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MIDYEAR REVIEW OF THE ECONOMIC SITUATION AND
OUTLOOK

THURSDAY, JUNE 10, 1976

CONGRESS OF THE UNITED STATES,
JOINT EcoNomIc COMMITTEE,

Washington, D.C.
The committee met, pursuant to notice, at 10:12 a.m., in room

1202, Dirksen Senate Office Building, Hon. Hubert H. Humphrey
(chairman of the committee) presiding.

Present: Senators Humphrey, Proxmire, Javits, and Percy; and
Representatives-Reuss and Brown of Ohio.

Also present: John R. Stark, executive director; Courtenay M.
Slater, William A. Cox, Lucy A. Falcone, and L. Douglas Lee, pro-
fessional staff members; Michael J. Runde, administrative assist-
ant; George D. Krumbhaar, Jr., minority counsel; and M. Catherine
Miller and Charles Bradford, minority economists.

Chairman HUMPHREY. Mr. Greenspan, I know that the work that
you are involved in is of critical importance, but the Mora High
School Band from Mora, Minn., was on the Senate steps at 10 a.m.
And I am from Minnesota; there is an election in 1976. I don't be-
lieve you can vote in Minnesota, can you? And I went over to see
my friends from Mora. Most of them are very good friends. They
presented me with a little gift emphasizing their Swedish ancestry.
So with that apology, I ask your understanding and forgiveness.

Would you proceed with the good news?
Mr. GREENSPAN. Thank you, Mr. Chairman.
Although I may not vote in Minnesota, I am a music lover, and

I'm sorry you didn't invite me.
Chairman HUMPHREY. Well, I'm sorry I didn't think about that.

They would have been impressed to meet you.
Thank you.
I have an opening statement, Mr. Greenspan, but I'm going to

place it in the record so that we will not take your time, because we
need to hear from you.

Did you have a statement, Congressman Reuss?
Representative REUsS. No.
Chairman HUMPHREY. Then I will proceed with inserting my open-

ing statement in the record.
[The opening statement of Chairman Humphrey follows:]

(1)
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OPENING ISTATEM-ENT OF CHAIRMAN HUBERT H. HuMPHREY

This morning the Joint Economic Committee begins its Midyear Review
of the Economic Situation and Outlook. We are pleased to welcome as our wit-
nesses Mr. Alan Greenspan, Chairman of the Council of Economic Advisers and
Mr. Paul MacAvoy, Member of the Council.

Economic developments in the early months of 1976 on the whole have been
encouraging. Welcome reductions in both unemployment and Inflation have
been achieved. Before our feeling of euphoria bursts all bounds, however, there
are two points I would like to make as we begin these hearings.

First, contrary to the impression one gets from press reports, the recovery
has not dramatically exceeded expectations. Both the shape and the magnitude
of the recovery have been.just about in line with the expectations of the Coun-
cil of Economic Advisers and of private forecasters as expressed in our An-
nual Hearings last winter. And in line with the expectations of the Committee
as described in our Annual Report. The notion which has grown up in some
quarters that the economy Is experiencing an enormous and unexpected boom
is not correct.

The most crucial purpose of these hearings is to assess the outlook. Analysis
of past developments and of the policies which brought about those developments
is an important and interesting aspect of our review. Far more important, how-
ever, will be our attempt to look ahead and form judgements as to the policies
which are needed from now on.

There is a general expectation that recovery will continue throughout this year
and next. That's good, but it isn't good enough. We have been through the worst
recession since 1937. Unemployment is still above the peak levels of most post-
war recessions. Inflation is still troublesome. Hence, we cannot settle for just
.any old recovery. We must have a recovery which is strong, well balanced and
sustained. Achieving this objective will require an extraordinarily difficult and
skillful job of economic management.

Hence, while we can take satisfaction In the favorable developments of recent
months, this is not a time to sit back and relax-not while nearly 7 million per-
sons are still experiencing unemployment, another 31 2 million can find only part-
time work, and an additional 900,000 or more have become discouraged and
ceased to look for work. The job of sustaining an economic recovery is only
barely begun. Serious doubts still remain, not about the existence of recovery,
but about its prospective strength and durability. These are the questions to be
investigated during these hearings.

Chairman HUMPHREY. Now, Mr. Greenspan, please continue.

STATEMENT OF HON. ALAN GREENSPAN, CHAIRMAN, COUNCIL OF
ECONOMIC ADVISERS, ACCOMPANIED BY PAUL MacAVOY, MEM-
BER; AND JOHN DAVIS, ASSISTANT TO THE CHAIRMAN

Mr. GREENSPAN. Mr. Chairman, looking over the length of my
official statement, I think it's a bit long.

Chairman HUMPHREY. Gentlemen, forgive me for not mentioning
the other member of the Council, but thank you very much for your
presence here.

Mr. GREENSPAN. Thank you.
It is a pleasure to appear before the Joint Economic Committee

today to review economic conditions at midyear and to discuss the
outlook for the balance of the year with you. I am accompained today
by Paul MacAvoy. Burton Malkiel is away on business and cannot be
with us.

Chairman HUMPHREY. Who is your associate on your right?
Mr. GREENSPAN. I'm trying to keep him under cover. This is John

Davis, assistant to the Chairman of the Council.
Chairman HUMPHREY. Fine. Welcome, Mr. Davis. We haven't had

a chance to work on you, yet. [General laughter].
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It's nice to have you here.
Mr. GREENSPAN. I will warn you, Mr. Chairman, I work on him all

day long, and I lose.
In retrospect, the performance of the economy in the first half of

the year has exceeded most earlier expectations, including our own.
We are all aware of the steady stream of good news and favorable
statistical releases of the past several months and I do not plan to
cover these in great detail this morning. Instead, I would like to touch
on some of the general aspects of the economic devleopments of the
recovery to date, to place these in perspective and then turn to some
of the policy problems and uncertainties which lie ahead of us.

Over the past three quarters, real gross national product has risen at
an annual rate of 8.4 percent. The recovery in employment has also
been dramatic. The rate of unemployment, although still high, has
declined more rapidly than the most optimistic observers dared hope
a year ago, even in the face of a very rapid rate of expansion in the
number of people seeking work. Not only has inflation continued to
subside, but the recent evidence, after due allowance for the obvious
uncertainties involved in such a forecast, suggests that the gains we
have made in reducing inflation and inflationary expectations are now
being consolidated. It may be that the recent subsiding in the rise of
the price indexes will prove to be owing to temporary factors. It may
also be true that the risks of inflation are being underestimated. Over-
-all, however, the present evidence suggests that the basic underlying
rate of inflation in the United States has been reduced to somewhere
in the area of 5 to 6 percent, although perhaps closer to the upper than
the lower range of those numbers.

The early phase of the recovery in production and employment has
benefited from a sharp increase in inventory investment. The end of
the recession last year was marked by an abrupt end to the massive
liquidation of excess inventories. The rise in production in the 'first
quarter of this year was accelerated 'by the beginning of an effort to
restore inventories to more normal levels. Nevertheless, the real final
demand has continued to rise briskly, increasing at a 4.7 percent annual
rate over the past three quarters. We should not expect the rise in out-
put over the next several quarters to match the pace of the past 9
months.

I might say parenthetically, Mr. Chairman, if we exclude net ex-
ports from final demand, and in a sense measure the increase in final
demand of the domestic sectors, the rate of increase over the last three
quarters has been surprisingly high, 5.8 percent.

Not only has the recovery gained momentum but the underlying
elements in it have become progressively more solid. The recovery has
been well balanced, surprisingly so in view of its rapid pace. Although
inventories are being rebuilt, current levels are still low both 'by his-
torical standards and in relation to sales or production levels. Indeed,
despite the inventory swing in the first quarter the ratio of inventories
to sales'or to output continued to decline, though at a reduced pace.

Perhaps most important of all, the reduction in both the underlying
rate of inflation and in unemployment has engendered a substantial
restoration in the confidence of consumers and businessmen in the
viability of the recovery. As the substantial improvement which has
occurred has become recognized, people have again become willing to
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commit themselves to the purchase of automobiles, homes, and other
durable goods in a fairly extensive way. Business investment, though
still lagging, is beginning to pick up. Business intentions or plans for
future investment are being revised upward. Consequently, although
the pace of the recovery should be expected to subside a bit, there is no
evidence that it will face or peter out in the immediate or foreseeable
future. Indeed, the general absence of imbalances, the success in re-
ducing inflation and inflationary expectations, the substantial income
and employment gains now being registered and the strong underlying
demand for capital goods which we expect to emerge by late this year
increasingly suggest a sustained and durable recovery.

As of midyear, therefore, there do not appear to be compelling
reasons to make major changes in the overall outlook for 1976 which
the Council suggested in its economic report in January. As you recall,
we suggested the likelihood of a year-over-year increase in real GNP
in the 6- to 6.5-percent range. Taking recent developments into account,
we would now be inclined to lift our expectations moderately. We
would also adjust the 6 percent year-over-year increase in prices which
we had expected downward but only slightly. Several of the factors
which have been instrumental in the less than expected price rise in
recent months, especially the declines in food and energy prices, do
*not seem likely to continue. Therefore, we expect the basic rate of
nearly 6 percent annual rate of inflation to prevail into the near future.

So far, of course, consumer expenditures have provided most of the
strength in final demand. Over the past four quarters real consumer
outlays have risen by 5.6 percent. Real consumer outlays surged at an
8 percent annual rate of increase in the first quarters as purchases of
automobiles and other durable goods rose sharply. Although some of
the statistics suggest a pause in retail sales in late April and early May

.we anticipate continued strength in consfumer outlays, but obviously
not at the first quarter pace. Over the past year real per capita dis-
posable income rose by 5 percent. Initial gains were bolstered by the
tax reductions, but the sharp recovery in employment and hours
worked has maintained the rapid pace of income improvement. The
savings rate, following the initial subsidence from the very high rate
in the third quarter of last year, which followed the tax reductions,
has not yet declined markedly. Indeed, despite the substantial improve-
ment in consumer confidence the savings rate is still at quite high levels
by past standards. Barring a sudden reversal of some sort in our prog-
ress in reducing inflation, we feel confident in extrapolating continued
healthy increases in consumer outlays into the near to intermediate
term future.

Real business fixed investment actually grew at an 11.9-percent an-
nual rate in the first quarter, adding strength to our belief that fixed
investment will be an important factor in the recovery this year. In-
vestment anticipation surveys have been revised upward progressively
since last winter. Normal tendencies to underestimate the strength of
our recoveries and business capital needs suggest that the rise in actual
expenditures will continue to exceed current anticipations. At this point
we believe that the 5- to 6-percent increase in business fixed investment
which we suggested in the report is still a reasonable projection. More-
over, the improvement in the economy and in the investment climate
has strengthened our belief that the latent strong underlying demand
for capital goods will continue to materialize in 1977.
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The recovery in residential construction has been just slightly slower
than anticipated. In January we were expecting housing starts, with
much of the recovery concentrated in single-family units, to rise to a
1.7-million rate by late this year. Although starts have fallen back
slightly in March and April from the very high February rates, the
basic factors underlying the housing markets have continued to im-
prove. Mortgage interest rates, which have declined slightly from the
levels of last year, have stabilized at levels which are consistent with
the underlying inflation rate. Savings inflows have continued at very
high levels, confidence has improved, vacancy rates have declined and
we expect the moderate pace of recovery in housing to continue, and
don't expect any significant alterations from our previous expecta-
tions.

The Consumer Price Index has risen by 6.1 percent in the past year,
April 1975 to April 1976, but the rate of increase has been only 3.5
percent in the past 4 months. The sudden and further slowing of infla-
tion in early 1976 was due to significant declines in both food and
energy prices.

In the next few months, moderate increases in food prices are ex-
pected. In fact, some of our weekly data already indicates increases
since the last official report. The expected increase results from the
recent farm and wholesale price increases in meats, coffee, and some
fresh fruits and vegetables which have not yet been fully passed
through to the retail level.

Chairman HUMPHREY. Might I just make a suggestion here on the
meat side. It will be on the careful side. You know there is a tremen-
dous liquidation of meat in the Midwest.

Mr. GrEENSPAN. Yes, I noticed the reports from South Dakota.
Chairman HUMPHREY. And it might bring that Wholesale Price

Index down.
Mr. GREENSPAN. Thank you, Senator.
Nevertheless, the outlook for the rest of 1976 is for continued mod-

eration in the rate of food price increases. And if the United States and
world crops as large as currently projected by the Department of
Agriculture and by private forecasters materialize, the period of rela-
tive food price stability should continue into 1977. Of course, sudden
weather-induced changes in the prospective size of this year's grain
harvests could alter this situation.

The decision not to raise oil prices by the foreign oil producers re-
duces the possibility of substantial energy price increases in the next
few months.

Much of the increase in consumer prices so far this year has been due
to higher prices in the services component which have risen at an
annual rate of over 9 percent during the 4 months ending in April.
However, service prices eased in April reflecting a slowdown in the
rate of price increase in transportation and medical care services.

The slower pace of increase in the CPI has reflected an even more
dramatic slowdown in wholesale prices partly because of lower prices
for farm products. Over the past 7 months wholesale prices have risen
at a 2 percent seasonally adjusted annual rate. There has been some
tendency recently for cyclically sensitive industrial commodity prices
to rise. It is nonetheless encouraging to note that industrial commodity
prices have risen at a seasonally adjusted annual rate of less than 3
percent so far this year.
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*Underscoring the improvement in the price side is what is occurring
in wages. Average hourly earnings of private nonfarm workers, ad-
justed for overtime and industry shifts, rose at a 6.9 percent seasonally
adjusted annual rate between December and May. This, I might add,
is somewhat lower than the objective for this period. Difficult labor
negotiations nonetheless do lie ahead. but the experience to date this
year on the whole has been encouraging. Settlements have been con-
sistent with the overall price track which we have suggested for this
year, and in fact, may even be a bit lower.

The evidence suggests that the improvement in the employment
situation should also continue. The unemployment rate, as you know,
has declined fairly continuously from 8.9 percent in May 1975 to 7.3
percent in May 1976, a decline of 1.6 percentage points. Although the
rate is still very high, the decline represents substantial progress and
it has been widespread.

Since the March 1975 recession low, employment as reported in the
household survey increased by 3.6 million, a rise of 4.3 percent. Within
the l ast 2 months alone, the increase has been 1 million.

The growth in the number of jobs has been accompanied by a sharp
increase in the length of the workweek. Average hours of work among
production workers were 35.9 in May of 1975, and increased to a peak
of 36.5 in January 1976, and have since declined to 36.3. Overtime
hours of work in manufacturing have also shown a substantial and
nearly continuous increase from 2.4 hours in May 1975 to 3.3 in May
of 1976.
* What implications for economic policy are contained in this back-
ground of encouraging developments?

The recovery is progressing at a better than expected pace. Both
unemployment and inflation are still too high. Investment measured
by probable future needs is probably still too low. But progress is
very clearly being made, and this progress is very likely to continue.

There are several economic policy problems which we have dis-
cussed with this committee previously. It is even more important
today to recognize that policies which are suitable for recession or
early recovery conditions are not suitable for advanced recovery
periods. It is important, therefore, to recognize the need to put the
fiscal policy transition which is proposed in the President's fiscal 1977
budget into place.

The budget proposals, as you are well aware, have been criticized
as being inadequate to maintain the pace of the recovery. The basic
argument has been based upon the view that the recovery in private
demand would be weaker than our estimates back in January indi-
cated. From this it has been concluded that the reduction proposed in
the fiscal 1977 deficit would mean too much restraint and the possible
short circuiting of the recovery.

We have disagreed with this view, believing that a strong recovery
in private demand is both the most probable and the most desirable
outcome. This conclusion requires a marked and progressive shift
toward less fiscal stimulus over the next 3 years, beginning in fiscal
1977.

So far the evidence clearly supports the idea that the recovery will
continue to be strong. It seems, however, that the argument really
involves much more than which forecast is right and which is wrong.
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Let us suppose that our forecast is much too sanguine and that private
demand expands less strongly than we have forecast. Should this
prove to be the case, we do have the capacity to move reasonably
quickly with little cost, through cuts in taxes to a lesser degree of fiscal
restraint. In effect, this mistake can be corrected fairly easily, and
hence it is much less serious than the consequences of being wrong
on the other side. A policy based, in effect, upon the expectations of
very modest increases in private demand and a corresponding need
for greater fiscal stimulus cannot be corrected quickly should it prove
wrong. The risks of igniting a new inflationary boom under such a
scenario would be quite high because our capacity either to brake
Federal outlays or to raise taxes is exceptionally limited. In effect,
there would be a massive increase in Federal demands for funds in
the capital market in a climate of rapidly expanding private demand.

Economic policy must be based upon the best estimate of what the
appropriate policy mix should be. But it must also incorporate the
risks that the implicit forecast underlying that policy may be wrong,
and the consequences which would result from that mistake. Our
inability to cope with the consequences of being too expansionary
clearly indicates the desirability of a greater degree of caution in our
policies. We believe that the most probable economic outcome calls
for fiscal restraint. The economic statistics of the past several months
also rather clearly suggest the wisdom of this approach.

The lessons which we have so painfully learned in the recent past
surely include the notion that rapid and accelerating inflation is
inimical to stable high employment economic conditions. Inflation,
once underway, moreover, is brought under control only with great
difficulty and with very high costs. We must be doubly certain that
the fiscal and monetary policies followed in the period ahead, avoid
undue risks of setting off another round of inflation in the future.
Unless we can accomplish this we cannot safely count on a continued
deceleration in inflation. Indeed, we cannot even count on being able
to avoid another serious future recession.

Thank you.
Representative REUSs [presiding]. Thank you, Mr. Greenspan.

Your prepared statement will be included in the hearing record.
[The prepared statement of Mr. Greenspan follows:]

PREPARED STATEMENT OF HON. ALAN GREENSPAN

MIDYEAB REVIEW OF THE ECONOMY

It is a pleasure to appear before the Joint Economic Committee today to
review economic conditions at midyear and to discuss the outlook for the balance
of the year with you. I am accompanied today by Paul MacAvoy. Burton Malkiel
is away on business and cannot be with us.

In retrospect the performance of the economy in the first half of the year has
exceeded most earlier expectations including our own. We are all aware of the
steady stream of good news and favorable statistical releases of the past several
months and I do not plan to cover these in great detail this morning. Instead I
would like to touch on some of the general aspects of the economic developments of
the recovery to date, to place these in perspective and then turn to some of the
policy problems and uncertainties which lie ahead of us.

Over, the past three quarters real gross national product (GNP) has risen at
an annual rate of 8.4 percent. The recovery in employment has also been
dramatic. The rate of unemployment, though still high, has declined more rapidly
than the most optimistic observers dared hope a year ago, even in the face of a
very rapid rate of expansion In the number of people seeking work. Not only
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has inflation continued to subside but the recent evidence, after due allowance
for the obvious uncertainties involved in such a forecast, suggests that the
gains we have made in reducing inflation and inflationary expectations are now
being consolidated. It may be that some portion of the recent subsiding in
the rise of the price indexes will prove to be owing to temporary factors..
It may also be true that the risks of inflation are being underestimated. Overall,
however, the present evidence suggests that the basic underlying rate of inflation
in the United States has been reduced to somewhere in the area of five to six
percent.

The early phase of the recovery in production and employment has benefited
from a sharp increase in inventory investment. The end of the recession last
year was marked by an abrupt end to the massive liquidation of excess inven-
tories. The rise in production in the first quarter of this year was accelerated
by the beginning of an effort to restore inventories to more normal levels. Never-
theless, real final demand has continued to rise briskly, increasing at a 4.7
percent annual rate over the past three quarters. We should not expect the
rise in output over the next several quarters to match the pace of the past nine
months.

Not only has the recovery gained momentum but the underlying elements in
it have become progressively more solid. The recovery has been well balanced,
surprisingly so in view of its rapid pace. Although inventories are being rebuilt
current levels are still low both by historical standards and in relation to sales
or production levels. Indeed, despite the inventory swing in the first quarter the
ratio of inventories to sales or to output continued to decline, though at a
reduced pace.

Perhaps most Important of all, the reduction in both the underlying rates of
Inflation and in unemployment has engendered a substantial restoration in the
,confidence of consumers and businessmen in the viability of the recovery. As
the substantial improvement which has occurred has become recognized, people
'have again become willing to commit themselves to the purchase of automobiles,
'homes and other durable goods in a fairly extensive way. Business investment,
though still lagging, is beginning to pick up. Business intentions or plans for
future investment are being revised upwards. Consequently, although the pace
of the recovery should be expected to subside a bit, there is no evidence that
It will fade or peter out in the immediate or foreseeable future. Indeed, the
general absence of imbalances, the success in reducing inflation and inflationary
expectations. the substantial income and employment gains now being registered
and the strong underlying demand for capital goods which we expect to emerge
by late this year increasingly suggest a sustained and durable recovery.

As of midyear, therefore, there do not appear to be compelling reasons to
make major changes in the overall outlook for 1976 which the Council suggested
In its Economic Report in January. As you recall, we suggested the likelihood
of a year over year increase in real GNP in the 6 to 6.5 percent range. Taking
recent developments into account, we would now be inclined to lift our expecta-
tions. We would adjust the 6 percent year over year increase in prices which
we had expected downward but only slightly. Several of the factors which have
been instrumental in the less than expected price rise in recent months, espe-
cially the declines in food and energy prices, do not seem likely to continue.

So far, of course, consumer expenditures have provided most of the strength
in final demand. Over the past four quarters real consumer outlays have risen
Fby 5.6 percent. Real consumer outlays surged at an 8 percent annual rate of
increase in the first quarter as purchases of automobiles and other durable
goods rose sharply. Although some of the statistics suggest a pause in retail
sales in late April and early May, we anticipate continued strength in consumer
outlays, but obviously not at the first quarter pace. Over the past year real
per capita disposable income rose by 5 per cent. Initial gains were bolstered by
the tax reductions, but the sharp recovery in employment and hours worked has
maintained the rapid pace of income improvement. The savings rate, following
the initial subsidence from the very high rate in the third quarter of last year,
which followed the tax reductions, has not yet declined markedly. Indeed, despite
the substantial improvement in consumer confidence the savings rate is still at
quite high levels by past standards. Barring a sudden reversal of some sort in
our progress in reducing inflation, we feel confident in extrapolating continued
healthy Increases in consumer outlays into the near to intermediate term future.

Real business fixed investment actually grew at an 11.9 percent annual rate
In the first quarter, adding strength to our belief that fixed investment will be
an important factor In the recovery this year. Investment anticipation surveys
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have been revised upward progressively since last winter. Normal tendencies
to underestimate the strength of the recoveries and business capital needs
suggest that the rise in actual expenditures will continue to exceed current
anticipations. At this point we believe that the 5 to 6 percent increase in
business fixed investment which we suggested in the Report is still a reasonable
projection. Moreover, the improvement in the economy and in the investment
climate has strengthened our belief that the latent strong underlying demand
for capital goods will continue to materialize in 1977.

The recovery in residential construction has been just slightly slower than
anticipated. In January we were expecting housing starts, with much of the
recovery concentrated in single family units, to rise to 1.7 million by late this
year. Although starts have fallen back slightly in March and April from the
very high February rates, the basic factors underlying the housing markets
have continued to improve. Mortgage interest rates, which have declined slightly
from the levels of last winter, have stabilized at levels which are consistent
with the underlying inflation rate. Savings inflows have continued at very high
levels, confidence has improved, vacancy rates have declined and we expect the
moderate pace of recovery in housing to continue.

The Consumer Price Index has risen by 6.1 percent in the past year (April
1975 to April 1976) but the rate of increase has been only 3.5 percent in the
past four months. The sudden and further slowing of inflation in early 1976 was
due to significant declines in both food and energy prices.

During the first four months of 1976 food prices fell at an annual rate of
4.4 percent. Energy prices, reflecting the removal of the tariff and the initial
price rollback effects of the energy program, declined at an annual rate of 7.2
percent. Gasoline and motor oil prices in April, were 5.8 percent below the level
of six months ago. All other items In the CPI rose at an annual rate of 7.5
percent. In the next few months, moderate increases in food prices are expected-
the result of recent farm and wholesale price increases in meats, coffee and
some fresh fruits and vegetables which have not yet been fully passed through
to the retail level. Nevertheless, the outlook for the rest of 1976 is for continued
moderation in the rate of food price increases. And if U.S. and world crops as
large as currently projected by the Department of Agriculture and by private
forecasters materialize, the period of relative food price stability should continue
into 1977. Of course, sudden weather-induced changes in the prospective size of
this year's grain harvests could alter this situation.

The decision not to raise oil prices by the foreign oil producers reduces the
possibility of substantial energy price increases in the next few months. Domestic
oil prices, however, are being held substantially below world market levels.
Under the new energy legislation domestic oil prices will be allowed to rise grad-
ually over the next three years. An increase of about 10 percent in the composite
price for domestic crude oil is scheduled to take place by next March and eco-
nomic recovery both in the United States and abroad will lift demand and also
tend to pull energy prices upward.

Much of the increase in consumer prices so far this year has been due to higher
prices in the services component which have risen at an annual rate of over 9
percent during the four months ending in April. However, service prices eased
in April reflecting a slowdown in the rate of price increase in transportation and
medical care services.

The slower pace of increase in the CPI has reflected an even more dramatic
slowdown in wholesale prices partly because of lower prices for farm products.
Over the past seven months wholesale prices have risen at a 2.0 percent season-
ally adjusted annual rate. There has been some tendency recently for cyclically
sensitive industrial commodity prices to rise. It is nonetheless encouraging to
note that industrial commodity prices have risen at a seasonally adjusted annual
rate of less than 3 percent so far this year.

The major collective bargaining agreements negotiated in the first quarter of
the year resulted in average first year wage gains of 8.8 percent. (These settle-
ments covered 270,000 employees under contracts of 1,000 or more workers.)
Average hourly earnings of private nonfarm workers, adjusted for overtime and
Industry shifts, rose at a 6.9 percent seasonally adjusted annual rate between
December and May. Difficult labor negotiations lie ahead but the experience to
date this year on the whole has been encouraging. Settlements have been con-
sistent with the overall price track which we have suggested for the year.

The evidence suggests that the improvement in the employment situation should
also continue. The unemployment rate has declined fairly continuously from 8.9



10

percent in May 1975 to 7.3 percent in May 1976, a decline of 1.6 percentage points.Although the rate is still very high, the decline represents substantial progress
and it has been widespread.Since the March 1975 recession low, employment as reported in the householdsurvey increased by 3.6 million, a rise of 4.3 percent. Within the last two months
alone the increase has been 1.0 million.

The data on the number of private nonfarm payroll jobs indicate an increaseof 2.5 million (3.3 percent) since May 1975. In the last two months the increasehas been about 370,000 jobs. Although there is some discrepancy between thegrowth in jobs in the establishment series and the growth in employment from
the household survey, both indicate a substantial improvement.

The growth in the number of jobs has been accompanied by a sharp increaseIn the length of the workweek. Average hours of work among production workerswere 35.9 in May 1975 and increased to a peak of 36.5 in January 1976, and havesince declined to 36.3 hours. Overtime hours of work in manufacturing have alsoshown a substantial, and nearly continuous increase from 2.4 hours in May 1975
to 3.3 hours in May 1976.

Since May 1975 the unemployment rate of adult men (age 20 and over) whoare disproportionately represented in the cyclically sensitive construction and
manufacturing industries, declined fairly continuously by 1.6 percentage points
to 5.6 percent. Adult women also experienced' a 1.6 percentage point decline in
unemployment, to 6.8 percent, with 0.5 percentage point of a decline in the latest
month. The teenage unemployment rate declined by 1.1 percentage points from
May 1975 to April 1976, and by another 0.7 percentage point in May 1976.

One of the most dramatic changes, however, has been in the long duration
unemployment rate, those unemployed 15 weeks or longer as a percent of the
labor force. From a level of 2.7 percent in May 1975 it increased to a peak of 3.3
percent in December as the duration of unemployment increased for those whobad been laid off during the recession. The long duration unemployment rate had
declined to 2.1 percent by May. Thus, the component of unemployment which may
represent the most severe financial hardship has also been the component that
has shown the greatest Improvement in the last six months.

What implications for economic policy are contained in this background of
encouraging developments.The recovery Is progressing at a better than expected pace. Both unemploy-ment and inflation are still too high. Investment, measured by probable futureneeds, is probably still too low. But progress is very clearly being made-and
this progress is very likely to continue.

There are several economic policy problems which we have discussed previ-
ously. It is even more important today to recognize that policies which are suit-able for recession or early recovery conditions are not suitable for advancedrecovery periods. It is important to recognize the need to put the fiscal policy
transition which is proposed in the fiscal 1977 budget into place.

The budget proposals, as you are well aware, have been criticized as beinginadequate to maintain the pace of the recovery. The basic argument has beenbased unon the view that the recovery in private demand would be weaker thanour estimates indicated. From this it has been concluded that the reduction
proposed in the fiscal 1977 deficit would mean too much restraint and the possi-
ble short circuiting of the recovery.We have disagreed with this view, believing that a strong recovery in private
demand is both the most probable and the most desirable outcome. This conclu-
sion requires a marked and progressive shift toward less fiscal stimulus over
the next three years. beginning in fiscal 1977.

So far the evidence clearly supports the idea that the recovery will continue
to be strong. It seems, however, that the argument really involves much more
than which forecast is right and which is wrong. Let us suppose that our forecast
Is much too sanamine and that private demand expands less strongly than we
have forecasts. Should this prove to be the case we do have the capacity to move
reasonably quickly through cuts in taxes to a lesser degree of fiscal restraint.
In effect this mistake can be corrected fairly easily, and hence It is much less
serious than the consequences of being wrong on the other side. A policy based.
in effect, upon the expectations of very modest increases in private demand and
a correPponding need for greater fiscal stimulus cannot he corrected quickly
should it prove wrong. The risks of igniting a new inflationary boom under such
a scenario would he quite high because our capacity either to brake federal out-
lays or to raise taxes is exceptionally limited. In effect there would be a massive-



increase in federal demands for funds in the capital market in a climate of
rapidly expanding private demand.

Economic policy must be based upon the best estimate of what the appro-
priate policy mix should be. But it must also incorporate the risks that the im-
plicit forecast underlying that policy may be wrong, and the consequences which
would result from that mistake. Our inability to cope with the consequences of
being too expansionary clearly indicates the desireability of a greater degree of
caution in our policies. We believe that the most probable economic outcome
calls for fiscal restraint. The economic statistics of the past several months also
rather clearly suggest the wisdom bf this approach.

The lessons which we have so painfully learned in the recent past surely
include the notion that rapid and accelerating inflation is inimical to stable
high employment economic conditions. Inflation, once underway moreover, is
brought under control only with great difficulty and with very high costs. We must
be doubly certain that the fiscal and monetary policies followed in the period ahead
avoid undue risks of setting off another round of inflation in the future. Unless we
can accomplish this we cannot safely count on a continued deceleration in infla-
tion. Indeed we cannot even count on being able to avoid another serious future
recession.

Representative REUSS. Mr. Greenspan, the President has recently
announced plans for a meeting with the great industrialized nations
in the Caribbean someplace later this month, and the agenda, as dis-
closed by key administration officials, Secretary Simon among them, is
that the conference participants will be discussing how to stop inflation.
I suggest you ought to change that agenda, and have it how to achieve
full employment without inflation.

Isn't that really a better goal?
Mir. GREENSPAN. I think, Congressman, that the specific language

'was not how to stop inflation but a recognition of the fact that a neces-
sary condition for the balanced growth which is required to achieve
a durable condition of full employment throughout the industrialized
countries, is to diffuse the inflationary imbalances which are perhaps
the major cause of unemployment and economic instability.

So I would certainly argue that we should not view the problem in
terms of some dichotomy between fighting inflation on the one hand
and attempting to create full employment on the other. These two
goals are not mutually exclusive, but must be pursued and attained
together.

Representative REUss. Well, I have listened carefully to what you
have said, and it seems to me you simply repeated what I thought was
the administration's view, that this conference was to make clear the
dangers of inflation. You add, as the administration usually does,
that inflation is what causes unemployment, but why don't you change
your agenda? Why don't you do as I suggest and make it, one, the
attainment of full employment in all the industrialized countries; and
two, the containment of inflation in all the industrialized countries?

AIr. GREENSPAN. Well, Mr. Chairman, I wouldn't disagree with that.
In effect that is precisely the basic purpose of discussing these issues
at the meeting which is scheduled for Puerto Rico later this month.

Representative REUSS. Well. I shall await the upcoming news story
on just what the agenda is, but if you agree with what I said

Mr. GREENSPAN. Remember. I am just indicating the position of the
-administration and obviously I cannot speak for the other countries.

Representative REuss. Turning to another subject. in your prepared
statement you give the unemployment figures., pointing out that adult
male unemployment, that is, has declined, and you give the present
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percentage, 5.6 percent; adult female unemployment has declined, and
you give the percentage, 6.8 percent. Then you say that teenaged unem-
ployment has also declined, but you don't give the percentage.

Is it not a fact that teenage unemployment is still more than 19
percent?

Mr. GREENSPAN. Why don't I just give you the-
Representative REUSS. Or 181/2 percent.
Mr. GREENSPAN. The figure is 18.5 percent. It has come down.
Representative REUSS. But why give the figures for adult men and

adult women, but not for teenagers?
Is that because you don't think that is important?!
Mr. GREENSPAN. I think we should have. In fact the decline in the

teenage unemployment rate was from 20.3 percent in May of 1975, to
18.5 percent in May of 1976, a decrease of 1.8 points.

Representative REUSS. Yes; but is the figure you give me the figure
that-

Mr. GREENSPAN. I certainly agree with you. It was an oversight on
our part, Congressman.

Representative REUss. In your prepared statement you say-
The performance of the economy in the first half of this year has exceeded

most earlier expectations, including our own.

Then later you say, and I quote again-
There do not appear to be compelling reasons to make major changes in the

overall outlook for 1976 which the Council suggested in its Economic Report in
January.

Can you harmonize those two statements?
Mr. GREENSPAN. Yes. I believe I emphasized the words "major

changes," and actually I suspect that when the new forecasts which
are now evolving, are presented in the midyear budget review, are
likely to show real growth of something in the area of 7 percent 'for the
year. I would characterize that as a moderate and not as a major
change in our forecast largely because qualitatively our capacity to
forecast real growth within 1 percentage point is, as you know, quite
limited.

Representative REuss. You use a lot of euphoric phrases, "good
news," "favorable releases," "dramatic recovery," and so on. Have
you looked at the Manufacturer's Hanover, June Newsletter on Quar-
terly Business Analysis, particularly the part where they compare the
increase in real GNP with the real increase in other economic recov-
eries, and they find that the present increase, a little bit over. 7 percent,
is well within the range of 41/2 percent to 131/4 percent posted during
the first year of the five previous business bouncebacks.

Wouldn't that indicate that we really shouldn't be dancing in the
streets about the present recovery? That is a good old B - type
recovery.

Mr. GREENSPAN. I don't know if I'd describe it as B-, Mr. Chair-
man. If you recall, as we were coming out of the recession, there was
very considerable concern about the recovery being subnormal and
there were a number of factors which concerned many analysts. The
level of expectations evident in the forecasts made say, in mid to late
1975 twere very much lower than the actual outcome.

'So, even with the same evidence regarding past business cycle recov-
eries, the general conclusion was that this recovery would probably be
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subnormal. I would say that it is very encouraging that it has turned
out to be a rather normal recovery from a sharp recession.

Representative REuss. Well, would you accept, then, as a headline
from our friends in the press this morning something like "Recovery
Less Puny than Earlier Thought," Greenspan Says? [General
laughter.]

Mr. GREENSPAN. I have never tried to write the headlines.
Representative REuss. Representative Brown.
Representative BROWN of Ohio. Thank you, Congressman.
Mr. Greenspan, I wonder if you could address yourself for a minute

to whether or not there are specific-whether or not we are far enough
along in the recovery to see whether there are specific changes being
made in the economy as a result of the major recovery. In other words,
what areas seem to be recovering more rapidly and better than others?
Are there areas that are lagging behind in terms of what has been a
normal balance in U.S. production?

Mr. GREENSPAN. Referring to Representative Reuss' previous com-
ment this recovery is not far from average so far as the overall numeri-
cal strength is concerned. It also has many of the other classical char-
acteristics such as strong consumer demand in the early stages, which
of course is being buttressed by a major swing in inventory behavior
from marked degrees of liquidation to accumulation. Such swings in
inventory behavior typically provide a major part of the initial thrust
of a recovery. The current recovery is reasonably typical in that respect
with the possible exception that capital investment is lagging slightly
behind its ordinary pace at this stage of the cycle.

Of course, having come through a very extraordinary period of in-
flation in 1973 and 1974, the residual rate of inflation and some aspects
of the pattern of price behavior are somewhat different, but excluding
that, we are looking at a fairly average type of recovery, with large
swings in consumer durable goods, in inventories, a fairly good re-
covery in housing from its lows, and with a lag in the big capital
goods markets.

Representative BROWN of Ohio. I want to pursue that point a little
further.

We had in this room yesterday another subject of capital investment
and capital formation. Some experts-anybody who sits on that side
of the table, I guess, by definition is an expert-testified that we had
had 5 to 7 euphoric years, years in which industry got so expansive
as to invest in capital, invest in plant formation beyond their needs,
to invest in certain other parts of the economy beyond reasonable ex-
pectations for the markets supporting that.

One example given by one of the experts on this side of the table-
me-was that even the banks had gotten a little euphoric in New York
and were so optimistic as to loan money to the city of New York-in
general, specifically beyond the prospect of New York being able to
pay it back.

And the question is, Is that impacting on capital investment now?
In other words, are we overbuilt as a result of the 7 years or 5 years
or whatever timespan you want to put on it from 1968 to 1974 in terms
of plant capacity in some areas?

Mr. GREENSPAN. Mr. Brown, I think we are always overbuilt in some
areas in plant capacity. That is the nature of our system. But to con-
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-clude from that that there will be a lower level of capital investment
required in the years ahead is a very narrow conclusion, for the follow-
ing reasons.

First, a very substantial portion and perhaps even the bulk of capi-
tal outlays are not for expansion purposes but for modernization-
basically for cost-reduction purposes.

Representative BROWN of Ohio. Improved efficiency and produc-
tivity.

Mr. GREENSPAN. Improved efficiency and productivity.
As far as we can determine and largely as a consequence of the ex-

traordinary rise in energy prices.since the time equipment was put in
place, a great deal of our plant and equipment is not as efficient in
the use of energy as would be economical, given the new level of energy
prices.

There is a particularly high rate of return now on putting m energy-
saving equipment so that there is a latent demand which is now begin-
nina to materialize for energy-saving capital investment.

Then, of course, the whole question of energy availability suggests
the need for very significant capital investment in the energy area.
A good deal of investment is also being mandated by environmental
and safety requirements. Most important of all, of course, is the need
for investment to provide productive jobs and a continued improve-
ment in our standard of living. Taking these factors together we have
concluded that investment requirements are in excess of 12 percent
of GNP during the latter part of the 1970's.

So that even though there are a number of industries which have
excess capacity at present-and I might add. a number which do not-
that in itself does not invalidate the conclusion that we face very sub-
stantial capital investment requirements in the years ahead.

