for price increases. There is basis for broad guidelines for wages and
prices. The key to such proposals must be balance. Wage earners can
be expected to limit their wage demands only so long as they can be
sure that prices will not rise out of hand and that excessive profits
are prevented. Continuation of the Cost of Living Council or of an
equivalent independent agency—and I stress the word “independent”
here—remains a high priority. The agency should have broad author-
itv to establish equitable price and wage targets. to measure the pace
of inflation. to call the Nation’s attention to those price and wage
decisions which are inflationary.

I think at this time moderate stimulus may be appropriate on the
side of demand. particularly in housing and consumption where there
is ample capacity. One proposal discussed in recent weeks has been a
tax cut to offset the recent decline in consumer purchasing power.
Personal income tax reduction, amounting to perhaps $6 billion, could
be coupled with a revision of the withholding schedules to eliminate
some of the large overwithholding.

We have assumed a $6 billion cut in personal income taxes at the
lower end, and a revision of withholding schedules to bring in another
$6 billion of disposable income. An alternative run of the Wharton
Model which incorporates these tax reductions shows that such action
would provide a moderate stimulus to real economic activity when it
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is most needed in the second half of 1974 and in early 1975. It would
create only moderate inflationary pressure.

The committee has the details on that particular solution.

Finally, since the consumer and the small saver are least able to
protect themselves against inflation, we must move full speed ahead
to develop new means to protect consumer savings and income from
the onslaught of inflation.

Thank you, Mr. Chairman.

Chairman HoumpaREY. Thank you, Mr. Adams.

[The prepared statement of Mr. Adams follows:]

PBEPARED STATEMENT OF F. GERARD ADAMS

The latest Wharton Quarterly Model Forecast continues to show the United
States economy in a recessionary period though moderate recovery is clearly
in prospect. After the very sharp decline in real output in the first quarter
(at a 5.8% annual rate), the economy will be essentially flat in the second
quarter. The end of the oil embargo has lifted the threat of further significant
downward movement. It is immaterial whether we formally call this period a
recession. There may not be two consecutive quarters of absolute decline in
real GNP, but output has fallen substantially below potential.

The resurgence of economy activity will take place at a fairly modest pace.
Further increases in unemployment can be expected as output expands at less
than the long run potential growth rate of near 49 per year. Real GNP can
.be expected to increase at an annual rate of approximately 29, during the
next four quarters while unemployment will approach 6%, and capacity utili-
zation will decline to 89% (Wharton index). The recent tightening of mone-
tary policy will limit the stimulus expected from residential construction.

Inflation will continue at above a 10% annual rate in the current quarter
as price controls are lifted. Later in the year inflation will ease somewhat,
but the price increase during 1974 will be over 9 percent and in 1975 prices
will continue to rise at annual rates near seven percent, as measured by the
GNP deflator. Profits are well maintained, but in large part this represents
continued high levels of inventory profits attributable to rapid inflation.

From the point of view of demand, recent economic trends present a paradox.
This is a most atypical economic slowdown. There is considerable strength in
investment. Business fixed investment is held in check largely by capacity
limitations and this makes it most unlikely that expansion plans reported in
recent business investment anticipation surveys will be met. On the other
hand, consumer demand has been weak. While automobiles sales have improved
somewhat recently, we cannot expect a stimulus to demand from the con-
sumer. Surveys indicate very low levels of consumer sentiment. Unfortunately,
the growth of prices has outstripped wages. Householders have been squeezed.
Real per capita purchasing power (disposable income) has been declining (the
decline between 1973 and 1974 will be approximately one-half percent com-
pared to normal growth of 2.5%.

Housing has, of course, been another element of weakness. The probable
resurgence in this area is now threatened by the sharp change in the Federal
Reserve’s monetary posture. Since the lags in the housing area are fairly long,
the impact of tighter money will be principally in delaying and slowing the
expansion of residential construction. The extent of the impact of the change
in policy depends on how tight money will be and how long this posture will
be maintained. On the assumption of monetary growth of just over six percent
per year (a figure which should be compared with projected growth of current
dollar GNP of 9 to 10 percent) short term interest rates will remain near
current high levels for several months. They decline somewhat late in the
yvear as the post-freeze inflation bulge subsides, and as monetary policy eases
slightly. With seven percent inflation, however, any dramatic drop in interest
rates appears unlikely.

Inflationary pressures remain at a very high level, despite some easing of
agricultural prices in recent weeks in expectation of a plentiful harvest. The
rate of inflation is being augmented by a flurry of price increases as the dis-
mantling of price controls becomes effective throughout the entire economy.
It is not clear at this time how many firms may use this opportunity to scale
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up their prices, but we expect to see perceptible increases during the next
two quarters in several sectors. Moreover, labor agreements in major indus-
tries—such as steel for example—have substantially outstripped wage guide-
lines. It has been difficult recently to place a value on complex labor. agree-
ments. Most of them call for price escalator clauses, at least 3% annual pro-
ductivity increases and substantially liberalized pension benefits. In the light
of recent consumer price trends these wage increases are in excess of last
year's experience and will surely call for higher product prices. In spite of
the anticipated rise in unemployment, wages of low income workers will also
be marked up as a result of the May 1 increase of 40 cents. per hour in the
minimum wage. On balance, compensation per -hour for the non-farm private
economy is expected to increase at 8.5% to 99 annual rates during the next
two years. In view of the sluggish economy, there will not be substantial offset
from improvements:in productivity: Unit labor -costs will be rising sharply.
Inflationary forces are shifting from demand pull to cost push! In the absence
of an effective system of price and wage controls, the wage-price spiral accounts
for continuation of inflation at rates of over 79 annually in 1975 despite the
expected easing of demand pressures. : )

The foreign balance is another area of concern. In current prices, the trade
balance is. .beginning to be significantly affected by the increase in world
petroleum prices. Moreover, the value of the dollar has declined sharply in
recent months—some five percent on a trade weighted basis from January to
April—and this too has an unfavorable impact on the trade balance in the
short run. We are experiencing a sharp turnaround of the trade balance from
the heartening surpluses of the past few. quarters to .a substantial deficit
position. By 1975 the deficit on trade may be of the order of $7. billion.: Real
trade flows are not as seriously affected,.though the resumption of oil ship-
ments and the general slowdown of world markets will tend to reduce the
real trade surplus. . ’ -

The current economic situation for the United States poses some serious
policy issues. Important policy alternatives have been precluded: by decisions
made in recent weeks. The rapid dismantling of .the wage and price controls
will have a perceptible impact on the pace of inflation over the course of the
next few months. The lack of significant counter-inflationary policy was no
doubt a major factor in the decision of the Federal Reserve Board to tighten
monetary policy. But this tightening . will maintain high interest rates and
will hamper economic expansion. The real ecomomic cost of stern one-sided
policy measures can be very high.

Realistically, we must recognize that many of our economic problems stem
from earlier miscalculations and from factors which were beyond our control.
No manner of policy manipulation in 1974 can resolve many of these difficul-
ties! But this is no excuse for simply throwing up our hands in despair!

Many of us are disenchanted with the operation of detailed price and wage
controls. Yet this is not the time once again to establish “open season” for
price increases, particularly since inflation is originating increasingly from
the cost push side. There is ample basis for guidelines for wages and prices.
The key to such proposals must be balance. Wage earners can be expected
to limit their wage demands only so long as they can be sure that prices
will not rise out of hand and that excessive profits are prevented. Continuation
of the Cost of Living Council remains a high priority. The Council should have
broad authority to establish equitable price and wage targets, to measure the
pace of inflation, and to call the nation’s attention to those price and wage
decisions which are inflationary.

Moderate stimulus may be appropriate on the side of demand, particularly
in housing and consumption where there is ample capacity. One proposal dis-
cussed in recent weeks has been a tax cut to offset the recent decline in con-
sumer purchasing power. Personal income tax reduction, amounting to perhaps
$6 billion, could be coupled with revision of the withholding schedules to
eliminate some of the large overwithholding. An alternative run of the Wharton
Model which incorporates these tax reductions shows that such action would
provide a moderate stimulus to real economic activity when it is most needed
in the second half of 1974 and early 1975. It would create only moderate
additional inflationary pressure.

Finally, since the consumer and the small saver is least able to protect
himself against inflation, we must move full-speed ahead to develop new
means to protect consumer saving and income from the onslaught of inflation.



WHARTON MARK 11} QUARTERLY MODEL—MAY 1, 1974: PREMEETING CONTROL SOLUTION

TABLE 1.—SELECTED MAJOR ECONOMIC INDICATORS

Item

1974.2 1974.3 1974.4 1975.1 1975.2 1975.3

Gross national product. . ... ... ... . ..
Percent change: Gross national product. .
Real gross national product. ... .........
Percent change: Real gross national product. _
tmplicit price deflatosr—GNP_ ... ._.._
Percent change: Implicit GNP deflator___...._.
Percent change real private output per manhour. .. ...
Percent change private compensation per manhour.___
Unemployment rate (percent). ... .........
Capacity utilization: Manufacturing and mining.
Personal savings rate (percent). ............
Percent change in money supply.. .
4-6-month commercial paper rate. .
Moody’s total corporate bond rate_ .
Corporate profits before tax. ... .
Federal surplus, NIA basis. ... ....c.......

1,387.2 1,420.0 1,457.1 1,491.1 1,524.8 1,561.5
10.9 9.8 10.9 9.7 9.3 10.
832.9 835.7 840.9 845.0 849.4 855.7

4 1.4 2.5 2.0 2.1 3.0
1.7 1.7 1.7 1.8 1.8 1.8
10.4 8.3 8.1 1.5 7.1 6.8
1.4 .5 1.3 .9 .9 1.5
8.3 8.6 . 8.8 9.3 8.8 8.6
5.4 5.6 5.8 5.9 6.0 6.0
.9 .9 .9 .9 .9 .9
5.9 5.8 5.6 5.4 5.4 5.7
6.0 6.0 6.3 6.2 6.2 6.3
10.1 10.0 9.7 9.4 9.2 9.2
8.5 8.7 8.8 8.8 8.8 8.8
148.5 145,2 144.9 145.6 146.4 149.8
-9.0 -4.8 -5.7 -39 -3.4 —6.7

o
o
o

-
~n
13

=4

O

o0
B
- d
CAD
Jor! S
o
8.
PLRDBID, DRI O
on

NWNNDODNOBNNINNBDSD

._.
"~y

) Summno— a0
—
=
F-J

DWwRNENOCO LD BN B~
—

R~

NNLODDND, 0 Lo L2
e 00 L) £ D D O N e (O 00 ~d e WO
WERONG o

I 00 G N O (D © 00 = 1 00 N

b



38

Chairman Humemrey. Just very quickly before it slips my mind,
your support for the continuation of the Cost of Living Council,
of course, is what some of us felt very strongly about here. But,
as was indicated by Senator Proxmire, both labor and business
strongly opposed this, as they did standby controls.

The labor movement primarily opposed it because they felt that
the Council and the actions of the administration were weighted
against the wage-earner. They exercised considerable restraint in
wage demfmds——I think that is a matter of public record—while
prices were going up rather rapidly.

If you come down for the idea of an independent body, which,
again, appeals to me, the only problem I have is who appoints them?
And the fact of the matter is that it would have to be the President,
but, of course, we could have it by confirmation. That would give
us some safeguards. I say that respectfully, because I think the
President intends to appoint people that basically agree with his
philosophy, as any President does. This is not to be picking on this
President per se.

But I would appreciate any further suggestions that you have
on the independent type of monitoring agency. That is really what
you are asking for, is it not?

Mr. Apams. That is right.

Chairman Huwmpurey. Is it possible for the Bureau of Labor
Statistics to do this sort of thing?