Representative BROWN of Ohio. I have a question related to that,
and I have two following questions that relate to it.

First, are we better off in the United States than some of our indus-
trialized competitors in terms of the fact that our recovery has been
more rapid than the recovery of some of the industrialized nations?

In other words, are we better prepared to fill the world's needs,
consumer needs and market needs, than others are?

Mr. GRrENSPAN. Well, there are two parts to that, Mr. Brown. One
involves the strength of our recovery relative to those of the other
major industrial countries. In certain respects, of course, our recession
wDas also more severe. But in any event, because the United States is
such a dominant factor in the world economy, the direction of our
country's economy is clearly very important to the rest of the indus-
trialized countries of the world. and does have a major effect upon them.

Representative BROWN of Ohio. But are we better able to take
advantage of what seems to be a general. worldwide recovery because
we seem to be recovering faster and quicker and more than the other
industrialized countries?

Mr. GREENSPAN. I'm sorry, I don't understand the thrust of your
question.

The degree of our recovery, per se, is important but not that critical
an issue. What is more important, perhaps, is that our labor costs
have been behaving a good deal better than most, and that is in part
a reflection of the degree of recovery.
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Representative BROWN of Ohio. Our inflation rate has also been
behaving better than most, too?

Mr. GREENSPAN. Yes. We are looking at basically the same thing.

And in that sense our capacity to fulfill the needs of the rest of the
world is in reasonably good shape. Whether or not that puts us in a

better position to fulfill world needs than our competitors also depends
on a number of additional considerations, including exchange rates.

As you know, there have been some quite significant changes in the
exchange rates of a number of industrial conutries in the last 6 or 9
months.

Representative BROWN of Ohio. Finally, in the cycles that we have
been through, just within the last 3 or 4 years, from low rates of unem-
ployment to high rates of unemployment, and now recovery from those
high rates of unemployment to some degree, but still of a relatively
high rate of unemployment, we have established, I think, that there
are certain areas of unemployment that are endemic: Blacks, teen-
agers, to some extent, females, although that is less true now than it
was maybe in previous cycles, and there have been various proposals
addressed to this question of unemployment., some of them addressed
to 8.4-percent unemployment, even though the recovery is underway.

I don't know that there have been very many addressed to the ques-
tion of endemic unemployment, of focusing an effort onto getting a

job for those people who, in periods of low unemployment and high
total unemployment, don't find jobs.

Are you contemplating anything, or shouldn't there be some kind of
program addressed to that particular problem ?

'Mr. GREENSPAN. Well, first of all. Mr. Brown, a number of programs
addressed to the question of retraining have evolved over the years
and still exist, for example, summer youth employment and a wide
variety of the programs already in the budget focus on this particular
question.

Representative BROWN of Ohio. But summer youth employment is
temporary. I shouldn't ask any more questions because my time is up,

but summer youth employment is a temporary program.
Mr. GREENSPAN. I understand, but I do agree in principle with what

you are saying, but the real problem that we have to confront is a very
sticky one. There has been a great deal of effort, a great deal of thought,
and a vast number of programs, as you know, directed at exactly this
particular problem. The evidence bearing on the success of most of the
programs has been quite mixed. It is nonetheless important that the

Issues be focused on. The administration's position is that is where the
area of focus should basically be. One of the reasons is that when the
very difficult pockets of structural unemployment are excluded that
.overwhelming bulk unemployment generally, more often than not,

involves relatively short spells of unemployment, affecting a very
large number of people in the work force. The solution to that problem
is to improve the economy as quickly as possible, and in the interim, to
:alleviate the hardships with unemployment insurance. Embarking
upon massive programs which would draw these people from the labor
force where they will become productively reemployed fairly quickly
is not the answer to the short-duration unemployment problem. But I
do agree that the problem areas which you have pointed out. especially
involvin.r the teenaged population. are very difficult to fashion-that
is, providing solutions which are viable.
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We have a number of programs with fancy titles and lots of dollars
addressed to this question.

Representative BROWN of Ohio. That don't work?
Mr. GREENSPAN. They don't work very well, and we really do not

fully understand how to come at this in a viable and straightforward
way. We do know that these problems do involve more than economic
causes. They involve our educational institutions and the mechanisms
by which people pass from education into jobs. We have not really suc-
cessfully resolved this problem, even though we have looked at it for
years. We simply don't have a viable solution to it. But that does not.
say we should not keep working on it.

Representative BROWN of Ohio. My time is up, Mr. Chairman.
Chairman HUMPHREY [presiding]. Mr. Greenspan, as you can hear

by the buzzing here we have a number of votes underway, and I hope
you will bear with us. It is difficult for us to conduct a logical and co--
herent hearing with this kind of interruption.

I have two questions to ask. If my colleagues would like to go down
and get their vote registered, and then I'll take the few minutes that
I have and turn it over to you for questioning.

I want to ask just a few general questions and then one or two~
specifics.

In your prepared statement you state that the figure for the annual'
rate of the GNP growth is 8.4 percent. Is that adjusted?

Mr. GREENSPAN. Seasonally adjusted? Yes, it is.
Chairman HUMPHmEY. That is the real growth rate?
Mr. GREENSPAN. Yes, it is.
Chairman HumrPHREY. The growth rate of real GNP?
Mr. GREENSPAN. The growth rate in real GNP.
Chairman HumPHREY. Fine. I just wanted to get that clear for-

the record.
You were figuring about, when you were here with us in January-

or February, that it would be about 6 or 61/2 percent.
Mr. GREENSPAN. That is correct, Mr. Chairman.
Chairman HumPuREi. And I'm happy to say I was even more op--

timistic at that time than you were on the growth rate.
Now, the second one; in your prepared statement you say, "It may-

also be true that the risks of inflation are being underestimated." You-
developed that later on.

Would you give the areas where you think the inflation possibilities-
might lie? I got your overall picture. You feel that it will stand some-
where around 6 percent at the annual rate. It has been down in the
last couple of months around 31/2 percent, which is an excellent re-
sponse, but where do you think the risks lie, Mr. Greenspan, so that
we might just kind of look to the future?

Mr. GREENsPAN. This gets to the question of whether or not you
think that the level of prices, or the rate of inflation, is a matter of-
individual prices being somehow determined independently of the
overall situation and then added up to the whole, or whether you be-
lieve that the inflation and inflationary factors as a whole are deter-
mined by essentially financial forces, which then force individual'
prices to, in fact, move in that direction.

There are arguments on both sides, and I think both are really-
relevant, rather than one or the other, although I do believe that the -
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further out you go the more important the financial forces become
and in the long run they are by far the most dominant.

My major concern is that we have before us a very substantial Fed-
*eral budget deficit-far beyond anything we have really had previ-
ously. I grant you that our usual adjustments for so-called full em-
ployment or normalized deficits seem to make the deficit look less
alarming, but those calculations are in large part arbitrary, and the
conceptual economic framework upon which they rest, is a little bit
shaky.

My conception, though not conclusive at this point, is that those
deficits are contributing to inflation in a significant way. We do know
that the effect of deficits works its way indirectly through the mone-
tary system, but only after very long lags. My concern is that we
will not reduce the deficit sufficiently quickly to reduce the risks on
*the inflation side in a prudent manner. My basic land fundamental
concern is that we are not reducing the rate of increase of Federal
*outlays sufficiently quickly to reasonably assure the creation of longer
term balanced low inflation rates.

Chairman HUMPHREY. Now, how do you see the commodity picture,
Mr. Greenspan? I mentioned a moment ago, and possibly Mr. MacAvoy
might have some comment on it, what might happen with food prices.
It is still conjectural because our country is so vast, and even though
you have the drought area in the Midwest, it does not necessarily
mean it has too serious an adverse effect upon the total economic pic-
ture, agriculturally.

I notice that futures-wheat, soybeans, and corn-are going up
,rather rapidly. Also, some of the weather reports in other parts of the
world are not very encouraging.

But what do you see in other commodities? You say that oil prices
are stabilized very well. I see the Libyans are going to increase certain
kinds of heavy crude.

Mr. GREENSPAN. Light crude.
Chairman HUMPHREY. Light crude. But do you think other com-

modities, metals for example, have stabilized?
What is your outlook on that?
Mr. GREENSPAN. Well, I think you have to look at commodity prices

from two points of view. One is that historically, normal cyclical re-
coveries have usually caused cyclically sensitive prices to rise. We also
have to distinguish between the present context and that of say, 1955-
-56-which would have been a relatively minor acceleration by today's
context-but would have been large by past standards. We must also
recognize, as we talk about the concept of shortages and of cyclical
price increases, that we don't mean the type of sharp worldwide ac-
*celeration which occurred in 1973 and a good part of 1974. Those were
verv unusual circumstances. We are in fact now experiencing some
cyclical increases in a number of sensitive industrial prices. I would
emphasize that these are not large increases by past standards and I
-would never say that they are major factors in contributing to infla-
tion. On the food price side, I would like to turn it over to my col-
league who has done a considerable amount of work on this question.

Chairman HUMPHREY. What do you see, Mr. MacAvoy, in that
food-fiber sector? Have you made any forecasts at all?
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Mr. MAcAvoY. We have been looking closely at four elements-four
factors in the food-at-home component of the CPI, Senator Hum-
phrey-grains and cereal products; meat products; fruits and vege-
tables; and lastly, the very particular situation in coffee at the present
time.

If we take full consideration of the outlook for the American grain
crops, this production year, then indeed we are going to feel some-
impact from the drought conditions in the winter wheat crop that have,
already been realized.

However, most forecasters, whether at the Department of Agricul-
ture, in the universities, or those on the CEA staff, expect that larger-
acreages for the spring wheat crop together with normal yields would&
make up for some of the winter wheat shortfall.

The outlook for meat products is very much as you have indicated..
I would only add that futures prices also indicate a leveling of meat
prices for a few months, at least. If we have record high slaughter--
ings in these coming few months, then it could very well be that this
will reduce the supply substantially after the first of the year. So we
could have some immediate price softening in the immediate period,
followed by substantial increases during calendar year 1977.

The outlook for fruits and vegetables is for an only moderate up-
trend with some commodities rising at somewhat more than a 5-per-
cent pace, and some by less.

The coffee outlook is not at all hopeful. We have a substantial crop
loss in Brazil last year. At the present time, there are indications of
some crop losses occurring again. Inventories worldwide are down-
There is some accumulation of inventories by wholesalers and by
brokers across the world in anticipation of further price increases.

If you take account of all of these factors and attempt to fashion an
across-the-board estimate, because of the favorable conditions in grains
and meats, you probably will come to our conclusion that the food
prices will increase at a lower rate than the earlier 6-percent forecast
by the CEA for this calendar year.

Chairman HuMPhREY. Thank you.
Mr. MAcAvoY. So that is on the low side of the average.
Chairman HuMrinREY. Thank you, Mr. MacAvoy. I hope to come

back to that; but right now I have to go cast my vote.
I want very much to come back and talk to Mr. Greenspan on the'

rate of investment, unless Senator Proxmire takes that up. I shall
be back; so, please go ahead, Senator Proxmire.

Senator PROXMIRE [presiding]. Mr. Greenspan and gentlemen, in the
first place I want to congratulate you on an excellent statement. Again,
it is always a very, very fine job.

I do have some sharp differences of opinion, however, with you on
your emphasis.

I get a feeling, Mr. Greenspan, that you are far more concerned withl
inflation than you are about unemployment, and that you have ne-
glected the very real problem we have of unemployment, recognizing-
as you say, and say rightly, that we have made real progress in re-
ducing unemployment in the last several months.

Still, consider these factors, the factors that you yourself explain
in analyzing our recovery. The sharp increase in inventory and invest-
ment that we have is leveling off. The pickup in the rise in consumer
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spending has been doing well. That-was initially provoked by the big:
tax cut we had. There has been nothing like that since last year's tax
cut that is likely to make it increase in the coming months. It is at a.
high level, but I doubt very much that is going to increase.

Business investment in plant and equipment is flattening out. The:
report the day before yesterday indicated that we were going to have-
in real terms no increase in the coming year, or maybe a less than'
1-percent increase.

Housing has not been doing well, as you pointed out, in the last
couple of months, although it did well before that. And as long as the-
mortgage rate is at 9 percent, and there is very little indication it is:
going to go much below that, almost a certainty that it is not going to-
recover very greatly.

The balance of trade last year was the most favorable in our his--
tory. Indications are it will be less favorable this year.

Profit recovery was good, and I hope it can be greater, because we!
need high profits. But profit recovery is unlikely to be as good in com-
ing months in view of the fact that productivity will slow doWn some-
what as it always does in the later stages of the recovery.

The energy price drop and the food price fall which you very
clearly have highlighted, and which I think helped the recovery
greatly and I think helped the consumer greatly and helped hold
down inflation, that is unlikely, as you say, to continue.

Auto prices are up, and that is likely to retard the recovery that we
had in autos. Ford just announced today, the Wall Street Journal'
announced, a 6-percent increase.

Steel prices are expected to go up. They announced that they ex-
pected to increase.

Furthermore, interest rates, on the basis of testimony of Mr. Burns
before our Banking Committee, are expected to increase, and he is
following a policy that would do exactly that. Now, that might not
affect long-term rates, but certainly short-term rates. Everybody ex-
pects that to slow down the recovery.

Now, as I understand it, you say we may grow too fast, with a con-
sequent inflationary result, and I just can't see that at all. I've indicated'
some of the elements that would give us a greater increase in prices,
that is, energy increase in price and food, but this has nothing to do-
with too much growth.

As long as we have more than 7 percent or more than 6 percent of'
our work force out of work, as long as we are moving along at 75 or'
80 percent of capacity, it seems to me there is ample room for growth,
and that this kind of policy which you indicate we should follow in
the coming months is one that is going to continue to impose the main
burden of fighting inflation on people who are out of work, the in-
articulate people who are politically and financially weak, and it will'
do so to no purpose.

So I wish you would respond to that conclusion on my part.
Mr. GREENSPAN. Senator, I have several items here I jotted down,.

and I'd like to come back to them one at a time if I may.
First of all both past indications and present evident clearly indi-

cate that a major thrust behind the decline in unemployment that-
has occurred was the restoration of confidence in the consumer area.
In a very substantial part this has been a consequence of the reduction'
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of inflation. The very considerable interrelationships between infla-
tion, instability, and unemployment suggest to me that we should not
pose the problem in terms of unemployment versus inflation. We do
not have this choice. As I said previously, the removal of inflationary
excesses is a necessary condition for maintaining a stable and durable
high employment economy. I doubt very much whether we can main-
tain that type of low level unemployment through the type of public
job creation-

Senator PROXMIRE. Well, I hate to interrupt because I did ask a
long question and make a long point, but when you talk about purg-
ing the inflationary excesses, precisely how does slowing down the
rate of recovery do that under present circumstances? The inflationary
excesses come from energy and food, perhaps, not from too much
money chasing too few goods.

Mr. GREENSPAN. Well, first of all, that is item 7, so maybe I'll go
down to the bottom.

I would not argue that the recovery in production, measured in
physical'volume terms, is excessive, and therefore it should be slowed
down, because it in and of itself will create excessive inflation. I don't
believe that. All that you get out of excessive recovery in volume and
in bottlenecks, at this stage at least, are the typical cyclical price
increases. In the past this type of price increase has not been all that
much of a causal factor in the inflation problem.

So I would never argue that we must slow the rate for our economy
down in order to diffuse inflation. Ultimately inflation is a financial
phenomenon. It is not the economy or the level of real growth that
must be slowed down but the growth of liquidity, the growth of Gov-
ernment deficits, the growth in money supply and in those elements
which contribute to excesses in the financial area initially, and which
ultimately create the inflation. We also have the example of the
Japanese who have grown at very substantial rates without inflation.

Senator PROXMIRE. Not without inflation. The Japanese have had
much worse inflation than we have.

Mr. GREENSPAN. Well, I'm talking about the earlier period when
one can look at the degree of inflation in the context of huge rates
,of growth in output, even adjusting for that. One does not necessarily
conclude that, but I certainly believe the issue is not to restrict and
restrain the economy but the financial characteristics of it if we are
to explain-

Senator PROXmIRn. WTell, let me get at the anatomy of this.
Are you saying that if we grow too fast we are going to have a

situation where we are going to have a shortage of labor at least in
some areas, and because we have that shortage of labor we are going

-to have to pay wages which will be inflationary?
Mr. GREENSPAN. Only if that occurs in the context of financial accom-

-modation. By that I mean, if you had a severe labor market shortage,
-for instance, if we create a situation of extreme tight labor markets.

Senator PROXMIRE. We are far from that; are we not?
Mr. GREENSPAN. We certainly are, and if we don't accommodate

future tightness by very large money supply increases we are not likely
to experience huge, outsized wage increases.

Senator PROXMIRE. Well. what you've told me, it seems to me, is
.almost a certain formula for slowing down the economy. You talk
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about a more responsible fiscal policy. Of course, I agree with you
wholeheartedly. But if you are going to accept that, then it seems to
me you have to have a somewhat easier monetary policy. If you put
the brakes on in both, the only two areas where we can consciously
.affect economic policy overall and encourage growth, then the result
must be eventually slowing the recovery down.

Mr. GREENSPAN. Well, I'm not arguing for putting the brakes on
monetary policy. What we are talking about here is not allowing the
relatively moderate rates increases to accelerate in the period ahead
thereby setting into motion the type of inflationary excesses which
can bring recovery to a halt.

Senator PiioxmmI. Are you afraid that Arthur Burns and his seven
blocks of granite are going to give us such an exciting and explosive
increase in the money supply that there is any possibility of this
at all? Isn't there a greater danger the other way, especially in
view of the fact that Mr. Burns has told us he intends to have a some-
what less expansive monetary policy in the coming year?

Mr. GREENSPAN. Well. what I would indicate is that monetary policy
cannot be, and never has been independent of fiscal policy. If we allow
very substantial Federal deficits to continue as the recovery lifts us
onto a much higher level of economic activity, the Treasury borrowings
in the capital markets will put very significant pressures on the demand
for Federal funds in our short term money markets by an indirect
form or set of relations. The Federal Reserve will have very great
difficulty in keeping the growth of the monetary aggregates down
under these conditions. Their choice would be either to allow an
extremely sharp rise in short term interest rates, or to accommodate a
good part of the demand for Federal funds.

Senator PROIMIRE. All right, now, let's consider the real world. In
the last year the Federal Reserve Board has expanded the money
supply at a slow rate, relatively, much slower than many thought was.
desirable.

It has worked fairly well because we have had a big increase in the
velocity of money. Now the Federal Reserve Board indicates it is going-
to be even slower in the coming months so that when we look at what
has actually happened, we don't see much stimulus there.

Let me ask you this. What is your target for growth, 5 percent, 6
percent, 7 percent in the next year?

Mr. GREENSPAN. I don't have a specific target. What I would say is.
that the target would be the type of growth rate which could be sus-
tained without simultaneously creating imbalances. By that I mean if
we.have a growth rate which is largely the consequence of accelerated
inventory accumulation, I don't care what the growth rate is, it is
unstable and will create its own demise ultimately.

On the other hand, if we have a very solid recovery in consumer-
purchasing in plant and equipment, largely in the modernization andproductivity improvement area, and we are doing that in the context in
which the Federal deficit is continuously declining and monetarv
growth is moderate, I wouldn't care what the growth rate was. I
would say that is a sustainable growth rate, whether it is 5, 6, 8 or
even 10 percent.

I might add in context of the previous point that you made. Senator,
that the savings rate is still high, and that if the savings rate falls to-
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normal levels, we should expect consumer expenditures to be quite
strong. It is certainly true that the events of last year did have an
effect on the upsurge in consumer buying, it is also true that the
savings rate has remained high and that, in that respect, the full impact
of the tax cut has never really been spent.

Senator PROXMiRE. Well, frankly, I do think we ought to have some
kind of a target, but I can understand your disagreement.

Let me ask you just two more questions that you can answer very
briefly because my time is just about up.

The growth rate of final sales, do you have any target for that,
and your expectation, in view of the fact that the situation is now
changed, that is, we have got a better improvement in unemployment
than we expected, what is your expectation in unemployment for the
coming year?

Mr. GREENSPAN. I would say our growth rate in final sales is likely
to be close to the figure I mentioned earlier, namely, the increase in
final demand of the domestic sector. The reason I use that term is
that in assessing the strength of demand in this country, we are really
interested in what final demand is in total and to a lesser extent in
whether this demand is being filled by foreign or by domestic suppliers.

When we talk about final demand in the GNP sense, it is final
demand for domestic production only.

Senator PRoxmTRE. What is your numerical figure?
Mr. GREENSPAN. Well, excluding the export component, the numer-

ical figure I would use, would be roughly in the area of 6 percent.
Senator PROXMIPE. All right. What about unemployment? What do

you expect that to do in the next year?
Mr. GREENSPAN. We expect unemployment to continue to recede.

There is a possibility, Senator, of a slight uplift in the June unem-
ployment rate, if our seasonal adjustment factors are deficient. This
possibility has been widely discussed and if there is something to it, we
will spot that in the June figure.

Senator PROXMIRE. What do you expect it to do by the end of the
year?

Mr. GREENSPAN. By the end of the year I expect it to be under 7
percent.

Senator PROXMIRE. Under 7 percent.
My time is up.
Senator Percy.
Senator PERCY. Thank you.
Mr. Greenspan, I think you certainly have a good product to work

within the economy at this time. Your statement has been extraor-
dinarily incisive and helpful. Any time you want to turn to Paul Mac-
Avoy or John Davis for amplification, we would be happy to have
you do so. We certainly welcome both of you.

How do the actual figures on unemployment now compare with the
estimates that were made earlier by the Council? Are they somewhat
below, on target or-

Mr. GREENSPAN. Unemployment, at this point, is quite considerably
below the levels we estimated in mid-December 1975, which was the
*cutoff point for our budget estimate analysis.

Senator PERCY. I recall that during one meeting we had here there
-was a heated discussion about the forecasts concerning unemployment.
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And your forecasts were interpreted to be what the. administration was
planning on having.

Certainly you were not planning on having that high of a rate, but
you forecast on a conservative basis while trying to bring it down as
rapidly as possible.

M r. GREENSPAN. Yes.
Senator PERCY. I would like to ask about productivity and what

your own feeling is about the Productivity Center, and what role it can
,play.

I tend to think that the productivity increases are being made by
,decisions in board rooms all over the country and by labor-manage-
ment councils and so forth, but to the extent that Government can
help-and be a catalyst-do you look upon the Productivity Center
as a useful thing? And does the administration continue to keep it as
a high priority item and a mechanism for constantly focusing atten-
tion on the necessity of improving productivity?

Mr. GREENSPAN. There is no question about the necessity of main-
taining and improving the rise in productivity in the years ahead. This
is one of the main priorities of this adminstraton. There has been some
'evidence of a long-term slowing down in the rate of the increase in pro-
ductivity, and that since our standards of living are so closely tied to
this. anything we can do to enhance productivity is something to which
I think we ough to direct specific attention.

Senator PERCY. Mr. MacAvoy.
Mr. MAcAvoY. Perhaps I might add that in the last few weeks, the

Productivity Center has turned its attention to the problems of pro-
ductivity growth in the regulated industries in particular. The con-
ference held here 2 weeks ago brought together analysts, executives,
and union members from across the country to begin to deal with the

long-term problem of the slowdown of technical progress, invention,
innovation, entry, expansion in the transportation, energy, and commu-

-nications industries and the extent to which the slowdown relates
directly to the growth of regulation in this country.

My experience at that conference indicated that this is one of those
initiatives that has had some impact, and my hope is that the Center
will do a great deal more in the next few years.

Senator PERCY. I constantly bring it up because I know that Senator
Tavits, if he were here, would talk about it, and Senator Proxmire, and

Senator Humphrey have certainly supported it, as I have. I Just
feel that it has been somehow lost in the shuffle in the past. I think it
-can be helpful, although I don't want to overestimate what it can
vaccomplish. Certainly we can increase productivity in the Govern-
-ment, indeed, right here in the Senate.

We have been struggling for a long time with an antitrust improve-
-ment bill. Would you care to comment on the effects of price fixing?
I don't want to overemphasize the extent of price fixing, as a factor
in our overall pricing system. I tend to think it is a miniscule factor
in our pricing system. But if we can effectively eliminate price fixing
do you have any estimate as to what amount that might save the

'consumer per year?
Mr. MACAvoy. Senator Percy, the problems raised by making such an

estimate are probably greater than in any other area of micro-
'economics. Horizontal price fixing is a conspiracy, a conspiratorial
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activity in violation of the criminal code. Analysts and economists
attempting to assess the impact of this kind of activity are essentially
looking for a criminal activity. It is difficult enough to obtain worth-
while data to study the effects of regulation or the effects of taxes or
tariffs on productivity, and the decline as a whole. To look at the
effects of criminal activity is almost impossible.

I have not found useful estimates of the extent of price conspiracies
in this economy in the last few years. That doesn't mean that an
attempt shouldn't be made.

Senator PERcY. But those who believe deeply in the market system
have an obligation to do as much as they can to see that the market
system works, and I presume that the Justice Department has your-
full support and backing for doing what they can to eliminate this
abuse.

Mr. MAcAvoy. The Council has cooperated, and as long as I am
here, will continue to cooperate vigorously on the enforcement of laws
related to horizontal price fixing. We cooperate in attempting to help
Mr. Kauper and his associates with economic analysis of various kinds
of pricing activities, because this indeed is a serious economic defect
in our system, and we should do our best to minimize it.

Senator PERCY. Mr. Greenspan, we've had recent reports of further
shortfalls in the Russian grain harvest, and indications that they wilt
be coming in to buy more American farm products.

First of all, can you give us an assurance that the administration
will not entertain another embargo. I think the President has said that
a grain embargo would not be necessary in the foreseeable future.

Can you give us any assurance on that?
And second, if there is another large purchase, will you be making

any recommendations about food prices to the President?
Would'a large purchase have any significant impact on food pricing ?'
Mr. GREENsPAN. Well. as Mr. MacAvoy said, the President has no

intention of putting another embargo on with the specific estimates of
Soviet grain crop. As you know, we have some evidence of a Soviet
winter wheat crop that is still difficult to interpret. The substantial
part of the Soviet crop is the spring crop. our estimates must be very
tentative, but since my colleague has had a chance to address this,.
let him comment. further on the worldwide agricultural availability
and potential exports.

Mr. MAcAvoy. At this point, as Alan Greenspan says, the estimates
on this coming year's supply and demand depend on yield estimates
or acreage estimates. The Department of Agricultnre recently released,
and we have gone over these releases, estimates of the Soviet crop for
this year. It appears to us as if there is no basis for expectation of as low
a crop level as last year. They lost somewhat more than normal in
freeze conditions, but the acreage and the plantings and the yield
forecast are not being revised at this time. and it appears as if they
will end out in the range of 180 to 200 million metric tons.

Senator PmRCY. You do not expect it to have a significant impact on,
pricing then?

Mr. MAcAvoY. Insofar as the Soviet purchases are concerned, they
are in many markets a marginal additional source. We do not forecast
at this time that they will have a significant additional impact on
world grain prices as a consequence of the loss that they have just
incurred in the winter crop.
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Senator PERCY. We have been holding hearings on capital formation
and the sufficiency of capital to sustain economic growth.

Mr. Greenspan, looking at the longer range picture, for economic
growth and stability over say a 10-year period, do you foresee any
problems in raising sufficient capital to sustain economic growth and
to employ our increasing labor force, and if you do see some prob-
lems, do you have any recommendations that you would like to make
at this time as to what we should be doing?

Mr. GREENSPAN. Yes, Senator, I do have concerns about that. One
of the critical factors which would be involved in employing our
increasing labor force at productive jobs, that is, high-paying jobs
which are associated with high productivity is capital investment.
It is one of the major' long-term problems which confronts this
country.

Solutions are not easy, but it would help immeasurably to reduce
the drain that the Federal Government has on our financial capital
markets. This would free a considerable amount of private savings
to finance the physical volume of capital investment which we will
need.

I would say that we have the capacity to get the Federal budget
into balance, as the President has requested. by fiscal year 1979. If
we do so, then I would be much less concerned with respect to the
availability of savings and financial types of capital.

Senator PERCY. In other words, the lessening of demand by Gov-
ernment to finance a deficit, and a balanced budget would release
enough capital to create jobs, and to create and sustain our economic
growth. So everyone has a stake in reaching that balanced budget
stage if we can.

Mr. GREENSPAN. Yes, sir.
Senator PERCY. I thank vou very much.
Chairman IuwPinwRY [presiding]. Mr. Greenspan, first let me say

I regret that I didn't compliment you on your statement. I think it is
a reassuring statement that we have'had this morning. I want to join
my colleague, Senator Proxmire, in commending you on it.

There are one or two features that raise some questions in my mind.
You said that the substantial income and employment gains now

being registered and the strong underlying'demand for capital goods
which are expected to emerge by late this year would increasingly
suggest a sustained and durable recovery. And then later on in your
statement you say, so far the evidence clearly supports the idea that
the recovery will continue to be strong.

Now, everyone has a stake in that picture. Indeed, a sustained
recovery is what the Nation needs because even though we have had
a modest recovery in a very real sense in the first quarter and growth
in real GNP was excellent, we were suffering from such a recession,
such high rates of inflation and unemployment that we definitely
needed some kind of recovery just to get, our thinking straightened
out, so to speak. and our spirits raised a little.

Many economists tell us that we should look forward to 1977 as not
a year of substantial recovery.

Am I correct in that? From what I have read and I have seen in
the journals, there is deep concern over 1977.

Mr. GREENSPAN. I think that that concern has been significantly
lessened in the last couple of months, Mr. Chairman. Most forecasters
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are indicating less of an increase in production next year, just as
we are. But let me say that our capacity to forecast that far in advance
is rather limited, and all I would indicate is that there has been
a tendency for the forecasts for the year 1977 to be revised upwards.
And I suspect that is going to continue to be the case.

Chairman HuIMPHREY. Well, I hope you're right, and some of the,
factors that go into that I want to just comment on at this time.

I want to look at the investment forecast, because in your statement
you have indicated that investments-capital investments are im-
proving. You continue to project higher investment spending, even
for this year, which is nearly 50 percent more than business itself
foresees.

I just want to lay out a statement and get your comment on it. While
the Commerce Department's latest surveys of business investment plans
shows a very miniscule increase of 0.8 percent for 1976 over the March
survey, and a small increase of less than 2 percent over the December
survey, even the current survey shows virtually no change of real
investment over last year, which was a recession year.

The Conference Board survey shows a drop in business investment
which must be made before construction can begin. Even the McGraw-
Hill survey, the only survey showing a significant increase in real in-
vestment spending plans for 1976. indicates what would seem to
be a decline in real investment for 1977.

Now, I know that these spending plans can be revised, and they are
being revised regularly but there is an ominous unanimity among those
who talk to business about their plans that no major upswing in in-
vestment is in the offing. and you and I know that it takes considerable
time after investment decisions are made for construction to actually
begin.

Isn't it therefore rather risky to assume that business investment
will come to the rescue if the fiscal restraint that you advise were to
be applied in the face of this evidence to the contrary?

Mr. GRFENSPAN. No I don't, Mr. Chairman, for a number of reasons.
First of all, it is true that Commerce does imply no change in year-to-
year real investment. We believe, however, in looking at past experi-
ence with the surveys taken in the spring in the period of rising-
recovery that they suggest less of an increase than actually occurs.

Second. even, were it the fact that the levels of fiscal investment in
constant dollars in 1976 were the same as in 1975, since a good dear
of 1975 was' characterized by declining investment, then a rise in in-
vestment throughout this year would still not be inconsistent with very-
little change in the year-to-year totals.

Now, with respect to, the Conference Board's canital apDronriations-
series, that is a manufacturing series, and the decline that occurred in
the first quarter was wholly attribhitable to a decline in aupronriati ons
by the petroleum companies which are heavily weighted in that
paiticular sample.

The method used for projecting actual outlays is not as good as the
Commerce Department's specific requests for plans and outlays. So-
there has been nothing in the recent data which I believe to be greatly
inconsistent with the statement that we expect capital investment mar-
ke.ts to become quite strong late this year. That's still a good 6 months.
or more away.
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Chairman HumpmrRr. Yes.
Mr. GREENSPAN. And carry through 1977. And that view I might say

also, Mr. Chairman, is held by a number of economists, perhaps the
majority, today.

Chairman HumPHREY. The McGraw-Hill survey of May 7, which I
have here, says preliminary investment plans for 1977 are relatively
weak. Don't misunderstand me. I don't want them to be weak. I think
that you may very well be correct, but there has been so much com-
mentary that the capital investment plans have not been what have
been anticipated that it has added some credibility to the charge that
in 1977 we would have a substantially weaker recovery.

Now, again I want to say in all fairness that the recovery rate in
the first quarter of 19-76 was so fast that you couldn't expect to main-
tain an 8.4 recovery rate in GNP for 1977. I wouldn't expect that at
all. In fact, it is leveling off even somewhat now.

*But I notice that the investment plans in all of the surveys are about
10 percent below 1973, so. that we still have some problem here.

I will turn the meeting over to Senator Proxmire. The shuttle system.r
is working, Mr. Greenspan.

Mr. GREENSPAN. Well, I was wondering, Mr. Chairman, if I might
just quickly comment on the 1977 data. The McGraw-Hill survey
shows, as I recall it, a 13-percent increase in 1976.

Chairman HuMPHREY. That is correct, a 13-percent increase over
1975.

Mr. GREENSPAN. That's correct.
The typical behavior of that survey is that the second year of the

projection rarely, if ever, shows a significant change, because a sig-
nificant amount of the following year's capital investment is not
decided upon until the Oetob-er appropriations meetings of companies.
So that is a basic-bias in the statistics themselves.

Chairman HuMPHREY. Thank you.
Senator Proxmire.
Senator PROXmIR. I want to follow up, on that, but-before I do that,

you, are ioted for being able to keep your elegant cool and to respond
to questions with great aplomb and without any conbrfis. Let me
tell you that I want to ask a couple that might be a little disturbing,
but, I ask them seriously. I realize you; want to do -your best, and you
are doing a fine job of leeping your office out of politics:

Nevertheless, I would like, to ask you as the chief economist of the
administration now if you would give us as dispassionate and objective
opinion as you can of the ellect, of the election of Jimmy Carter as,
President in 1977. [General laughter.]

Mr. GREENSPAN. I think you have succeeded in breaking my cool,
Senator.

I don't think that is something I could appropriately address myself
to. While I as Chairman of the Council of Economic Advisers am
hopefully in a nonpolitical area, personally, I clearly- expect and hope
to see that the next President of the United States would be the current
one. This would make the question you raise an academic one.

Senator PROXmIRE. Well, what effect might it have on the economy
if we elect a President of the United States who favors Humphrey-
Hawkins, and favors a more expansive fiscal and monetary policy?

Do you want to give us any judgment on that?
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Mr. GREENSPAN. Senator Proxmire, I will not comment on what
particular individuals are projecting. If you ask me for my views of
the impact on the economy of the Humphrey-Hawkins bill. as it now
exists, either in the House version or S. 50, I have not changed my
view from that communicated to you in a previous hearing The pro-
grams and the approach laid out in that bill would be most detrimental
to the state of the recovery in the United States.

If you asked me what I think about a policy of excessive fiscal
stimulation, irrespective of who is in office, at this particular point in
the business cycle it would not contribute to the well-being of the
Nation.

Senator PROxmY. All right.
Let me ask you another question. What effect, if any, psychological

effect, does it have on labor when you have very, very large increases
in pay for people in top positions?

Suppose you have a TV anchorperson, for instance, who is paid $1
million a year and this is twice as much as has been paid before, do
you think this could have a psychologically adverse effect on trying to
keep wage increases within reason?

Mr. GREENSPAN. Senator, I believe in the market system, and if
somebody is paid $1 million a year, especially in competition from two
networks, I would suspect that the market is saying that she is worth
it.

Senator PROXMIRE. Well, I didn't want to make that personal. I said
any person, but I know what you mean.

A little more seriously, I was very disturbed, Mr. Greenspan, in your
discussion of final sales. You indicated to me that you expect they
might be 6 percent in the coming year. That was an expectation or
perhaps a goal.

Mr. GREENsPAx. No, I was merely indicating that in the last three
quarters, final sales from domestic sectors had been raising at a rate of
5.8 percent, at an annual rate. I would expect that to be a trend that
would be probably likely to occur in the period immediately ahead.

Let me pause by saying we are in the process of making a revised
set of forecasts, and as a consequence of that I cannot say what our
numbers will be until we have gone through a thorough review of them,
but it does indicate that our aggregate GNP forecast will be revised
somewhat, as I indicate, in the area of 7-percent overall for this year.

But in either instance I am not indicating that that is a goal. Our
goal is to get the fastest rate of growth consistent with balance, and
that is the reason why we are so forcefully arguing against policies
which we believe would be inflationary forces.

Senator PROXMIRE Well, you first statement seemed to contradict
what you said in your statement, because when I asked you a question
about final sales, you gave me something like 6 percent. Now I read
your statement. It says that real final demand increased at a 4.5-per-
cent rate over the past three quarters, and then you say we should not
expect the rise over the next several quarters to match the pace of the
past 9 months.

Mr. GREENSPAN. First of all, the final demand figures that are shown
in the regular national income accounts are calculated by removing
inventory changes from the production or the GNP figures. That is
the 4.7 percent figure which I referred to in my prepared statement.
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It indicates that real final sales in the U.S. economy from domestic
sources rose at that annual rate during the past three quarters. I find
it more useful in assessing the underlying total demand situation to
also exclude net trade portions of the GNP accounts. Excluding the
effect of changes in the net export-import balance allows us to guage
directly the strength of total final demand in the economy, irrespective
of the source of the supply of those goods and services. That figure is
calculated as real GNP, minus both inventory investment and minus
net exports, and as I indicated real final demand viewed in this man-
ner has been increasing at a 5.8 percent annual rate during the past
three quarters.

The concept that we are talking about-about output referred to the
8-

Senator PROXMIRE. Why do you take exports out? It is part of the
production, it is part of the jobs.

Mr. GREENSPAN. We are taking out changes in both exports and
imports.

Senator PROXMIrE. Exports and what?
Mr. GREENSPAN. And imports.
What we are trying to do is to determine the strength of demand

within the U.S. economy; in effect adding up personal consumption
expenditures, gross fixed investment, government expenditures re-
gardless of whether these outlays were for goods and services pro-
duced in the United States or abroad.

Senator PROxMIRE. Well, I still don't understand the technical rea-
son for that. For one, if you have a favorable balance of trade, taking
your exports and imports out tends to distort what the effect would
be on the overall on the production in this country.

Mr. GREENSPAN. It depends very much on what question you are
trying to answer. For example, let me give you' a very clear case of why
that distorts an assessment of the overall demand situation in the
United States. The first quarter figures I think are very instructive.
During the first quarter real final demand-that is GNP less inventory
change-rose at a 4.2 percent annual rate. What happened is we had
an 8.5-percent increase in real GNP in the first quarter. A very big
part of that increase occurred because of large inventory accumulation
in the first quarter. Now we also had a very substantial rise in imports.

What we observe is that when inventories are rising sharply, some
part of these inventories are coming from abroad in the form of raw
materials and so forth. Now unless we make some allowance for this
we will have distorted the growth of real final demand in the United
States. The increase in imports will, reduce the net trade compenent
of the GNP figures and indicate a less rapid rise in overall final de-
mand in the United States than actually occurred.

Now, if we took the imports which went into inventories out, in
other words removed the change in the net trade sector of the national
income accounts from the final demand calculation, we, in effect, would
get a figure of final sales which went up a good deal more quickly
than the number as it is conventionally calculated. Indeed'unless we
do this, our calculation is deficient as an indicator of final demand
trends in the economy irrespective of whether this demand is supplied
by domestic or by foreign sources. The very substantial increase in
imports, much of which went directly into inventory had no effect

76-478-76-3
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on production, no effect on real GNP, but we would be treating it in a
way which would have a very dramatic effect upon our assessment of
the strength of final demand in the economy.

Senator PRoxl'aRE. Let me ask you about residential construction.
In your annual report you forecast that housing starts would reach
a level of about 13/4 million by the end of this year, and you also stated,
and I quote, "The recovery of multifamily starts from the extremely
depressed level of 1975 should begin to accelerate in 1976.

Now, we did get a good recovery in single family starts, although
that has tailed off a little in the past month or two, but multi-family
starts were actually lower in the first quarter than in the second half
of the year.

How confident are you now that your forecast at the end of the year
with respect to multifamily starts would increased, and how do you
explain the weakness in multifamily starts, contrary to your expecta-
tions?

Mr. GREENSPAN. Well, first let say, that a good part of the rise in
February and then the slippage in March and April was probably
caused' by unusual weather conditions. As you know, Senator, in the
winter months, the starts figures in some parts of the country are very
critically affected by weather conditions.

Multifamily' starts have been less than we expected, even though
the market conditions in this part of the housing market have been
fairly close to our earlier expectations.

As you know multifamily residential building has undergone a fairly
marked contraction in availability. Vacancy rates have fallen quite
precipitously, and as a consequence the market has tightened up to a
very substantial extent in a number of areas throughout the country.

This is an indication that the market for multifamily construction
will soon emerge in a fairly extensive way. I am a bit surprised that
the starts levels and the permit levels are not rising faster and sooner
than they have.

Senator PRoxMIRE. Why is. it? Do you have any explanation for it?
Mr. GREENsPAN. No; I do not, Senator. Partly our problem is that

a number of the builders involved in this field have been confronted
by very severe financial problems in recent years, partly as a con-
sequence of overbuilding prior to the recession. As you may recall,
Senator, for a long period of time a very large number of uncompleted
multifamily units were under construction, and this must be financed.
As I understand it a substantial, number of these builders were under
very serious financial pressure and a lot of them have had difficulty
getting back quickly enough to initiate the type of risk projects
which are implicit in this area.

I would be surprised, I might add, if we don't see a fairly significant
reemergence of multifamily starts. But as to why it hasn't started as
yet, I cannot give you a conclusive answer or one with which I feel
entirely comfortable.

Senator PROXMnuE. I just have one more question before I yield
to Senator Javits.

As you point out, we have had somewhat of a slowdown in the
economy, in the growth of economy, I should say. It is still growing.
And I am encouraged by that. But we had an 8.5-percent first quarter
growth rate.
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What do you expect for this quarter now? We are near the end of
-it.

Are you in a position where you can tell us with some degree of
accuracy what we will probably have for the second quarter?

Mr. GiRaNSPAN. No, Senator and we won't be for several days
yet. The data are just beginning to come in and we are still missing
some of the fairly important pieces of information that are required
to form a good judgment. The data which is available suggests a fairly
good increase, although obviously far short of-

Senator PROXxIRE. Might it be approximately half of the 8.5
percent?

'Mr. GREENSPAN. I would assume it would be mnore than that.
Senator PROXMIRE. Senator Javits.
Senator JAvrrs. Thank you.
Mr. Greenspan, I was going to ask you primarily about surprises,

and how they will affect the economic outlook. Suppose, for example,
that OPEC does raise its prices, let's say just for the sake of argument,
10 percent? What happens then?

Mr. GREENSPAN. You're talking about the economic outlook for
the United States in general?

Senator JAVITs. Yes, in that sense.
Mr. GREENSPAN. Obviously, since inflation per se, irrespective of the

source, is detrimental to real growth, that an increase of that dimen-
sion would, other things equal, have an effect on real growth. Ob-
viously, however, that sort of an increase falls short of what past
increases have been and I would expect that the actual impact on
real growth would not be very significant.

Senator JAvrrs. Suppose that we had abroad program of conserva-tion in the United 'States which unhappily, I think, is unlikely, but
suppose we suddenly undertook an Operation Independence of Vice
President Rodkefeller'A'that is before us, and brought down the OPEC
price materially, say 10 to 20 percent, what difference, would that
make?

Mr. GREENSPAN. That is' extremely hypothetical at this stage, but an
analysis of both short term and long term effect on energy prices
generally would be required.

-Other things being equal, I would prefer low energy prices to'high
energy prices, of course. But I must'say I would have to express some
degree of skepticism.'as to whether it is possible at this stage to get
energy prices down that much that quickly and in a way in which they
would stay down., I would not like to see prices falling, holding for a
while and then going back uip. One of the major damages which the
very sharp increases in oil prices did to'our economy. and for that
matter, for the rest of the industrial world, was that it occurred' so
rapidly that it distorted the whole capital structure of industry, both
in the United States and in Western Europe and in Japan. If prices
came down sharply, but only temporarily, the considerable move to-
ward attempting th conserve energy through capital investment which
is now underway would come' to a halt. Then as the price went back
up again we would 'be in a'worse state than if in fact the prices had
not changed at all.

Senator JAVITS. I can understand that.perfectly.
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What I was hitting at is two questions. One, what is it worth to us
to bring down oil prices by conservation, by material expansion of
our domestic production, by seeking new sources which' it is agreed
would take vast amounts of money?

Now, that is the major thing. Is it worthwhile, is it worth it to us
to invest enormous capital in bringing down oil prices or substituting
domestic for foreign supply, leaving out the political?

'Mr. GREENSPAN. The investment is not going to bring down oil
prices, per se, because the costs of alternate forms of energy are quite
thigh. However, the advantages to this country of a marked reduction
in reliance on unreliable sources of crude oil imports would be very
considerable. Our industry functions on energy, and at this stage the
marginal source of our supply of energy is imports of crude oil.

To the extent that supply is essentially unreliable then the
levels of economic activity and the security of our jobs are vulnerable
to interruptions in supplies. This is one of the reasons why the Presi-
dent has so strongly urged that we move as quickly as is feasible toward
energy independence, recognizing that it is neither a cheap nor an easy
path to follow. But the value of achieving it is very significant because
it makes the level of production and jobs in this country more secure.

Senator JAVITS. And is that in any way cranked into your estimates?
Mr. GREENSPAN. Into our short-term estimates?
Senator JAVITs. Well, you generally make what, a 1-year estimate

generally?
Mr. GREENSPAN. We basically make a 1-year estimate, and we have

not in these forecasts made any significant assumptions with respect
to the change in either the price or the availability of crude oil.

Senator JAvrrs. So that'if there was a radical change one way or
the other, this would materially change our outlook.

-Mr. GREENSPAN. Yes, Senator.
Excuse me, Senator. My colleague would like to make a:few com-

ments.4
Mr. MAcAvoY. Mr. Javits, before, the OPEC meeting in Bali in early

June, we did go through a series of exercises in *hich we attempted
to forecast the impact of a 10-percent or 5-percent price increase on
our short-term forecasts. These are all now hypothetical because
OPEC did not come forth withya price increase. Even if prices had
been increased, the lag structure in imports, the inventory of preprice
increase oil, available in Western Europe and other places, would have
dampening greatly the expected impact on wholesale and consumer
prices for petroleum products this year. However, we are forecasting
substantial energy price increases in the regulated prices of elec-
tricity, natural gas and in domestically produced petroleum products.

Price increases are scheduled under the Energy Policy Act of last
year and under electricity and gas regulation. These increases will
probably exceed the average rate of price increase in the economy
as a whole, which -we have forecast for the rest of this year.

Senator JAVITS. Mr. Greenspan, you plan ahead for 1 year. Now,
Senator Humphrey and I have joined together and are planning a
bill which would call upon us to plan ahead for 6 years, with 2 year
interim adjustments, and any other adjustments Congress may wish
to make, but 2-year schedules.
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Now, that is soimething we have put forward jointly. Then 1ou've
got the Humphrey-Hawkins bill, which I also cosponsored, which
zeroes in that planning concept particularly to the level of unemploy-
ment. In other words, it gives an objective to the planning other than
what I call the indicative objective, or the indicated objective of
stabilizing the economy, and ensuring the highest optimum level of
operation, etc.

In your work; do you perceive the need for some kind of projection
by our country over and above and beyond yours, that is, of the three
Economic Advisers, which is a built-in function tied in to the Joint
Economic Committee, bearing in mind that it is the Joint Economic
Committee which will also be the central factors insofar as Congress
is concerned, and the National Planning Conference?

Whether or not you agree with our bill, I would not wish to press
you on that, because that is administration policy but I would like to
know whether in your work you feel the need for a longer term projec-
tion than the 1 year projection which is the work of the Council?

Mr. GREENSPAN. Senator, we construct forecasts for a number of
years out. The 1-year span is the official published forecast that we
make, and -it has been the convention of the CEA.

We make internal forecasts and analyses for longer periods than a
year because there is no way to really understand the forces working
in the short term unless you have some view of the way in which these
types of forces might be working through a time frame well beyond
a year. So we do have a series of more extended forecasts, and we do
use them for a number of different purposes. The usefulness, in a fore-
casting sense, however, of these passive and generic forecasts is quite
limited for'periods much beyond a year to 18 months out.

Our tools are not that refined. They are extremely elaborate, but
nonetheless, they are still too simple to abstract the many interrelation-
ships that exist in our economic system and which will be operating
over that period. As a consequence, we have far less confidence in
the degree of accuracy in our longer term forecasts. Nonetheless, to the
extent that we find it to be useful to try to understand trends, we do
that and must do that. And this is an activity which occurs in the
Council of Economic Advisers, in other agencies of government, and to
a very substantial extent in the private sector as well.

'Senator JAvrrs. Well, my time is up, but if I may, Mr. Greenspan,
I have another question that would only take another minute.

But that'is* not shared with us, as is the economic report of the
President, and hence, it does not have the impact of public discus-
sion or consideration.

That's true, is it not; that is, these other forecasts that you make.
Mr. GREENSPAN. The reason we don't publish these in any detail is

that to do so would presuppose a degree of accuracy that does not
exist. We are more than willing to discuss the qualitative characteris-
tics that we 'see in the long-term'outlook, and individual statistics
in that light. We discuss our evaluation of the technical problems. But
I do not think it would serve our economic policy purposes terribly'
well if we came up here/with a whole set of very elaborate computer
printouts projecting the U.S. economy into 1985, and then started to
tell you why the figures are extremely weak.
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Unfortunately, there is a tendency to believe that very elaborate
and very complex econometric models have the capacity to tell us
something extra about the future which somehow is unavailable from
normal thinking processes.

Senator JAvMrS. Yes; you see, but what it bears on is my own view
and Senator Humphrey's view as to what kind of machinery we need.
That is why I am asking you these questions.

The fact is that you cannot plan even for 1 year without doing ex-
actly what you are doing, except that that is not available for public
consideration or public debate-for the Congress and the public to
draw its own conclusions. You have to have it, and that is what we are
saying, we have to have it. We have to have it within the same frame
of reference, and with the same effect that we subject your ideas to
examination, and we want, because it is so critical, also a public par-
ticipation in building it up, because that brings me to the last point, if
you would allow me just 1 other minute, and that is that I rarely see
in your 1-year analyses any recommendations of any consequence or
size.

For example, should we or should we not undertake this Operation
Independence, because it is smart, able, productive, prosperity-breed-
ing idea, or as another thing, should we undertake to rehabilitate the
railroad systems of the country in the coming fiscal year because it is
good for unemployment? What should we do about these millions of
unemployed-the most constructive?

I am the ranking member of the Labor Committee. The best I can
come up with is training and public service employment. I am sure
that is inadequate.

Now, question, what can be the function of the Council of Economic
Advisers in counseling this country as 'to where to go, or must we
depend on others to do that?

After all, it is essential to your forecast. You can turn your forecast
on your head if you have a few million more unemployed or if OPEC
jacks up the price 50 percent, what do we do about it?

Should that be a part of your work?
Mr. GREEiNSPAN. Well, first of all, Senator, it is a part of our prob-

lem. We did, as I recall, make rather extensive analyses, for example,
of the OPEC situation and its implications and they came out pretty
piuch as I have already indicated in answer to your previous question.

If you are asking us how policy should focus on achieving the most
rapid growth and the restoration of full employment in this country,
I believe we can address that question. The major thrust of our policy
has been to restore a stable economic environment, one in which the
levels of confidence, both on the part of consumers and on the part of
business is restored to a point where they are willing to invest in a
very substantial way. In the last year we have seen precisely that
occur: namely, a remarkable improvement in consumer confidence and
the first significant stirrings of business confidence with respect to the
lon (-term future that I have seen in a number of years.

Now, one can readily calculate that to the extent one achieves that,
that is by far the best job-creating program that any of us can possibly
put together. The numbers just absolutely swamp the calculations of
any other programs which we are talking about.
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So that if you are asking do we, as a council, make recommendations
with respect to policy in this country. I would say the answer is yes, we
have. It does not follow, however, that policy necessarily means what
series or shopping list of particular governmental proposals are
needed to achieve a specific policy end. In many instances it requires
the restoration of certain fundamental things such as the resolutions
of conflicts and uncertainties at the grassroots of our economy, so to
speak. I do agree that we must confront all of these questions and
come to the best judgment that we can but if we think that we are some-
how going to put together a list of particular governmental actions
which will solve those problems I would say that historical evidence,
and more particularly recent evidence suggests that that is not so.

And I would certainly say that is the job of the Council of Eco-
nomic Advisers, and we hope that we have been doing it as best as we
know how.

Senator JAVITS. Well. Mr. Greenspan, might I say to you that with-
out any regard to how you stand on these planning bills, we lawyers
know that the best evidence comes out of what we call the res justa,
that is, the heat of the battle, or, you know, the event.

I have rarely heard better testimony convincing me of the need for
the planning bill than that you have just given.

Thank you.
Chairman HUMPHREY. Thank you, Senator Javits.
Mr. Greenspan, I just want to have a word or two on budget policy

and monetary policy because there hasn't been too much emphasis in
the testimony on that, and I hope that you would just give us as ab-
breviated an answer as you can, because we have to go down to the
Senate.

It is the Congress, of course, that is really setting budget policy.
Now, we receive recommendations from the President, we consider
them influential, but he doesn't really call the shots. There is a new
ball game in town, and I think this needs to be better understood.

For example, the Congress enacted a considerably larger tax cut
than the President recommended. It certainly seems to me that the tax
cut was good medicine for the economy. For the new 1977 budget year,
the President has recommended spending a total of $395 billion, and a
tax cut going beyond extension of existing tax rates. Congress, how-
ever, has set a spending target of $413 billion, and appears to be re-
jecting the President's recommendation for a further tax cut.

Does your present forecast for the economy assume the President's
budget or the congressional budget targets, or don't you think it makes
any difference?

Mr. GREENSPAN. I think it does make a difference. The forecast we
are basing it upon is the President's budget, and we think that that
is the right policy at this stage.

Chairman HUMPHREY. Don't vou think it is wrong to make it on
the President's budget when that is as dead as McNamara's goat?

Mr. GREENSPAN. I trust it is not, Senator.
Chairman HumPHREY. Well, it is though.
First of all, the President's budget is always being modified. We

have a few things coming up here every so often that we have had a
little trouble getting the OMB, for example, to send up some modifica-
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tions on some of the Spanish treaty, on the money for the missile
heads and so on. But those are items that they say in Washington
parlance are of lesser significance, you know, are under $1 billion or
so. But you know it is going to be the congressional budget. The Con-
gress of the United States in its collective wisdom or whatever you
wish to call it, rejects the $395 billion figure of the President's budget
as being primarily a political figure and not an economic figure, and
we have maintained a budget level of about $412 billion or $413 bil-
lion is necessary. That may have to be revised.

Now, you say you are making your forecasts on the President's
budget. Why don't you make it on the one that is going to happen?

Mr. GREENSPAN. Mr. Chairman, we make a large number of judg-
ments and assumptions. My general conclusion, if that is what you are
looking for, of the difference between how we evaluate the fiscal stance
implicit in the President's budget, and that which is developing in the
current resolution, not only the outlay levels but the budgetary is that
the congressional approach increases the risk of inflation, not neces-
sarily immediately, but in 1977 and beyond, a level which I do not
believe to be prudent.

Chairman Himnpqnuy. Oh, now, don't misunderstand me. I know
that is a point of view, and I am trying to hurry this along a little bit.

My point is that your value to the committee is to have you discuss
what is practicable. Let's talk about what is really going to happen.
Therefore, the analysis that you give of the economy should be based
upon the kind of budget policy that appears to be what is going to
happen, because the budget is set by the Congress of the United
States.

Mr. GREENSPAN. Well, I would certainly think that one would want
to know both.

Chairman HuIJipiREY. Well, it is nice to know the other one and
maybe vou should give us the second forecast.

Mr. GREENSPAN. Mr. Chairman, I think we are required by the
Budget Control and Impoundment Act of 1974 to give the economic
assumptions which underlie the President's proposals, and that is
what we do, and that is what we should do, and that is what we put
out in January and that is what we will again put out in mid-July.

Chairman HumrlnPy. But my dear friend, let me say you con-
stantly revise your forecast on the basis of what happens in the
private economy.

Mr. GREENSPAN. That's right.
Chairman HUMPHREY. And I think you ought to revise your as-

sumptions in your forecasts on the basis of what develops in the
public economy, namely, what Congress is going to do on its budget.
We would like to have you take a look at that, with the assumption
that it is going to have a budget around $412 billion to $413 billion,
and what you see would be its impact.

You haven't said much about monetary policv. Now, I know that
that is supposed to be a separate item for the Federal Reserve, but
might I ask that since the money supply grew rather slowly for a
considerable period, well'below the Fed target range, is it not now ap-
propriate for the money supply to catch up, that is, to grow faster
than the target range for a similar period?
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Would it make you nervous if the money supply grew at an 8- or 9-
percent rate for 3 or 4 months?

Mr. GREENSPAN. Maybe if you extend that to 6 months, at this
rate-you're talking about M-1?

Chairman HumPHREY. That's right.
Mr. GREENSPAN. I am more inclined to think that the M-2 money

supply is the more relevant one. Yes, I would become somewhat con-
cerned that a comparably rapid growth in excess of the target range
for M-2 for a protracted period of time would increase the risks of
inflation.

Chairman Hln3ipHREY. Despite the fact that for a long period of
time the money growth rate was around 3 and 4 and !5 below the target
levels, and now the Fed has tightened up?

Mr. GREENSPAN. Well, I think, Mr. Chairman, it is also important
to recognize that those target levels come from or are based upon a
theory which relates to the way in which monetary variables affect
or interact with the economy.

One of the things that came out of the late 1975 and early 1976 pe-
riod is that the notions of the way we thought that money affected the
economy did not fully explain what was going on.

Chairman HUMPHREY. Mr. Greenspan, I'm sorry, I've just been in-
formed that I have to leave, and I apologize. I know you have to go
and we all have to go, but thank you very much for coming.

[Whereupon, at 12:27 p.m., the committee recessed, to recon-
vene at 10 a.m., Thursday, June 17,1976.]
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OPENING STATEMENT OF CHAIRMAN HUMPHREY

Chairman HtMPHR1EY. I would like to thank you three distinguished
gentlemen for taking your time to come here and share some of your
thoughts with us and assist the Joint Economic Committee in making
its midyear review of the economic outlook.

We are now having hearings on that subject. Last week we heard
from Mr. Greenspan of the Council of Economic Advisers. Mr. Green-
span presented us with a relatively optimistic picture for the rest of
this year and the beginning of 1977.

I am sure you have read the general synopsis of his statement. He
expects real output to grow at about 7 percent this year, the inflation
rate to average about 6 percent, and the unemployment rate to drop
below 7 percent by the end of this year.

In announcing these hearings several weeks ago I stated on be,
half of the committee that economic developments in the early months
of 1976 had been gratifying. Production is up, inflation and unem-
ployment have declined and the private economy is exhibiting great
vitality.

In a recent article in Business Week, it is claimed that this marks a
major turn in democratic campaign strategy. I wasn't trying to map
out the strategy because I do not have much to say about what the
strategy is going to be. While I am flattered, I hasten to point out
that back in Januarv, if vou will examine the record, I was saving
the same thing and was telling the witnesses that came here that they
were too pessimistic.

(39)
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I said I expected the real growth in GNP to be around 7 percent.
I was more optimistic then about our growth prospects than the ad-
ministration or most of the private economists who testified before
the JEC during our hearings on the President's economic report.

The reason for my optimism is that I get around the country and
don't sit around flAashington and breathe this smoggy air. When I
got around the country, I found out that people were alive, they were
willing to work, they were willing to invest, they don't have this
doomsday philosophy which grips the Washington officialdom most
of the time.

For the sake of our economy, our businessmen, our wage and salary
earners, and the Federal Government, I am happy to say and to see
that I was 'correct in expecting a strong growth path in 1976. Let me
hasten to add, that my expectations of strong gains in real output was
based on the assumption of a supportive Federal budget such as was
subsequently adopted by the Congress in the first concurrent
resolution.

The administration did not present a budget. It presented a political
platform. I said in January -or February that we should get a budget,
I said we could 'get around to the political platform a little later. Any-
body that had the brains of a March hare knew that we had to have a
budget of over $400 billion.

I have to lay it on the line. There was not any reason to assume we
could get by with a $394 billion budget. So the Congress has adopted
a budget concurrent resolution of approximately $412 billion. I believe
the House's budget proposed is slightly higher.

We also assumed certain matters relating to the tax structure. Mr.
Greenspan insists that his forecast of real growth in GNP during
1976 and 1977 is based on the President's budget of $395 billion in
expenditures. There won't be anything like that.

That is whistling in the, dark and blowing smoke and he knows it.
I like Mr. GreenspTan except I wish he would not tell us fairy tales
when he comes up here. Most economists would agree that the stimulus
to the economy in 1975 and 1976 is at least partly responsible for the
recovery. While the recovery appears to be on track, there are several
areas of concern.

These areas include the expectation of a continued historically high
unemployment rate through the end of 1977. I want to sav again here,
so I can get it in the record, that I am fed up with the. editorial jour-
nalism of this country trying to indoctrinate the American people into
acceptance of high rates of unemployment.

A few months of unemployment to a few of these editorialists would
convince them that there was a problem and it won't hurt the public a
bit either because then they would not have to read some of the mis-
leading articles they are reading now. I had a great breakfast this
'morning so I feel in good spirits.

It is just outrageous. Day after day we have editorials telling us
that we can't get this unemployment rate down without inflation which
'is a way of simply telling about 7 million or 8 million people in this
country, you starve. You be the sacrificial lambs for price stability
for the rest of the Nation.
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* I consider that to be immoral. Since the city is filled up now with a
new moral consciousness, let's have something about real morality.
When you punish people by pushing them into the cesspool of poverty
and unemployment and-street life, which'is what'a rate of 7 percent
unemployment does, I say it is officially enacted or proclaimed im-
morality.

The threat of renewed inflationary pressures, the rate of growth
needed to sustain this recovery and the growth for business invest-
ment in plant and equipment or other subjects continually being
discussed.

This morning we have three distinguished economists, Mr. Thomas
F. Dernburg, professor of economics at American University; Mr.
Arthur M. Okun, senior fellow of the Brookings Institution; and
Mr. James J. O'Leary, vice chairman of the United States Trust Co.
of New York. As we go along, I want to get your counsel on the
problems of unemployment, whether we are going to be saddled with
the acceptance of incredibly high rates of unemployment.

I want you to talk to us about the threat of renewed unemployment
and the problems of business and plant investment. With that, that
little outburst'on my part which will be iontinued, I might say-I
have not given up the good fight..

I do not intend to sit around and let people propagandize this coun-
try into a three-class society: Those doing very well, those running
behind a little, and those flushed down the economic sewer.

Go out to my State. I go out there every weekend. I meet with peo-
ple that ar6 doing hard work. They will tell you right now what their
problems are. If you think'the un'employment is not there, you'go
home. You have a headline that says numbers of unemployed dropped.

That is the number of people getting unemployment compensation.
In the fine' print in 6rder to have some degree of integrity in the
newspaper, they say welfare rolls expand. Of course the unemploy-
ment is dropping. They run out of their benefits.

They are off the unemployment rolls. They have gone back to the
welfare. I went into one of the top growing counties of my State. one
of the fastest growing counties in the midwest. What do I find? High
rates of unemployment. Blacks? We don't have any.

Puerto Ricans? No. We don't have Chicanos, even. We have Swedes
and Norwegians. Then I read this drivel every day around this time,
that tells -me somehow or another it'is just jolly. Well, these articles
are dead wrong. I am g-ing to go home this weekend and verify it
again.

We are a hard working people but the official rate is 5.5 unemploy-'
ment which is a load of nonsense. If you don't believe it, go down to
Rochester and ask just what is going on.

I don't know who these people are that are making these surveys.
Would you like to comment on that? [Laufrhter.1
We didn't have public radio here today so I wasn't doing that.for the

general public. I just need to explode once in awhile, clean out my men-
tal processes here because I am sick to the nth degree with what I read
which has no relationship to the facts of life unless I am blind, deaf,
dumb. and stupid.

I will claim at least two of those liabilities but not all of them. Mr.
Dernburg.
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STATEMENT OF THOMAS F. DERNBURG, PROFESSOR OF ECONOMICS,
AMERICAN UNIVERSITY

Mr. DoNUIxRG. I fully share your low opinion of the local press
Chairman HuMPHnRY. I don't mean just the press. It is the emphasis

that is put into this stuff. The official reports indicate things that are
just not happening.

Mr. DMuNBloR. I am reminded by your remarks about the television
commercial which shows Mr. George Gallup using his BankAmericard.
It is one of those do you know me kind of things. I wondered whether
he had ever used that card in Harlem because I have never really
believed what the survey said, that the American people are not
concerned exclusively with unemployment. But let me get on with
my statement. I have been reading an excellent report on the 1976
Economic Report of the President.

I do not find very much to quarrel with. I am concerned with the
fiscal conservatism that seems to have invaded the Hill and that is
what I would like to discuss today.

I think we are agreed that the President's budget is excessively
restrictive and that this is inappropriate at the present time because the
economy is still a long way from full employment. Indeed it seems
entirely possible that the President's budget-with revenue growth
projected at 18 percent while expenditure growth is limited to 5.5
percent-could well abort recovery and prevent unemployment from
falling much below 7 percent in 1977.

The President himself estimated that his budget would produce a
swing into surplus of $19 billion in the full employment budget, and
this comes very close to your own estimate of about $22 billion between
the third quarters of 1976 and 1977.

We agree, then that the President's budget is too restrictive. I am
not convinced, however, that Congress has done much better with its
first concurrent resolution nor am I certain that the JEC's recom-
mended alternatives represent any substantial improvement.

The figures shown in the accompanying table permit comparison
of the several budgets. The table begins with the fiscal year 1976 budget
as a point of reference. It then shows the President's updated budget
for 1977 in line 2. The third line shows Congress first concurrent
resolution. As you have noted in your report, the economy would be
quite weak in 1977 had the President's budget been adopted, and his
economic assumptions are therefore inconsistent with his budget.

The result of this is that revenues would be lower and expenditures
higher than stated by the President. Your revision of the President's
budget is shown in line 4, and the JEC's own budgetary program is
in line 5.

Revenues Outlays Deficit

1. 1976 ------------- 297. 5 374.4 76.9
11977.

2. President updata -351.3 395.8 44.6
3. Congress Ist resolution 362.5 413.3 50.8
4. President-JECadjusted 341.2 400.8 59.6
5. JEC s-dent- -352-357 412-418 60.0
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I am somewhat puzzled by some of these figures, and the JEC and
the budget committees both have roughly the same outlays. The JEC
assumes real growth at a rate of 7 percent whereas the budget com-
mittee assumes 6 percent.

You both operate with similar inflation assumptions and with the
same tax laws. The JEC ought therefore to be showing more revenue
and a lower deficit, but instead you show less revenue and a larger
deficit. I would guess that if these different revenue estimates were rec-
onciled, the JEC and. the budget committees would come out with
about the same budgets.

These remarks are, I think, a necessary prelude to the main point
that I wish to stress. And that is that all the budgets are inadequate in
the light of current economic circumstances. Some say that composi-
tional differences make the President's budget less stimulative than
the others, but that argument is unimpressive since none of the budgets
seem to be at all stimulative.

Instead they are all restrictive relative to the budget of 1976. They
all imply a significantly higher surplus in the full employment budget
for 1977 than is being registered in 1976. Your own report acknowl-
edges this. You say:

When taken in conjunction with an outlay level of $418 billion, an additional
tax cut oft approximately $10 billion will be necessary in 1977 simply to prevent
fiscal policy from moving in a restrictive direction.

I think this conservative trend in budgeting is extremely unfor-
tunate. I think that your assumption that your fiscal policy will yield 7
percent real growth in 1977 is highly optimistic.

And I am afraid the natural forces of revival-such as inventory
rebuilding-may begin to weaken soon and that the recovery may
peter out, as it often has, after 2 years. If that happens this time it
will leave us with millions of workers still to be employed, and with
an enormous waste of potential output.

I think, in short, that the economy needs more fiscal stimulus. More-
over, I think we should have that stimulus now rather than wait until
the economy falters. It will be difficult to introduce new expenditure
programs in the coming months, but it should not be difficult to in-
troduce tax reduction prior to the second concurrent resolution.

There is always fear that tax reduction will jeopardize the revenue
base. However, in the case of the personal income tax we have the
factor of progressivity working for us. In fiscal year 1976 Federal
revenues came to 18.8 percent of GNP. This proportion will grow to
21 percent by 1980 because of the progressivity of the individual
income tax.

The 20-percent mark has generally been an implicit upper limit
beyond which Congress has not permitted taxes to rise. The relief, in
other words, has been granted when the 20 percent range has been
approached.

If therefore we believe that tax reduction is inevitable some time
before 1980, the question is when such tax reduction should take place
and what its magnitude should be.

The question of timing is easy to answer. If taxes are to be reduced
between now and 1980, the obvious time to do this is not at a time
when the economy is well below its potential and when additional
stimulus has the least chance of rekindling inflation.
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As.for the magnitude'of the reduction; I think a reduction of from
$15 billion to $20 billion in the personal income tax would be appro-
priate.

A $15' billion cut, if enacted now, would reduce the full employment
revenue of 1980 by only about $23'billion and this would leave plenty
of revenue since the ratio of full employment revenue to potential
GNP would remain above 20 percent in 1980.

As I said at the beginning, I am very troubled by what appears to
me to be a wave of fiscal conservatism and I would like, therefore, to
conclude with a few remarks that anticipate some of the objections
that might be raised against an income tax reduction.

The first objection will be that the tax reduction will widen the
deficit. That will be true in the short run, but it may not be true in
future years. We should bear in mind that the only ultimate hope of
eliminating the deficit is to generate faster economic growth. That fact
is brought out very clearly in the CBO's report of last January
entitled "Five Year Budget Projections."`

There CBO compared the impact on the budget of different growth
*paths, and came to the startling conclusion that a growth rate of 6
percent in real GNP will leave the economy with: a 'deficit of $33 bilb
lion in 1980, while, on the other hand, a growth rate of 6 percent would
produce a surplus of $58 billion.

Thus a difference in the growth rate of only one percentage point
can produce a swing in the budget of $91 billion in 1980.

Immediate tax reduction might very well produce such a; rise in the
growth rate, and it might therefore lower the deficits of the future.

A second, and somewhat more sophisticated objection is that'tax
reduction might throw the full employment budget' into deficit. The
worry is that recovery in the -private sector might then bring the
economy to full employment in' conjunction with a budget defict that,
under the circumstances, would be inflationary.

In the present situation, this is a purely hypothetical worry since
there is virtually no hope of returning to full employment in the next
.2 years. Therefore, even if a tax reduction throws the full employ-
ment budget into deficit in 1977, growth of potential output thereafter
will generate additional revenues and insure a surplus in the budget
by the time ful]l employment becomes a-realitv.

Third, I have been hearing that fiscal policy must, of necessity, be
conservative since expansionary fiscal policy would be thwarted by
restrictive monetary -policy. Even if monetary policy is less expan-
sionary than we might like, I am not prepared to concede that this
justifies restrictive fiscal policies.

To accept this view is to turin the overall' stance of policy-both.
monetary and fiscal-over to the Federal Reserve. I would'rather chal-
lenge the Fed and force it to bear the onus of the.high interest rates,
and high unemployment that would result from a tight-money-easy-
fiscal mix of policy.'

Finally, there would inevitably be' complaints that a tax reduction
will add to inflation. This of course is always a risk, but I would ex-
pect the risk to be minimal. If we time the tax reduction correctly it,
will come when ample excess capacity and unemployed labor are still
available.

Moreover, as your report notes, income tax relief may carry
with it the 'happy byproduct of a pause in wage demands. If this
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happens, cost pressures on the price level will be relieved and the
inflation rate may quite possibly be slowed even as output and em-
ployment rise.

To conclude: I think Congress should move ahead with personal
income tax reduction and I think this should be done as soon as
possible.

Thank you very much.
Chairman HumPHREY. You are talking about an additional income

tax reduction over and beyond the current extension?
Mr. DERNBURG. Yes; I assume we will get the extention and I would

like to see some additional tax reduction.
Chairman HUMPHREY. Such as was posed in the JEC report? We

talked about an additional $10 billion. We have talked also about a
substantially larger one.

Mr. DERNBURG. Well, I am not sure I saw that in your report.
Chairman HUMPHREY. Yes, because our JEC revenues estimates

assumed an additional tax cut. When you were speaking earlier about
the difference between our revenue estimates and the OBO estimates,
remember the JEC assumed additional tax cuts.

Mr. DERNBURG. I don't believe I saw that.
Chairman HUMPHREY. We will look it up for you right now and we

will see that you receive a copy of our report.
Mr. Okun, we welcome you, sir.

STATEMENT OF ARTHUR M. OKUN, SENIOR FELLOW, BROOKINGS
INSTITUTION

Mr. OKiUN. This is one year in which most economic forecasters do
not have to scrap their January forecasts in June. Indeed, for those
of us who are on the bullish end of the range at the start of the year,
updating the outlook involves relatively minor alterations and rather
than the production of a brand new model.

Those minor alterations move in a favorable direction-a fractional
upward revision in the rate of real growth and a fractional downward
revision in the inflation rate.

As always the economy has presented some interesting puzzles.
1. The inventory turnaround proceeded with unusual rapidity, pro-

viding a bonus in the growth of real GNP during the first quarter.
But again that is a one-time bonus rather than a source of sustained
growth.

2. The consumer has continued to display a curious pattern of
shop, stop and shop again. In the past year, there have been two shop-
ping sprees which occurred last spring and this winter, and two pauses,
taking place last fall and again this spring. I expect the present pause
to be followed by another shop-again interval.

3. Plant and equipment spending and homebuilding have been
rather disappointing, offsetting some of the stronger performance of
consumer buying and the inventory turnaround.

4. Unemployment has fallen somewhat more sharply than seemed
likely. The analysis of this puzzle is complicated by the recent incon-
sistency of our two sets of data on employment. Reports from house-
holds (on which unemployment statistics are based) show much larger
job gains than the typically more reliable reports from employers.

76-478-76 4
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5. Interest rates have been remarkably stable and moderate, largely
because private demands for money and credit have been unusually
weak.

6. Wages have behaved with exceptional moderation, providing the
main basis for the slightly improved inflation outlook.

These are the kinds of subtle issues that make life interesting for
economists. In the broad perspective that is relevant to policymaking,
the main verdict is that the expansion has remained ontrack and that
the range of uncertainty about its vigor has narrowed. On the one
hand, it is now much safer to discount the possibility of a jack-in-the-
box rebound, such as have followed some very deep recessions in the
past.

In particular, one can now dismiss as demonstrably wrong the crit-
icisms of some people in 1975 that the Congress was excessively stimu-
lating the economy. On the other side, the recovery has refuted the
pessimistic views-which you aptly called "doomsday", Mr. Chair-
man-expressed by some observers that the recession had perma-
nently damaged the vitality of the American economy.

All in all, we are experiencing a very normal and typical recovery out
of a business cycle recession. The key distinguishing feature is that this
standard size recovery follows a double size recession.

Consequently the level of operation of this economy-as reflected in
the unemployment rate, industrial operating rates and the shortfall
of output and real income below prosperity levels is now similar to that
at the troughs of previous post-war recessions rather than at compara-
ble points after 1 year of recovery. The state of the economy is im-
proving but, having begun at such an abysmal position, we have a long,
long way to go to regain prosperity.

We are getting better but we started out very sick. I guess there is
nothing like a serious illness to permit a long period of recuperation.
When the patient starts feeling better, I sometimes think we are for-
getting how far we are from recovering our health.

FOTURE PROSPECTS

From the first quarter of 1975 to the first quarter of 1976, real GNP
advanced 7.1 percent. I expect the growth rate to remain fairly brisk
during the remainder of 1976-probably in the 5-to 7 percent range-
but not to match the vigor of the first year of recovery.

The main reason for anticipating some slowdown is that the shift
from massive inventory liquidation to more normal inventory ac-
cumulation is largely behind us. The inventory turnaround was a key
factor that contributed 21/2 percentage points to the 7-plus growth
rate over the past year.

I do not welcome any slowdown at this point. A maintenance of the
pace of last year would be a desirable, indeed a conservative goal, in
my judgment. Yet to make such an encore a likelihood would require
an additional stimulative fiscal and monetary program at the present
time.

This is the kind that Professor Dernburg was talking about. I have
a great deal of sympathy for that, but taking account of risks on all
sides, I would not recommend such an initiative at this time.

For one thing I can see the possibility-although not the probabil-
itv-that a sudden revival of plant and equipment spending and multi-
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family homebuilding late this year could produce excessive growth
if it were accompanied by additional fiscal and monetary stimulation.

Furthermore, I would agree with the judgment that Chairman
Greenspan expressed to you last week: "Our capacity to brake Fed-
eral outlays or to raise taxes is exceptionally limited." There is an
asymmetry-a political asymmetry in the adjustments that can be
realistically implemented during the course of the fiscal year-a shift
toward stimulus, if it should become desirable, is more readily accom-
plished than one toward additional restraint.

Hence it seems prudent to base our current policy planning on a very
optimistic assessment of the forthcoming vigor of private demand,
counting on our ability to reduce fiscal restraint subsequently if pri-
vate demand proves to be less buoyant.

In my judgment that criterion of prudence is met by the first con-
current resolution for fiscal year 1,977, which calls for $413 billion in
Federal outlays, the extension of the current tax cuts, and additional
revenues of $2 billion through tax reform.