Mr. Apams. Perhaps so. One of the reasons for my suggestion
that it be an independent agency is the problem that such an agency
has to pick and choose. Tt is not simply sufficient to monitor and
publish statistics every month. It is really necessary to recognize
that same wage or price increase may be way out of bounds. and
to give it the appropriate publicity, and perhaps call it to the
attention of the Congress. whereas other wage agreements fall into
a normal or relatively noninflationary pattern.

T am afraid that an agency which is too closely tied to the Execu-
tive Office of the President is really not in a position to do this
independently. That is why T did not say let the Council of Eco-
nomic Advisers do it. :

On the other hand, an agency that is too d]stmoth statistical, like
the Bureau of Labor Statlstlos again. is not in a position to raise
these issues. So that presumably it would have to be an independent
organism which, perhaps. might be appointed by the President,
:ﬂthmwh perhaps with bipartisan membership, and perhaps with
the approval of the Senate.

Chairman Hoeyrenrey. Yes: T surely tend to agree with von on
t]]ze necessity of an independent body. I would ask your opinion
of this.

Some of us have felt that in light of the dismantling of what
you could call the anti- mﬂahonmv machinery, at least in part,
that we mavbe ought to set up sort of a special commission made
up of public and pumte members to—well, to do more than just
monitor the present economy. but to take a look down the road
as to what policy proposals might be effective in bringing about
a more healthy economy.

Senator Roth of Delaware made such a proposal. I listened to
his presentation in the Senate. I thought it was very good.
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Without putting you on the spot on that today, I would like to
have us send to you some of the suggestions that were made in
Senate debate. And would you be kind enough to give us your
evaluation?

“Mr. Apams. I would welcome that opportunity.

Chairman Hunmrarey. And any suggestions on it, because some
of us are still interested in that. I just do not believe we can just
go willy-nilly down the road and kind of pretend that just by
leaving things to the forces of the marketplace that it is all going
to work out just jolly well, simply for one reason, above all, the
international conditions affect us so much. The market forces, domes-
tically at least, are not answerable to these international conditions.

[The] following information was subsequently supplied for the
record :

UNIVERSITY OF PENNSYLVANIA,
Philadelphia, Pa., May 31, 197}.
Senator HuserT H. HUMPHREY,
Chairman, Subcommittee on Consumer Economics, Joint Economic Comumnittee,
U.8. Senate, Washington, D.C.

Dear SexaTor HumpHREY: I am pleased to reply to you on the question of
managing inflation.

We have only limited power to influence inflationary processes in any case.
To the extent that inflation represents the interaction of supply and demand in
freely operating markets direct action. on prices-is of no avail. Commodity infla-
tion such as we have had recently is almost impossible to control. The best we
can do is to stimulate supply or to limit demand.

On the other hand there is room to influence inflationary processes when we
are working with industries which have market power or with labor unions.
Surely we cannot and would not want to prevent normal price or wage adjust-
nments. For that matter we would not want to limit one sector of the economy
at a time when all others are making gains. We cannot expect labor to hold back
its wage demands when profits are running very high. But, action may be appro-
priate, particularly in periods of cost-push inflation, and the threat of action
may be surprisingly effective. I remember in the early years of the present Ad-
ministration when the president of one of the major airlines came running to the
Council of Economic Advisers saying that he wanted to resist the wage claim
of the mechanics and hoped for the CEA to take some action to back him up.
The CEA was then taking a position of non-intervention and the airline mechanics:
obtained the full wage increase they demanded.

. Any price-wage agency needs to have.two characteristics—balance and the
power to act. By balance I mean sufficient independence from the executive and
balanced representation or perhaps independence like the Federal Reserve Board.
By power to act we need to give this agency if possible more than the power to
impose sanctions and to:do without prior Congressional approval. It should be a
continuous agency with other duties as well. The problem is that the CEA is
part of the executive office of the President and consequently entirely dependent
on Presidential decisions and short term political considerations.

-1 tvould .support what you have termed as the third proposal. A permanent
agency, perhaps derived from the Cost of Living Council with greater inde-.
pendence, however, from the Executive. -Almost inevitably appointment of its-
members would be by the President with confirmation by the Senate. Ideally
the members of this Council would have terms which are fairly long and would
thus be quasi independent of the administration in power. They might represent
both parties. They would generally confine their activities to analysis and ap-
praisal of wages and prices and related issues, such as productivity. They would
set a broad standard for non inflationary wage and price policy and call the
nation's attention to violations of these standards. Ideally the new Council would
have stand-by authority to limit price and wage decisions but would use these
powers only in exceptional situations.

Yours sincerely, :
F. GERARD ADAMS,
Director, Economics Research Unit.
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Chairman Homparey. Now, Mr. Adams, I want to go over just
a few high points of your findings.

Your projections on real economic output show essentially a reces-
sion in the first half of the year. Is that correct?

Mr. Apams. Yes; I think that by now most of us have learned not
to worry too much about the terminology of the word “recession.”

Chairman Humpurey. Yes; a slowdown.

Mr. Apams. In fact, the rate of growth has been substantially
below 4-4.5 percent ever since sometime last year. Definitely, we
would say that is distinctly an economic slowdown below the full
potential of the economy.

Chairman Humparey. And that is to be followed, according to
your projection, by a low rate of growth of about 2 percent in the
second half of the year, with an overall output for 1974 showing
an actual decline.

Is that your analysis?

Mr. Apams. Yes; I would say the overall output for the year com-
ine out very close to the zero mark in terms of the previous year.

Chairman Humpsrey. Without getting into the semantics of it,
or what we call a recession, the technical aspects of it, how would
you characterize the economic performance relative to the Nation’s
historical trend?

Mr. Apams. Of course. it has been a terrible performance in a
sense, partly as the result of the fuel crisis, in the sense of a slow
economy with a fantastic inflation rate. We, of course. all had hoped
that we would see a bounce back of the economy, and I think there
is fairly general agreement that the economy will begin to recover.
But the basic difference of opinion is whether this recovery will be
rapid and will be simply a matter of turning off the oil faucet and
then turning it on again, or whether this will be a fairly modest
recovery with continued slack and continued buildup in unemploy-
ment. We come out clearly on the latter side.

Chairman HumperEY. Your analysis shows unemployment rising
to 6 percent by the end of 1974?

Mr. Apams. By 1975, mid-1975.

g)hairma-n Humrarey. By 1975. And staying at that level during
19752 :

Mr. Apams. Yes. It is a bit early to predict what will happen in
the end of 1975 and into 1976. Some of our evidence has been fairly
optimistic on that, but that far in the future I would not put a great
deal of faith.

Chairman Humrrrey. Of course, the 6-percent level of unemploy-
ment brings with it not only economic repercussions but social prob-
lems, as you know. I think this is sometimes often forgotten in our
discussions here, what happens to the lives of people, what happens
to communities, because a 6-percent level sometimes means that some
communities are way up with high rates and some industries with
very high rates of unemployment.

People do not shift this quickly, as we sometimes indicate in these
peripheral discussions that we have. They are trapped, so to speak,
with their home, with their background, their skills, their family.
Everything holds people at times to certain jobs and certain localities.
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First of all, why are your unemployment forecasts higher and
seem to be more prolonged at a higher rate than the Council of
Economic Advisers? To what do you attribute this.

Mr. Apams. Well, I think the basic consideration is, clearly, that
we have a less buoyant real economy. The economy simply does not
resurge as quickly as the CEA’s estimate.

Another side in all of these calculations is, of course, that the
unemployment rate depends on employment on the one side, and it
depends on the labor force participation on the other. The phenome-
non that we have seen recently, which accounts for the minimal de-
cline in the unemployment rate in the last couple of quarters, has
geen that the labor force simply has not grown the way it usually

oes.

To some extent this lack of growth of the labor force simply
reflects the fact that when there are fewer jobs available, people
withdraw from the labor force. That does not necessarily mean that
they really would not rather have jobs. So in a sense it is a hidden
unemployment, and certainly that has been one of the aspects of
the picture we see now. It may well be that in the course of the
coming year, these people will again want to find a job. And even if
they do not join the labor force they will not be working.

Chairman Houmprrey. The hidden unemployment factor is one that
many of the Senators, you know, talk about. We are a little bit
closer, may I say, to some of the economic realities of our respective
areas.

Now, it is difficult for those of us that represent a particular geo-
graphic jurisdiction sometimes to have a feeling of the whole coun-
try. But I know that in our own State, for example, that in certain
parts of the State we could get a much larger labor force available
if they thought they had a chance to get a job.

Mr. Apams. That is right.

Chairman HumeareY. But the idea of having two or three mem-
bers of a family searching for a job has now been cut back to, well,
if we can have two at work, that is good, and one has really with-
drawn from the labor force as such, but is there as a residual labor
force if needed. but not listed as unemployed.

Mr. Apams. That is correct.

Chairman HumrprrEY. It is interesting how these unemployment
statistics can really deceive one.

What actions do you think the Federal Government should under-
take to reduce this increase in unemployment? I gather you think it
ought to be reduced.

Mr. Apams. Well, from Wharton, of course, we have come out in
favor of a moderate tax cut that would make some difference, not
a very large difference. There is clearly room for an expansion of
various kinds of Government employment programs, a view of Gov-
ernment employment in some sense as an employer of last resort.
There is much Ppossibility there. and in training program and vari-
ous other what I would term microactivities that would focus on the
problem of the pockets of unemployment where they are most severe,
on the problems of the specific socioeconomic groups which are, of
course, most affected by lack of demand for labor.
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Chairman Huyrerrey. Well, T surely am one ‘that believes that
the Government ought to be the employer of last resort. We have
talked about that a great deal. We have not done much about it. I
have some old-fashioned ideas about this. I believe that rather than
paying a man unemployment compensation, you ought to maybe
double his pay and see that he has a job. We have got things to do
in this country, a tremendous amount of things to do. Surely we
ought to find constructive work for people. And I gather your pro-
posals from Wharton have included that sort of seeking?

Mr. Apams. Yes. .

Chairman Humpurey. Now, on this inflation business, Mr. Adams,
I think your treatment of it is more sophisticated than you generally
hear in Washington. There is a tendency here to explain these com-
plex problems with increasingly simple proposals, and I think the
administration has done a great disservice by brainwashing the city
that our inflation has been caused primarily from execessive Federal
spending. That is a kick they have been on for a long time. I do
not think they have ever been able to justify it.

It is sort of kind of what I call political witchcraft. They just
keep at it.

Turning to your actual forecast, do you see inflation increasing
about 9 percent on an average, I guess, in 1974?

Mr. Apams. Yes; the price level in 1974 will average 9 percent
higher than the price level for 1973.

Chairman Humearey. And continuing to rise at an annual rate
for about 7 percent in 19752

Mr. Apams. That is right.

Chairman Humpurey. I want to say, first of all, T think it is going
to be higher in 1974. I think you are a very generous man, very kind.

Mr. Apams. I would not dispute that particularly.

Chairman Humparey. I think it is going to be higher. I think
there is going to be a tremendous amount of price increases in the
next several months as a result of the removal of the price control
mechanism, the abandonment of the Cost of Living Council, and the
reliance of the Government primarily upon the Federal Reserve
System to save the whole situation. I am not critical of the Federal
Reserve. T think we are just asking it to do too much. And I also
believe that if we keep it up we are going to get people down on
the banks again as we did once before in this country.

We need a banking structure in which we can have faith and trust.
And because the.Federal Government has relied almost entirely
upon monetary policy as a means of abating inflation, you are going
to have people just looking at bankers as though they are our num-
ber one enemy when it is not their fault. B : '

Now, in your policy recommendations—well, I guess your proposal
or your evaluation on inflation is more pessimistic than the Admin-
istration’s, and also your forecast on price is slightly more pessimistic.