As I calculate the fiscal impact of this program, it involves some
$11.6 billion less of restraint than the administration's January pro-
gram. 1Tence, it is more restrictive than the proposal I offered in testi-
mony to the House Committee on the Budget on January 27, when I
recommended adding $16 billion to $18 billion of stimulus to the ad-
ministration's program.

My initial preference still stands, but I can accept the first con-
current resolution as a major improvement over the administration
program. It avoids an abrupt fiscal tightening; although it shifts
somewhat toward restraint, it can be reasonably characterized as a
steady-as-you-go budget in sharp contrast to the administration
proposal.

In particular I think it does heed your wise warning against "un-
wise or premature government policies that would sap * * * vital-
ity and prevent full recovery."

If that budget program is implemented, if the strength of private
demand lies in the middle of the likely range, and if the Federal Re-
-serve finances a healthy recovery at reasonably stable interest rates I
would expect a growth rate of about 6 percent continuing in 1977.

That outcome would not 'be ideal; but neither would it be unaccepta-
ble., particularly allowing for the possibility of further adjustment to
-this fiscal program late this year or early in 1977.

THE INFLATION PROBLEM

Obviously the reason for moderation in our targets for recovery lies
*in our serious concern about inflation. An objective professional econo-
mist must report that there is a tradeoff. Beyond a doubt, a speedy

-return to full employment would be followed by an acceleration of
inflation. And the political backlash to intensified inflation would
produce another fiscal-monetary bloodletting, an encore of 1974-75--

-that in turn would bring on a new recession.
There are to be sure a great many uncertainties about the quantifica-

-tion of the tradeoff. In my judgment the basic inflation rate today is
-somewhere between 5 and 6 percent for prices and close to 8 percent for
-wages.
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Such inflation rates are uincomforting that prices are still rising at
a more rapid rate than was experienced in any year between 1952 and
1969.

On the present outlook I am projecting a continued inflation rate of
5 to 6 percent through 1977. But that reflects my feeling that it is as
likely to decelerate as to accelerate rather than any conviction that it
will stabilize.

Most important I do not believe that the inflation outlook can be sig-
nificantly improved by slowing down the recovery. Indeed whether the
growth of real GNP between now and the end of 1977 is as low as 4
percent or as high as 7 percent would have negligible effects on the
outlook for inflation.

A careful reading of the data on labor markets and on manufactur-
ing capacity today confirms emphatically that this economy. has plenty
of room for brisk expansion through the 1977 fiscal year. This country
is miles away from excess demand.

In addition to the campaign to talk down the unemployment rate,
there is also a campaign to talk'down the presence of excess capacity
in industry as well.

If wages should accelerate sharply, if industrial prices should be
marked up at an accelerating rate, the source must be found in th6
nature of our wage- and price-making institutions rather than in an
overheated economy, because we don't have an overheated economy.

Indeed, if those institutions have such a strong inflationary bias that
they intensify inflation even with the pervasive slack in today's econ-
omy, we ought to determine that fact, face up to it, and deal with it
fundamentally.

It is hard to say how much the bumpy economic ride of the seventies.
should be blamed on erratic fiscal-monetary driving and how much on
potholes in the road caused by inflationary bias in wages and prices..

If potholes are the problem, then going slow is no solution. In that
event, we will simply have to repair the road.

Meanwhile I would urge you to maintain a steady speed and a
steady course and to test the viability of the road.

Chairman HuMPHRY. Thank you very much, Mr. Okun. I appreciate
your analogies and your analysis. It is very fine. Our next witness is.
Mr. O'Leary and we welcome your contribution this morning.

STATEMENT OF JAMES J. O'LEARY, VICE CHAIRMAN, UNITED
STATES TRUST CO., NEW YORK, N.Y.

Mr. O'LEARY1. Mr. Chairman, I hope you never lose your ability to
speak out as you did. I think it is great. I also want to say that I am
very pleased to have a chance to take part in this discussion today.

My statement is too long to read and I am going to summarize it.
Chairman HUMPHREY. You feel free to summarize it and the whole

text will be printed in the record.
Please proceed.
Mr. O'LEARY. Thank you.
We have all been impressed with the fact that this recovery of the,

past year has been reasonably strong, healthy, broad based, but not
fully satisfactory from the point of view of the unemployment rate_
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There has been a good growth of employment and some reduction in
the unemployment rate. In retrospect, it might have been better if we
had a little more strength in that recovery but I am encouraged by
what I see compared with the gloom of a year ago. I thought it was
unjustified at that time and I am glad to see that a lot of that gloom has
lifted. I am very much encouraged by the fact that we have got the
inflation rate down as well as we have.

I think it is useful to look at the forces behind the recovery. One has
to start with public policy. I think our fiscal policy has been very
hielpful-the tax rebate, the investment tax credit, the income tax cut.

There is not any doubt that the $76.9 million deficit was an im-
poiftant force toward putting the economy back on the recovery path.
We would have to say that the unemployment insurance system has
contributed a great deal in terms of maintaining income. Monetary
policy has also made an important contribution. There have been times
in which I have been somewhat critical of monetary policy as being
too cautious, but generally speaking I would have to say that the
Federal Reserve has had quite a good record in the past year. I think
they have contributed in terms of increasing the liquidity of the econ-
omy. IWe have had a substantial decline in short-term interest rates,
not asnmuch as I would like to have seen and not as much as I think
could have occurred, but there was a significant decline.

But having said what I have said about public policy, it is important
to recognize that the private side of the economy has responded well
to these stimuli and in a sense carried this recovery well itself.

We have had associated with public policy and with other forces a
remarkably strong recovery of consumer' confidence and business con-
fidence. This has not been entirely a matter of public policy. It has had
some inner workings. Wj\e have had-and again associated with public
policy, particularly the fiscal policy-a large rise in disposable per-
sonal income.

This has contributed to strength in consumer spending..
'ITe have had, as everyone recognizes, some very imiportant develop-

ments in the productivity area-good increases in productivity. Along
with this, the rate of increase in labor compensation has fallen so that
the rate of increase of unit labor costs has fallen, helping to'bring down
the inflation rate.

All of this is very healthy; Still another force that I see probably a
little more'than Tom Dernburg or Art Okun is the way the economy

'has become reliquefied.
In 1974, the steep rise of short-term interest rates disintermediated

the savings institutions and dried up the long-term capital market.
In 1975 and so far this year. there has been a massive funding of debt
by business firms out of the banks. The long-term capital marketl'has
been opeiind up again. This plus the better cash flow, has made'the
whole corporate sytem a lot healthier than one would have expected in
such a short period of time.

Chairman IIUrPHREY. I think that is a very useful observation. Itis
one that is not always made. I think that relates a 'great deal to the
growing health of the economic system.

MIr. O'LEARY. This is a function of short-term interest rates which
opened up that capital market. What about the rest of this year and
next year? ' this ye-r'
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We are assuming that in the coming fiscal year the deficit will run
somewhat larger than $50.8 billion that is in the conference report and
will probably run -as high as $55 billion. We are assuming that mone-
tary policy will in general be directed toward a sustained growth and
a lower unemployment rate of the economy.

I think the pace of the economy during the rest of this year is going
to be pretty well maintained. This year we have a figure of an increase
in real GN;P of 61/2 percent, below the Greenspan figure. We have a
deflator increase of 51/2 percent. We see a particularly strong increase
this year-for the rest of the year-in expenditures for durable
consumer goods and we see a pickup in residential construction.

We are beginning to get fainthearted about a further pickup in
housing but that is part of our thinking. And we see some pickup in
the second half of the year in capital spending. We think that in the
last quarter of this year the unemployment rate will remain as high as
7 percent.

We would see corporate profits up this year about 261/2 percent.
Chairman HUMPnREy. That is over last year?
Mr. O'LEARY. Yes; year to year. Of course you start from the low

base.
Chairman. HUMPHREY. I asked that question because I think it is ter-

ribly important to have a point of reference in this matter.
Mr. O'LEARY. It is a big percentage increase but corporate profits

were severely depressed. On interest rates, my feeling is that ahead
of us for the next several weeks maybe a moderate decline in short-
term interest rates and a rallying in the bond market.

By the end of the year, rates will probably be moderately higher
than they are at the present time. Bank loan demand continues to be
very weak. Demand in certain sections of the long-term market, capital
market are very-commercial mortgages for example-very weak.
The only way we can get a sharp rise in long-term rates is if inflation
gets out of hand.

*We see real GNP increasing next year a little over 5 percent. We
see the inflation rate up 6 percent. We see continued strength in the
durable consumer goods area. We see a better. rate of increase in capital
spending. We see some further pickup in housing but we still see the
unemployment rate again as high as 61/2 percent in the last quarter.

Chairman HUMrHREY. Might I just interject here? I know I am
interrupting your continuity but last evening I was with the Vice
President, anid members of the building trades, and the financial
community fit a dinner here to honor Bob Georgine. of the AFT,
CIO. The general observation was to really get at the problem of
unemployment. We must have a revitalized construction industry.

It employs so many people particularly in the housing area that has
this ripple effect all the way through the economy. I am of the opinion
as I hear witnesses todav and dav after dav that when that construc-
tion rate stays down as low as it has for whatever reasons-and there
are many-that you are really almost fighting a losing battle on any
maior breakthrough with unemployment.

Now we have had a sharp decline in unemployment because of the
nature of our recovery but itgqts sticky once it gets to the 7-percent
area.

It is hard to break it out of there. Wlhen you look back over our
previous years, when you have had a decline in the unemployment rate
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that was significant, you had it because you had a large number of
housing starts.-There. was much commercial construction. This con-
struction provided jobs for an awfully lot of people that are unskilled
as well as skilled.

Mr. O'LEARY. You are perfectly right in my view. I see the con-
struction, from the financial market standpoint. The life insurance
companies are large investors in what they call income mortgages.
These are mortgages on shopping centers, office buildings and other
income properties including apartments. The thing that is true prac-
tically all over the country is a complete flatness in that particular
market.

We are not seeing the volume of mortgages in this particular area
because the construction is not being undertaken. This is one of the
reasons why potentially, on a demand/supply basis, long-term interest
rates could be down. A lot of people feel that way.

That particular sector normally takes a very large chunk of money
and activity is not strong in that particular area. Frankly my own
feeling is that as we look to the future, one of the things that has to be
done is to construct a program to deal with the problem. Government
policy would be helpful in stimulating at least the multifamily resi-
dential part. That is where the greatest softness is.

Senator JAvrrs. Would you yield at that point? That is very perti-
nent to the current tax bill because the current tax bill will involver
incentive for nonprincipal business oriented investments in these an-
cillary facilities, to wit: shopping centers, and so forth.

The liberal group with which I am not yet joined but with which
Senator Humphrey is-is proposing that we exclude from favorable-
tax treatment which it receives today commercial building of any kind,
even that is ancillary.

Chairman HUMPHREY. I am not going to vote for that.
Senator JAvITs. I am delighted to hear that, Mr. Chairman. I did

not think you would when they proposed it. But I think your expert
opinion, perhaps with the Chair's permission. could be very important.

I think you ought to tell us whether under LAL which subsumes this-
particular kind of tax advantage, whether we would be wise or unwise
at this time to eliminate the favorable tax treatment which is received
for this kind of investment which is not nonprincipal businesse
investment.

I say that only because of what you have just stated.
Mr. O'LEARY. Ihave no ax to grind at all but I-think it would be

unwise to eliminate a favorable tax treatment in that area. But I-
would add this and sav that the weakness of construction in that area
is fundamentally a problem of the fact that we went through a period
of overbuilding many of these facilities.

There is a digestion period. Also this area was particularly hard hit
by high inflation and high financing costs. A lot of the construction'
projects are being held back fundamentally because of the need to di-
gest excess capacity.

Take New York, for example. New York City is just bulging with
excess office space. So I doubt if tax incentives are the fundamental-
thing that is going to correct this. I think the general overall growth
of the economy for 2 or 3 years will bring us back to the point where-
we shall work that inventory into the system and where6 we will have-
an opportunity to digest the inflationary forces that are there.
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It is a complex problem. There isn't any doubt that this is a vital
part of the economy, and that it is lagging. If you were to take 2 years
ago, net increase in money for investment in commercial and industrial
mortgages was something on the order of $17 billion.

Today it probably isn't $4 or $5 billion. It is a very depressed area.
From the point of view of long-term interest rates, it is helpful in
terms of getting rates down. It is surprising that rates have not been
falling more than they have in the face of this.

But that is another story.
Senator JAVITS. May I ask as a supplement to that to enable the

other witnesses to give their opinion, I am open minded on that though
I did not join the pack. I probably will vote with them most of the
way, which is my normal pattern. I was concerned about some of the
questions that were being decided too precipituously for me. The ques-
tion is this: Is there any way we could attack the tax situation to meet
the economic situation you have described? In other words, it seems
to me that in our economics, such building is not desirable because of
market surplus and it would not take place anyhow.

Whereas if we eliminated the tax advantage we may not be able to
restore it soon enough because people may not go into it because the
tax advantage is not there, even when it becomes needed.

If we could have the benefit of the professional advice of you gentle-
men. we would appreciate it.

Chairman HUMPHREY. Mr. Okun.
Mr. OKUN. I would share the view that you just expressed, Senator

Javits, that in the near term we probably should be digesting the over-
supply of commercial building and apartment building.

For the longer term, I would like to see some thinking about appro-
priate tax policy. I can't believe that the present law represents an ap-
propriate way to stimulate that sector even if we decide that some
particular stimulus to that sector through the tax code is desirable. The
present law leads to things that I, in all candor, regard as outrageous.

It is a scandal that people can buy themselves more than $1 worth of
tax saving for $1 worth of investment. It creates a situation where they
don't care about their investment.

Senator JAVITS. You can be sure that they will not be able to buy
$1.10 for $1.

Mr. OKUN. At the present time there are cases where they can buy
$3 for $1. People are not investing in any sense of looking at the eco-
nomics. They are buying tax deductions, pure and simple. That leads
to misconceived investment because it leads to a structuring of in-
centives to package investments in order to maximize tax deductions.
I think Pat Moynihan once said that he couldn't believe that the right
wav to feed the birds is to feed the horses.

That is exactly the issue in the present form of the construction tax
subsidv.

Chairman HIrpimrEy. Mr. Dernburg.
Mr. DERNBURG. Senator, I have no comment on that.
Chairman HUMPHREY. It is my understanding that we made some

modification. We did not have a full repeal.
Senator JAVITS. For housing. You left in the commercial.
Chairman HuMPimREY. We did not want to repeal the tax benefits

for housing. We had quite an argument in our group. At first there
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was some desire to repeal all the tax benefits and I said I could not
vote for anything like that.

We of course reserved for ourselves as sponsors, the right to pick
and choose. You don't always get everything you like. It is like going
to the cafeteria. You believe everyone ought to have a right to eat but
you don't have to eat broccoli.

Mr. O'LEARY. My own feeling is that what we need is some ingee-
nuity in devising a program to stimulate multifamily residences in
the central cities where there is a real need and where you don't have
excess supply.

I am not sure how that program could be devised but that is where
I can see we need resources. May I conclude with a few comments on
public policy? I won't take very much more time.

I would like first to say what my emphasis on public policy would
be. Let me start out by saying that I feel-I have the same feeling that
you do about the high unemployment rate.

I think it is true particularly if you take the high unemployment
rate for young people and for minority groups, I think it is an intol-
erable situation to live a long time with that sort of situation. I don't
see how we can. So I am all for moving this economy to full employ-
ment, however it is defined, as soon as we can.

But one thing-a word of caution that I would put here to balance
that, is that we learned in 1974 and have learned in the last few years
that inflation is a very destructive force in our economy-for our po-
litical and social institutions.

I think it is right for us to still be very careful that we deal effec-
tively with inflation. That is the basic issue.

How do you get back to full employment consistently with keeping
the inflation rate down in a reasonable range? All I would say is-
let's not at this point in time overlook the fact that inflation itself is a
very destructive process. I saw with life insurance companies, savings
banks and other institutions, a situation where all it would have taken
would have been another 6 or 7 months of the sort of inflation we had in
1974 and some of those institutions would have been pretty badly
shattered.

Inflation is a very destructive force. Look at our private educational
system. It has been hurt badly by inflation. We can't ignore the fact
fthat getting the inflation rate down and keeping it down has got to be
a very, very important part of our public policy. But our job is to
get the unemployment rate down consistent with maintaining price
stability.

On fiscal policy, the budget that came out of the Senate-House con-
ference is one that from an inflation standpoint I can buy. I have no
problem. You can see from my GNP estimates that it would not bother
me if it were a little higher, if the deficit were a little higher than
that.

The longer we go with large deficit financing and with the amount of
Treasury borrowing that has to be done, the greater the danger that
at some point in time we are going to come into a financial crisis.

I am one of the people who said last year there would be no crowd-
ing out. I think if you go through next year with a large deficit you run
the danger of a competition between the rise in private loan demand
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and public financing demand-you run dangers that interest rates will
-short up and that this will have an extremely adverse effect on the
-stock market, and will hurt public confidence.

The deficit just as an instrument of stimulating the economy needs
to be thought of in terms of other financing in an economy where
private loan demands are rising. Generally speaking, I like the
idea of tax cuts rather than increasing Federal spending.

I think also we need to keep in mind that the deficit is a very
important factor in public confidence, whether rightly or wrongly.
The public has associated inflation with large Federal deficits and un-
-controlled Federal spending. There is a psychological force there that
needs to be kept in mind.

Even though I think the Federal Reserve has done a very good job
in the last year, I think the danger is that too much attention is being
paid to the monetary aggregates.

There have been important changes in the technology of money and
I think that too slavish attention to M1, M2, M3 on up to M12 is going
to get us in trouble.

I see a problem in the House and Senate Banking and Currency
-Committees. They have gotten sold on the idea that the only thing
-that counts is what is happening to the money supply. I think the
Fed has got to strike a balance between interest rates, the unemploy-
ment rate, the growth rate in the economy, the M's, and other factors.

It cannot slavishly just look at the M's.
Chairman HumpHREY. I want to say hallelujah to you, sir. I really

-think that is a most responsible and sensible comment. We get fixed
on some kind of litany around here or standard and we don't see
the whole picture.

Mr. O'LEARY. We have to look at everything. I felt a year ago when
short-term rates went up that that was a mistake, that that was too
'quick a reaction on the side of restraint. I feel it this time. Yet the M's
got up into a range that appeared to be excessive.

By the ground rules that got established between the Fed and the
congressional committees, we have gotten ourselves into a little bit of
a trap in which we are paying too much attention to the M's and not

-enough attention to interest rates.
If we had not paid so much attention to the M's, rates would be

lower than they are today. I think that would be a better base to start
from and next time we move up.

But the Federal Reserve is a dilemma. If it had not reacted to the
-high rate of expansion of money, after having told the Congress it
was going to keep within certain ranges, it would have been criticized.

Chairman HuiiPHREY. But I think at a point like that, we just need
-to have some consultation. Things do change and we need to learn
-as we go along. We get fixed on a resolution and say well, we are go-
ing to live by it even if we die by it.

That has to be stopped. What is needed is a continuing dialog.
Mr. O'LEARY. What has been happening as the Federal Reserve

reacts? As short rates moved up. it caused long-term lending institu-
-tions to sav to themselves; this is the beginning of a significant rise
in short rates.

This means the flow of funds into us is going to diminish. It means
maybe a year from now we will have "disintumentation." Their whole
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attitude changed. Also the whole psychology of the loan market on
expectations changed and you got a bulge in long rates.

FNMA, for example, in its auction for commitments to buy mort-
gages was running about a level of $25 million before the Fed took
its action. The auction volume jumped up to $650 million after the
markets anticipated that the Fed was moving to raise short-term rates.
The mortgage market was running scared.

Frankly I feel there has been too much emphasis on money supply
and more emphasis ought to be put on interest rates.

One other principle is important. Yes, we have got to deal with
the unemployment problem but it seems to me a very strong case can
be made against massive Federal deficits and excessive fiscal ease and
more toward going at that problem in a rifle shot approach.

A lot of our unemployment is in pockets and in specific areas and
there is a lot to be said for many of the things such as the public serv-
ice job program, special tax incentives to private employers to provide
jobs in a given area, as well as other rifle-shot measures. I think we
need to approach the unemployment problem at least partly in that
way and not go all the way in terms of overall stimulating effective
demand. Thank you, Mr. Chairman.

Chairman HUMPHREY. Thank you very much.
Without objection, your prepared statement will be printed in the

hearing record at this point.
[The prepared statement of Mr. O'Leary follows:]

PREPARED STATEMENT OF JAMES J. O'LEARY

II am James J. O'Leary, Vice Chairman of the United States Trust Company
of New York. It is a privilege to testify before the Joint Economic Committee
at its midyear review of the economy. My comments will cover the following: (1)
An outline of the economic recovery during the past year and the main forces
behind it; (2) A discussion of the economic outlook for the balance of 1976
and for 1977; and (3) Some observations on public policy needs.

THE ECONOMIC RECOVERY AND THE MAIN FORCES BEHIND IT

Before we look to the future, it will be helpful to review the economic recovery
of the past year and the main forces behind it. The recovery has been vigorous
and broad-based. Real GNP, at annual rates, has risen nearly 7 percent from the
first quarter of 1975. The unemployment rate has fallen from 8.9 percent in
iMay, 1975 to 7.3 percent in May of this year, and total civilian employment has
increased 'by 3.1 million persons or by 3.7 percent. At the same time the GNP
deflator has dropped from an annual rate of 13.4 percent in the fourth quarter
of 1974 to 3.5 percent in the first quarter of 1976, and in the same period the
the consumers price index has fallen from 12.3 percent to 4.6 percent.

Public policy has, of course, played a very important part in the recovery.
The personal income tax rebate of $8.1 billion last year, as well as the personal
income tax reduction of $10.0 billion, and the $76.9 billion Federal deficit which
resulted from these tax measures and the decline in Federal revenues, contrib-
uted a great deal to the economic recovery. Beyond this, the unemployment in-
surance helped to maintain the flow of personal income. Nearly 6 million persons
were receiving unemployment insurance in April. In addition, the Federal Re-
serve authorities have pursued a cautiously accommodative monetary policy
which has succeeded in reliquifying the economy and bringing down short term
interest rates to half of what they were aft the peaks in 1974. Long-term rates
have also come down, but they still remain quite high.

In spite of the important contribution to the recovery made by the public
policy, I believe that the main forces for the recovery have come from the private
sectors of the economy-from the market system working to strengthen business
activity. Public policy has, of course, facilitated and encouraged the market
system. Perhaps the basic force has been the rise of consumer and business con-
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fidence.' As a result of the double-digit inflation and then the sharp recession, as
well as the impact of Watergate, the index of consumer sentiment dropped'
to a very low 57 in the first quarter of 1975 (1966=100). By the first quarter
of 1976 it has risen to 85 and it is probably at around this level today. During
the same period there has been a pronounced increase in business confidence.

The flow of disposable personal income has increased 11.3 percent at a season-
ally adjusted annual rate from the first quarter of 1975 to the first quarter of
1976. This has been the result of the increase in employment, the increase in
labor compensation, the personal income tax rebate and reduction, and unem-
ployment insurance. With the inflation rate cut in half, there has been a signifi-
cant expansion of real disposable personal income. This 'has been a powerful
factor toward stronger consumer confidence and Increased consumer spending.

As the recovery has proceeded there has been a significant improvement in
productivity. Output per man hour, which had declined at a 3.5 percent an-
nual rate in the fourth quarter of 1974, has shown good gains since the first
quarter of 1975. At the same time, total labor compensation per hour, which was
rising at a 12.6 percent annual rate in the third quarter or 1974, has dropped to
an 8.5 percent annual rate in the first quarter of this year. As a result of these
forces, unit labor costs were rising at only a 3.7 percent annual rate in the
first quarter of this year, compared with a 14.8 percent rate of increase in the
third quarter of 1974. Given' this change in productivity and in labor costs, it
is not surprising that the basic inflation rate has been cut in half during the
past year.

One other force which has contributed to the recovery has been the reliquifica-
tion of the economy. As short-term interest rates declined from the peaks of.
mid-1974, funds flowed strongly into the long-term lending institutions. With long-
term financing again readily available, corporations increased their outstand-
ing long-term debt by a record $28 billion in 1975 and were thus able to fund
a large part of their short-term borrowings with the commercial banks. This
process is continuing in 1976. With the marked increase in corporate profits,
the cash flow of business has improved a great deal, encouraging capital spend-
ing. Moreover, during the past year the total outstanding liquid assets of non-
financial investors has increased by $125 billion, or 10.4 percent. Much of this
buildup is in the hands of consumers, a development which has encouraged the
demand for housing and durable consumer goods.

THE ECONOMIC OUTLOOK FOR THE BALANCE OF 1976

Turning to the outlook for business activity, despite the slowing in retail sales
which seems to 'be occurring in the current quarter, I expect the recovery to be
well-sustained through the balance of this year and to extend through 1977.
This is grounded on the following assumptions about public policy. Based on
total Federal expenditures of $418 billion in fiscal 1977 and receipts of $363
billion, I am estimating a deficit of $55 billion. This is $4.2 billion higher than
the deficit estimated in the budget arrived at by the House-Senate Conference.
The difference is accounted for by a higher estimated amount of Federal expen-
ditures. I am assuming about a $16.5 billion deficit for the transition quarter.
So far as the Federal Reserve authorities are concerned, I expect them to be
careful not to permit an excessive increase in money supply but at the same time
to continue to encourage the business recovery and a further reduction in the un-
employment rate. I expect that the recent "less accommodative" credit policy of
the Fed will bring the rate of monetary expansion down to an acceptable level
and that the authorities will then place greater emphasis on encouraging a fur-
ther sustained business expansion.

As will be seen in the quarterly estimates for real and current dollar GNP
in Tables 1 and 2, I expect the business expansion to be well sustained through
the balance of this year. The pace of the advance has slowed in the current
quarter, but I think this is healthy and not a sign that the year-long recovery is
faltering. Table 3 shows that we are estimating that, for 1976 as a whole, real
GNP will increase by 6.5 percent. As will be noted, we estimate that total per-
sonal consumption expenditures (after correcting for inflation) will expand
this year by 5.5 percent, with the rate of increase of expenditures for durable
goods being an especially strong 13.4 percent. There is no reason to expect any
decline of consumer confidence since real disposable consumer income is apt to'
continue to rise. We expect non-residential fixed investment to improve some-
what in the second half and for the year as a whole to increase 6.5 percent in
real terms. Moreover, we anticipate a 24.3 percent expansion this year in real
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expenditures for residential construction, with total private housing starts for
the year rising to 1.6 million units. Home mortgage credit is apt to remain
readily available, giving a lift to housing. We further estimate that there will be
a $12.7 billion increase in business inventories this year, compared with a net
liquidation of $10.5 billion last year. We are estimating that total real Federal
purchases of goods and services will increase by 2.8 percent this year and state
and local government purchases by 2.0 percent. Finally, we expect real net exports
to total $13.5 'billion this year, compared with $23.4 billion last year. With the
expansion of our domestic economy our imports will rise more strongly than'our
exports, thus reducing the net exports quite markedly.

Table 4 presents estimates of GNP in current dollars. As will be n6ted, We ex-
pect total current dollar GNP to increase 12 percent, 6.5 percent of which will
be real and 5.5 percent of which will be inflation. Table 4 presents the com-
ponent parts of current dollar GNP. Given these estimates, we expect that total
corporate profits after taxes will expand about 26.5 percent this year. We. anti-
cipate a further gradual whittling down of the unemployment rate which we ex-
pect to average about 7 percent in the fourth quarter.

During the past several weeks both short-term and long-term interest rates
have risen, primarily due to a move by the Federal Reserve authorities to a less
"accommodative" credit policy which has been aimed at curbing an excessive
rate of expansion of the money supply. It appears that the authorities are being
successful in bringing the rate of monetary expansion back into the desired range.
'In view of the' slowing of the business expansion in the current quarter, as well
as the comparatively favorable inflation trend, it would not be surprising to see
the Fed relax credit a bit in the next several weeks. In this period short-term
rates and long-term rates are apt to come down somewhat. However, if .the
business recovery moves ahead in the second half of the year as I expect, there
will be a significant increase of' private loan demand on top of a very heavy
schedule of Federal financing. I would also expect the monetary authorities
to be leaning against too fast a rate of monetary expansion. Taking all of these
forces into consideration, I expect both short-term and long-term interest rates to
be higher by year-end than they. are today, but not a great deal higher.

THE OUTLOOK FOR 1977

Given the uncertainty about public policy after the election this fall, it Is
difficult to have great confidence in a- forecast for 1977. It should be noted, how-
ever, that the Federal budget for fiscal 1977 will be set before the-election and
will exert its effect well through calendar 1977. As noted earlier, we are esti-
mating the deficit at $55 billion in fiscal 1977, with outlays placed at $418 bil-
lion and receipts at $363'billion. I would expect Federal Reserve policy to con-
tinue to be careful not to permit- too high a rate of monetary expansion for
fear of rekindling a new round of double-digit inflation a's our economy moves
closer to full utilization of resources.

On a very preliminary basis,- as will be seen in Table 3, we are estimating that
real GNP will expand 5.2 percent in 1977 and that the GNP deflator will rise
6- percent. Looking at the components of real GNP in, Table 3, we -expect total
-personal consumer expenditures to realize -another good. gaLn-4.8 percent.
Durable good expenditures are estimated to increase 8.4 percent. We expect a
higher increase in 1977 of non-residential fixed investment-9.3 percent compared
with 6.5 percent this year.'Total private housing stirts are estimated toincrease
to 1.8 million units in 1977 and total real expenditures for housing are esti-
mated to increase 14.3 percent. We are -further estimating that' total real
business inventories will be increased $16.3 billion in 1977, somewhat higher
than the $12.7 billion estimated for this year. Total real Federal and state and
local government purchases of goods and services are expected to rise 2.3 per-
cent. Finally, real net exports in 1977 are estimated at $12.7 billion.

Table 4 presents our current dollar GNP estimates for 1977. We are estimating
that total current dollar GNP will rise by 11.2 percent in 1977, with 5.2 percent
real and 6 percent-inflation. Given this rate of expansion, we would expect the
unemployment rate to average about 6.5 percent in the fourth quarter of 1977.
Moreover, we estimate that total corporate profits after taxes will increase about
10 percent next year.

So far as interest rates -are concerned, I would expect both demand and sup-
ply conditions in the money and capital markets, as well as Federal Reserve
policy, to push rates gradually higher by the end of 1977. This-forecast is based
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primarily on the estimate that the inflation rate can be held to 6 percent next
year. Should the inflation rate turn out tohbe appreciably higher we would have
to expect a more pronounced rise of interest rates.

SOME COMMENTS ON PUBLIC POLICY

We are all distressed to see such a high unemployment rate for our young
people and for minority groups. As a matter of equity, public policy must be'
directed toward providing meaningful job opportunities for all who are able
and willing to work. At the same time, however, we must be very careful not
to put in place fiscal and monetary policies which will be so expansionary as
to generate another round of double-digit inflation. Instead, our policies must
be consistent with the objective of bringing the basic inflation rate down some-
what further and keeping it stable at a low level. I am firmly convinced that
the double-digit inflation -rate. of, 1974 was terribly injurious to our economic,
political, and social system. If it had been prolonged for many more months it
would have been devastating to many of our institutions. As much as we desire
to return to full employment, we must be certain to avoid like the plague a
marked escalation of the inflation rate. Much of our unemployment is In pockets
geographically and in particular sectors of the labor market. It appears to me that
the use of highly expansionary fiscal and monetary policies to deal with this type
of unemployment problem can only do so at the great cost of another round of
double-digit inflation. This suggests that our employment policies must be-
much more selective than we have employed in the past-namely, they must take
the form of manpower training, public service jobs, tax incentives to private em--
ployment, and the like.

Given the general principles outlined above, I would support the Federal
budget goals which came out of the conference between the House and Sen--
ate Committees-which placed total Federal outlays at $413.3 billion, receipts at-
$362.5 billion, and the deficit at $50.8 billion. From the standpoint of the rate of
business expansion in fiscal 1977 and Inflationary pressures. we shall be running-
a greater risk the more the deficit exceeds the $50.8 billion figure. Perhaps more
important, I would fear that in fiscal 1977 it will be much more difficult to finance-
a Federal deficit of nearly $51 billion In competition with rising private loan de-
mands. especially if the Federal Reserve is to be expected to avoid an excessive
rate of monetary expansion. "Crowding out" was avoided in 1975 and so far this-
year, but there is a very serious danger that it will occur in 1977 unless the
deficit Is kept at least at the Senate-House Conference level.

Further with respect to the Federal budget, it seems clear that seemingly-
uncontrolled Federal spending Increases cause the general public and business-
to fear another round of Inflation and are thus harmful to consumer and businesm-
confidence. My guess is that a comparatively conservative budget picture in fis--
cal 1977 will help to increase the confidence factor and will thus lay the ground--
work for a further healthy recovery.

So far as monetary policy in the months ahead is concerned, I believe that
we should recognize that generally speaking the Federal Reserve authorities have
done an excellent job of increasing the liquidity of the economy and encouraging-
a healthy.recovery, along with a marked reduction in the inflation rate. The
authorities have struck a good balance between encouraging a strong but sus-
tainable rate of economic expansion and at the same time contributing to a sig-
nificant improvement in the inflation picture.

During the year ahead the monetary authorities must continue to strike a-
balance between encouraging a further healthy economic expansion, but one-
consistent with at least holding the lower inflation rate and hopefully bringing-
it down further. Their task will be more and more difficult as the economy
moves closer to full employment. The authorities must continue to guard against-
too fast an expansion of money. At the same time. however. they should not he
"slavish" in their adherence to money supply goals. As Chairman Burns has'
noted on many occasions, there have been a number of "technological chanzes"'-
in the field of money so that it Is difficult in today's economy to determine a fully
meaningful concept of money. The authorities have demonstrated the ability to-
employ many factors in the determination of monetary policy-not only the rate
of increase of money but the behavior of interest rates, the slack in employment
of resources. Treasury financing needs, international monetary considerations,
and others. I would expect the Fed to continue to approach monetary policy from'
a broad base and to do everything it can to encourage a reduction in the unem--
ployment rate that Is consistent with the goal of bringing inflation under control:
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As I noted earlier, the healthy recovery which we have enjoyed during the'
past year has stemmed in large measure from the working of market forces in
our enterprise system. In shaping public policy it is highly important that these
market forces be permitted to work toward a further sustained and fuller re-
covery. A very important role of both fiscal and monetary policy is to encourage-
the conviction on the part of the consumer and business that inflation can be
brought under control and held under control and that the economy can continue
a healthy expansion. Or to put it another way, fiscal and monetary policy must
avoid encouraging the expectation that we are headed inevitably for another-
round of double-digit inflation.

Finally, although I think it would be disastrous to pursue highly expansionary
fiscal and monetary policies to restore full employment, I think there is a press-
ing need for special programs designed to deal with the hard core of chronic-
unemployment in many areas of the country. It is for this reason that I am open-
minded about a public service job program, as well as other suggestions such as
tax incentives to business to encourage private employment.



TABLE 1.-REAL DOLLAR GNP ESTIMATES

197.6 1977 Percent change

I 11 Illi IV I II III IV 1975 1976 1977 1975/74 1976/75 1977/76

Personal consumption expenditures --- -- 794. 5 804.0 813.0 824.0 833.0 843.0 853.0 862. 0 766.9 809.0 848. 0 0.9 5. 5 4.8

Nonresidential fixed investment:…------- 115. 5 118.0 120.5 124.0 127.0 129.5 132.0 134.0 112. 2 119.6 130. 6 -12.0 6. 5 9. 3
Residential investment------------ 42.0 44.0 46.0 50. 0 52.0 52. 0 52. 0 52. 0 36. 6 45. 5 52.0 -18. 1 24. 3 14. 3
Federal Government purchases-95. 8 96.4 97.0 98.4 98.8 99.2 99.8 101. 4 94. 3 96.9 99.8 -.7 2. 8 3.0

State and local government purchases … 165.7 166.6 166. 8 167.0 167.8 168.6 170.0 172. 0 163.3 166. 5 169.6 2. 5 2.0 1.9

Change in business inventories…-------- 10. 7 12.0 14. 5 14.0 16. 4 17.7 16. 2 14. 2 -10. 5 12. 7 16. 3----------------
Netexports--------- -- - 16.8 14.0 12. 0 11.0 11.0 12.0 . 13.0 15.0 23.4 13.5 12.7-

Gross national product -- 1, 241.0 1, 255.0 1, 270.0 1,288.0 1, 306.0 1, 322.0 1, 336.0 1, 351.0 1, 186. 1 1, 263. 5 1, 329.0 -2.0 6. 5 5. 2

TABLE 2.-CURRENT DOLLAR GNP ESTIMATES G

1976 197,7 Percent change

I 11 III IV I 11 1Il IV 1975 1976 1977 1975/74 1976/75 1977/76

Personal consumption expenditures- 1, 029.8 1,054.0 1, 082.0 1, 110.0 1,136. 0 1,166.0 1,196 0 1, 225.0 963.8 1,069. 0 1,181.0 9.5 10.9 10.5

Nonresidential fixed investment-------- 158.1 163.5 169. 5 177.0 183.5 190.0 19.5 202.0 148. 5 167.0 193.0 .4 12. 5 15. 6
Residential investment -58.3 62.0 66.0 72.7 76.8 77.9 79.0 80.3 48.7 64.8 78.5 -10.8 33.1 21. 1
Federal Government purchases 131.1 133.1 135.5 138. 3 141. 5 144. 3 146.6 151. 1 123.2 134.5 145.9 10.3 9.2 8. 5
State and local government purchases - 218.1 222. 1 225.1 228.1 232.0 236. 0 241. 0 246. 0 208. 0 223.4 238.9 9.8 7.4 9.3

Change in business inventnriea -------- 15. 5 15.3 16.9 17. 9 22. 2 25 8 24. 9 25. 6 -14. 6 16. 0 24. 7----------------
Netexports - 8.2 5.0 2.0 -1. 0 1.0 3.0 6.0 10.0 21.3 4.0 5.0-

Gross national product 1,619.2 1,655.0 1, 697. 1, 743.0 1, 793.0 1,843.0 1, 0.0 1,940.0 1,498.9 1,679.0 1,867.0 6.5 12. 0 11. 2

Deflator 130.5 131.9 133.6 135.3 137.3 139.4 141.5 143.6 126.4 132.9 140.5 8.7 5.1 5.7
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TABLE 3.-COMPONENTS OF REAL GROWTH

Percent change

1976 1977 1976-75 1977-76
1974 1975 estimate estimate 1975-74 estimate estimate

Gross national product - 1, 210.7 1, 186.1 1, 263.5 1, 329.0 -2. 0 6. 5 5.2

Personal consumption expenditures - 759.8 766.9 809.0 848. 0 .9 5. 5 4.8
Durables -112. 5 109.5 124.2 134.6 -2. 7 13. 4 8.4Nondurables -303.0 306.6 320.2 333.6 1.2 4.4 4.2Services -344. 4 350. 7 364. 5 379. 5 1. 8 3. 9 4.1Gross private domestic investment - 180.0 138.3 177.7 198.9 -23.2 28 5 11.9Nonresidential total -127.5 112.2 119.5 130.6 -12.0 6. 5 9. 3Nonresidential structure - 42. 7 37.2 39.7 43.2 -12.9 6. 7 8. 8Producers' durable equipment- 84.9 75.1 79.8 87.4 -11.5 6.3 9.5Residential structure -44.7 36.6 45.5 52.0 -18.1 24.3 14. 3Change in inventories- 7. 7 -10. 5 12. 7 16. 3

Government purchases -254. 3 257. 6 263. 4 269. 4 1.3 2.3 2.3Federal Government -95.0 94.3 96.9 99.8 -.7 2.8 3. 0State and local government-------- 159.3 163.3 166.5 169.6 2.5 2.0 1.9Net exports -16.6 23.4 13.5 12.7

TABLE 4.-NATIONAL OUTPUT

[Dollar amounts in billions]

Percent change

1976 1977 1976-75 1977-76
1974 1975 estimate estimate 1975-74 estimate estimate

Gross national product - 1, 406. 9 $1, 498. 9 $1, 679.0 $1, 867.0 6. 5 12. 0 11.2
Personal consumption expenditures - 885.9 963.8 1,069.0 1, 181.0 9.5 10.9 10.5Durables -121.9 128.1 152.5 174.5 5. 1 19. 0 14. 4

Nondurables -375.7 409.8 445.5 485.8 9. 1 8.7 9.0Services -388.3 426.0 471.0 520.5 9.7 10.6 10.5Gross private domestic investment - 212.2 182.6 247.8 296.2 -13. 9 35.7 19.5Nonresidential total -147.9 148.5 167.0 193.0 0. 4 12. 5 15. 6Nonresidential structure 54.4 52.7 58.5 67.0 -3. 1 11. 0 14.5Producers' durable equipment 93.5 95.8 108.5 126.0 2.5 13.3 16. 1Residential structure -54.6 48.7 64.8 78.5 -10.8 33.1 21.1Change in inventories -9.7 -14. 6 16.0 24.0.
Government purchases -301.1 331.2 357.9 384.8 10.0 8.1 7. 5Federal Government -111.7 123.2 134.5 145.9 10.3 9.2 8.5

National defense -77.4 84.0 88.9 96. 0 8. 5 5.8 8. 0Other - 34.3 39.2 45.6 49.9 14.3 16.3 9. 4State and local government -189.4 208.0 223.4 238.9 9.8 7.4 6. 9Net exports I -7.7 21.3 4.0 5.0

'Includes Military Expenditures.

Chairman HumnpnnPnRY. Senator Javits, I want you to start the ques-
tioning. I am going to step out for a minute. I will be right back.

Senator JAVITS. Mr. Chairman, I think that you gentlemen have come
to a remarkable degree of agreement as I read these statements regard-
ing your findings. You have given us some very excellent guidelines.

I am interested in two things. Professor Dernburg, this tax cut that
you have in mind, I assume you testified to it when you read your state!
ment or summarized it. How does that relate to the bill before us? For
example, Mr. Okun was very 'helpful to me by pointing out that he
thought the tax treatment of commercial property in the House bill
looked like a fair resolution of the problem to him.

What do you think about this present controversy as to some addi-
tional tax stimulus, like the $35 tax credit, assuming that we are going
to extend the existing tax cut?

What else do you want us to do?
Mr. DERNBEURG.. I certainly would wantxto see the present law ex-

tended. I am not familiar with exactly what the Finance Committee
76-478-76-5
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is doing. From what I hear about what it is doing, I don't like it very

much.
I don't like-my impressions may already be totally obsolete, and

may involve things that went on 3 or 4 days ago. But from what I

heard there will be provisions that will not go into affect until fiscal

year 1978 and that seemed to me a very bad way to make tax law.

We should make our tax laws based on our current economic condi-

tion not on the basis of what might happen in some future fiscal year.

It seems to me that the budget process is being circumvented and I am

not in favor of that.
I really would prefer to have a nice, clean tax reduction in personal

income tax without adding various loopholes and that sort of thing.

I would not be opposed to an increase in the individual exemption.

I would not be opposed to widening the brackets. The inflation that

we have had in the last several years has had the effect of shoving the

real value of the income tax brackets closer, making them smaller. It

has driven taxpayers into higher brackets even though those taxpayers

do not have higher pre-tax real incomes.
That might be a useful way to conduct the tax reduction.

Senator JAVITs. The thing I am trving to ascertain is is the contin-

uance of the existing reduction meeting your view, to wit to give tax

payers a $15 billion to $20 billion additional tax reduction?

Mr. DERNBURG. Which reduction !
Senator JAVITS. The present law which is temporary and which we

intend in the Senate bill to install permanently. This relates to the

general income tax rates and the withholding rates.

We do have a $15 billion tax cut which is temporary. The question

is shall we continue? Does that meet your view? If we continue that,

then we have met your view.
Mr. D.ERNBUIRG. No. I am asking for an additional reduction on top,

of that. Could I take this opportunity to apologize to Senator Hum-

phrey? I now notice that the Joint Economic Committee has in fact

recommended a $10 billion tax reduction.
Senator JAVITs. In addition?
Mr. DERNBIJRG. Yes.
Senator JAVITS. And you concur in thati
Mr. DERNBURG. Yes. I must absolve the Joint Economic Committee

from what I said about the generally fiscally conservative climate:

What threw me off was the statement where you say:

The strength of the economy should be carefully monitored for the next few

months. Should growth appear to be dropping below 7 percent and it starts to

brinz the unemployment rate up, then additional tax reductions should be made

in 1977.

I think that wait and see is a mistake because the longer we wait

the more we drag out unemployment. and the more likely it will be

that a chunk of the tax reduction will be frittered away in inflation.

That is what I would like to avoid. Now is the time to attack.

Senator JAvrrs. Mr. O'Leary, in your statement there appears the

following sentence:
This suggests that our employment policies must be more selective than we

have provided in the past, namely that they must take the form of manpower

training, public service jobs, tax incentive, to private employment, and the like.
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Now we have had a policy of manpower training, and public service
jobs. We have not had very much of tax incentive to private employ-
ment. To what extent do you wish us to change existing law in that
regard? We have about 330,000 public service jobs. We would like to
increase that. We have reported out of the Senate Labor Committee,
where I am the ranking member, authorization for some 630,000 jobs.
I would increase it to 1 million.

In manpower training, I think we have 1 million under training,
give or take a certain percentage. We have no real tax incentive to
private employment. I think that is very likely to come into being.

'What precisely do you have in mind?
Mr. O'LEARY. Well, my initial reaction is to support the numbers

you are talking about. I think we need a bigger program. I think -we
need a more effective program. I feel that in a city like New York or
in a State where I live like Connecticut, we are not going to deal with
a lot of that employment through what would be manageable, price
stable fiscal policies.

We have got to get at it in a direct sort of way. I was Chairman of
the Council of Economic Advisers in New York State for a short period
of time. I had some-this was back in the days of Nelson Rockefeller.
I got some idea as to what the problem is in the State of New York
and the city from the point of view of the fact that overall, even if we
get a very strong recovery in the national economy, as a result. let's
say, of a highly expansionary fiscal policy, you are still going to have
a lot of unemployment in New York City and New York State.

I think we have got to find ways to start public service jobs to deal
with it. I come to that reluctantly but I see no other way to deal
with it.

Senator JAVITS. That is very impressive coming from you as a bank
official. Can I press you one step further and ask what you think about
the F ederal Government as the employer of last resort concept at .a
wage rate less than even the public service job rate?

Arthur Burns, for example, talks about something between $6.000
and $8,000 a year.

Mr. O'LEARY. I would never be afraid to associate myself with a
public policy suggestion of Arthur Burns. I have often.

Senator JAVITS. Thank vou.
Chairman HJIUMPHrEY. Gentlemen, first let me say that there is a

stood deal of complementary relationships among your statements.
Mr. Dernburg, you feel that the early extra tax deduction is a more
productive economic stimulus than tax reduction later on. I should say
to you that in the JEC reuort that while we did recommend an addi-
tional tax reduction we did it on the basis in all honesty on a wait-
and-see basis.

I think that is true. I have to confess that I weighed inf on that side.
I also have to be careful of what the public attitude is on these matters
as wqell as what the economic facts are.

How people perceive things is sometimes almost more important
than what the facts really are. Perception as Mr. O'Leary was saying
here is very important. But it is my judgment that we need a rate
of growth in GNP, a real rate of growth around 7 percent to really
attack the income distribution, unemployment, and productive
capacity problems we face.
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Mr. O'Leary, I want to say to you that I am not unmindful of the
long-term dangers of deficit spending to the degree that we have been
compelled to employ it. I am not as worried about crowding out as
I was not, by the way, a year ago.
* I felt that the danger of crowding out was overestimated as I think

that you have indicated.
Mr. O'LEARY. I definitely felt that way.
Chairman HUM:PHREY. But I do feel that there is a psychological

factor involved and therefore it has to be taken into consideration. I
would like to have you elaborate a little more on what measures if any
you would recommend to get these long-term interest rates down.

Mr. O'LEARY. To get long-term interest rates down?
Chairman HtumPi-iEY. Yes.
Mr. O'LEARY. First of all, let me say that in the long-term market,

one cannot see strong pressures of demand against supply. The
characteristic of the long-term market is essentially one in which the
suppliers of funds see themselves awash with funds relative to the
places to put money. This would suggest and has suggested for quite
some period of time a considerable decline in long-term rates.

There continues to be large demand for corporate long-term financ-
ing. We are beginning to see more by financial institutions aside from
industrial firms, and we are seeing a lot of long-term financing by
foreigners in our markets because our rates are more attractive. So
one should not overemphasize the fact that demand is weak. But none-
theless, it is not excessive relative to the supplies of funds.

The area of demand that is weak is the area of financing for income-
producing properties-multifamily residential and commercial prop-
erties. That is probably $15 billion below what it normally would be
in terms of net new money financing. So we have a situation in the
demand-supply situation which would suggest lower long-term rates.

Senator Humphrey, if you consider tlhe life insurance companies,
which I think are key this year-the life insurance companies are
doing much better as a recipient of funds.

They are doing much better in the pension fund field. The whole
pension fund investment has moved away from the equity market
because of the way the equity market has performed. I would say this
year the life insurance companies may get net new money of $20 bil-
lion. They probably will have gross funds-mortgage repayments, and
sinking fund payments on bonds double that, maybe $40 billion.

Many life insurance companies don't have large forward commit-
ment positions. When interest rates were high in 1974 and early 1975,
many life insurance companies did not have new money. Their cash
flow was drained away by policy loans.

Now their policy loans are down and they have all sorts of money
coming into them. Normally about half their money would go into
commercial mortgages-office buildings, shopping centers, warehouses,
as well as into mortgages on apartments. You are not getting the
volume there. They are putting money into corporate bonds.

If you look at that situation, you would say to yourself, long-term
rates ought to be falling markedly. And yet in the public market there
continue to be large demands for corporate bond financing, which is
absorbing some of the life insurance funds. Also there is a considerable
volume of financing in the direct placement market.
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Other long-term lending institutions such as the savings and loan
associations and the mutual savings banks also have a strong cash floiv
relative to the demand for financing. But what they are all concerned
about is their expectation that the decline in the inflation rate is not
going to last and that inflation is going to heat up again. They expect
short-term rates to rise again and their cash flow to weaken.

Chairman HurmpuEy. Isn't that partly due to the rather precipi-
tous action of the Fed of late. When the Fed looked at those targets
that Congress set and looked at the money supply it started to crack
down again. Didn't this send signals through the financial community
saying: Look, prospects of high inflation are here?

Didn't it signal that financial community to buckle in and be a
little more conservative?

Mr. O'LEARY. It is partly the Mi's because the financial institutions
have bought the idea that if you have high rates of money expansion
you will have inflation. But it goes deeper than that and that is why I
feel we ought to be reasonably conservative in the fiscal area.

Most of these people would say that if you took Tom's prescription
of another $'5 billion or $20 billion tax cut, they would regard that as
an indication of proof that the rate of inflation now is low relative to
what it is going to be in the future.

They have associated inflation with large Federal deficits. In the
near term it is the Fed action because they are saying the Ml's are
increasing. The Fed sees something here that we don't see. They must
see inflation heating up. The way it impacts them is that although they
have rebuilt their liquidity and increased their holdings of government
securities the fear of an escalation of inflation makes the institutions
cautious about commiting funds into long-term investments. If you
followed Tom's prescription of a $20 billion tax cut, you would en-
courage the idea that a year from now, we are going to have a much
higher inflation rate.

Under these conditions, it is reasoned the Fed would have to be much
more restrictive, short rates would be up. It scares the insurance com-
panies. What it does it makes them much more liquidity conscious.
They build up their short-term assets rather than putting the money
into the long-term market. That is the psychology. They have been
through this three times now in the last 10 years and they are condi-
tioned to think that way.

Chairman HUMPHREY. Yes, indeed. It seems to me that the Congress
by establishing budget control, setting budget ceilings with the con-
current resolutions and staying within them has helped to ameliorate
it.

Mr. O'LEARY. That is one of the most constructive things that has
happened in this country in years.

Chairman HUMPHREY. We have disciplined ourselves to it. For
example, I have to handle foreign-aid legislation in the Congress. It
is a tough assignment because we have to cut below what the adminis-
tration asks for to be able to stay within our own budget estimates.

The pressures on us are terrific.
Mr. O'LEARY. What we need is the very thing we are talking about.

What is needed is to try to assure decisionmakers all through the sys-
teem that we are going to keep the inflation rate down at least as low as
it is.
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Why has the stock market recently been stronger? The stock market
has been stronger because it smells out the idea that the second

quarter has been weaker and it is beginning to smell out the idea that

maybe the Fed will relax a little bit at this point.
If that happens, the bond market will rally further and the stock

market is anticipating that sort of thing. That is why the stock market

has come up. The sensitivity to Fed policy, the sensitivity-this whole

process is so important. That is the only reason I feel you have to be

cautious in the fiscal area because whether it is right or wrong, the

decisionmakers associate a larger Fed deficit with a greater likelihood

that we are going to come back to a higher rate of inflation.
You would have then the consequences of interest rates higher than

they ought to have been, the stock market bleaker. Not that the stock

market is that important but it is an important ingredient in the
confidence factor.

Chairman HuiMPiiREY. This is why every one of us has our prejudices
in this area and that is why I have felt that the economic policymaking
mechanisms of the Government need to be better coordinated.

You have the Council of Economic Advisers made of competent
people. You have the Office of Management 'and Budget that works

with the. President and his cabinet. You have the Federal Reserve

Board. As you said some moments ago, it is not enough for us to be

concerned about money aggregates. We have to have a coordinated
economic policy.

Surely one of the factors involved is economic policy. How you
relate all of these policies, monetary policy, tax policy, and budget

policy, to a sustained growth level, to targeting in on unemployment
problems is very important.

I do not think there is any way that just fiscal stimulus alone can

resolve all of these unemployment problems. We can resolve some of

them but we have to correct certain structural problems in the economy
before we resolve all of them.

I appreciated the breadth of your vision here this morning and the

manner in which you have dealt with what I think are both facts and
perceptions.

I have difficulty at times with myself in these matters. The facts tell

me one thing and yet as a public man, I know what perceptions mean.
It is how people perceive it. I sat this morning with a group of agricul-
turists. They are a fine group of people.

The average citizen believes that farm prices are pretty high because
they go to their supermarket and they equate inflation with the prices

in the meat market, they equate inflation with the prices of fruits and
verretables and a loaf of bread.

To Mr. and Mrs. America, who do not deal in bonds and securities

and capital investment. that is inflation. That is the measure of the

economy to them. I told these people that the average American per-
ceives that you are getting a big price.

But they don't understand what vour cost of production is. They

don't understand the cost of land. They don't understand any of these
things. I said our job is to change the perception of the average Ameri-

can. It is not a matter of just changing the loan rates. We have got to

cliange the perception of what is going on here.
It is a bearcat of a job, I will tell you because people grab the first

straw that they see and say well, that is the final truth. I just appre-
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ciate the fact that a man that comes from the banking industry as you
do can come to us and give us some of this counsel and guidance most
of which I fully find myself in agreement with.

Mr. Okun
Mr. OxuN. Mr. Chairman, may I add to that'?
Chairman HUMPHREY. Yes, please.
Mr. OKUN. You asked for a proposal to bring down long-term inter-

est rates. If you could persuade Chairman Burns of the wisdom of
what Jim O'Leary said on monetary policy, I guarantee you that we
would have a real go of the bond market.

Chairman HUMPHREY. I think so, too. Yet you see Mr. Burns has
said in testimony some of the things you have indicated. The problem
is that the system does not produce the full result. One of our-problems
also, gentlemen, is that we don't get the data, on which the Federal
Reserve makes these decisions.

We are not privy to the data on which the Federal Reserve is mak-
ing these monetary policy decisions? Every time I read in the press
that the Fed is tightening up, for example-I don't know what that
means.

It always seems to me that the Fed almost has antipathy toward
expansion and prosperity. I can understand some of that. It reminds
me of when I came to Congress.

I had drilled into my mind that one of the great mistakes of the
thirties was the fact that when the President asked for an appropria-
tion to fortify Guam, the Congress would not give it to him.

In the period when I came to the Congress, anybody that asked for
anything for defense they got it. There was one thing we wanted to
be sure of, that we were never caught short again.

Now we have a turn around the other way because we have had
some other lessons. The Fed has been criticized a great deal for 1972
when monetary expansion just blossomed in the summer of 1972.

Now they think that some of us are watching them pretty care-
fully to make sure there is no hanky panky politics here and there and
they are oversensitive to what appears to be a rate of expansion that
is excessive to them. That is just Hubert Humphrey's point of view.

Mr. O'LEARY. What you say makes a lot of sense. Over the last few
years, the Federal Reserve has been criticized for. not paying enough
attention to the interest rates and to the rate of unemployment and to
the international monetary situation. In effect the criticism has been-
all you have to do is watch the rate of monetary expansion and if
you keep that within a reasonable range, it is going to solve all the
problems in the world.

The difficulty is that the Congress accepted that and the Federal
Reserve in response to it has set itself these monetary targets so it was
caught in a situation where if the rate of expansion gets out of those
monetary targets, it has to act regardless of what the stage of the
business cycle is.

Chairman HUMPHREY. Yes.
Mr. O'LEARY. It just does not make any sense to me.
I can sympathize with the fact that they have got to pay attention

to it. They go to the House Banking and Currency Committee and the
Senate Banking and Currency Committee and they have made a com-
mitment to stay within these ranges.
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What does a range mean if you have an 8-percent unemployment
rate and you are just coming out of a recession in 1975? Why exer-
cise any sharp turn around if you don't know if you are out of the
recession?

All I can say is that Mr. Burns' testimony always makes it clear
they are looking at a lot of other things.

Chairman HuMIPHREY. I have never been able to find out what they
have been looking at.

Mr. O'LEARY. I have a commitment that I did not expect to have
and I have to leave.

Senator PERCY. Mr. O'Leary, can I ask you one question as you
leave? This will be a quick one. Do you see inflationary dangers in a
more stimulative Federal budget than that proposed in the current
resolution?

Mr. O'LEARY. If the deficit is larger than that proposed in the cur-
rent resolution that would be unfortunate because I think it would
create bad psychological reactions on the part of consumers, business
and financial markets. I think at this particular point of time, let's
see how things go. I am not worried that we could not at some later
point have a more stimulative action if we see the economy is slowing
down.

I am happy with what we have got in this concurrent resolution.
Senator PERCY. A one word reply will do to this one. If you were

sitting in our seats, would you be more concerned about unemployment
or inflation in the year ahead?

Mr. O'LEARY. I would balance the two. I am concerned about un-.
employment. At the same time I think it would be a tragedy if we
get into an escalation of inflation again. I think that is the public
policy job we face.

Senator PERCY. Inflation would be your answer, then.
Mr. O'LEARY. I am a little more fearful of inflation because I think

the consequences of another round of inflation would be very, very
damaging to our whole system. Maybe I would lean a little on the side
of the inflation. But at the same time, I don't think we ought to give
up the hope that we can do both, get the unemployment rate down
consistent with controlling inflation.

Chairman HUMPHREY. Thank you.
We have two good witnesses here, Senator Percy.
Senator PERCY. I would be very happy to hear them. Professor

Dernburg. do you believe that the 1973-74 inflation was a major con-
tributory factor of the 1975 recession?

Mr. DERNBurRG. Absolutely. There is no question about it. There are
two clear examples that I can so cite for you. One is what happened to
the real quantity of money in 1974. It grew at a negative rate. The
actual stock of money increased during 1974. But because of the fact
that the inflation rate was so rapid, the money in real terms declined.
From the fourth quarter of 1973 when the downturn began to the third
quarter of 1974, we had the following monetary growth rates.

In the first quarter of 1974, minus 6 percent. That is at an annual
rate and that is figuring in real terms. In 1973 the second quarter it was
minus 2 percent and the third quarter it was minus 9.7 percent. This
was brought about by a combination of slowly growing money with
a rapid rate of inflation.
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* Senator PEReY. Assuming inflation does heat up again, would you
be concerned about another recession following it?

Mr. DERNBURG. Well. certainly the rapid inflation has a very
restrictive effect. That is really the worst part of our present dilemma.
When prices rise, this impinges on the real quality of money. It raises
the real value of taxes.

This was something else that hurt us a great deal in 1974. My recol-
lection is that even though real GNP fell at a rate of about 3 percent
in 1974, the nominal GNP was rising very rapidly because of the
rapid rate of inflation.

Personal income was rising very rapidly. Therefore personal tax
collections were rising very rapidly, so much so that I think if you took
the ratio of total personal taxes, both Federal, State, and local to per-
sonal income, that grew from 14 to 14.5 percent in the space of only
three quarters.

That happened at the time when the economy was falling into reces-
sion. It meant that whbt we had always thought of as an automatic
stabilizer worked just the opposite way. We had tax ratios rising at a
time when gross national product was falling.

It was disastrous for the economy and it was hardly surprising that
by the fourth quarter of 1974 we were in a hopeless situation. Con-
sumers were just exhausted. This may happen again albeit slowly.
Some of the effect of last year's tax reduction seems to have already
been dissipated by the fact that the inflation causes taxpayers to move
into higher brackets.

Senator PERCY. Would your mqior concern he for unemployment or
inflation if at this particular time and looking ahead to the next
year-

Mr. DERNBURG. I find it hard to discuss that because they are diff-
erent animals. UInemployment is a horrible thing and I am very con-
cerned about it. The fact that prices are rising is it itself nothing to
get terribly concerned about. It is the consequence of those price in-
creases that concern me. The consequences are that policy automati-
cally becomes restrictive and that we get a. conservative bias in our
policymaking because we are confused, we want to get rid of the
inflation and we pursue one set of policies. If we want to get rid of
unemployment, we pursue another set of policies. It is a dilemma.

Senator PERCY. I would like to turn to Mr. Okun for comments on
the same set of questions. I would be most anxious to have your judg-
ments on the Humphrev-Hawkins bill. I have long believed in the Gov-
ernment as an employer of last resort. I think Senator Humphrey,
you have had a lifetime of personal experiences.

I will just never forget when my family was on relief and my mother
who was a concert violinist got a job and got $90 a month but for
working 7 to 8 hours a day playing concerts for high school children.
It gave us a sense of dignity at home I can still remember this day.

She voted for Franklin D. Roosevelt.
Chairman HuMPHREY. You should have followed in your mother's

footsteps. [Laughter.]
Mr. DERNBuRG. By the time I reached voting age-but anyway I am

intuitively inclined toward that. buit I am also worried about a 3-per-
cent level. Is that a realistic level? I also realize the harsh, cruel nature
of inflation. There is no social program where you can reach out and,
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catch everyone that a 5-cent increase in the price of milk or bread or
things like that affects.

How do you affect people who are paying 50 percent of their in-
come on food? These are tough questions. Is a 3-percent level of unem-
ployment really realistic?

Chairman HulmPIREY. Adult unemployment.
Senator PERCY. Yes, adult unemployment. We are looking for guid.

ance and help on this.
Mr. OKtrN. Let me go back to your initial question on the unemploy-

ment and inflation issue. My major concern about policy in the last
several years and my major personal appeal has been to try to find ways
to deal with inflation without making the technique for limiting infla-
tion one of increasing unemployment. There are a lot of opportunities
and I think these oportunities are being sadly ignored.

That is the basic difficulty we face today. I do believe we should have
been doing more in recent years. Senator Humphrey tried to do this by
looking to food stocks for insurance against the kinds of prices we had
with the food price explosion in 1973.

I happen to believe that the only way we will ever solve our agoniz-
ing dilemma of unemployment and inflation is with the aid of some
kind of a social compact or incomes policy-some way in which we get
business, labor and government to agree that there has to be some self-
restraint on prices and wages in order to make it possible for this
economy to have reasonable performance of real growth and high
employment without inflation.

The American people's antipathy to inflation has good reason. People
do live by the dollar as a yardstick and as a measuring rod. They can't
live comfortably in a world in which the price level is highly uncertain
and highly erratic.

I think we have to meet that concern. There are ways of dealing
with it that don't require us to raise unemployment. We do have some
illustrations abroad of countries who have for years tried to deal with
the problem by going from higflh unemployment rates at one point to
a booming economy and high inflation rates at another point-a con-
tinuation of stop and go. They are realizing that they to have to face
up to this wage and price restraint problem.

The British are beginning to face up to it and they have fashion'ed
a tax cut that will induce more workers to accept greater restraint.
Missing from the Humphrey-Hawkins bill is an incomes policy
formulation or even a procedure for the development of wage and price
targets along with unemployment targets and I would feel much more
comfortable with the bill if that additional language were sunulied.

Chairman HUMPHREY. It does call upon the President of the United
States in the presentation of his targets for employment, for produc-
tion and income to also present an incomes policy program. In other
words, an anti-inflation program. We just did not spell it out.

The minute you spell it out you have more controversy about the
details than you have about the substantive measures of the bill. I
recognize the legitimacy of the concern which people have expressed
because I too am concerned about inflation.

Some people think that the only way to control inflation is wage and
price controls. Therefore it you put that in the bill, you are off on a big
old struggle on that issue which clouds all the others. I therefore felt
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that what we should do is to recognize the problem, to know that the
problem of inflation is there. The bill calls upon the executive branch
of the Government in cooperation with the Congress to present and to
develop the kind of a policy which exercises any inflation restraint.

I think the weakness that we have had insofar as the way the bill
is written is that we did not spell out what certain people want. A lot,
of editors want us to put in wage control. The labor movement would-
like to have you put in price control. Some of us feel there ought to
be selected areas in the economy in which there are wage and price
restraints over a period of time.

I am not averse to an incomes policy. In fact my whole life in public
life has been directed toward that. Every time we have been ready
to write one, we had more people with rifles and shotguns shooting this
down than we had anybody with building blocks to hold us up.

Senator PERCY. I think you have few peoples for wage and price
controls. They have been burned and burned badly. Probably the ex-
perience we had was a good experience because we don't know how
to regulate our economy that way.

Chairman HUMPHREY. You see what it really boils down to, then,
Senator, is that what people are concerned about is there perception
that if you have full employment, you automatically have inflation,
automatically. This is what the controversy surrounding the Hum-
phrey-Hawkins bill boils down to.

All we did was put a target of a rate of 3 percent unemployment in
the bill. It really boils down to about 3.6 with the youth unemploy-
ment but if you put it in there-the answer that comes back is if you
are going to get rid of unemployment, you are automatically going
to have inflation.

This is like saying that if you get rid of pernicious anemia you
are going to have high blood pressure or if you get rid of high blood
pressure, you are going to have pernicious anemia.

People won't recognize that there might be a way to come closer to
full employment and have restraints on inflation. I think it takes an
incomes policy. I am just not sure what the segments ought to be in
that policy.

Senator PERCY. I would like to ask you about the Federal budget. Do
you see inflationary dangers in a more stimulative Federal budget than
that proposed in the concurrent resolution ?

Mr. OKUN. My ideal Federal budget is more stimulative than that.
I am indicating a willingness to wait and see and I accept the first con-
current resolution as being in the ballpark. I am absolutely convinced
that market forces today cannot generate an acceleration of inflation.

Let me add that that does not guarantee that there won't be an
acceleration of inflation. If there is an acceleration of inflation over
the next year with anything like the current output, you will not be
able to find the source in terms of market force and excess demand.

You will have to look at what creates our inflationary bias..
Senator PERCY. I rather interpreted your statement as implying

that if the concurrent resolution prevails, then .you would be some-
what satisfied that we are on a steady-as-you-go path and we would
need no further additional fiscal and monetary stimulus.

Am I wrong in that assumption?
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Mr. OKUN. The question is how satisfied. I guess I find the concur-
rent resolution acceptable and I would be reasonably optimistic about
the outcome.

We could do better by doing more. My guess is that if we have oc-
casion to take a look late this year or early next year, we are much
more likely to want to add more stimulus than to subtract it. But this
looks like a reasonable basis for planning at this time on the assump-
tion that we have the cooperation of the Federal Reserve in financing
that kind of a recovery.

Senator PERCY. Mr. Dernburg, you are quite concerned about lack
of necessary fiscal stimulation. Do you believe that the present budget-
ary process followed by the Congress has a downward bias with regard
to stimulative policies because expenditures are so tightly controlled?

Mr. DERNBURG. Well, since I still work for the budget committee
now and then, I am reluctant to get into this one. I think the bias has
been a conservative one. I think the real problem has been that the
President and Congress have not seen eye to eye. As Senator Hum-
phrey says, the President's budget was not a budget-what was it
you called it?

Chairman HuMpHREY. I don't remember.
Mr. DERNBURG. Anyway I think this year is an example. The Presi-

dent sent the budget up. It was unrealistic. It would have tried to get
the deficit down by something like $33 billion. I could not believe when
I first saw it that anybody would take it very seriously, the idea of
holding expenditures growth down to less than 6 percent, for instance,
does not make sense to me.

I assumed that when it came up here to the Hill that the budget com-
mittees would take it over and would make it look more realistic. They
did but they did not make it much more stimulative. What they did
was to increase the expenditures but they rejected his proposed income
tax reduction so the deficit came out about the same way.

The budget committees' deficit was $50.6 billion and the President's
was about $45 billion. That is not an enormous difference. It appeared
to me that the President was sort of saying, well, here is my deficit,
and I dare you to raise it. Congress, dealing with election year prob-
lems, was unwilling to take the dare.

Senator PERCY. My last question deals with an area that Senator
Humphrey has alluded to here. Mr. O'Leary said in his statement that
we-he suggested a need for a selective employment policy. Would
the two of you care to comment on what you think we can do about this
very special problem of solving the problem of youth and minority
unemployment which is always highest and a very tragic part of our
unemployment picture here?

Mr. OKUIN. May I make one remark on your last dialog? I would
give the Congress a somewhat higher grade for its performance in
response to the recession. As I read the fiscal 1976 budget. it is the
most stimulative program we have ever had during peacetime. It is
appropriate because it is the most severe recession experience we have
had in the whole period since we began using fiscal policy as a reces-
sionary tool.

At some point we have to start moving back to a reduction in re-
straint of the policies. My general feeling now on the employment
outlook is that the main source of cure is going to be in the creation
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of private jobs and, that stimulus to the overall private economy is
the way to keep supporting recovery.

We have played a constructive role by having the public service
employment program. It proved to be a quick-starting, quick-acting
program. The problem of teenagers and minority workers is more of a
structural problem which will exist even when we get to prospertity
and the solution to that is likely to be complementary with general
economic policies.

I don't know how you find jobs for people who have trouble finding
jobs when you don't have jobs for people who have long continuous
work records, well-established skills and so forth. I would worry about
gearing up things lilie training programs in a recession when these pro-
grams are just going to have an output of highly trained workers which
will produce a much higher quality of labor on the unemployment
line.

If there are no jobs for anybody. they are not going to find jobs either
and we are just going to increase frustration and divisiveness.

I would like to see some efforts made in the context of a move to
prosperity to provide additional incentives for the private creation
of jobs for teenagers and minority workers. There are a number of
proposals floating around in academia for various types of incentives,
voucher plans, for example, that look very attractive to me. I do think
that, in the context of a recovering economy, training programs have
a lot more promise.

I don't think we have given the whole area of manpower training a
fair chance. W\e have dabbled in it at the wrong times and concluded
that it does not do very much and that is not fair.

Senator PERCY. Thank you very much, Air. Chairman. Mr. Chair-
man, I wish to express appreciation to our distinguished panel for
being here this morning.

Chairman HUMPHREY. Thank vou for joining us, Senator Percy.
I have just a couple of very brief questions and would like brief
answers. I understand, Mr. Okun, that you said that wages have be-
haved with exceptional moderation; is that correct?

Mr. OKurN. That is correct.
Chairman HuMPMHEY. And therefore it has been a moderating

factor in the inflation picture?
Mr. OKUN. Yes.
Chairman HUMPHREY. Do you expect this moderation to continue ?
Mr. OKIuNT. I wish I had more confidence. Our ability to predict

wages has been very poor. Lots of people were sure that the first sign
of recovery would trigger off large catch up demands. That has not
happened. Mayabe we will continue this way. Every foreigner that
comes to my office just cannot understand how the United States can
have such a different kind of wage behavior.

Thev always' ask about when we are going to have our wage explo-
sion. It is not even whether. It is when. Tihey feel that our workers
and our industries can't be different from theirs to that extent. It is an
area we have to be nervous about.

Chairman HuiMPHREY. Therefore do I interpret you correctly that
vou feel that we need an active incomes policy more or less on a
voluntary basis but one that could make a valuable contribution to
responsible price and wage increases?
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Mr. OKuN. That is correct. It is an insurance policy in part; We

could have done even better. If we had set targets like 6 percent on

wages and 3 percent on prices this year. If they were established by

the Congress and the President, I think it would have had a great

influence on what in fact happened to wages and prices.
People would have paid attention. As I see it, what keeps wages

turning is a spiral effect which is very hard to break.
Chairman HIJMPHREY. I have noticed a number of price increases,

for example in the steel industry of late and the automobile industry

is projecting some more. One of the things that people seem to forget

and is a reason the Consumer Price Index has held as well as it has

is that there has been a drop in food prices and some drop in interest

rates, short term, which will-those adjustments come from time to

time.
Mr. OKUN. During the first quarter we had some drop in gasoline

prices that came from Congress insisting that the tariff 'be removed.

Chairman HuMPTHREY. Yes.
Mr. Dernburg, do you favor incomes policy?
:Mr. DFRNBUIRG. Yes; I do. I think that it is going to 'be so important

to raise employment and to prevent inflation that I think we' must

have some supplementary policy instrument. I agree with Mr. Okun

that the economic conditions we are exiperiencing this year are those

that are conducive to proper functioning of an incomes policy because

there is no excess demand in the economy. Therefore it is quite pos-

sible to maintain-to keep the income policy from breaking down.

Chairman HuMPHREY. I would settle for inflation rates now of what

we had even then. I think the point that I see here is that in our argu-

ments with the Fed on tightening up and so on because of the worry

of inflation is that if you had an income policy along the lines that

you are saying, Mr. Okun, where we would have some guidelines, we

would be in a better position of economic integrity to really crack

down at the Fed and in the other branches of the Goyernment because

we would be exercising some self-discipline in the private sector.

Gentlemen, I know you have to go and I have a luncheon. I can't

adequately express to you my thanks for your helpful testimony. It

has given us information that is very valuable. Thank you very much,

Mr. Okun and Mr. Dernburg.
I am glad to see you again. Thank you very much.
We stand in recess.
[Whereupon, at 12:11 p.m., the committee adjourned, subject to the

call of the Chair.]



MIDYEAR REVIEW OF THE ECONOMIC SITUATION AND
OUTLOOK

WEDNESDAY, JUNE 23, 1976

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC CoMMITTrEE,

Washington, D.C.
The committee met, pursuant to notice, at 10:10 a.m., in room 1202,

Dirksen Senate Office Building, Hon. Hubert H. Humphrey (chair-
man of the committee) presiding.

Present: Senators Humhprey and Javits; and Representatives
Brown of Ohio and Brown of Michigan.

Also present: William A. Cox, Lucy A. Falcone, Louis C. Krauthoff,
L. Douglas Lee, and Courtenay M. Slater, professional staff members;
Michael J. Runde, administrative assistant; George D. Krum-
bhaar, Jr., minority counsel; and Charles H. Bradford and M. Cath-
erine Miller, minority economists.

OPENING STATEMENT OF CHAIRMAN HU3iPHREY

Chairman HUMPHREY. Gentlemen, we thank you for joining us this
morning. We start our sessions in Congress now in the rural spirit,
very early in the morning, get up to do the chores and get set for the
day; we now have the sessions open at 9 o'clock.

The session this morning of the Joint Economic Committee is de-
signed to continue the midyear review of the economic situation and
outlook. We are very fortunate to have a panel of three distinguished.
economists, who have been invited here to discuss the overall economic
outlook and with some special emphasis on monetary policy. Next
* Wednesday we will conclude this series of hearings on the Midyear
Economic Report with testimony from the Chairman of the Federal
Reserve Board, Mr. Arthur Burns.

Tn opening this hearing, I want to raise a rather fundamental ques-
tion relating to our economic objectives. To put it as simply and di-
rectly as I can, where are we trying to go, and do we really want to
get there ?

With unemployment as high as it is and 'with recent progress against
inflation really quite encouraging, one might have thought it was
fairly obvious that a continuation of vigorous economic recovery was
desirable. But let me read you two recent newspaper headlines:.

The Wall Street Journal on Monday, June 21: "Go-Slow Recoveries
To Be Stressed 'by U.S. at Summit Next Week."

And the Washington Post of the same day: "OECD To Propose
Growth Slowdown in New Policy. Plan."

(75)
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The Wall Street Journal article notes that at the Rambouillet
summit meeting last November, foreigners were skeptical of U.S.
predictions that our economy had entered a period of fairly strong
recovery. It then goes on to quote an unidentified U.S. diplomat as
saying:

To our surprise, events have substantiated our claims at Rambouillet of U.S.
economic recovery, and it's starting to scare hell out of us.

I'm glad that fellow is unidentified, or I would have him up here
by the nape of the neck. What kind of "Alice in Wonderland" world
is this, gentlemen? We project economic recovery for this year, and our
projections turn out reasonably accurate, and then "it scares the hell
out of us" to find out that -we were right.

I want to tell you, it doesn't scare me to have an economic recovery.
Frankly, I would. like to go on record with a very courageous state-
ment-I welcome it. I want to see it continue. The folks that I represent
out in the State of Minnesota would like to see it continue. It would
scare me if we did not have some recovery. Recovery does not neces-
sarily mean inflation, -and that "bogy-man" should be put to rest.

I am pleased to note that, in their prepared statements for this
morning, two of our witnesses place considerable stress on the need to
sustain rapid rates of real economic growth throughout this coming
year. In the question period I want to hopefully pursue this issue in
some detail and develop as much precision as we can.

I think it can be said that nobody wants to see a repetition of the
world commodity boom of 1973-74 and the speculation and inflation
that followed. Certainly, I support efforts to coordinate our policies
with those of other countries to avoid any such recurrence. Certainly,
achieving and sustaining reasonable price stability is an essential pre-
condition of restoring full employment. That is true in the United
States, and it is true in Europe, where the inflationary problem is more
intractable. All the same, at this early stage in the recovery from the
deepest worldwide recession since the 1930's, it is too early to talk
about going slow in terms of growth of real output and employment. I
just toss out something I hope you gentlemen will nibble at a little bit
in your discussion, and maybe you can help us with some factual in-
formation.