Mr. Apams. Yes. o v ' )

Chairman Humparey. How do you. get these forecasts?

You know, you come here and you are a respected economist. .

What is the system that you have? ' - '

-
Do you use the same figures the Government does?
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Mr. Apams. No. I am not sure that our formal methodology is
entirely different, but we obtain these calculations through a formal
econometric model. I might stress that while we use a formal econo-
metric model, there are substantial inputs, informational inputs, for
instance on prospects of farm prices and import prices, which are
outside this formal computerized mathematical structure.

Also, this is true to some extent of the determination of wages.
But all of these elements feed into a simultaneous system, and the
numbers that are derived essentially are what our structure tells us
is consistent with the rest of the economy, with the level of pressures
on the wages, with the prospective developments in the farm prices,
with the import prices, which of course, particularly in the situation
as at present with the high reaches in the oil prices, of course, some-
thing that was totally unpredictable

Chairman Humparey. And still is.

Mr. Apams. And still is, I think.

Chairman Humprrey. Still very much unpredictable.

Mr. Apams. Yes.

Chairman Homeurey. Would you say that the basic information
with which you make your computations and your predictions is a
broader mix than the Council has?

Mr. Apams. T am not sure that I can say that. I think they, too,
take many things into consideration. It is a somewhat different meth-
odology, and of course, judgmental inputs surely are different.

Chairman Humpurey. You mentioned their support for the Cost
of Living Council continuity, and then if not that, the independent
agencies.

What characteristics do you think, what are the essentials that
you feel such an agency ought to have?

What kind of criteria should it have?

‘What should it be doing?

What should it be looking for?

Could you spell it out somewhat?

Mr. Anams. Well, to me, one of the essentials of such an agency
is the ability to gain support, both on the side of labor and manage-
ment. This is not an easy, this is not an easy thing. But it is quite
clear that if you want to prevent the price-wage spiral from operat-
ing, then you must make it clear to labor that in the long run prices
simply will not continue simply out of hand. And certainly, you
cannot allow a situation where you have excess profits.

Now that, I think, reallv does mean a somewhat bipartisan com-
mission, which I think would tend to set some sort of a broad guide-
lines for what is a sensible price and wage policy where both labor
and management would have to give something. and then at the
minimum, call the attention of Congress and of the public to those
sectors or those parts of the economy which are significantly in viola-
tion.

Now, these guidelines, I am not optimistic that this will reduce the
rate of inflation very quickly to nothing. But I think our experience
suggests that in the past it has tended to moderate the growth of
inflation and tended to moderate the wage-price spiral phenomenon.
~ Chairman Huarurey. Well, it is my feeling, you see, that while
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those of us in public life would like to please everybody, sometimes
cannot. And I have had very strenuous arguments of late with sup-
porters of mine, particularly in the labor movement, about the whole
subject of anti-inflation policy. I do believe in wage-price guidelines,
and I can understand labor’s resistance to wage-price controls as
they have been administered. I think the labor people really took a
beating on this. I do not think there is any doubt about it.

But 1t is my judgment that we do need some mechanism, we have
to have some structure. We cannot just rely on good will and good
works to moderate the inflationary forces, and somewhere to blow
the bugle on excessive increases, whatever it may be, wages or prices.
‘ﬁ’e gaw what happened in the building industry in 1970, 1971, was
that?

I think right to the first year of the Nixon administration, tremen-
dous increases in both prices and in wages, and it threw the whole
economy out of balance. And I can remember talking to some of the
prominent labor leaders who were just up in arms about it, because
they themselves found their workers disenchanted and disgruntled
because they did not get the same kind of treatment. And of course,
it soon had its impact all through the whole economy.

Now, on the matter of the consumer spending outlook, and I have
just got a few points here. One of the big unknowns for the rest of
1974 1s what will consumers do in reaction to the increasingly tight
squeeze they have been put into. In the last quarter, consumers had
to draw. down their savings in order to maintain their standards of
living. This obviously cannot go on very long.

Could you give us any, or more details on how you see consumer
behavior during the balance of 1974, given the rest of your economic
outlook ?

Mr. Apams. Well, as Mr. Stein pointed out, consumer income, of
course, depends to a substantial extent to what happens to economic
activity, employment and so on. Qur view is a more sluggish one in
this regard. We have a fairly high rate of wage increases, about 8.5
percent increase, annual increase in compensation per man-hour.

We also have price increases which at least over the first half of
the year exceed the growth of wages, so the consumer is getting
squeezed. In fact, we see here the consumer spending a good deal of
this income with a relatively moderate savings rate. The savings rate
in the first quarter of this year was about 6.5 percent, and despite
the consumer’s discontent and the low marks that he is giving on
the consumer sentiment indexes—the Michigan survey, for example—
we see that savings rate dropping to approximately 5.5 percent, from
6.5 percent to 5.5 percent.

So the consumer, while he does not like to spend more, in a sense
he is forced to by the rise in prices and the decline in income.

Chairman Humearey. Yes.

Mr. Apams. And nevertheless, this does not provide sufficient stim-
ulus to the economy from the consumer side to keep it going. So a
good deal of the problem arises precisely in this squeeze that the
consumer has had with regard to his real income.

Our numbers do incorporate some improvement in the auto mar-
ket, some that we have already seen. But on the other hand, it is
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quite clear that consumer purchases in real terms of durable goods
will be very much held in check. We do see some growth of non-
durable goods. We see more growth of services. The consumer, in
a sense, 1s reallocating his expenditures.

Chairman HoumerrEY. Inflation figures and income figures are to
me very deceiving in terms, again, of people, and what really goes
on. Let me give you just a little example of what I mean.

When I leave this committeeroom and finish this day, I am going
home to Minnesota. I am going to go out into the countryside where
I live, and the people that live near me are low to middle income
%eop]e- It is a very small town. There are no well-to-do people
there. Most of them are farm people. Some of them are wage-earners
that drive into the metropolitan area with their jobs.

When I tell them, for example, that, you know, I heard Mr. Stein
or I heard Mr. Adams or somebody else talk to me about inflation,
I say, you know, they tell me that prices are going to go up about
an average of 9 percent, they just look at me and say, you know, you
have been down there too long. You do not know what is going on.
Now, do not give me that 9 percent stuff.

If you want to know what prices are doing, just come around,
come over and talk to my wife. You ought to see what I had to pay
to get my tractor fixed. You ought to know what I had to pay to
get the house repaired, or to get the barn fixed. I mean, it is two
worlds, it is two separate worlds. I began to think that—you know,
did you ever wake up thinking you are in a dream all of the time?

And really, what I hear in Washington as to what is happening,
where people are out in the factories, in the farms and the shops—
it is like it is two separate globes. It really does not even fit.

I have sons and a daughter. They have young friends, and we
have them out to our home. And I sit around talking like we are
talking, and they just look at me and say, but daddy, you do not
know anything that is going on. You do not buy shoes anymore, you
know. And if you do, you have got enough money, you do not care.
You do not have to worry about what the doctor bills are. You go
out to the Naval Medical Hospital. You do not know what is going
on.

You ought to hear it. And this is really why I think that some-
times the Government ought to almost disestablish itself, take a sab-
batical leave for a while, and go on out and see what is going on.

Do you ever get that feeling, you know, when you are up there
in Wharton, that somehow—of course, it may be you are living in
another world, or is your world not the real one?

Mr. Apams. I do not know. Living on a professor’s salary——

Chairman Humeprrey. That is right. But well, what I guess I am
getting at is, you see, so many people in America—I had a little
note here from one of my staff people showing that the—what is the
number of people—just a minute here.

Yes, over half of the houses built, for example, in 1973 cost over
$30,000. And you are supposed to take that out of a quarter of an
income under $16,000 to handle your house and your payments. And
only 25 percent of our people throughout the entire country earn
over $16,000 a year.
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Well, inflation for people over $16,000 is one thing. Inflation for
people under $16,000 is another ballgame, and when you stop and
think that in my State, for example, a substantial majority of the
people earn under $12,000 a year, a vast majority, and families with
incomes under $12,000 a year, large numbers, how do they pay for
these things that they need for their lives?

_ They just do not. They go into debt, and all of this rate of savings
or anything relates to people who have something to save.

I guess what T am trying to say is, generalized figures have so little
relevance to the individual predicament, to the human predicament.
And I have come down to the point now where I began to wonder if
we really are able to utilize our statistical evidence in a.way that is
really meaningful in the lives of a vast number of our people.

Do you get what I am trying to drive at, or am.I just wandering
around here? _

Mr. Apams. Well, it is certainly true that in an inflationary period
this kind of a problem, the differential impact on different people, is
particularly pronounced. The man whose income is flexible and rises
as the price level. rises, he is obviously not affécted. ' C

Chairman Humpurey. That is right. '

Mr. Apams. Whereas the man whose income is relatively speaking
fixed, who falls behind, he is the one who gets squeezed. And I think
‘one very important. aspect of this whole inflationary, the impact of
inflation on welfare, is this drastic reshuffling that occurs where cer-
tain people in perhaps the construction. industry where wages have
risen are keeping pace.

Chairman Humrurey. If they had a job. _

Mr. Apawms. Tf they have jobs; yes. And others, are falling behind.

“Chairman Humerrey. Well, you know, just simple things. Every-
body out our way, they say that what we have in Minnesota is, we
have beautiful lakes. We have lots of good farmland. We have good
sized families. And everybody wants a car and a boat. You know,
vou really do not quite qualify for citizenship unless you have a boat.
‘And when you get out there in the afternoon, Friday afternoon—I
remember some years ago, you hardly saw anybody on the road with
their boat before 5 p.m. Now, you come on out and they are starting
Jeaving their job and going somewhere around 10 a.m. By noon time,
the road is pretty filled. Everybody is going up north to the lakes
with their boat. Co

Well, I was going to buy a boat just a while ago. I am going to
buy it anyway because I am one of the lucky ones, you know. I am
frank to admit it. But I asked the fellow I was going to buy the
boat from up there, around Annandale, Minn., I said say, you know,
T bought one from you back, what was it, 1967 or something like
that. I said, now I want to buy a boat almost identical, because I
want to give the one I have got to one of my boys. . ‘

And T said, how much is it? Well, I want to tell you, if T had
had the income that some people have, and that $16,000 one, I would
have hoped I would have walked on water, because that.is the only
way I would have ever been out there, because.the cost of a boat
has just gone up unbelievably, for simply recreation. I am not talk-
ing about cruisers, and I am not talking about' yachts. Forget those
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people. T mean people who make rowboats. And this is what I mean
about inflation. ,

I mean, for the average person that has to be concerned about just
what his house rent or housing payments, food, clothing, health cave,
and a modest amount of recreation, they do not have 9-percent infla-
tion. Those follks have got 15 percent to 20-25-percent inflation. They
ave really gefting it. becanse it has all leveled off all the way. They
are not buying all of this big stuff, you know. They are not inter-
ested in capital goods. They are interested in kids’ shoes. I cannot
believe what people pay for children’s shoes. I cannot possibly believe
it. When I see. for example, what they have to pay for children’s
¢lothes at the discount stores, I do not think anybody—I guess the
only ones in Washington that know about this are younger Congress-
men. My children are all grown up. I know about it because of grand-
children.
~ But again, my family is more fortunate than others, and I do not
believe in judging the well-being of other people on how lucky the
Humphrey’s are. T have got some that are not so lucky. But I got
my money when my kids were gone. I know what it meant when the
time was that we did not have any money and I had the kids. The
whole world is upside down. The time that you need a good house
is when you are young and when you have children. When do you
get a good house? When you are old and gone, and the kids are gone.