I have always had' a feeling that the international banking system
went on a binge in 1973-74, sort of a lost weekend that extended over
1'/2 years. They .were loaning money out at a most incredible rate,
very rapidly, large amounts, for all kinds of speculations. We saw
that domestically in the real estate boom. No one has checked up on
those fellows.

Everybody gets scolded. The poor get scolded for cheating on wel-
fare; the labor people get scolded for wanting too much wages; the
farmers get scolded because the prices of food go up; the retail grocer
gets scolded because the consumer is unhappy about what he pays at
the supermarket; electrical utilities get scolded because their rates go
up; and even the oil companies get scolded because they've got too
high a price on oil.

But for some reason or other this crowd that is loaning all this
money out, that is supposed to have fiduciary responsibility, and that
is supposed to know what it's all about, they are above the battle. I
think we ought to bring them in the battlefield and take a look to see
what they are up to.
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This committee has done an inadequate job on that, including the
members and the staff. We have not really looked into this at all. The
speculation didn't take place with people playing with Easy Money,
Monopoly games, or dominoes; it had to take place with credits, and
bonds, and stocks, and money that was handled by the largest inter-
national banking houses.

I wonder why the economists-haven't put their finger on this. Why
we are going around looking for street crime when something else is
going on. That really bothers me. I haven't gotten that out of my state-
ment this morning, it just dawned on me as I was thinking about the
international situation. I really believe there is something here that
needs to be looked at. I would like to know how the speculation in com-
modities, and how this constant speculation in currencies was financed.
Why is it that the bankers have the right to play games with our money
in speculating activities-and I am not talking about the banker out
in Minnesota, or in Alexandria, they haven't had any more to say about
it than I have had to say about it.

Each country has unique elements in its own economic situation.
Not all countries have a rapidly growing labor force which char-
acterizes the United States. Not each country needs to grow in the
same way, or is capable of doing so. What distresses me is that the
officials of this administration seem to regard slow growth as a
tremendous virtue. They want to'be careful to grow slowly and to hold
that up as an example which they are urging other countries to fol-
low.

However, policy is not made exclusively by the executive branch
in this country, it is the Congress which has ultimate responsibility for
determining our economic policies and for assessing their impact.

I just thought I should let people know this morning that there is
one Senator who is not afraid of a policy of economic recovery. One
Senator who will vigorously oppose any effort by the United States
to set an example for the world of stagnation and continued high unem-
ployment. I think I am far from alone in this feeling, and this too is a
question I want to explore with our witnesses this morning.

We have as our witnesses Mr. Sherman Maisel, former member of
the Board of Governors of the Federal Reserve and now a professor
at the University of California at Berkeley and also codirector of the
west coast branch of the National Bureau of Economic Research.

We have Mr. James Tobin, professor of economics at Yale Uni-
versity and former member of the Council of Economic Advisers.

We have Mr. Charls Walker, president of CharLs E. Walker As-
sociates and former Under Secretary of the Treasury.

All of these men are extraordinarily able and have a very fine back-
ground. We want to thank you for your long record of service to our
country, both at the academic level and also in the public service.

We will start put with you, Mr. Maisel, this morning.

STATEMENT OF SHERMAN J. MAISEL, PROFESSOR, UNIVERSITY
OF CALIFORNIA, BERKELEY

MAl. MAISEL. Thank you, Mr. Chairman.
I would like to preseiit my statement for the record and to comment

on it briefly, if I may.
76-478-76--6
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Chairman HUMPHREY. It will be included in full.
Mr. MOAisE. We are recovering this year at an average rate, based

-upon the natural strength of the economy and proper policies of the

past year
As the Chairman pointed out, those who feared greater inflation

and a halt to the recovery, if we started out on a 7- to 9-percent real

growth path, turned out to be wrong.
Those who held last year that monetary and fiscal policy ought to

be somewhat more expansionary than the administration proposed

seemed to be right. We had the extra policy stimulus. It has meant

expansion of real output closer to the optimum with prices lower than

anticipated, and unemployment also lower than anticipated by either

the optimists or the pessimists.
This reminds us that our forecasts and projections will contain a

good deal of error, particularly in the price and job spheres.

On the monetary policy, Chairman Burns and the Fed were correct:

We could get along without much money as a result of a very sharp

increase in the velocity of money.
On the other hand, it appears that interest rates were raised early

last summer and at other times primarily because of poor statistical

seasonal adjustments and overreaction to temporary movements in

the money supply.
Investments in both plant and equipment, and in housing, are lag-

ging behind normal. High interest rates are almost certainly the

cause of these lags.
In my view monetary policy has put far too much stress on money

supplies. The Fed periodically notes what a poor index money supply

is, but it follows it anyhow. We would probably have fewer short-term

interest rate movements and lower long-term rates if more attention

were given to interest rates in quarterly monetary operations and

targets.
There is also some indication that "expectations" have been rein-

troduced as a target of Fed policy. This would be fine if we knew

what expectations were, what affected them, and whether they were

helping or hindering. us in achieving national goals. When the Fed

used expectations as a target in the past, many analysts felt it turned

out to be mainly a method of following value judgments or prejudices

of the Board. A return to such a target by selecting monetary growth

rates, primarily to affect expectations rather than to influence spend-

ing, output, and prices, would be unfortunate.
Because of high interest rates, housing remains a critical problem.

We need 2.2 to 2.6 million conventional starts annually; this year we

are 30 to 40 percent below our needs. Continuation of this situation is

dangerously inflationary. Unless housing production moves up to cover

needs, we will experience still more rapid increases in rents, housing

prices, and building costs.
For this coming year we should again seek growth in the 7- to 9-per-

cent range. Anvthing less would lead to a loss of both output and jobs,

and price levels-
Chairman HUMPHREY. What was that figure again?

Mr. MAISnTL. 7 to 9 percent.
Chairman HmPHR EY. You are talking now of 1976, or 1977?

Mr. MAISEL. That will be for the fiscal year starting next week.
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Chairman HuMPrnY. Yes.
Mr. MAISEL. Anything less would lead to both a loss of both output

and jobs, and price levels rising as fast or faster than at present.
To halt inflation we need a more rapid growth in investment and

more attention to the forces raising particular costs and prices.
If I might in addition, Mr. Chairman, comment briefly on several

of the questions you raised. This morning's paper went beyond the
statement of yesterday that said the OECD had come out at the urg-
ing of the United States for a 5-percent real growth rate.

Chairman HiJmPHREY. Yes.
Mr. MAISEL. And obviously, from my statement, I feel that would

be unfortunately low. I don't know about the rest of the countries of
the OECD, but in the United States we would only get down to that
rate if we had quite restrictive and contractionary policies. At this
point, the economy by itself would not stay at that level. So, that
-would mean, as opposed to taking a somewhat neutral or slightly
stimulating policy in order to hold the economy to a 5-percent growth
rate, we would have to raise interest rates higher, and we would have
to have a tighter monetary policy and tighter fiscal policy also. It
seems to me that would be a dangerous policy.

With respect to the banking problem that you raised, I think it was
-clear to anybody watching banking over the last 10 years that there
was a transformation in the larger banks' ideas as to what a bank
-should do: the concept of "go-go" banking came in. This led to addi-
-tional credit and to less careful control of credit. It was just a very
different picture of what banks should do. I think that changed
lapidly-

Chairman HuMPTI-REY. 01, yes.
Mr. MAISEL [continuing]. About a year ago so that up to the moment

banks have not been extending credit as rapidly as they should. It
certainly changed completely over the last year.

With respect to the more general question, I think two things hap-
pened in the international field, One was the OPEC earnings and the
-availability of OPEC earnings to the international banking system
to lend around the world; that is one source of additional credit.

The second was the ability of the Eurodollar market to create
.credit and money. I think all of us who have been students of the
banking system are very clear that a system that builds multiple
deposits on a small reserve base can create credit. There are lots of
-arguments, but no good indication about what exactly the multiple
-expansion of the Eurodollar market is; but clearly it is consider-
*able. During this period there was a multiple expansion based on a
much smaller amount of reserves. The availability of credit you spoke
of came from that. In fact, we have had a completely new interna-

-tional banking system-a svstem that of its own accord was able to
create credit. That was part of the problem.

Chairman HUMPHREY. My description was designed to point out
that the additional description of the causes of inflation had somehow
or other left out the proper emphasis upon what I call international
banking speculation and finance. I just had a feeling about it. I used
to read about international financers playing the currency market like
-an international crap game, and it used to bother me. Maybe that is
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because I am a midwesterner-I'm all for banks loaning money to,
build things; but playing games with each other's money never made
much sense to me.

Maybe it's a Midwestern work attitude that I have, but I never saw
any reason why some international bank should take other people's
money and start playing the lira, the deutsch mark, or any other cur-
rency. It seems to me that violates their fiduciary responsibility.

Mr. MAISEL. I think we are all aware that the whole history of our
country has been one of cyclical movements in banks, where, at one-
time, they create too much money, and at another time, not enough. I
think what we saw was simply a movement of that type of reaction
into the international scene.

Chairman HIiMPIiREY. How did they ever get the right to create
money? The way I read the Constitution, some place along it says the
Government of the United States is supposed to do that, that is what
bothers me. I won't take you back over that line because that will get
me into arguments.

I remember no place in the Declaration of Independence or the Con-
stitution where banks have the right to create money; they have the
right to gather it and extend credit on the basis of that money.

M r. MAISEL. Well, we have known for over 400 years that banks
have the ability to create money, the Constitution didn't stop what
was there.

Chairman HInUMrHREY. That was the first big argument they had in:
this country, and I was on the side of Jefferson and still am..
[Laughter.]

Thank you, Mr. Maisel, with no objection, your prepared state-
ment will be printed in the hearing record.

[The prepared statement of Mr. Maisel follows:]

PREPARED STATEMENT OF SHERMAN J. MAISEL

I would like to discuss several points, each significant if we are to have
increasing output and jobs free of inflation.

1. We are in the midst of an average recovery. The prospects that it will con-
tinue this next year are good providing governmental policies remain accom-
modative.

2. This past year. proper policy decisions were made. They sought faster-
growth rather than restricting output through contractionary policies.

3. Just as at this time last year, recent Federal Reserve actions lead to some-
concern that adequate reserves to meet proper national goals may not be fur-
nished. Congress and the public must continue to examine monetary actions
carefully. A lack of public debate and a failure to arrive at a consensus on
national goals can lead to improper policies.

4. Our failure to build enough houses for our growing population is potentially
inflationary. Housing is a logical sphere for additional government action.
More housing construction can lead to additional jobs and a lower inflation rate.

5. Policies this coming year should seek a growth in output as large or larger
than in this past year. Real growth of 7 to 8 percent will have an anti-infla-
tionary influence while increasing jobs and general prosperity and decreasing-
the Federal deficit.

THE PAST YEAR

Growth in output (hut not final sales) has been about average for the first
year of a recovery. While somewhat less than optimum, the path of expansion
seems adequate and within the margins of our policy culal)ilities. Does this mean
that the dehate of a year ago over proper policies was futile or wasted? I think
not. That discussion led to the adoption of a goal of rapid expansion in place-
of the inadequate monetary and fiscal policies which many advocated because-
they feared that even a normal recovery would be inflationary.
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At the time of the Midyear Review in 1975, discussions revolved around four
items: (1) Would a growth rate of 7 to 9 percent be inflationary? (2) Was it
necessary to cut back on federal expenditures and tax relief because of the
extremely high projected budget deficit? (3) Would the Administrations pro-
posed immediate decontrol of oil act to impede the recovery? (4) Had the
Federal Reserve erred in sharply raising short-term interest rates, and would
recovery be enhanced if interest rates fell?

Whether as a result of that debate or for other reasons, policy decisions were
expansionary. Expenditures and tax relief were increased over the Administra-
tion's proposals. Immediate decontrol of oil was postponed. Monetary policy led
to a decrease of 25 percent (160 basis points) in the Treasury bill rate and 7
percent (60 basis points) in the long-term corporate bond rate. The higher
growth rate was picked as a proper goal.

Yet even with all of these actions, increases in output remained at the lower
end of a desirable range. Furthermore, these reflationary policies not only did
not worsen the rate of inflation, price increases actually fell well below
anticipations.

We should note, however, that typical of the past ten years, while the spending
projections forecast with the expansionary policies turned out to be accurate,
estimates of prices, output, and unemployment were off. Happily, however,, in
contrast to previous years, events were more favorable than had been projected.
Price and real output performance improved more than expected and unemploy-
ment was 0.6 percent less than anticipated.

We should also note that those who criticized Chairman Burns and the Federal
Reserve so strongly for the Fed's projection of a sharp increase in money velocity
turned out to be wrong. Actually velocity rose even more than the Fed had
projected. In my last year's testimony, I pointed out that such an increase in
velocity was possible and had been experienced in the past, but I was skeptical
as to vvhether it would occur. Because of this uncertainty over the demand for
money, I urged that more attention be paid to interest rates while decreasing
attention to movements in money (M1). In contrast to most recovery periods.
interest rates did fall, although they remained exceedingly high by historical
standards.

MONETARY POLICY

This year, as last, many believe that if we are to achieve a desirable growth in
output, the Federal Reserve's monetary targets for this coming year are too
low. For spending to rise sufficiently with current monetary targets, the velocity
of money will again have to riise rapidly. While less than last year, the increase
would be high compared to history. Critics of the Fed feel that we are unlikely
to have two large increases in velocity in a row.

My concerns are somewhat different. The debate and the sharp movements in
monetary velocity indicate how uncertain we are as to the relationships between
money and spending. Furthermore, much analysis is oversimplified since it dis-
regards the lags between changes in the monetary sphere and those in the
economy. Those who note that this year investment growth is lagging believe
that this shortfall results directly from an inadequate increase in money last
year. Higher money velocity led to historically high interest rates and invest-
ment at this time lower than desirable. They fear that the results of current
policy may be even more unsatisfactory in the future.

It seems to me that given our existing degree of uncertainty, more emphasis
should be placed on using as much information as is available. Reading recent
Federal Reserve statements and speeches is disturbing because it shows far too
great a concentration on changes in money with too little attention paid to
interest rates.

The reasons for avoiding such undue concentration were well stated in a
speech by Governor Wallich last month when he said:

"A well known rule of thumb of monetary policv says that when there are
disturbances on the side of the real sector. monetary policy should focus on the
aggregates and allow interest rates to move up or down in order to counter the
disturbance. Conversely, when there are disturbances on the monetary side,
monetary policy should focus on interest rates in order to avoid transmitting
these disturbances to the real sector. What we have seen of late clearly has been
a disturbance on the monetary side.-the less predictable demand for M,."

I have followed this rule of thumb to advocate what T call the Golden Mean of
Monetary Policy. This says that calculations should he malde of the desired
changes in both the monetary aggregates and the interest rates needed to meet
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national goals. Initially the money targets should be followed. However, for the

reasons stated by Governor Wallich, plus others well recognized, if relation-

ships between money, interest rates, and output seem to be developing in air

unexpected manner, the target should shift to interest rates.

.Somewhat related to the Fed's concentration on changes in money,. a shift

seems to have occurred in the analysis as to what should determine monetary-

policy. While hard to pin down, less emphasis appears to be placed on considera-

tions of monetary policy's effect on the economy through money, liquidity, credit

or interest rates. Instead more stress appears to be given to attempts to influence

expectations directly, particularly, those of price setters in contrast to investors:

or spenders. The analysis and targets of 15 years ago seem to have reappeared,

although justified now by "rational expectations" rather than "leaning against

the wind." Most analysts believe that "expectations" were an unsuccessful target-

for monetary policy in the past. For related reasons, they are likely to be an'

unsatisfactory basis for current operations.

HOUSING

Potentially one of the most dangerous inflationary pressures arising from high'

interest rates is their tendency to reduce investment below that required for'

noninflationary growth. Housing is a prime example of this problem. Since 1973,

we have failed to build enough housing units to meet our normal demand. If the

deficit in available units continues to expand. it is bound to lead to still more-

inflationary increases in the amounts consumers pay for shelter. Increases in'

homeownership costs have been unusually sharp in the past few years. Without

a higher level of production, pressures on rents, which until recently were-

moderate, will jump.
I have reexamined recent data on housing requirements. Through the end of

this decade, even under the most conservative calculations, it appears that a

minimum demand of 2.4 million units a year exists to be met from conventional

starts and new mobile homes. To this many would add production necessary to-

do away with an existing shortfall of anywhere from 500,000 to 2,500,000 units

below current needs. Most of this shortage has developed since 1973. Assuming-

this shortfall should be erased over four years, we have a minimum need of 2.2

million conventional starts a year, while estimates of requirements as high as-

2.6 million such starts a year are not extreme.
Much of current needs appear to be for rental units. Although inadequate in

recent years, national policies could do a great deal in this sphere. If the lever

of housing starts fails to move up steadily in this next year. not only will current

rents rise, but industry bottlenecks will probably once again lead to very sharp-

cost increases when demand finally does become effective.

THE NEXT YEAR

Our total rate of real output has finally regained the level previously reached'

in 1973, and industrial output should also surpass its previous peak this year.

Employment is higher, but unemployment remains high, prices are still rising-

rapidly, and losses from potential output are great. Because our full output

potential will still be underutilized, another downturn should be unlikely. Basic

investment demands, including normal inventory expansion. will not yet have-

been met. Still history warns against too easy optimism. In just such periods-

have poor policies led to unfortunate results.
The question is how fast should we encourage demand to grow. Price move-

ments are still unsatisfactory. Would the inflation rate improve significantly if

contractionary monetary and fiscal policies held back growth in real output?

I do not think so. In fact, in sectors such as housing, greater expansion will be

anti-inflationary. Other examples exist in transportation, plant and equipment,

and some types of urban improvements.
Last year. rather than accepting the pessimists' views, we correctly opted'

for faster growth. This year, again, policy should seek real growth in the 7 to 9'

percent range. Inflation should be attacked by specific and sectoral policies rather'

than through restraining overall demand. Because price and cost problems are'

difficult, we have not accomplished much in these spheres. This is unfortunate.

To halt inflation while maintaining a desirable growth in output and jobs, more'

attention must be paid to the forces raising particular costs and prices. Other-

wise, as we approach fuller utilization of our output potential, demand will be'

curtailed for anti-inflationary reasons before we achieve full employment.

Chairman HlPl'EY. Now, Mr. Tobin, please proceed.
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STATEMENT OF JAMES TOBIN, PROFESSOR OF ECONOMICS, YALE,
UNIVERSITY

Mr. TOBIN. Thank you, Mr. Chairman. I have also submitted a
statement.

Chairman Hu-:PTIREY. We have your statement.
Mr. TOBIN. I will read some of it, and summarize other parts.
Chairman HuMPHREY. We will have it all inserted in the record.
Mr. TOBIN. Since April the Federal Reserve put the Federal fund

rate, which is their intervention rate in the cerdit and money markets,.
up by about three-quarters of a point. Now it seems they have reached,.
at least temporarily, a plateau, a Federal funds rate of 5.5 percent.

I thought and think now that the jump up by the Federal Reserve
in the short-term interest rate was premature *and unnecessarily
threatened to slow down recovery. I cannot find justification for that.
move either in the present status of the economy, or in prospects for-
the rest of this year and next year.

Now that we seem to be at a new plateau and the credit markets have
settled down-at least temporarily-I express the hope that the Fed
will keep things there and not raise rates again this year.

The economy has improved substantially from the recession trough
of the early part of 1975, but we still have a long way to go. One way
to look at it now is to note that we are at levels of unemployment and
general economic activity that are comparable to troughs of previous
postwar recessions, even though we have had a year of recovery. We,
have ample productive resources to respond with added production
and employment, rather than accelerating inflation, to expanding
monetary demand. We are running 7.5 percent, about $120 billion,.
short of the GNP the economy is capable of producing with 5-percent
unemployment, a figure we had as recently as the last quarter of 1973.

An important point to remember, as it relates to some of your ques-
tions earlier, Senator Humphrey, is that even if real gross national
product were steadily growing at 7 percent a year-which the admin-
istration and many other people think is on the high side-it would
take 21/2 years, until the beginning of 1980, to close the gap between
where we are and what we could do with a reasonable rate of
unemployment.

Chairman HUMPHREY. In other words, drop it down to 5 percent.
Mr. TOBIN. To drop it down to 5 percent, to use some of the ample.

excess capacity in the American industry.
So far the recovery has been fueled by consumer demand and by

business inventory accumulation. Between the second quarter of last
year. and the first quarter of this year the real GNP rose at a little more
than 8-percent annual rate, above $70 billion in 1972 dollars. But if we
take the inventory accumulation out of that, the increase in final sales,
GNP minus inventory accumulation, is only a rate of 4.6 percent; and'
of that about three-quarters was private consumption expediture. That
compares with a normal ratio of consumption, of consumption to final
sales of about 61 percent.

The main reason for the spurt of consumption and indeed for the
turnaround of the economy in 19.75 was largely the tax rebate and tax
reduction which the Congress wisely enacted.

Private expenditures other than inventory accumulation and con-
sumption remain relatively weak. Housing construction has revived
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f ioni the dismal slump of 197475, but it is still a third below 1973.
I-lousing starts are running at 1.4 million annual rate. well below the
1973 level of 2 million. well below the 1972 level and below the require-
ment that Sherman Maisel mentioned a few minutes ago. The revival
of housing has stalled, in recent months.

Business fixed investment remains 13 percent below 1973 in real
volume, and surveys of investment intentions indicate little or no im-
provement in 1976. Indeed, so far this year realizations are falling
short of intentions expressed in previous surveys.

Now, those things- are important because continued recovery into
and through 1977 depends on a substantial revival of residential and
business investment. We cannot go on for very long with recovery
powered just by inventory accumulation, or by consumption. There is
nothing in the Federal budget resolution and tax plans which would
give a new impetus to consumption. We could expect consumption to
follow along, although perhaps savings rates may even rise; but con-
sumption is not going to be a reliable, dependent source of income
exnansion.

We are not going to get much stimulus either. from Government
purchases, judging from the Federal budget and the fiscal difficulties
of the State and local governments.

So. that is why I think it is important to foster a financial climate
that is favorable to private investment later this year and next year.

We need to have a sustained recovery. We have never had a reason-
ably strong recoverv without a substantial recovery of private non-
consqimption expenditure.

The stability of interest rates from Januarv until the end of April
of this year greatly contributed to a favorable climate for later re-
covery of investment. One gauge of that-the valuation of American
companies in the bond and stock markets this year, until recently, in-
crea sed faster thani the costs of capital goods that corporations buy.

We had a precinitous decline in that ratio in 1974. It got down to
about 72 percent. That is. the security markets were valuing the pro-
ductive assets of American companies at less than three-quarters of
new replacement costs in capital goods markets. Thanks to the 'begin-
nings of recovery, improved profit prospects, and to declining or stable
interest rates. the ratio of market valuation to replacement cost rose
to 95 percent in the first quarters of this year, and that is where it is
now.

It still does not compare, however, with the figures well above 130
and un to 170 Percent that helped us to sustain investment during the
1961 through 1965 recovery. So, I think that the turning of the screw
by the Federal Reserve in Mav was an unfortunate blow to the im-
provement of the stock and bond values.

The stable interest rate policy of the Federal Reserve had also been
good for the financial institutions, savings and loans, and savings
banks that are so important in the mortgage market. We have had a
reflow of funds into these institutions. Thev were rather conservative
in building back liquidity. so mortgage lending has not improved com-
mensurately: but. we could expect that with improved linuidity they
would go more aggressively into the mortgage market. The last thing
we need at this point in the housing sector of the economv are rising
interest rates on open market instruments, causing another wave of
"disintermediation."



'85

So, I am giving credit to the Federal Open Market Committee for
the improved financial health which its policy of stable low-interest
rates brought about. But we must also observe that luck played an
important role, also. Recently the Federal Reserve was able to support
a Federal funds rate as low as 4.5 percent w ithout exceeding its targets
for growth of monetary aggregates. The reason was that we had a
timely increase in the velocity of money in the fourth quarter of 1975.
That made it possible to handle the 15-percent recovery in the nominal
value of the gross national product with only a 3-percent growth
in M-1.

Chairman Burns has pointed out quite often that a cyclical rise in
velocity was normal in recovery, but the surprise this time was that
we had such a big increase, and that it occurred while interest rates
were declining or stable. Usually interest rates and velocity move
together, because the rise in interest rates is what induces people to
economize their use of the cash balance.

Unfortunately I don't think anyone really understands how we
lucked out on this point, what happened that caused the rise in velocity
and the decline in money demand during this period. We don't know
therefore whether it will reverse itself pretty soon; or whether it is a
one-shot improvement in velocity and we go on from where we stand
now, or whether it is a trend which will continue. So, it is rather diffi-
cult to know at the moment what the relationship between future inter-
est rates and monetary aggregate will be. That is why I think the
Federal Reserve should not pay so much attention to the monetary ag-
gregate for the remainder of the year 1976, but do what it did last year.
That is, when the monetary aggregates start behaving in ways that
are not expected or explainable, use common sense and provide inter-
est rates which are appropriate to the health of the economy.

Our problem right now is that the recent growth in the monetary a -
gregate has put them above the Reserve's most recent target ranges
for the growth of M-1 and M-2. I have a table that shows where we
stand with respect to those most recently expressed targets. The fact
is, of course, that during 1975, as monetary aggregates were growing
more slowly than anticipated, the Fed scaled down the targets to be
more consistent with actual experience. They scaled them down several
times.

I don't think that was bad, and I am not going to criticize them for
not sticking with the targets they had earlier announced. All I am
asking for is symmetrical performance. If now it turns out that the
monetary aggregates are growing faster than the targets and high
interest rate increases 'are needed to stay within the targets, I think
those increases would be unfortunate for the economy.

After all, the central concern of the Federal Reserve, the Congress,
the Executive, and the public is what happens to the economy, not
what happens to any statistical measure of money, MN-l or M-2, what-
ever you want. And when you look at the economy you can see that
it is in a positionto absorb quite safely additional demands for goods
and services.

Price inflation has receded most satisfactorily from the double-digit
figures which led to restrictive monetary policy and the recession of
1974. Perhaps some of the decline in inflation is due to the recession
itself, but most of it I think was due to the exceptional and transient
external sources of the 1973-74 inflation.
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I agree, as most observers do, that the ongoing rate of inflation in
this country is now 5.5 or 6 percent a year, as can be inferred from
looking at the wage increases of 8 to 8.5 percent, and subtracting the
normal 2.5 percent for productivity gain. I also hope there won't be
panic about any temporary fluctuations in price indexes from month
to month around this trend.

I think it would be a mistake, for example, in case it turns out that
food shortages in Russia or elewhere raise grain prices and food
prices, if that would cause the Federal Reserve to adopt tight mone-
tary policies.

I have an additional reason for emphasizing the importance of a
monetary policy geared to a sustained and strong recovery rather than
to particular numerical targets of monetary growth, and that is to
avoid the necessity for any further fiscal stimulus to the economy be-
yond what the budget resolution contemplates. It seems to me that the
Congress has been acting and is acting very responsibility in imple-
menting the new budget procedures. One consequence of that is that
indeed fiscal policy for 1977 will 'be less stimulative than this year.
*The reduction in Government deficit financing leaves both more need
for and more room for private capital formation. We hear a lot about
prospective capital shortages in the 1980's, and we know that the econ-
omy does have a long-range need for more productive capital. So, it
is desirable to make sure that this recovery has a high component of

productive investment as the major part of the expansion of demand
needed to bring recovery about.

But the corollary is that the Federal Reserve has to create and main-
-tain a healthy financial climate, which will encourage that kind of
private investment and housing investment. It does not make sense
to worry about capital shortages in the 1980's while following a policy
that discourages private investment in 1976 and 1977.

The Congress has been doing its part toward a sensible and respon-
sible policy mix, and they have every right to insist that the Federal
Reserve do its part too.

Chairman HUMPHREY. Thank you, Mr. Tobin, your prepared state-
ment will be included in the record at this point and we will come
-back to a round of questions after Mr. Walker completes his testimony.

[The prepared statement of Mr. Tobin follows:]

PREPARED STATEMENT OF JAmES TOBIN

CURRENT MONETARY POLICY

Federal Reserve credit policy has tightened since April, The Federal Funds
rate, which is directly controlled 'by the Fed's day-to-day open market opera-
tions, has risen almost a full percentage point. Short term market rates have
risen correspondingly, and banks are charging more for commercial loans. The
change in Fed policy, after 3y2 months of stable short term rates with the basic
Funds rate between 41/2 percent and 5 percent, has generated expectations of fur-
ther increases. The combination of actual and expected increases in short term
rates pushed up long-term bond yields and mortgage rates and caused stock prices
to decline.

In my judgment, the new Federal Reserve policy was premature and unneces-
sarily threatened to slow down, perhaps to halt, the recovery of the United States
economy. I cannot find justification for the move either in the present state of
the economy or in the prospects for 1977. Recently the Federal Funds rate has
been stabilized at a new plateau around 512 percent. The bond and stock mar-
kets. encouraged by the signs that the Fed was not continuing to tighten imme-
diately, have recovered some of the losses. I hope the Fed will not raise rates

-further in 1976.
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The economy has improved substantially from the recession trough in the
first quarter of 1975, but the recovery still has a long way to go. Unemployment,
at 7.3 percent of the labor force, is even now higher than at the bottom of any
previous post-war business cycle. Capacity utilization in American industry
averages only 7 percent, and excess capacity is widely diffused across the
economy. There are ample productive resources to respond, with added produc-
.tion and employment rather than accelerating inflation, to expanded monetary
demand. The economy is running 7.4 percent, or $120 billion (current dollars)
short of the Gross National Product it is capable of producing with 5 percent un-
-employment. Even if real GNP were to grow steadily at 7 percent per year, it
-would take two and a half years, until January 1979, to close this gap.

So far the recovery has been fueled by consumer demand and by business in-
'ventory accumulation. Although real GNP rose by 8.1 percent annual rate, 70.3
billions of 1972 dollars, between 1975-II and 1976-I, final sales-GNP less in-
-ventory accumulation-rose only at a rate of 4.6 percent, $40.2 billion. Of the in-
,crease of final sales, 74 percent, $30 billion, was consumption expenditure. The
normal share of consumption in final sales of GNP is about 61 percent in a healthy
,economy. The reasons for the spurt in consumption, and indeed for the turn-
around of the economy in 1975, were the tax rebate and reduction wisely enacted
by the Congress.

Private demands for goods and services, other than inventory investment and
consumption, remain relatively weak. Residential construction has, of course,
revived from the abysmal slump of 1974-75. But it is still, in real volume, one
third below 1973. Housing starts are running at 1.4 million annual rate (sea-
.sonally adjusted), well below the 1973 level of 2 million. Moreover, the revival of
housing construction has stalled in recent months. Business fixed investment re-
mains 1.3 percent below 1973 in real volume, and surveys of investment intentions
indicate little or no improvement in 1976. Indeed so far this year realizations are
,falling short of intentions expressed in previous surveys.

Continuation of recovery into and through 1977 depends on substantial revival
-of private residential and business investment. As stocks of goods are restored
to normal levels relative to production and sales, inventory accumulation will
cease to be the principal fuel of expansion. Likewise, consumption cannot con-
tinue to be the driving force it was in the initial stages of recovery. No new tax
cuts or transfer outlays are in the budget now before the Congress; indeed con-
tinuation beyond July 1st of the old tax cuts, from which consumers are now
benefiting, is still uncertain. In these circumstances, consumption can be ex-
pected to rise along with household income but not to be a reliable and import-

-ant independent source of income expansion. As for government purchases of
goods and services, the federal budget promises little or no increase, and state
and local governments are seriously retrenching. I believe there is very little dis-
agreement on these points among model builders, forecasters and other students

-of the American economic scene.
That is why it is important, now in 1976, to foster a financial climate favorable

to investment later this year and next year. Stability of interest rates from Jan-
-uary to May had greatly contributed to a favorable climate. One gauge is that
-the valuation of American corporations in the bond and stock markets had in-
zereased faster than the costs of the capital goods and corporations buy. In 1974-
IV, it may be estimated, the bond and stock markets valued U.S. nonfinancial cor-
-porations only at 72 percent of the replacement cost of the productive assets of
the businesses. The weather was not propitious for financing and undertaking
new investment. Thanks to the beginnings of recovery, improved profit prospects,
and to declining or stable interest rates, the ratio of market valuation to re-
-placement cost rose to 95 percent in the first quarter of this year. This still did
not compare, however, with the figures-130 percent to 170 percent which helped
to sustain investment during the pre-Vietnam recovery 1961-65. As I already ob-
served, when interest rates rose recently, both bond and stock prices fell some-
what. Since stock values may already reflect the earnings improvement which
the recovery is bringing about, they fall with increases in the discount rate at
-which expected earnings are capitalized.

The home mortgage market also benefited from the pre-May monetary policy.
The high interest rates of 1974 had been disastrous to home-building, partly be-
cause they drew money out of the thrift institutions that specialize in mortgage
lending. But when open market interest rates fell below the rates on deposits and
shares in thrift institutions, funds flowed back into the intermediaries. Mortgage
'lending has not rebounded commensurately, partly because these financial insti-
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tutions-like many other firms. households, and governmental units-have givent
first priority to rebuilding liquidity. At this point. the last thing the housing sec-
tor of the economy needs is another wave of "disintermediation."

The Federal Open Market-Committee deserves credit for the improved finan-
cial health which its policy of stable low interest rates brought about. But luck
played an important role also. The FOMOC was able to hold the Federal Funds
rate as low as 41/½ percent without exceeding the targets for growth of monetary
aggregates the Committee and its Chairman had previously announced. A timely
rise in the velocity of money, especially in the 4th quarter of 1975. made it pos-
sible to handle the 16.2 percent recovery in the nominal value of GNP from 1975-
II to 1976-I with a 3.1 percent growth of Mi. A cyclical rise in velocity is normar
in recovery, as Chairman Burns has pointed out. but the surprises this time were
the extent of the increase and the fact that it occurred while interest rates were-
declining. Usually interest rates and velocity move together.

At the moment the reasons for these fortunate events are inadequately an(t
diversely understood. We all have our ad hoc explanations. But it is safe to say
that no one knows whether velocity will (a) return to previous level and trend.
(b) resume its previous trend and behavior from its current high base. or (c)
continue to increase more rapidly than previous trend. Other things equal. (a)
would mean higher interest rates than (b). and (b) higher than (c).

In the light of the bulge in velocity-in other words the slow growth of mone-
tary aggregates at prevailing interest rates-the Fed has repeatedly revised.
mostly downward, its long-run target range for growth of monetary aggregates.
The Fed's first announcements referred to growth in aggregates from March 31.
1975 to March 31, 1976, and then for quarterly averages 1975-TI to 1976-TI. The,
acceptable ranges were 5 percent to 7T percent for 31, and 8½_ percent to 10½.
percent for M2. The actual outcomes fell short of the lower end of the range for
M, but above the target levels for MI2. These targets were superseded successively
by these subsequent announcements. Table 1 shows where M, and M, stand rela-
tive to those targets.

The problem we face is that both M1 and M2 are running above the Fed's most
recent scaled-down target ranges. This is presumably one reason why the Fed has
raised its bracket of intervention rates in the Federal Funds market. attemnpting-
to slow down the growth of aggregates. The good fortune which made the Fed's
earlier targets consistent with interest rates, credit conditions, and security mar-
kets favorable to recovery may already be running out.

TABLE 1.-IMPLICATIONS OF FEDERAL RESERVE TARGETS

Target I 11 Il1

Ml as of week ending May 26, 1976 (actual $302,800,000,000)

Date decided - Oct. 21, 1975- Jan. 20,1976 -, ADr. 1, 1976.
Date announced -Nov. 4, 1975 -- Feb. 3, 1976 - May 3, 1976.
AcceDtable growth rate (percent)- 5 to 7---- 4'X to 7'4 -- 41 to 7.
Period -1975-111 to 1976-111 - 1975-IV to 1976-lV- 1976-1 to 1977-1.
Acceptance range 26 (billions) - $304.5 to $310.2 --- $l.5 to $306 - $300.4 to $302.3.
Comparison of actual -Below -- - Within -Above.

M2 average of 4 weeks ending May 26, 1976 (actual $697,500,000,000)

Date decided - Oct. 21, 1975 - Jan. 20,1976 - A- r I, 197f.
Date announced - Nov. 4,1975 - Feb. 3,1976 May 3,1976.
Acceptable growth rate (percent)- 71A to 10-4- 71X to 10- 73X to 10.
Period -1975-I111 to 1976-111 - 1975-IV to 1976-IV-. 1976-1 to 1977-1.
Acceptable range May 26 (billions) - $68g69 to $701.5 - $684 to $693.3 - $687.8 to $691.6.
Comparison of actual -,,, Within -Above -Above.

I urge the Federal Reserve not to be bound by its current targets for monetary
aggregates. These may well imply a premature run-up of interest Tates which
would imperial the prospects for residential and business investment on which
continued general recovery depends. I do not fault the Fed for allowing growth
of money supply to fall below its earlier targets when it was apparent that money
demand was unexpectedly low. I just enter a plea that the FOMC be equally
flexible in applying and interpreting its targets when the ball bounces the other
was.

The central concern of the Federal Reserve, as of the Congress, the Executive,
and the public, is what happens to the economy, not what happens to Ml or M,
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or any other M. As I have argued above, the economy needs and can safely absorb
additional demand for goods and services. Rates of price inflation have receded
most satisfactorily from the double-digit figures which led to restrictive mone-
tairy policy and recession in 1974. In my view the decline in inflation rates was
to be expected, given the exceptional and transient external origins of the
1973-74 inflationary bulge. No doubt the recession itself, and the high rates of
unemployment and excess capacity it produced, have also helped to moderate
U.S. wage and price inflation. I agree with the general view that the ongoing
rate of inflation in this country is now 5Y2 or 6 percent per year, as can be
inferred from a rate of wage increase of 8 to 812 percent per year less the trend
rate of productivity growth. There will be temporary fluctuations in price indexes
around this trend, due to events in particular sectors.

lVe should not place much weight on month-to-month changes in volatile prices,
but instead keep our eyes on the rate of wage and cost inflation, which has been
behaving as expected or even better. F6r example, I think it would be a mistake
to adopt tight monetary measures, and risk another recession in the U.S. and
other advanced capitalist countries, if it turns out that poor harvests in Russia
raise world grain prices once again.

Monetary policy which keeps the recovery going does not sow the seeds of an
accelerated inflation, even if target rates of growth of monetary aggregates are
exceeded. The Federal Reserve does not "join the inflationists" by acquiescing
in rates of monetary growth which lay the foundations for sustained recovery.
As Chairman Burns is better equipped than anyone else to explain convincingly,
rates of monetary expansion which would be highly inflationary if indefinitely
continued will not have this result if they are moderated and discontinued as
the economy recovers to satisfactory rates of utilization of labor and other pro-
ductive resources. There is, fortunately or unfortunately, plenty of time and eco-
noinic slack to allow the Fed to avoid overshooting the mark.