I have got houses coming out of my ears and I do not even have
time to live in them. But when I had my kids, I did not have any
space, and I did not have any help, and my wife had to bring them
up and we did not have anybody helping us. It is all screwed up
and I am mad about it.
~ I'have to go to lunch pretty quick, they tell me. OK, but I want to
ask you another question. I am glad you are a patient listener. I
need to get this off my chest this morning. It is therapy. It saves
me from going downtown to talk to a doctor.

Let us_talk about this housing business for a while. I am really
interested in what the administration will come up with in housing.
So far, thank God we know how to build teepees. You have a rather
dismal outlook or a limited outlook on the recovery of the housing
sector.

Is that correct? .

Mr. Apams. Yes. It is not all that dismal in the sense——

Chairman Humprarey. Maybe that is the word. Your outlook is
less favorable than Mr. Stein’s.

~ Mr. Apams. Yes, that is correct, in the sense that we have just a
little short of 1.6 million housing starts in the year 1974.

" Chairman Huaearey. That is what our studv—that is the Con-
gressional Research study and the Joint Economic Committee studyv.
We put together some technicians here and that is what our study
came out with. .

Mr. Apams. We are not far from that number, and we do see it
rising. We do see it rising by mid-1975. We have it up to between
1.8 and 1.9 million starts. Now . :

.Chairman Humenrey. Now, pace that against need. I mean, how
does that approach what we ought to be doing? '
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Mr. Apams. Well, we could be doing very much better, in the sense
that the estimate was 2.4-2.5 million starts.

Chairman Humeurey. Mr. Barnacle, who is on my staff, we have
been looking at the MIT-Harvard study on this, and they said we
needed 23 million new housing starts by the end of this decade. That
is for the decade.

Mr. Apams. Right.

Chairman Humparey. We are surely not going to come anywhere
near it, are we?

Mr. Apams. No, no.

Chairman Humerrey. And of course, this takes into consideration
obsolescence, deterioration of old homes, new family units, number of
new family units. So we are really running behind, are we not, con-
siderably ?

Mr. Apams. Yes. Oh, yes.

Chairman Humenrey. If this was an industry failing to replenish
its plant equipment, there would be a big uproar in the country. They
would say American industry is becoming obsolete.

Is that not right?

Mr. Apams. Well, of course, you know there is a great deal of
flexibility in housing. In a sense, it is important to build new units
and hopefully to build larger ones to accommodate families. But
people do very often make do in the old house, and people are in-
creasingly making do in multiple family dwellings and apartments.
And this certainly significantly affects lifestyle.

I do not think we can say we must have a certain number of hous-
ing units in order to be able to live. We can probably get along on
less. We will have fewer young people moving out of the family
household, more old people staying with their families, and people
in generally more cramped situations. This is particularly serious
in terms of inner-city housing, because the opportunities for inner-
city people are opportunities that are created as the people on the
periphery move outward or move upward into better housing. So
that it significantly affects our lifestyle.

And this is, as I see it, the critical problem. If we were significantly
short of resources in the housing sector, I would say this is the way
it has to be. In fact, we have a relatively weak housing sector at a
time, you know, when we could stimulate this sector without signifi-
cant inflationary effects elsewhere in the economy.

Chairman HomrareY. In the same general committee, in this same
room, 2 days ago we had the mayor of one of the large cities in Cali-
fornia representing the U.S. Conference of Mayors. Mayor Minetta,
T believe that was his name, from San Jose, Calif. And his testimony
was most revealing as to what has happened in terms of TFederal
Government policies on housing, how they actually had worked coun-
ter to the improvement of the inner city, how the emphasis had been
upon the moving out, rathe rthan the developing within. And it seems
to me that this is again, when we talk housing as you are mentioning
here—we sometimes can make do. That is a sure thing. We had to
do that in the war years and it can be done.

But again, we are talking about an optimum, so-to-speak, relation-
ship as to how you get not only more housing units for a better life,
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or at least more space, but also what happens to the development of
a community, how it develops. And this, I think, is partly what is
being ignored.
" Now, the final thing I want to ask you is on the tax cut. I am
pleased that you have seen fit to support the modest tax cut. Assum-
ing that we just get a $6 billion tax cut, the staff indicates that your
analysis shows a 0.5 percentage point increase in real GNP as a result,
by the fourth quarter of 1974, and no significant impact on inflation.

Is that a proper analysis?

Mr. Apams. That is a proper analysis. Over the course of 1975 we
still see some real growth, and we do see a marginal—I do not know
whether it is significant—buildup of inflation a little bit toward the
end of 1975. But we are talking here about 0.2 percent in the infla-
tion rate, and I would be very unsure how significant a number that
it. What we do see is—and I think the thing that is most important
here is that over this soft period of the economy—we do see a per-
ceptible improvement in real output. :

Chairman HomraREY. Now, you know the complaint against this
proposed tax cut is that it would be very inflationary.

Do you agree with?

Mr. Apams. No; I do not agree with that.

Chairman HumpareY. I am going to ask the staff if you would be
kind enough to respond to us to present to you some of the proposals
that we have indicated for an offset. I happen to be one that believes
that if we have the tax cut, and I have supported it and so did the
majority of this Joint Economic Committee. It is not as if somebody
had just come up with the idea. We have held hearings all year on
the economy, and an overwhelming majority of the Joint Economic
Committee supported the tax cut.

But T also believe we ought to possibly have some offset in revenue
just simply for budgetary purposes. Some of the suggestions that
we made in our letter that we are circulating to our co%leagues is the
repeal of the so-called DISC proposal, the repeal of nercentage de-
pletion for oil. Now, that is arguable whether we should do it in one
or several stages. The repeal of asset deprecation range, the ADR,
and the strengthening of the minimum tax.

We are supposed to have 10 percent minimum tax, and I think
that the real fact is it is about to come out at about 2.5 percent by
the time that you got all of the exclusions that you could use for
deducts.

So we will ask you, if you care to right now, do you think that
these modifications in the tax structure would in any way impede
investment ?

That is No. 1, necessary investment. :

And second, do you think that they would be both economically
and socially desirable, or do you not?

I do not want to put words in your mouth.

Would you like to comment now, or would you prefer that we just
send you a communication.

Mr. Apams. I think it would be preferable if I could put an answer
in writing on that at some later date.

Chairman Humprrey. Fine. Thank you very, very much. I appre-
ciate your being with us. You have been most helpful. Thank you.
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I wish to include at this point in our record a letter to the editor
on the subject of the tax cut, which I proposed, which was published
in the Minneapolis Tribune. "

[The article follows:]

[From the Minneapolis (Minn,) Tribune, Apr. 30, 19741

+

INFLATION AND THE NEED ¥FOR A Tax Crr
(By Senator Hubert H. Humphrey)

In recent days there has been considerable criticism, including an editorial
(April 23) in the Minneapolis Tribune, of the proposal that we cut income
taxes for low- and moderate-income consumers. I have proposed this course of
action, as have others, as a means of buttressing consumer purchasing power
and in that way fighting the recession that is already upon us. I believe the
arguments against a tax cut are based on a serious misreading of the current
economic situation. : ’

In the first place; the federal budget current provides no real stimulus to
the economy. As President Nixon correctly. said in his budget message, “The
recommended budget totals continue '(the) policy of fiscal restraint as part
of a continuing anti-inflation program.” RE

To be more precise, the unified budget is becoming- more restrictive, rising
from a full-employment surplus of $4 billion in fiscal 1974 to an $8-billion
surplus in fiscal 1975. This means the $6-billion tax cut now being discussed
would lower the full-employment budget surplus for fiscal 1975 to about the
level of restraint in last year’s budget. Even without any revenue-gaining
mesdsures, a $6-billion tax cut would not push the budget into an expansionary
position. . . . . . S

In.addition to misreading the current fiscal position of the federal 'budget,
several critics of a tax cut have not looked at the fine print of the proposals:
The proposal I prefer, and intend to. fight for, is a tax cut ‘coupled with revenuét
gaining tax reform along the ‘lines recommended by the Joint Economic
Committee earlier this year. This would mean a tax cut for low- and moderate:
income consumers, largely offset by a .package of tax reform focusing on
percentage depletion, intangible drilling expenses, foreign tax preferences and
and strengthening of the minimum income tax. - t t B

With major oil companies repoiting first-quarter profit, increases ‘as -high
as ‘123 percent, while the, real. spendable earnings of consumers declined . 3
percent during the same quarter, tax reform is .essential to restoring-consumer
confidence in the fundamental fairness of our economic system. e

Second, those who oppose a tax cut usually misunderstand the nature of the
present inflation. Rather than being the result of excessive federal stimulus,
the pressure on prices has come from. other sources. The inflation of 1973
was primarily the result of food and fuel-supply problems that had their
origin in specific policy errors and market disruptions. :

A secondary source of inflation was the world-wide boom in commodity
prices. These previous price increases are this year working their way through
the production cycle as well as stimulating a sharp rise in labor costs. Anqd
inflation this year will get a further jolt as business and labor seek to get
“ahead” of inflation after all formal controls end this week. '

In other words, inflation in 1974 has a life of its own outside of the con-
ventional -macro-economic framework. It is now nourished by a variety of cost
factors that unfortunately were injected into the system last year, and which
now lie beyond the impact and grasp of ordinary fiseal policy.

I would take this point even further, arguing that those who believe that
the current inflation is the result of excessive fiscal stimulus, or that it can
be dealt with by conventional policies of aggregate restraint, do real harm to
the formulation of an effective anti-inflationary policy.

While I don’t pretend to have a neat package of solutions to the problem
of inflation, it is obvious to me that we need to develop new techniques in
this battle to complement our present economic tools. It is my judgment that
the federal government must establish a permanent institution to focus on the
problem of inflation. In addition to developing an information system that
identifies price problems before they become crises, such an institution should
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have the power to hold hearings, postpone public and private decisions that
could seriously undermine price stability, make recommendations to the execu-
tive and Congress to improve price stability and bave limited power to impose
legal sanctions.

Just as they have misread the nature of the current inflation, many of
those who oppose a tax cut also fail to read the unmistakable signs of the
serious recession that is upon us. The huge drop in real gross national product
in the first quarter is, after all, the worst decline in economic output since
1958, and much worse than the administration’s February forecast that the
economy would probably only decline a little in the first quarter. More im-
portant, the recent statistics do not reveal any sectors of the economy with
sufficient strength to bring about recovery.

Consumption spending has been weak for the last six months and cannot be
expected to lead any recovery.

Residential construction expenditures in the first quarter dropped 8 percent
and have fallen 16 percent in the last six months. In view of the recent sharp
rise in interest rates, and the incredible announcement by Federal Reserve
Board Chairman Arthur Burns that money will stay tight no matter what
it does to housing, there is currently no hope that homebuilding will experience
the turnaround forecast by the administration earlier this year.

Business spending on plant and equipment, which has always been offered
as the backbone of a recovery in the second half of 1974, only increased at a
7-percent annual rate in the first quarter.

Finally, net exports declined $8.3 billion in the first quarter of this year,
compared to an increase of $5.2 billion in the fourth quarter.

Because the current inflation is not significantly due to excessive budget
stimulus, and because the recession is upon us with no signs of recovery, it
seems to me that the case for a tax cut is made. This conclusion is not
reached, as some commentators have inferred, because I regard unemployment
as more serious than inflation. On the contrary, I regard both inflation and
unemployment as harmful to the economic and social fabric. But it is my
belief that a modest tax cut, coupled with tax reform, will not increase infla-
tion, but will express itself in higher output, jobs and income.

Chairman Huaparey. Thank you, Mr. Adams.

The subcommittee will stand adjourned.

[Whereupon, at 12:35 p.m., the subcommittee adjourned, subject
to the call of the Chair.]
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