I have an additional reason for emphasizing the importance of a monetary
policy geared to a sustained and strong recovery rather than to particular nu-
nierical targets of monetary growth. That is to avoid the necessity for further
fiscal stimulus to the economy, beyond what is contemplated in the budget res-
olution. The Congress is acting very responsibly in implementing the new budget
procedures. Indeed fiscal policy for 1977 will be less stimulative than this year.
The reduction in government deficit financing leaves both more need for nild
more room for private capital formation. Given the slump in private invesment
and the longrun needs of the economy for productive capital, as the discussion
of prospective capital shortage in the 19S0s has indicated, it is desirable that this
recovery have a high component of productive investment. It is up to the Federal
Reserve. as well as the Congress, to achieve this goal. The Congress is doing its
part, and the Congress has every right to insist that the Fed does its parts.

Chairman HuAEPHREY.M r. Walker, we welcome you, and thank you
for taking the time to come here.

STATEMENT OF CHARLS E. WALKER, PRESIDENT, CHARLS E.
WALKER ASSOCIATES, INC.

fMr. lAWALF.R. Thank you very much, Mr. Chairman.
I have a short statement, and as a matter of fact, if I read the state-

ment, I think I could do that quicker than summarizing it.
Chairman HuxPHnE1y. 'Why don't you do that, do it the way you like.
Mr. WALKER. Mr. Chairman, members of the committee, history will

evaluate Lord Keynes' overall contributions to political economy, but
in one respect he. performed-in my judgment at least-a signal
disservice. This was in giving the back of his hand to the longrun
equilibrium analyses of the classical school by sarcastically noting that
in the long run we are all dead. That's true. But to conclude from
this that onlv the short run cbunts in 'formulating national stabilization
policy, including nlionetarV policy, can be a prescription for disaster.

One reason is that the 1long& runl' is a combination of "short runs."
'What looks good in the 'short 'run, when the time horizon is short,
may be highly disruptive in the long run, when a series of shortrun
policies has its ultimate impact.
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Not that the answer to this problem is to judge each action in terms7

of its impact in 5, 10, or 20 years. It is instead to remind ourselves
constantly that today's actions do deal with tomorrow's problems and.

can have significant impacts on down the road.
With these remarks as background, I should like now briefly to pin-

point what seems to me the most crucial factor in the longer run eco-

nomic outlook, after which I'll comment on monetary policy in
particular.

The short-term outlook is good. Output is rising, unemployment is

declining, and inflation is waning. About the only criticism that can

be leveled at recent policies is that we are not moving fast enough

in achieving our multiple goals relating to output and unemployment.
The answer in my view is that we dare not, lest our shortrun

eagerness to drive unemployment down create massive longer run

problems. I would remind the committee that the longest sustained
noninflationary boom in modern times was in the first half of the
1960's, in which Government polievmakers-pa'rtly because of our in-
ternational financial problems-refused to pour on the coal and move-
at flank speed toward full employment. Many fail to recall that the

7 percent unemployment of 1961 was not driven below 4 percent until'

1966, and then partly because of war. Some also fail to recall that unit

labor costs and, as a result, wholesale prices were stable during most
of that period.

Let me put it another way. Some day an outstanding athlete is likelv
to run a 31/2-minute-mile. This achievement will not occur this vear. i

the next decade, or perhaps in this century. But this is not to be de-

nlorepd. for neither the performer nor spectators would be exhilaratedf
if the runner. in his effort to break all records, dropped dead just
beyond the finish line.

And so it is with economic policy. I .personally would like to see

unemploymrnt anM Doverty eliminated tomorrow-check that. this

afternoon. But it will not happen. And crash efforts to make it happen
too soon will, in my judgrment, augment the inflation that I believe to.

be the root cause of our major economic problems, including
unemouloyment.

This is one dimension of the. "shortrnm/longlrun" problem. Another
relates to the pressing need for stepping up our investment in pro-

ductive plant and equipment, the very basis of our economic rprofrress.

Aerain, vou can find. manv who will ask, "What's the oroblem " The
shortrun prospect. is for some slackness in capital markets. Moreover.
our percentage of GNP devoted to nonresidential fixed investment
has been relatively stable for a, lono time.

To be sure. todav's relatively quiescent capital markets, rising

corporate profits and linuidity, and so on, are a dickens of a lot better

than the situation in the very recent past. But to suggest that the-

shortrun situation portends a solution to our longrun capital formation
problem would, in my view, be shortsighted indeed.

To ble sure, again, productive investment relative to GNP has held'

up well. But more and -more of this investment has had to be devoted'
to standing still-replacing wornout or obsolescent equipment. In

addition, the simple ratio overlooks the crucial relationship of invest-

ment per worker. Few economists would dispute the view that suclh

investment raises real wages, helps fight inflation by increasing ef--
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ficiency, and provides jobs for workers in an increasingly sophisticated
industrial economy.

What's been happening to investment per worker? Prof. Paul Mc-
Cracken has concluded that the amount of nonresidential capital for-
mation per person added to the labor force during the 1970's has'
declined by 22 percent from 'the levels in the 1956-66 decade. Prof.
David Meisel-man has calculated that in dollars of 1958 purchasing
power, from 1961 to 1965 there was an increase of $55,000 in the gross
stocks of business capital for each person entering the labor force.
During the 1966-70 period, it had fallen 'to $46,000, and during
1971-74, to only $41,000.

I will not belabor the point. My conclusion is that our current and
prospective rate of capital formation cannot be expected to further
our economic goals with respect to growth, employment, and price
stability. Consequently, I would urge that this committee continue
its study of this crucial problem, with special attention to chances in
the tax laws to foster capital formation, rather than inhibit it, as I
now believe to be the case. Building on Professor Tobin's remarks,
there are several ways in which you can promote capital formation.
In my view, the most direct and effective way is directly by inoreas-
ing the rate of return on investment through lower taxes on that
investment.

Turning now to monetary policy. I do not have a great deal to say
on this because I think Federal Reserve authorities have acquitted
themselves very well over the past year. To be sure, the near doubling
in the rate of monetary growth in the past feaw months-from an
annual rate of almost 5 percent from mid-June 1975 to mid-June 1976
to close to 9 percent since mid-March-that rate of increase is
disturbing.

However, the Fed appears to be moving or has moved to "snub up"
the rate of monetary growth-not stop it, but reduce it-and this is
especially appropriate for this stage of the economic recovery, when
bank loan demand can be expected to mount rather strongly. Failure
to keep monetary growth in bounds would, in my judgment, repeat
the monetary policy errors of 1972, which helped fuel subsequent
inflation.

There are, however, a number of observers who disagree with this
view. They argue that reining in the money supply now-again I am
saying to decrease the rate of growth-will force interest rates up. The
recovery, although too powerful to be aborted in the near future, would
in their view proceed too slowly and unemployment would remain
at unacceptable levels for too long a period. In fact, they argue that in
some way the Fed ought to reduce interest rates.

I would answer that if a 5-percent rate of monetary growth was good
enough to support a stronger than expected recovery, it should-
absent a sharp lurch toward fiscal surplus, which hardly seems likely-
be sufficient to support continued recovery while minimizing the danner
of a return to demand-pull inflation. Moreover, I strongly disagree
with the view that the Fed can fine-tune interest rates under current
market conditions. In fact, strong steps by the Fed to bring interest
rates down, presumably by pumping up bank reserves, would actually
have the opposite effect-interest rates would instead rise.
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Now' this view is in sharp contrast to what I learned in graduate
school; what I concluded in my doctoral thesis; what I taught in my

own courses in money and banking; and what I believed as an official
of the Federal Reserve System and as an economist for the Federal
Open Market Committee. After all, bank reserves are high-powered
money. They provide the base for expanding loans and investments.
More loans and investments mean an increase in the supply of credit,
which in turn should result in a decline in interest rates, the price of
borrowed money. Or should it?

The hangup arises from the fact that the new loans and investments
made possible by the increase in reserves also generate additional de-
mand deposits in commercial banks-the principal component of the

money supply. And since people usually borrow money to spend rather
than hold, an excessive rate of growth in the money supply can result
in a rise in spending and the classical demand inflation most simply
defined as "too much money chasing too few goods."

Inflation then accelerates. And in recent years we have relearned-
after about a century-an important lesson, something that people in
many Latin American and other countries have known full well for
many years. That lesson is that galloping inflation inevitably begets

sky-high interest rates. The reason is that the so-called money il-
lusion is partially if not almost wholly dispelled: people begin to
bargin in "real terms." In labor markets the cost-of-living escalator is

the prime example. In credit markets, borrowers rush in to get money
to spend "today" in order to beat tomorrow's price increases. Lenders
are reluctant to part with dollars that will deteriorate in value before
repayment. So, lenders demand more interest and borrowers, in their
eagerness to spend, pay it.

Some who agree with this analysis might nevertheless point out, and
qnite correctly, that today's increase in the money supply will lead to
inflation only after a lag of several months and perhaps longer-
there is a difference of opinion on that. But that makes no difference.
As has been demonstrated repeatedly in recent years, participants in

financial markets have fallen into the habit of almost immediately
"discounting" the ultimate inflationary impact. In fact, their actions
frequently approach the ridiculous; a drop in the money supply for
the week, announced on a Thursday afternoon, can cause a sharp drop
in interest rates the next morning (note: not a rise in rates, reflecting
an expected shortage of money to borrow, but a drop, as inflationary
fears recede).

Indeed, that happened only last. week. And even though the actions
of market participants may be ridiculous, since it is the trend in money
supply over a period of months that is important, they are nonetheless
real and have a significant impact on financial markets.

None of this means that Fed actions have no impact on financial
markets-they do. But the only sure-fire way for the Fed to bring in-
terest rates down in the months ahead would be to starve the economy
for money and induce recession, thereby causing a contraction in the
demand for credit. No one wants that.

I therefore conclude that the better part of Lwisdom is for the Fed

to concentrate on maintaining a stable and reasonable rate of monetarv
growth, say 5 percent in M-1, accept the increases in short-term in-
terest rates that are inevitable in a strong business recovery, and
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through these actions advance the day when inflation-and therefore
high interest rates-are no longer a threat to our economic wellbeing.

Thank you very much.
Chairman HuMPREY. I will just start one question, and then we

will turn the questioning over to Congressman Brown.
I am very interested in the apparent difference in views that is held

on this matter of supply of money between Mr. Walker and Mr. Tobin.
First of all, Mr. Walker, I was not only impressed, but also alarmed

by what you had to say in the part of your statement where you said,
"None of this means that Fed actions have no impact on financial
markets"-after you describe what happened in the financial market-
"they do." Then you go on to say:

But the only sure-fire way for the Fed to bring Interest rates down in themonths ahead would be to starve the economy for nioney and induce recession,thereby causing a contraction in the demand for credit.
Well, where were you in 1974L75 ? You were around here. That isexactly what the Fed did. It starved the economy and interest rates

went out the ceiling.
Mr. WALKER. I think what is involved here is thd basic impact of

inflation. The increase in monetary growth, excessive monetary
growth in 1972, as I noted, was one of the factors in feeding inflation,
although there were a lot of other factors in the international com-
modities market and so on.

Chairman HUMPHREY. Yes; I know that.
Mr. WALkVit. What I am saying today is, that given expectations

which would make any attempt self-defeating td l6-et iritefet fatesby pumping up barik resefvdg, the only sure-fire way-and I deplore
it-for the Fed to bring interest rateg down would be to throw theeconomy into a tailspiri.

Chairman HuIMPHREY; That's exactly what did happeri, that is Mfypoint, the economy was in a tailspiA, and the more it was tailing andspinning the rnore the interest fates weht up.
Mr. WALicER. We see a cuilmrination then of a situation We had not

had for a long time-galloping inflation and underlying recession,
which was hidden by the rate of the dollar inventory increase.

Buit I am talking about the here and noW situation, and f would
make this point. In our history we typically had really low in teriestrates-

Chairman HtmEY. Ini reessi6ri.
Mr. WALKER. That's my point. We had a prim-e rate of 6ne-half of1 percent in the 1930's.
Chairnafiil HtmpHREY I Undrostaid, I grew uP in the recession.
Mr. WALtit. I did too.
Chaifthan HUMPHiREtY. My fathe& educated me- 6on Federal Reservepolidies bfore 6f Went to c6lIege or went- to CoogAes; he told meexactly what happened ifi the 1920's when the Federal IReserve Boardcracked down, bisineniso§ started to g6 bankrupt where I grew up; the

bianklts went brok6 by 1926 6o 1927, which' was niot noted back in New
York because they didfi't read thd Timeg edorfd fr6ii our' part of the
country; but it was happening'

Now, my point is, it is' a different world, and I sometimes think the
economists aid the bankers f6rget it becausd we did have the specter

76-478-76-7
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of high inflation and recession-we had high inflation and unemploy-

ment; we had recession and high interest rates, all of which con-

founded all the conventional wisdom.
AMy argument with you is that you say there is a sure-fired way to

bring interest rates down in the months ahead, to starve the economy

for more money and induce recession. I am saying the most previous

example, experience doesn't in any way uphold your thesis.
Mr. WALKER. They came down.
Chairman HuMiPHREry. They came down?
Mr. WALiER. My point is, they came down in 1975.
Chairman HumPHREy. That was when -we began to get some re-

covery, after the unemployment rate started to decline, after inflation

started to recede, the interest rates started to come down.
Now, Mr. Tobin, that comes to you, I have a -question here. Air.

Walker's argument is that a more expansive monetary policy will

raise interest rates, creating inflatidnary expectations. On the other

hand,, you argue to tighten vup the money supply will cause interest

rates to rise. Here we are trying to get advice. I would like to have you

two explain the differences. And while you are doing it, by the way,

I have to run down and vote. but Congressman Brown will preside

here, and we will be right back. If you will give a little time to this,

-we will have a chance to argue it out between the three of you here.
Mr. TOBIN. All right.
Chairman HumPHREY. You go ahead.
If you would like to question on your own basis, that's fine with me.

Go ahead, open this up.
Representative BROWN of Michigan. Proceed, Mr. Tobin.
Mr. TOBIN. Well, the first point I would like to make is that the

effect of any expansion of monetary demand in the economy depends
on the circumstances in which it is introduced.

Now, Mir., Walker said that inflation is, sometimes, or maybe he

thinks always, too much money chasing too few goods; and there are

certainly occasions in which that has been the reason for inflation.in
the United States. But at the moment it is not, we don't have any

problems with too few goods because we have a lot of excess capacity

a lot of unemployment of labor, and a lot of unemployed industrial
capacity.

Representative BROWN of Michigan. Could you stop right there?

You talk about underutilization; is that-really a valid test compared
to the utilization in the nast?

Under the present circumstances, with obsolescence and a lot of
the other things that- are presently applicable, is that 72 percent as
part of the 100 percent valid as compared with what it is historically?

Mir. TOBIN. Maybe the normal operations are not 100 but 90 per-

cent, or in the high 80's, something like that. So, I am not saying
that there is 28 percent excess capacity in the country.

*What I am pointing out is that there is-pknty of excess capacity in
the country. After all, we are barely producing in absolute terms,
what we were producing in 1973, before the recession began. The econ-
omy is capable, we know, by long experience, of increasing its output.
of goods and services 'by about 4 percent per year. We have not been
doing that lately. So, we still have a lot of "slack" in the economy.
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And the cliche that injecting more money into the system is bound
to cause inflation-even more inflation than is already built into themomentum of the system-completely ignores the fact that there is theexcess capacity of labor and equipment which can respond to increaseddemand. That is why we have already had such a large increase inproduction and employrnenit: There have been ample resources to meetincreased demand.

So, in these circumstances it seems to me quite wrong to say thatany particular rate of monetary expansion above 5 percent-what Mr.
Walker said-would be inflationary.

Now, the 5 percent is really very modest, on past experience. Whatwe are talking about is an increase in GNP of, let's say 7 percent in realterms; and we have a 6-percent built-in price increase going on, that is13 percent a year. And 5 year M-1, the conventional stock of money,leaves 8 percent increased necessary velocity to finance, a 13-percelnt in'crease in GNP.
Now, maybe we will be luteky again and that will do it because theluck is people economizing their use of demand deposits and currency;as they apparently did do in the early part of this year and the lastpart of 1975; but we cannot count on that.
What I was objecting to is sticking to any rule like that, independ-ent of what is going on in the demand for money, in interest rates, and

in the economy at large.
Now, it is possibly true that because MAl' Walker says what hle does-and a lot of people write things like that in financial pages-that ifthere is a series of reports on Friday afternoon about a 10 or 12 per-cent rate of increase of M1-1, that people will think that there is goingto 'be more inflation soon, or that the Federal Reserve is going to thinkthere is going to 'be more inflation soon, and the Federal Reserv-e isgoing to cut back.
But I think that Arthur Burns is perfectly capable, and I thinkhe is exactly the man to explain to the American public and to the -fi-,nancial papers, and to Mr. Walker, thait having a fast rate of gro.vth ofmoney stock for a while, that doesn't mean he is going to do it foreverinto the long run when we are all dead, but the couuitOy is still go-

ing on.
So. hAviig 10 oro 12 perc'ent mnetary growth, if that is what it takesto hold interest rates about where they ate, that'doe'sn't mean that Ar-'

thur Burns is becoming an inflationist and he is going to keep doingthat through 1980, in which case it would .be inflationary. Ile has'plenty of time and plenty of slack in the economy to moderate that anddiscontinue it, before 'ee run into- any capacity limitations in theeconomy.
Representative BROWN of Michigan. Just-one question with respectto your latter remarks. If Arthur Burns says today there is an increase

of 10 percent, but in the same breath, says, "Tomorrow I am going todecrease it to 3," isn't the expression with respect to the increaseof 10 percent counterproductive?
AMr. TOBIN. No, not tomorrow. We are not going to get back to any-thing like a decent rate of!'operation of the economy even with the moreambitious rates of growth:for a year or two; that I would think. We arenot going to get back until 1978 at the earliest, of 1979: He has plenityof time. The Federal Market Committee' meets every week, and'ho
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can perfectly well explain what he is up to, what he is trying to do in

terms of a sustained and strong recovery, and express it in those terms;
not in terms of numerical figures about the monetary growth rate.

I think if we have learned anything from the most recent experi-
ence, it is given the large amount of volatility in the use of cash bal-

ances, and velocity of money, that sticking to these growth rates is

ridiculous. You don't want to have them out of bounds over long pe-
riods of time.

But sticking to them in short periods of time, they didn't do it last

year and shouldn't do it this year.
Representative BROWN of Michigan. Mr. Walker.
Mr. WALKER. I would like to make a couple of very brief comments.

I agree with Professor Tobin here that a lot of other factors should
be considered in formulating monetary policy. Given today's uncer-
tainties, the 5 percent figure seems to me to be pretty much in the ball
park.

How much capacity is there? I don't know. There is a big argument
going on between the practical men of business, and the theoretical
men of economics. The theoretical men in economics say. "We have

this great gap in overall GNP, so we've got a lot of slack," and the
practical men of business say, "We see shortages cropping up in cer-

tain supplies, bottlenecks may be around the corner." I guess the an-

swer is somewhere in between.
Representative BROWN of Michigan. You would agree that the 72

percent is not really valid.
Mr. WALKER. Yes, especially in view of the fact that 88 or 90 is op-

timal, and you can have bottleneck problems, really, for lack of a few
crucial items.

Representative BROWN of Michigan. So, in determining the present
utilization, if you treat all sectors of the economy alike, you come up

with a figure, -but it may be invalid with respect to essentiality-
Mr. WALKER. Especially your basic materials, and there is where we

badly need better data than we have at the present time. When Senator
Humphrey gets back we can look over the figures of money growth
and interest rates 1972, 1973, 1974. 1 was not suggesting that we induce
recession to lower interest rates, I was suggesting that that is the
only sure-fire way that rates can be brought down now, which brings

me to my final point, relating to what Mr. Tobin said. He said:

Well, writing all these things In the newspapers, and the market people see

it, then they go out and react, and that is the problem.

I don't think that's it at all I think they learned from experience.
That is somewhat like the Mark Twain story about the cat that sat on

a hot stove; he jumped about 10 feet in the air, and that cat never

again sat on a hot stove lid-as a matter of fact, he wouldn't even sit
on a cold stove lid.

I think that is the situation' in the domestic markets today. They

are looking back at the experience of 1973 and 1974, and those monu-
mental increases in interest rates. There was almost a paranoid fear up

until last week, when interest rates eased off, that we are moving back
toward the range of double-digit inflation, double-digit interest rates,

that we were going to have a repetition of history.
I don't see that-if we keep this boom from getting out of hand. I

think the market should rejoice that thus far Federal policymakers-
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fiscal and monetary-have promoted and sustained balance, relatively,
as we can expect, the best we can expect.

Representative BROWN of Michigan. Mr. Maisel.
Mr. MAIsEL. I think one point is clear in terms of capacity utiliza-

tion: All three of us do feel strongly that we do need more invest-
ment; we all three agreed in our statements, and I think that is vital,
more investment is anti-inflationary.

The difference is that Mr. Tobin and I would put more stress on
the idea that one path to more investment is lower interest rates. That
is a very important part in getting more investment. So, I think that
is one point.

Representative BROWN of Michigan. But you also agree you get
lower interest rates by increased monetary supply.

Mr. MAIsEL. Let me go to that briefly, please. In terms of Mr. Walk-
er's last statement, I disagree. I think the stock market is reacting
very rapidly and the bond market is reacting very rapidlly; but they
are reacting to the fact that they believe that when the Federal Reserve
reads that the money supply has gone up for the last month, the Fed
is automatically going to furnish smaller reserves, and it is therefore
going to raise interest rates in the short term market.

They are reacting to what they think is the way in which the Fed-
eral Reserve is going to act.

I think the point Mr. Tobin and I are making-and one that Gov-
ernor Wallich, by the way, as I showed in my statement, made a month
ago very properly, is that this is simply an incorrect reaction by the
Federal Reserve.

I was here a year ago at these same hearings. At that time the Fed-
eral Reserve again had raised interest rates very rapidly in the short
term. I think it was in July of last year-and it seemed to me obvious
that they were reacting to an incorrect seasonal-if you go back over
monetary history over the last 5 or 6 years, you find that these numbers
get changed all the time.

So, what Mr. Walker is saying is, we now have to be dominated, our
economy has to be run by incorrect statistics. I am not willing to agree
that that is a logical way to make national policy, to have someone sit-
ting at a computer at the Federal Reserve determine what monetary
policy should be; we simply k-now that such a policy is incorrect. These
figures do average out over time. I think Mr. Walker and Mr. Tobin
made this point-we depended last year on the fact that the amount of
money didn't have much relationship to the economy, the rate of veloc-
ity changed greatly. If we look over the last 20 years, the rate of
velocity changed by 50 percent or more. If we look at it on a year-by-
year basis, the rate of change in the velocity of money is much larger
than the rate of change in the economy. It is one of the most unstable
numbers that we know of. In terms of both the demand for money and
also statistically, it is a very bad number.

Now, if anybody tells me that we ought to let our policy be domi-
nated by what we know is a very bad number, I think that is an
incorrect way to run policy. I think the proper theory is the one that
Governor Wallich says, and that we basically, I think, all of us agreed
upon earlier. There is a trade-off. You can run policy based on either
interest rates or the amount of money. The amount of money in many
periods may be a fairly decent tool to use; but when it seems to be
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going wrong you ought not to pay attention to it. I think that is the
point of Mr. Tobin's statement and it is the point of my statement.

We know that the vel6citv of money is unstable. For monetary policy
to come out all right this year, velocity has to be more unstable than
it traditionally has been in the past. The chance of that happening
-twice is not good. In the meantime, we ought to pay more attention to
what is happening to interest rates than 'we do to the amount of money.
: Representative BROWN of Michigan. Would you like to respond,
Mr. Walker 2

Mr. WALKER. I agree with Mr. Maisel that a policy based on bad
statistics is a bad policy, just as policy made by bad policymahkers can be
bad. We don't have any disagreement on that particular score.

But I think we are dancing around the fundamnental argument, at
least the fundamental point I want to make-and I'm sorry my para-
graph got the Senator off on this other thesis-we are living now in a
world we have not experienced, except for a brief time after 'W~orld
War II, since the Civil 'War. It is a situation that has prevailed for
many years in what people traditionally have referred to as the
Banana Republics, small countries where you have side by side very
high rates of inflation-20 to 30 percent-and very high interest rates-
20 to 30 percent or more.

'We were able to get along for a. long period of time with the monev
illusion persisting, which is another way of saying that people thouvglht
that when they got a dollar for a certain amount of work, or a dollar
in interest, that that dollar taken to the store would buy a dollar's
worth of goods.

We have. learned now that a dollar pav increase may be worth Ontly
f90, 80, or 70 cents at the store a little bit later, before the end of a
2-year contract. And we have now learned that if vou want even S
percent in real terms on voor money, you have to ask for 10 percent in
order to offset a 7-percent inflation rate.

Now, given those circumstances. which I see existing not just in so-
phisticated financial markets. but it is tied in with this intermediation
on the part of small savers. That sort of situation gives you a different
framework in which you apply monetarv policy.

My basic thesis is not that we should deflate to get lower interest
rates. My thesis is that if vou trv to lower interest. rates by raisin'Y the
'rate of increase in the money supply to an inflationary level will fret
higher interest rates instead. That was not true as recently as the
19(0's.'

Mr. TOBTIN. I don't think we lhave to debate whether that is true or
not as a matter of principle. There is really something o(ite funny
ab1oit a belief. which I have heard exnressed not only by Mr. 'Wslker
but bv others, that whatever you are doing right now is emactlv right,
aInd that if voll move eitlher way, Lon will do the wrong thing.

I don't believe that either Mr. Maisel or I siifrested fhat, the Fed-
eral Reserve should he trving at, the moment to roduce interest rates.
'"e regret that thev have raised them. But whst I am saving-and I
siisDect Mr. Mnisel as well-is that thev should not raise them again,
at least for quite a while. Thev should stay where they are, and not
drag the recovery down during the rest of the vear and 1977. The Fed
should try to keen the imDetus going by sticking with tfhe nresent in-
tervention rates in the Federal funds market. They should do that
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even though rates of growth of monetary aggregate may exceed their
target numbers. They may or may not, we don't know what they are
going to do. These rates have been very volable, as Mr. Maisel said.

And what seems to me the possible calamity or misfortune today
would be this: If it turns out that in order to halt some preannounced
and already scaled-down numerical targets for rates of M-1 and M-2',
we have to have a runup in interest rates, we could suffer another wave
of disintermediation to savings institutions that are financing mort-
gages and another collapse of stock and bond markets.

That would make a bad climate for the continuation of the recovery
in 1977. And it would be done just to stick to a numerical M target. I
don't think necessarily the Federal Reserve will do that. I am just hop-
ing that they will not. But if they stick to Mr. Walker's 5 percent, I
think that is what will happen.

Now, as Senator Humphrey said, Mr. Walker's prescription is that
we should follow a very slow recovery policy in the interest of trying
to wring some more inflation out of what is now built into the economy.

If so, we will have high rates of unemployment for the rest of this
decade. We will not enjoy a good climate for the revival of private
investment to meet the longrun capital needs of the American econ-
omy. It is not a good climate when you are having a slow recovery and
people don't have high profits and sales to look forward to. A climate
of very slow, recovery and which is a tight monetary policy is not favor-
able to capital investment. Consequently Mr. Walker and others pro-
pose to make up for that by perhaps tax concessions for capital invest-
ment. But we have a large amount of unemployment and an economy
which cannot encourage capital investment on its own.

Representative BROWN of Ohio. I wonder if I can get into this and
get my 10 minutes in. I have some questions I want to explore. I don't
know what the procedure is.

Chairman HUMPHREY. Go ahead. I tell you, today is "catch-as-catch1

can" day.
Representative BROWN of Ohio. Well, let me press on with that

point for a minute, MNr. Tobin and gentlemen, by suggesting that
monetary policy is not the only way to reduce interest rates. If you
gave tax benefits across the board in.the economy you would do to th6
average individual several things, it seems to mc.

First, you would stimulate private activity in terms of expenditure
on consumption of goods. Second, you would stimulate savings since
the average taxpayer has more money in his pocket and in the bank;
there is more money in the bank's pocket, and the interest rate is likely
to come down. I mean, pressure is there for interest rates to come down,
and vou have the opportunity for the Federal Reserve bank to tighten
up on credit if it will, as long as there is this sort of developing
increase of savings in the bank. That tightening up may not tighten
up to the point that it forces interest rates higher.

Somy question is, how much of a generalized tax cut could we give
at this time in order to stimulate the economy, without having an ad-
verse impact on the economy through too rapid growth, or some impact
that would be disadvantageous to the sort of slow and steady course
that we ought to have?

Mr. 1TALKER. I don't have any great quarrel with the budget resolu-
tion you adopted in terms of the state of the economy as I see it. Other
facts aside
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Representative BROWN of Ohio. Could I interrupt you just a min-
ute to say that one reason you can borrow the money to finance the
deficit, without having a sharp impact on rates of interest and infla-
tion, is that that tax break and the natural tendency of private individ-
uals to save is stimulated. So, you have more savings available to
finance that Federal debt.

But, you do not get, coming at the same time, the capital investment
of the private sector borrowing that we perhaps should have.

Now, a further tax break might increase those savings further, might
further stimulate the purchase of consumer goods, and might also at
the same time stimulate the private companies to come in to private
financial institutions. And if you did that, you would also have to damp
down public spending, I assume.

Mr. WALKER. Well, I would prefer, Congressman, that if we now
have additional individual tax cuts that they will clearly promote
savings and investment. People say, "Oh, you just want to cut taxes
on Fat Cats." That is not true.

I'd like to see the small saver get a break.
The technicians say it can't be worked out. Well, I don't see why it

can't be worked out, something along the lines of a reasonable credit
against income taxes for anybody who increases his savings in a savings
bank, savings and loan, commercial bank, life insurance cash value, or
stocks or bonds.

Representative BROWN of Ohio. Would you include education?
Mr. WALKER, No, tax credit would be for savings-an increase in

your net worth through savings. You would get a tax credit for the
increase that took place in a given year. Now the technicians say you
will run into all kinds of problems-I agree there are technical
problems.

But my point is that I would concentrate now on the tax cut area
in the context of this longrun capital formation problem that we have,
both in reducting the tax load on business investments and rewarding
the savers. We don't reward savers Very well in this country-we pay
low interest and take it away through inflation.

Representative BROWN of Ohio. What about tax cuts in terms of
raising individual exemptions that would put more money into the
pockets of the consumer-whether rich or poor. He or she then could
make the determination whether he wants to save it or invest it;
whether he wants to invest it in some social purpose, such as higher
education perhaps- for improvement of housing, or whether he wants
to go out and use it up; he still has the money to make this personal
determination.

Mr. MAISEL. Mr. Chairman. I think we all agree that there is a dif-
ference here between the short run and the long run. Since we need
more growth this next year, less taxes would not be that inflationary
in this coming year. But I am concerned, as are Mr. Walker and Mr.
Tobin, about 4 or 5 years from now.

Again, I think if we are going to cut taxes, you can only do it if you
cut Government expenditures, and I don't think that is very possible.
I think the problem of the budget agreement is there. If you don't
cut Government expenditures and you cut taxes, then you have some
additional growth in this next year or two, but 3 years from now it can
mean a very inflationary situation.
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Representative BROWN of Ohio. Well, can I reverse the argument
given earlier by my mOre liberal socially oriented colleague that says,
if you spend the money to put somebody in a job-a government job-
that he has money, and that stimulates the economy.

How about doing it the other way and say, if you give money to
those people who are working and producing for the economy in the
form of tax cuts that they may produce more, and you are less likely
to have-well, you produce more because he spends more; and you are
less likely, therefore, to have deficits even though you are undertaking
wonderful social purposes with all this Federal money that you tax
away. In other words, you stimulate the tax returns because the person
is using it in the private economy.

Mr. 1IAISEL. As I said, there is no problem on that when we want to
stimulate the economy this year. This coming year a tax cut might not
decrease revenues very much for exactly the reasons you are giving; it
stimulates the economy; we have less than full capacity, therefore, you
will have additional Government revenues and we will have more
money in our pockets.

Representative BROWN of Ohio. I guess what I am saying is, You
could have more growth in the private economy ahd you can spend-
maybe we could thing of ways to spend it fast enough.

Mr. MAISEL. That is where I think we ate in a problem. We have a
limited amount of capacity; we have a limited labor force. Three or
four years from now, when we are at that capacity, I think we are
going to need a sizable Goveinment surplhs. I think if we reduce taxes
now, the chances of our getting a Goverinm-Aent surplus When we need
it 2 or 3 years from now, are very small.

Again, the reason I think we need tbe surplus is the same reason we
have been discusting here. I doi think wo need more investment in this
economy, and one way we are going to get thla't investment is by tun-
hing a Government surplus 3 or 4 years from now in order to have
lower interest rates.

My concern, as I say, is that I think the bettef way to do it is to say
that if we get back to a betted interest rate situation, that will allow
the capital markets to give us the investments We need. In order to
have that, it probably is going to mean that as we approach full
capacity, we have to go to a Government sutplhs. I think none of us
are talking about very large sums, but we are in a situation where we
are going to have to have a Government surplus to add to Government
savings. This goes back to the whole thing of what has happened in
the social security fund. We agreed not to have savings in the social
security fund.

It ig my opinion that as we approach full capacity we ough to be
running a Government surplus if we want to fight inflation.

Chairman HUMPHREY. Go ahead, Mr. Tobin.
Mt. TOBIN. I think it is helpful tb divide this problem of economic

policy here into two steps. The first would be the question of how fast,
how rapid a recovery you Want; and the point at which you want to
get back to something like the levels of utilization that we had, say, in
1973. The administration's plan f6r that is to get back there around
1981. Around 1981 we will have recovered, in half a decade, or 6 years,
what we lost in 18 mOnths. Anid Mr. Walker, by emphasizing how
slowly we must go, also seems to endorse the idea that what we lost
in 11/2 years we can only regain in 5 years.
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Representative BROWN of Ohio.. Are you suggesting-would you
address yourself to my tax-cut idea-are you-suggesting that a tax cut
would be too rapid? -

Mr. TOBIN. No; I am coming to that. On the other hand, I think this
committee has consistently recommended a faster recovery than the
administration, one that would get to 5-percent unemployment several
fears ahead by 1978 or early 1979. That would require a faster rate
of growth of the GNP, maybe 7 or 8 percent now, instead of 6 percent
in 1]976 and 1977..

So that is problem 1, issue No. 1.
The second question is, How you should get there? That involves

whether you use a tax cut and fiscal policy on the one hand, or mone-
tary policy on the other hand, as the sources of the stimulus to demand
that achieves whatever speed of recovery is agreed.

Y You can do it either by having a big, tax reduction, a big burst of
Federal spending-in which case for the same path of recovery in-
terest rates and monetary policy will be tighter-or by having a less
restrictive monetary policy, less expansion in the Federal budget and
a smaller deficit.

There are several the-reasons for thinking vou should not go further
on the fiscal expansion route. It is important-to maintain a large
availability of savings. It is important not only to have savings avail -
able, but to translate it into investments that will best meet the capital
needs of the future.

But it is not enough for the Congress just to follow a prudent fiscal
policy to get that result. The other requisite is that monetary policy
make up for the conservation of -fiscal policy.

* Chairman HIJMP~iREY..Mr. Tobin, thati happens to be my view you
just expressed. There has to be a coordinated effort between the fiscal
and monetary policy. Without that effort the economy will suffer.

I want to just take a few minutes because I have to go down and
vote again, and ask a basic question of all of you.

The Joint Economic Committee did recommend a policy that aimed
at a 7-percent growth in real GNP throughout this year and 1977.
Now, it appears that we come close to achieving our target in 1976.
But all of the indicators tell us that we will be down in 1977; and
indeed, when we had Mr. Greenspan here, he indicated a 5-percent
growth rate.

My question is, Is a continuation of the 7-percent GNP growth an
appropriate target for next year, and- if it is, do you think that target
could be achieved under the current policy?

So. let's just start off with Mr. Maisel.
Mr. MAISEL. Mr. Chairman, as I indicated. I think it is a feasible

policy, one' that' would be basically noninflationary. It would -be
better-again answering Congressman Brown-if we got there
tthroug!h monetary policy instead- of through fiscal policy, and that
therefore is the basis of ny recommendation.

But at this boint the Federal PReserve has to be, very careful that it
doesn't allow interest rates to'go up. Basically, gi 'en the buildup of
liquidity in the economy, we should expect that interest rates should
*continue to fall for the next 6 months or year.

If, as a result of too closely following a rather smiall money supply
taiget, the Federal Reserve forces up long-term interest rates, rather
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than having them fall over the next year or so, I think that would be
unfortunate. We still may get there, but it may require more tax
action, expenditure action, and a greater Federal deficit. I would
prefer to have it accomplished by interest rates not rising.

Chairman HUMPHREY. Yes. Mr. Tobin.Mr. TOBINA. I think 7 percent through 1977 is definitely an appro,
priate target. It could even be on the modest side, considering thelength of tinme it is going to take to get us to a reasonable degree of
utilization and employment. So, I think we should do at least that
well; that is point one.

Point two, it is not inflationary. That is to say, it would be con-
sistent with a continuation of the present inflationary pattern in the
economy, which is on the order of 51/2 to 6 percent a year.

So, I would say a recovery like that could be achieved. Now, willpresent policies produce that? I agree with what Mr. Maisel said, they
may produce it if we are lucky; but it can ble that the monetary
targets and growth rates for M-1 and TM-2, et cetera, which have beeni
expressed, are not consistent with that objective.I think the whole question that we are discussing here this morning
is, when that turns out to be the case, or if that appears to be the case,
what gives? Does the Federal Reserve then adjust its aggregate
monetary policies to achieve that kind of growth rate in GNP; or do
they stick -with some numbers in regard to M-1 or M-2?

I hope that is-what you are going to ask them.
Chairman HUMPHREY. I wanted to get to that. I regret that all,

these questions have to be interrupted here, but you know. the Con-
gress sets these targets with the Federal Reserve, and it may well be
that we locked ourselves into something here that wasn't too desirable.

Mr. Walker, I am not being impolite, but I must go; you can go
ahead and answer those questions, it is your turn.

Mr. WALKER. I fully understand, Mr. Chairman. I have been
answering all of your questions while you were gone, and it's been
easier for me to do it that way. [Laughter.]

I would like nothing better than to.see 7-percent real growth next
year; in fact, I would like to see 8, 9 or 10 percent-if it could be
achieved without reigniting the fires of demand inflation. If. it re-
quires, as I suspect it. does,, a big step-up now in the rate of monetary
growth, I think that you would engage in a self-defeating exercise
from both a short-run to a long-run standpoint.

From a short-run standpoint, I think you would hasten the day
-when you would be back into a recession, probably a. recession. accom-
panied by an inflation of the type we experienced in the recent past.From the long-run standpoint it, would be self-defeating with respect
to stepping up the rate of capital formation, which thus far is the
only area of agreement we three-have been able to come to today.

I would like to-put it another way, I w ould like to see policies now,
Mr. Chairman, that are very similar to those that were followed. when
Professor Tobin was a mem ber of the Council of Economic Advisers,
from 1961 to 1965. I could not give a better description of the policy
need now than to describe what happened during that. period. There
again, in 1960-61 wv e had a very high .rate of unemployment and we
said -we were not going to try to cure that overnight, as. a matter of
fact, it took 4 to 5 years to get down to the interim goal of 4 percent.
then set by the Council of Economic Advisers.
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What happened to interest rates during that period? Well, this is
verv instructive and is a lesson today. Relatively speaking-I am
looking at the Federal Reserve's Historical Chart Book-you had a
pretty sharp increase in the prime commercial paper rate; that is a
measure of the throbbing of your expansion in business activity. But
your AAA corporate bond rate, which peaked in 1960, went down for
the next several years. This was an indication, in part, of the buildup
in savings that Professor Maisel was talking about. It is also an in-
dication, in my judgment, of a waning of inflationary expectations.

Not evervbody remembers that in the 1950's many were saying that
we were going to have inflation forever. But in the early 1960's we be-
gan to realize that inflation could be contained, and that had an effect
on corporate bond rates. It brought them down.

So, if you can keep out of financial market participants' minds the
idea that we are going to return to what we had in the recent past, I
can see a rise in short-term rates this year that is not worrisome at all
because it reflects real economic expansion, and long-term rates going
down because of receding anti-inflationary expectations.

That is the policy I would like to see.
Representative BROwN of Michigan. Just one question, and then I

will yield to Senator Javits.
The most significant event, however, during the period you are talk-

ing about, was a tax reduction, was it not?
Mr. WALKER. Well, I would not say it was the most significant event,

but it was a very significant event, the tax reduction for both consump-
tion and investment.

Representative BROWN of Michigan. What was it, around 27 percent?
Mr. WALKER. I don't remember the percentage.
Representative BROWN of Michigan. So, if that was not the most

significant event, what was ?
Mr. WALKER. I think the way monetary policy was handled during

the period. There was no concern that the increase in short-term rates
that was taking place would reduce the rate of the return to full em-
ployment; it was stretched out, very similar to that 1981 target Mr.
Tobin was talking about a moment ago.

Mr. TOBIN. May I comment on that?
Representative BROWN of Michigan. Certainly.
Mr. TOBIN. My comment on that is this. There were no monetary

growth aggregate targets then, so neither the Federal Reserve nor
anyone else was adhering to some percentage rate of growth of M-1.

The increases in short-term interest rates that Mr. Walker referred
to were very modest.

Mr. WALKER. They were relatively large for those days.
Mr. TOBIN. The only reasons for the increases were balance-of-pay-

ment reasons, to retain funds in the United States. It was feared that
if short-term interest rates were lowered in the United States they
would push funds abroad. We don't have those reasons now, because
we have a floating exchange rate, not the fixed rate system we had in
the 1960's.

If we had had that system in 1960, I think the monetary policy
would have been one of stimulation. At any rate. there was no atten-
tion during that period for the rate of growth of M-1.
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Moreover, I am not sure I want to accept all of Mr. Walker's back-
hand compliments. The Kennedy administration, or at leasting part of
the administration, did hope to have a faster recovery than was
achieved. Many people who said any recovery would be inflationary
were proved to be wrong by what happened. But they held back the
tax cut for almost 2. years from the time it was initially conceived
and proposed.

Representative BROWN of Michigan. Without spending a lot of time
on it, you are suggesting that during this period of time monetary
policy was sort of an accommodator, rather than an advocate?

I would pose that question to all. Really, what is the fiscal policy
versus monetary policy relationship, what should be the role of mone-
tarv policy, should it be an advocate, or an accommodator?

Mr. MAISEL. I think that basically it can be an accommodation, but
that is the critical thing Mr. Tobin and I are concerned with, that it
won't be an accommodator if it fixes on an incorrect target.

The critical problem is, what should the Federal Reserve target be
for the next year. And my own view is, if they try to stick to the 7-
percent money supply it may or may not work out well. It is costing
us considerably in interest rates now because following a money sup-
-ply target causes markets to fluctuate, both the interest market and the
stock market. I think that is costing us investment; it is costing us
housing. It is an expensive target, even in terms of the small fluctua-
tions which occurred.

If you look at money supply over the past year or two, and what the
Federal Reserve has done, it has not been a very stable thing; they
move very 'rapidly every 2' or 3 months, as the money supply figures
have changed. I think they have done that too fast. Their policy raises
interest rates somewhat over what they otherwise would have been.
But, that is a miner problem.

The major problem is, if we now find that velocity is not going up
the way it did; if we find the 5-percent range of M-1 suddenly causes
short-term interest rates to rise 1 percent, 2 percent, or 3 percent high-
er, and causes long-term rates to go up, then I would say that was not
being accommodative. It was' making an error, and' the Federal
Reserve ought to take a longer period to see what the real interest rate
is before they continue to follow as' slavishly as they have the short-
term money supply' figures.

Representative BROWN of Michigan. Mr. Tobin.
Mr. TOBIN. I agree with what Mr. Maisel. said.
Representative BROWN of Michigan. You say it should be. an ac-

'commodator for the economy.
Mr. TOBIN. It should be an accommodator in the, present circum-

stances, it should not accommodate everything. There are a lot of
things the Federal Reserve should not accommodate that could hap-
pen: it should not accommodate an expansion of the aggregate demand
by fiscal or other events that would take us beyond the capacity of
the economy to produce.

Representative BROWN of Michigan. But that is the basic rule, you
-think.

M; TOBnI\. No.; I don't think that is. the basic. rule.. Ouce.you havye
a deliberate' coordinated strategy in which. fiscal and monetary policy'
are meshed, with each playing a part in aiming at a certain agreed,
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real objective in terms of the unemployment, growth; production and

inflation, once you have agreement on where you are'trying to go in

terms of those 'basic goals, then there is a division of responsibility be-

tween the two kinds of policies, the fiscal and the monetary. They both

should play their part.
Representative BrowN7 of Michigan. My time is up, but if this is

true, that is, monetary policy should in effect be intermeshed witl the

fiscal policy with respect to the direction of the economy, then whv

should not the role of the Federal Reserve insofar as it governs mone-

tary policy, be granted to the executive branch ?
Mr. MAISEL. I have a book, and I will send you the excerpts. Of

course, that is traditional in most countries of the world, and we are

one of the few countries where the division is much greater than in

most other countries. The reason why you should not have the Fed

tied too closely to the executive is that at this time the Chairman

of the Federal Reserve has an entree to the press, an entree to the

President that he would not have if the Federal Reserve were closely

tied to the executive branch.
Given the men that were around President Nixon, it would have

been very difficult for the Federal Reserve to have had independent

policies and kept to them. The independence of the Federal Reserve,

:think, is primarily important in terms of having another channel of

economic thought in Washington and outside.
Now, this committee, I think,. is a very useful channel, but I think

the Federal Reserve serves as a very useful channel too of independ-

ent economic thought in Washington. But I still think, given that fact,

when the decisions are fiially made by the President and the Con-

gress, there js no question that the Federal Reserve has to coordinate

its policy with them.
Representative BrowN of Michigan. I won't ask you other two to

respond because my time is up, and I yield to. Senator Javits; but I

would like to have your response later when we come back around.

Senator JAVITS. Gentlemen, I am very interested in the following:

Here you are, three fine minds, the finest we hare; and I noto. that. so

far the appraisals which you have made are in the detail of the situa-
tion.

I wonder whether you could shift your focus momentarily to the

broader canvas I ask.you to follow-and that is the only question I

shall ask.
Here we are wrestling with tax reforms, which we are told would

have major effects on the economy. For example, one of the things all

of youL point out-especially Professor Tobin and Professor Maisel-

is the difficulty in the housing field, and the tax laws are set to turn on

those sluice-gates respecting investments in housing and real estate

generally, construction.
As a matter of fact, we adopted an amendment last night in the

Senate and the chairman of the committee promptly rose and said.

"WlYe are all going into construction."
Second, we have just adopted a revision of the antitrust laws, which

certainly on the penaltv side carries very serious implications. -And

*e have also adopted an amendment of which I have the honor of

being the author to review the antitrust laws by a very high-level
commission.
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Third, we just adopted a new policy, announced by the Secretary of
State, both here in Septehber of 1975 and in Nairobi a few weeks ago,
with respect to the Third World, calling for very large outputs of
money and credit by the United States, various types of funds; we
have gone away from the breadth and width concept of even the quasi-
fixed parities to a floating exchange rate. We are putting another
roughly $2 billion into the International Monetary Fund, and so forth.

Now,.as you look at the world, what is the effect of these major
changes upon the matters which have been discussed, the rate of infla-
tion, the rate of growth, the impact on the monetary policy and opera-
tions of the Federal Reserve, either in terms of the laws we are fash-
ioning, or in terms of how vou would like to see us fashion them; what
advice could you give to the Congress respecting these other broad
policy questions which are being decided, and their impact upon. the
economies of the free world, in which you are all so expert, can you
describe to us more in detail these major implications which I have
described?

Mr.' WALKER. I haven't had a tough one like that since my Ph. D.,
and I am not sure how helpful I can be. I have some thoughts on at
least the first and third-I am not all that familiar with antitrust
legislation.

The whole issue of tax reform-an area that I have been closely
associated with now for 7 or 8 years-is very much misunderstood in
the'minds of the American public.

People think on the one hand that there are literally billions upon
billions upon billions of so-called tax loopholes that are available for
plugging. That's not true. And the typical voter believes that you
double his taxes; on Mr. Moneybags, you cut his taxes in half. And that
is not true either.

But aside from that, as to a tax reform measure that runs anywhere
from $800 Million to $2. billion in an economy the size of ours, I cannot
conclude that it has a very significant inacroecononmic effect. However,
it can, have a very large microeconomic effect if you happen to zing in
on a particular industry. I

If you took away all the preferences and the tax laws for the housing
industry, which are very large; yes, it would have a very significant
effect.

-'On the second point I do have one comriment. Dealing as I do in my
business to a considerable extent -witlf leaders in the' business commu-
nity, I know the sorts of things that worry them about antitrust legis-
lation and enforcement. I think leaders in the business community
would strongly welcome the reexamination of antitrust legislation
which you are sponsoring. I think they believe:there are some rather
fixed ideas in that part of the Justice Department; having to do with
the idea that size in itself is a fundamental criteria, as contrasted with
the thrust of the antitrust laws, having to do with restraint oftrade,
conspiracy; and things of that type.

So, the business community is apprehensive-as in the oil industry
now-that the trend may be to say, "Well, let's break them up, Pri-
marily because they are big." They think that bigness in certain in-
stances has a place.. :

On the final point-and you know, Senator, I used to work with you
and others on the-international'financial organizations-there are
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problems. I am not sure that economists can tell you much. My own
judgment, which I have held for many years, is that with respect to
raising the standard of living in poor cQuntries, that there is simply
not enough official governmental money available to go through the
international institutions to solve their investment problems. And, liv-

ing in the world we do, political factors are going to enter into the
determination of the size of that, as well as its, distribution among
countries.

The answer, in my judgment, which was the message I carried to a
meeting of the Inter-American Development Bank in Buenos Aires
in 1971, is that those countries have got to create a climate that is con-
ducive to a stable inflow of private investment. Officials in those coun-
tries say they have full rights to expropriate if they provide just com-
pensation-and they're right. But even if legal, private capital will be
hard to attract to those countries in the future.

To sum it up, what I am saying is, I have no objection to a much
larger flow of official funds hopefully through the international insti-
tutions, to these poor countries. But, if they do not at the same time
create a stable climate for private investment; if you can't get business-
men to go to work there because they may be kidnapped or killed; if-
you cant get investors to put money there because it may be expropri-
ated next week or next year, they never will come out of the woods,

Senator JAVITS. Thank yOU very much. Professor Tobin ?
Mr. TOBIN. Let me just' comment on a couple of things that you

asked about, Senator.
First, regarding housing and the tax incentives for housing-Mr.

Maisel is a gre t expert on housini , so I am sure he will say something
about it. The wa.rning- I would like to offer is 4gainst using the tax
svstem as remedies for problems in the economy at large, pro~blems
which have resulted from the recession, and other events of the last
few years. Housing took an awful beating in that. recession. But, the,
beating is the result of the macroeconomic policy, the monetary and
fist'al policies. tha thave brought Gus recession and incomplete recovery.

I think it would be a mistake in housing, just as in relation to busi-
ness investment , to try to make up sector by sector for the damage that
has been done by overall economic developments a(nd overall economi'
policies, by concessions in the tax laws.

I think the emnhasis should be on a healthy and fairly rapid re-
covery to the kind of prosperity that will support high demand for-
housing and for business investment, without having to support them
artificially through tax laws.

If you have tax reforms that are justified on their merits, that is.
another matter; But much of the impetus for tax concession today
comes from the, d~istress dJue to the business cycle. The remedy for that
is stablizatioli of the. business cycle, and sense of sector-by-sector tax
conecssio s.

The second point of yours I would, like to take up is your observa-
tion that we are unoy jn a world of floating exchange rates, rather than
fixed par-ities. What difference does that make to monetary policy

The difference is that it rpakes monetayy policy a more powerfulI
tool of domestic stabilization policy than it was under. the reigime of
the fixed rates., More responsibility for the! domestic health of the ecoqn-
omy falls upon. the eentalA tr ,-Ga-in our country, t~e Federal Re,
serve-than it did when we were under a fixed rate regime.
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So, for example, under the fixed exchange rate policy the Federal
Reserve in our country had to worry a lot about the impact of its pol-
icies and interest rate on balance of payments, on capital movements,
and on losses of reserves. Those worries are much mitigated by the
floating rate system. That means that more of the burden of stabiliza-
tion-in this particular case expansion-is their responsibility do-
mestically.

Senator JAVITS. Mr. Chairman, my time is up; if you wish, I would
like to get the Maisel's response.

Chairman HIumPrREY. Go right ahead.
Mr. MAISEL. The housing problem, I would not put it in the macro

sense, but I think that there is a problem. I don't know whether the
amounts of subsidy to housing are too large, or not-they are a good
deal larger than Mr. Walker said. I think the real problem is their
inefficiency. They are erratic in terms of who gets what. They depend
upon how much a person's income is from other sources, and things
of that sort. I think .that is one of the questions of reform.

The thing that concerns me even more is that they don't really
have anything to do with how well a person maintains the property
he has. They put all sorts of stress on milking the property, getting
your money out through depreciation. The current housing tax laws,
to the best of my knowledge, are simply not related to running aproperty well, either for the persons themselves over the long run,
or for the economy, or for a city over the long run. They are based'
on getting in and getting out. They' are very erratic methods.

So, insofar- as reform is useful, and I think it could be useful; it
would be useful if the same amounts of funds went more logically
toward the goal we need in the housing, area.

I think there are critical problems, but I think the way, in which
the tax laws have grown in this area have not been aimed at a hous-ing policy; they have been aimed at getting a certain number of units
built, often in the wrong period and' not necessarily when we need
them.

On the other one, while I am not as great a believer as some of my
friends are in how much we can get out of antitrust policy, deregula-
tion and other things in terms of the general inflationary situation, itseems, to me our problem of inflation is, so. great that we have to useevery tool, we have. Antitrust policyj deregulation, and so forth,
have some advantages. They are going to give us' something. I don't
think they are going, to solve the' problem, but I don't think we can
afford to waste any tools ill the, anti-inflationary fight. So, I thinkwe have to look' and see whether, we can get more out of this type of
tool for improving, the structure of our production system.

Senator J'AVITS,. Thank' you, very much. Thank you, Mr. Chairman.
Chairman HUMPHREY. I am very' concerned about these real' growthraites bcause I have the' feeling that the argument that I posed in the

beginning as to the rate of recovery is still very fundamental as towhat is going to happen in the overall economic picture in terms of

I gather there is a general feeling here that the 7-percent growth
rate was, sustainable.?

Mr. WALKER. No.
Chairman HUMPHREY. You do not feel it is, Mr. Walker?
Mr. WALKER. No.

76-478-76e--
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Chairman HumPHlREY. Mr. Maisel and Mr. Tobin, if you had a 5-
percent growth rate, which is what we recommended to the OECD,
and which is what seems to be more or less the policy being under-
scored by Mr. Greenspan, then unemployment, according to the Con-
gressional Budget Office, would be between 6.3 and 6.5 percent for
the year 1980. If you had a growth rate of 6 percent, you would get
the unemployment down to 4.5 percent by 1980.

Now, I know there is a great deal of concern about the ravages of
inflation, but what about the incredible waste and loss of unemploy-
ment, is that not a factor that has to be weighed? I recognize inflation
affects everybody. But the unemployment rate has a way of affecting
everybody too. it cuts down on our revenues: it, cuts down the gross
national product; it cuts down consumption; it has a way of affectillng
the whole economy.
. Now, why do you feel that a 7-percent rate, Mr..Walker, is not

defensible for the foreseeable future?
Mr. WALKER. Senator, I don't believe 7 percent is attainable with-

out a d egree of inflation that would perhaps drive us into early repeti-
tion of what we have gone through in recent years.

In this I cannot be dogmatic. But I think on the basis of experi-
ence, as well as the analyses that lhave been done in OECD. it vould
certainly run that risk. I think perhaps our discussion should re-
volve arourd Pot the groal-I donlt think there i; any disagreement
on the goal whatsoever-but it is a question of how you -et there.

There is no disagreement todav that there have been significant
changes in the structure of the labor force, especially in the last 20
'ears. I am a great believer in, and I would be willing to spend very
large amounts-of money to upgrade the skills, habits of work, and
education of the unemployed. There are a lot of jobs out there for
People who have the right training, right experience, right education,
the right habits. I have been advocating for years that-we ought to
set. up a new Civilian Conservation Corps.

You know, you go around the country and you talk to groups of
our generation, and you mention the word "WPA." and you get scowls.
If you mention the letters "CCC." vou generally get smiles.

And since we have such a horrendous unemployment rate among
teenagers, 16 to 19. I would set up a program which is not all work,
but half work, half study. We* have so- much to do; for one thing,
rebuilding the railroads.

Chairman HuMPHREY. I am of the same opinion.
Mr. WALKER. I agree with you on that.
Chairman HuMfPHREY. I wish you had not left the administration.
Mr. WALKER. No; I left it at a good time. rLaunghter.]
Chairman HumPHREY. You left it at the right time all right, but

I can't get any of them to agree with this.
Mr. WALKER. Well, I wish you could, I have constantly "bumped"

in this'sort of direction.
Chairman Hunprmmuy. I agree with you.
Mr. WALKER. OK, there -we are in agreement. If we approach it

that way, we say we can go so far through general stabilization pro-
grrams before we are in trouble; and I can't tell you exactly where that
is.
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A year and a half ago Mr. Muskie's Budget Committee said to me,
"What should the deficit be," and I said, "Senator, $50 billion we
can handle, and $100 billion we can't." Somewhere in there. They
came down to $75 billion.

Chairman Hu:tNIPHREY. We really reduced it down to $69 billion,
or $70 billion.

Mr. WALKER. Yes, because we lhave this very rapid rate of growth
that has been taking place. We certainly can't handle 8 or 9 percent
real growth, that is just going to blow us to Ha1des; and I am certain
that 2 or 3 percent is too low. I think that 7 percent tends to be too high.
And if you get the unemployment rate down to 6.5, 6.2, 6 percent,
I am not sure where the demand inflation problem starts. But if you
take the approach you and I-and I'm delighted you found a place
to agree with me-

Chairman HuMPHREY. We are not that far off on a lot of things.
Mr. WALKER. I just refuse to believe that we cannot do a better job

in a manpower training in the adult labor force, as supplementary
to a modern CCC. If we could do those kinds of things, you and I
might efid up on exactly the same side.

Chairman HUMPHREY. But if you take a look at certain features
of the so-called Humphrey-Hawkins bill-which I am sure some of you
don't agree with-you will find a great deal of emphasis on just
what you said, the necessity of training programs, work training
programs.

I don't want to keep you here forever, but I have other questions I'
want to ask.

Mr. Maisel, I want to ask you about your "golden rule of monetary
policy." Your rule urges that we focus on the growth of monetary
aggregates unless the relationship between money and interest rates
and output seems to be developing in an unexpected manner. In that
case you said that we would shift our focus to interest rates.

Could you be more specific about when this shift should occur, and
what we should look for?

Mr. MAISEL. Let me be specific, Mr. Chairman, in terms of the cur-
rent situation. Let's assume that we do have agreement that 7 percent
real output is the proper goal for this next fiscal year, and we are
talking about a 5- or 6-percent price increase; so, we are talking
about a 13-percent growth in current GNP.

Now, according to our models-the ones they use at the Federal
Reserve and elsewhere-since the Federal Reserve says that 7 percent
is the maximum amount of M-1 that they want to add, their model
must say that they can get 13 percent growth in current dollar output
with 7 percent growth in money. It also must say that there'is'some
interest rate compatible with that.

Let's say the compatible interest rate is an 8.5 percent rate for the
AAA corporate bonds. In other words, that says for this next'year,'as
far as the Federal Reserve model is concerned, it doesn't matter, you
either put in the 8.5 percent interest to get the 13-percent growth in
GNP, or you put in the 7-percent money and get out the growth in
GNP. Nobody knows which is'right. As far as history is concerned,
you need both this money and the interstate to rea'ch our goals for
this coming year.
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The problem that worries me and worries Mr. Tobin is, what happens
if suddenlv interest rates go up to 9 percent, or to 9.5 percent, because
we are only getting 7 percent or so growth of money. I would say that
for a period that would indicate that something was wrong with the
model of money, that that 7 percent money was not enough to get
the growth we needed; that either the velocity figure that was put in
with the 7 percent was wrong, or the 7-percent figure was wrong; in
past experience both of them frequently have been wrong.

Therefore, for the next 4 to 5 months, when the Federal Reserve
sees what is happening, they should look at the interest rates and
say, "Well, we have to put in 9 percent money to keep those interest
rates from going up over these next 3 or 4 months, that is what we
should do."

Theory tells us that that is correct, at least the theory that I teach
and the theory that Mr. Tobin teaches, and even the theory that Mr.
Walker taught, tells us that you ought to do this.

Now, that is what I mean by the "golden rule." The model tells us
you have a certain interest rate to expect to get your goal, you have a
certain amount of money; if it turns out that the amount of money
seems to be too low because interest rates are rising, even though
you are still on the right growth path, then you should create more
money.

Now, if we suddenly found that we were getting 15 percent growth
in GNP, or 16 percent growth in GNP, you would not want to do that.
Then you would be off your path. You would want your interest rates
to rise because we were growing too rapidly and the increase in
interest rates would be proper.

The question is, if you are on a GNP growth path, should you allow
interest rates to go up initially more than the model says is needed-
and I think the answer is, you should not.

Chairman HumIPi-rREY. Now, this underscores the statement which
was made last. week by Mr. James O'Leary, who is the vice president
and chief economist of the U.S. Trust Co. in New York. He was very
critical of the great emphasis being placed on money supply growth
as a policy target; he was critical of talking about policy in terms of
money supply. He said-I want to get your reaction to it-and I quote,
"I don't think most of the monetary aggregates are- worth our atten-
tion. There have been important changes in the technology of money.
I think too much attention to M-1, M-2, M-3, on up to M-12, is
going to get us in trouble.

I see a problem in the House and Senate Banking Committee.
They have gotten sold on the idea that the only thing that counts is-
what is happening to the money supply. I think the Fed has got to.
strike a balance between the interest rates, unemployment rate, and
growth rate in the economy. But the Federal Reserve is in a dilemma,.
if it had not reacted and had told Congress it was going to keep-
within certain ranges, it would have been criticized."

Now, do you think it is a proper pursuit of Congress to try to get
more information from the Federal Reserve System, and the Reserve-
Board as a whole with regard to the direction of our money supply?
Should Congress give the.Fed more direction?

Mr. MAISEL. The answer to the last is, "Yes." I don't object to the
Members of Congress questioning the Federal Reserve. I never felt
that Congress was exerting too much pressure in terms of meeting
the national goal.
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The Federal Reserve has to strive to meet our national goals as de-
termined by Congress and the Executive; so, I don't think there is any
problem there. I think the problem is that there has been too slanish
attention given to the monetary aggregates.

But I do also think, in terms of Mr. O'Leary's statement where he
listed interest rates, output, and prices, I would include money supply
in there because money supply is a proper indicator within limits.

Chairman HumPHREiY. I think he would have included that. He
was saying the other factors needed to be included.

Mr. MAISEL. Therefore, I agree.
Chairman HUMPHREY. There has been, for example, growth rate

in the money supply of about 9 percent. Mr. Walker, I will get back
to you because you said that there has been a doubling in the rate
of monetary growth in the past few months to an annual rate of
*close to 9 percent since mid-March. You said such a growth rate is
disturbing. But over the last 12 months the money supply has grown
at only a rate of 5.4. Why is 9 percent during part of that period
disturbing when the average comes out to be quite modest?

Mr. WAKER. Only if it is implied that it is going to be continuing
over the next 3 to 4 months. I went on to say that they seemed to be
snubbing up, and I think that is appropriate, to get back somewhere
in that basic target range.

I don't think the Congress should have given the Fed quite as ex-
plicit guidelines. I think there are considerable dangers in that.

But the problem I run into-you were discussing it a moment ago,
Professor Maisel's golden rule-it seems to me you have to ask a
question when things seem to be out of whack between the monetary
growth and interest rates-why are interest rates going up? That's
the problem, you see.

If they are going up because of the forces of a normal business
expansion, that doesn't bother me all that much. If they are going
up because the Federal Reserve, under the circumstances, is having
to hold the rate of monetary growth, maybe not to 4, maybe not to
6, maybe to 7, and still the demand for money is so strong that
interest rates go up, if they are trying to fight off inflation, that is
another sort of situation.

But, if interest rates are going up because the money illusion has
been destroyed-people quit thin *ng that a dollar is worth a dollar.
They have to bargain in real terms, in cost-of-living escalators; they
want escalators on the interest rates that they have on securities out-
standing, and so0 on-then you have an entirely new ballgame. That
is the thesis of my remarks. And trying to pump in money and keep
interest rates down under those circumstances, in my judgment, is
wrong.

Chairman HtmTrxiapy. Gentlemen, we are just going to wind up
here. We have a big battle with the tax legislation in Congress, and in
that light, of course, the whole argument about the relationship of
our tax policy to economic recovery comes up. Much of it is also cen-
tered on the need for investment and capital formation for investment
purposes.

Two of the most widely read economic forecasters, Data Resources
and Chase Econometrics, are forecasting a slowdown or recession in
the economy. in 1978 and 1979-at least a very serious slowdown.
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If firms read these scenarios-and I guses they do because they are
widely held in high esteem-and these firms place any credence in
them, is it possible that these companies may very well trim their
capacity expansion accordingly, and make these forecasts a so-called
self-fulfilling prophecy? Do you think there is any of this in the pres-
ent sluggishness of corporate investment? And I say this because the
profit picture of corporations today is very, ve]y good. Mr. Tobin?

Mr. TOBIN. I think there is a disquieting kind of change in expec-
tations on the part of business about the longer run future of the
American economy. Businessmen have certainly scaled down their
expectations in regard to growth, and in regard to the utilization of
resources that the economy will on the average achieve over the next
10 years or so.

The climate of opinion of business is veering toward the idea that
6-percent, 6.5-percent unemployment rates may be normal for the
future. They fear we will have recovery, and then the brakes will be
put on hard again and we will have another recession. This contrasts
with a former climate of thinking that expected steady growth with
-rather small ripples and a fairly high rate of capacity use, and a low,
normal unemployment rate.

I think there is some danger of that' self-fulfilling prophecy. I think
there is too much complacency about it. I don't understand why the
business community would be content with a vision of the future of
that kind, in which 6 or 7 percent of the labor force are chronically
unemployed. That is too many to put in CCC camps, by the way.

Mr. WALKER. The business community is not complacent, they do
not believe that that level of unemployment is viable, economically or
politically; they are just as concerned about it as the rest of us.

Chairman HUMPHREY. But what are they willing to do about it?
Mr. WALKER. They are willing to hire people when the markets are

there. What we have to try to do is try to prove the inaccuracy of those
forecasts. I would string along with Paul McCracken and others who
say that this-can be a fairly long and sustained boom if we don't try
to run it in a 31/9-minute mile. That is how I view the situation.

I would like for the record to make some comments on your com-
ment that corporate profits are very high.

Chairman HViAP'ixhEY. I would say they are substantially better.
Mr. WALKER. They are better.
Chairman Hu.PENREY. My old countrv feeling is that if you see

there is 'a chance to make a buck, vou will invest. You lnow, I grew up
in the Midw'est, and I don't think people'invest because they want to
invest; they inrest because they think there is going to be some
business.

I am having, a little personal experience with the matter; I am
decidinji the question of whether or not to spend $50,000 to remodel a
store. That is an investment for a small businessman.

Now, what is the calculation that you make in your mind when you
have to make that decision? Whether or not there is going to be any
trade out there that will help us liquidate that investment. In other
words, if you are going to put in new fixtures. a new store front, and it
is going to cost you $50.000 to $70.000, you ask one. question: Not,
should I invest because. I -want to be an investor. The question you
ask is, If I invest it. will there be enough trade coming in that front
door so that I can pay for it?
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So, therefoie the general economic situation is much more important.
For example, in my little area where I live, the thing I am interested in
is, What is going to be the price of soybeans, What is going to be the
price of corn; that is what I am interested in. That will determine
whether I am going to invest. And there are many of these small
investors throughout the country.

Whien you are thinking about investors in this country you are
thinking about a handful of big companies. As a matter of fact, most
of the employees in America are in small companies, and they invest
primarily on the basis of whether or not they can make a buck-that
is a good rule, you know; niot whether somebody in Congress says you
go to M-1, or M-2, or something. They take a look whether or not
they are going to make any money.

Now, don't misunderstand me, I think the rate of growth in the
money supply has a great deal to do with what is going to happen in
the economy, but the average man-I talk to thousands of people out
my way, and they don't know what we are talking about when we
talk about M-1-they think it's a rifle. [Laughter.]

They really do.
Mr. WALKER. They are right.
Chairman HuMINIPHREY. What they know is, No. 1, they can't afford

*to buy a house. And you know why ? Becaus6 the average home today
is a $45,000 house, and by the time y6u got it paid for over a 30-year
mortgage, it's a $100,000 investment. You pay some $55,000 in interest
charges.
* The guy says, "I'm not going to buy'a house." I don't know why wve
don't get excited about that. I pidked up that Boston Globe here about
1 or 2 months ago, and it says in Boston only 2 out of every 10 people
can afford to buy a home. Now, if you can't afford to buy one, you can't
afford to rent one either because with the shortage of supply rents are
way up. and that hits the average person that is working.

And I noticed even in a stable economv like Wisconsin. Minniesota,
these Midwestern States, that the rate of homeownership is dropping
every year. Now, that is a very bad sign.

rlistened to you three gentlemen, aiid I find you sail there are two
things that are needed, one is more investment capital and the other
one is housing. More:*investment and housing. You know, we have
been foolin.p here- we have people-comning in giiving us these forecasts
on starts and permits, and when we come right down 'to it, we are

*goin) to build 1.3 million homes thisgyear; we should be building 2
m'1lb-i. at least, or 2.2 million-we are way off the mark to meet de-
mand.

Tb hem' isn't any wav you are going to get recovery with the housinm
depression-no way. I mean, you can play games, fool yourself and
Play the market, but finally it gets down to whether or not you are pro-
ducimn something. A home is production; iron ore is production; and
automobile is production; planting and growing crops is production.
T rm e, -no-luction man. I just happen to believe that if the housing
industry is in the doldrums. we have other industries in the doldrums,
and that is the reason there is a lot of unemployment.

Housinsz absorbs huge amounts of semiskilled and unskilled work-
ers. huge amounts. And I think the question is, Do you want a Govern-
ment. employment program, or do you want a housing program.



116

Now, in order to have a housing program we are going to have to
have some Government help for low- and moderate-income housing be-
'cause you can't build it and have it available for low-income people.

I have often felt it might be better to have some interest subsidies,
have a fellow own a home and build a home than have public service
jobs. I would rather have somebody working on that job, digging a
foundation, digging out a basement, and building up a home. Most
housing is a nonunion occupation. But we have a system here that
doesn't work.

I want Go get back to what someone said a moment or so ago. The
business community should get a little excited about it. The trouble is,
I think we are listening to people that manage money and don't pro-
duce. And of course I worry about the theory of the leisure classes.

Mr. WALKER. You put your finger on a very important point in the
~earlier part of your remarks, talking about the small businessman
investing because he thinks there is going to be a market out there.
There is a lot of investment from small business, but a tremendous
amount from the corporate community, also. And the paradox of the
situation is-and I may be wrong-but many in the business commu-
nity are convinced that if we try to move back to full employment at
the speed implied by Humphrey-Hawkins, that by 1978 we will be
back in that situation where we will have weak markets, and therefore
you don't get investment-that is the paradox.

Chairman HUMPHREY. Well, I don't deny they think that.
Listen, I think we'd better go, you have been awfully nice to come

here, you have been very helpful. One interesting thing about arguiiig
economics, everyone is entitled to his own point of view. We are also
somewhat conditioned, I guess, by our own experience, our own en-
virons. I recognize the great concern of the public over inflation. I have
often felt, though, gentlemen, that there could 'be some assurance on
the part of the Government, not that they will bail everybody out,
but that they have certain established conditions that will give the
people the assurance to invest, for expansion. But the way we have
gone, it's like a circus act, there is a net pla-y going on in every ring
all the time, there is no continuity; one time it's one program over here
and another time another one ovet there. The only thing we had as-
sured was the tax reduction, and that tax reduction did have a positive
effect. It had an effect primarily in the area you talked about, con-
sumer goods; the real problem is durables and heavy capital goods,
we have not had quite enough of that.

Thank you.
[Whereupon. at 12:35 p.m., the committee adjourned, subject to

the call of the Chair.]
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OPENING STATEMENT OF CAIRnmAN HUMPRmEY

Chairman HuMPHREY. Mr. Burns, as I said to you privately and
will now say publicly for the record, we appreciate very much your
coming before the Joint Economic Committee as we conclude our hear-
ings on the midyear economic report.

Tt is the tradition of this committee acting under the Employment
Act of 1946 to make a midyear review of our economy and offer ob-
servations that the committee may deem desirable.

At this time there are many encouraging signs in our economy, and
of course there are also some that are not as encouraging as we would
like, and are in fact somewhat discouraging.

In preparation for this morning's hearing I asked the staff to assem-
ble some information on the behavior of the money supply in rela-
tion to the targets established by the Federal Reserve Board. I might
say at this point that we have had some witnesses at the midyear review
hearings who have made some critical comments about what we callthe money supply targets. For example, Mr. James O'Leary, vice
president and chief economist of the U.S. Trust Co. in New York, was
critical of the great emphasis being placed on money supply growth
as a policy target, and I might add to my colleageus in Congress
that he was critical of the Congress for requiring the Fed to talk about
policy mainly in terms of money supply. Today we will want to get
your reaction to the statements of Mr. O'Leary and others.

(117)
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Looking at the money targets, if we look at those targets estab-
lished for the period from the third quarter of last year to the third
quarter of this year, the narrowly defined M, money supply in the
current quarter will fall below the target range, while the broader
measure, M, will fall within it. However, if we look at the targets
measured from the fourth quarter to the fourth quarter, Ml falls within
the range this quarter, but M2 is above it. Looking at the latest targets,
those which run from the first quarter of 1976 to the first quarter of
1977, both measures are presently above the target range, at least at
this time.

I am sure, Mr. Burns, that you understand all of this; but I have
to be frank with you that I sometimes find it a bit confusing and there
are times that I am dubious as to its helpfulness. But I have gone
through this exercise in the hope of dramatizing a basic point. That
point is this: it seems to me there is too much talk about Al, and M. and
M this and M that, and possibly too little talk about our basic economic-
objectives of employment, production and purchasing power.

Now, as you know, I was one of the original sponsors of the congres-
sional resolution which requires the Federal Reserve to appear before
the Banking Committees each quarter. Senator Proxmire was the
chief sponsor here in the Senate, and Congressman Reuss in the House.
I thought at the time that I knew what we were doing in sponsoring
that resolution: in fact, I was quite positive about it.
- I bad in mind a periodic explanation by the Federal Reserve of how'
it intended to use monetary policy to help achieve desired levels of
employment, production, and purchasing power. I want to also add at
this time, because von and T have had an exchange on this before which
I thoupht was verv helpful, that the Congress has been derelict itself
in establishing what it thought were the goals that -we needed to
achvo+- in any formalized manner. So. it has been a little difficult for
the Fed or any other agency of government to target its efforts toward
goals when we ourselves are so ambiguous as to what we want.

I also had in mind an exchange of views between the Congress and
the Federal Reserve as to -what those levels of employment, produc-
tion, and purchasing power ought to be and how they could be
achieved.

To some extent the anpearances before the Banking Committees.
as well as vour continued anpearances before this committee, have had
that intended result. We have discussed and at times even argued
about what our goals should be. We have had useful and informative
discussions. Nonethless. I think we have at times been sidetracked
into excessive discussion of the. "M" so to speak., of the M this and
the Ml that at, the expense of discussion of our more basic objectives.

So, I thought this morning that we would try to clear the air a little
bit.

Mr. Burns. I am interested in what happens to the money supply
primarily to the extent that money supply affects what hanpens to
production employment, and purchasing power. I do appland the
progress the Fed has made in the nast year or so in formulatinm its
policies in terms of annual targets for thie monetary aggregates. But I
applaud it onlv because formulating those targets forces you and me
and everyone else to think moretcarefullv about, the relatiopship be-
tween the monetary aggregates and the real strength of the economy.
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I do not want anyone to regard those money supply targets as sacred.
If at any time inconsistency develops between meeting the money sup-
ply targets and providing for healthy economic growth, which takes
into consideration both inflation and employment, it is the money
supply targets which have to give way.

Mr. Burns, you have been rather fortunate over the past year. It
has proved possible to support a healthy economic recovery without
having the money supply exceed its target growth path. And, I may
add, without having interest rates shoot up.

Unfortunately, the good fortune maybe cannot hold together for-
ever. The day may soon arrive, perhaps it may have-already arrived,
when the Fed must choose between meeting its monetary targets and
providing adequate credit for a continuation of a vigorous economic
recovery.

Now it is at that point in my remarks where we may get some dis-
cussion. I hope and believe your choice will come down on the side of
the economy rather than on the side of some sacrosanct money supply
target.

I for one assure you that I don't intend to criticize the Fed for going
outside its monetary targets, nor for that matter even to praise you
for staying within them. What I would criticize would be restrictive
policies which interfere with economic recovery or excessively expan-
sive policies which contribute to the worsening of inflation.

It's easy to say what I've said; it s more difficult to achieve it. That
I recognize.

What I will support and applaud will be a policy of cooperation with
the Congress in achieving the growth of output, employment, and
purchasing power which we all desire.

Mr. Burns, before I ask you to proceed, my colleagues may want to
make some comment.

Congressman Reuss?
Representative REuss. I have no comment at this time, thank you.
Chairman -T-u-iiPREY. Senator Proxmire?
Senator PRoxMiPiE. I am just a little troubled, Mr. Chairman, at the

feeling that we are now telling the Federal Reserve to forget about
the money supply. We have fought awfully hard to get that. We have
not had any opportunity to have any direction or control of the Fed.
Unfortunately it tended to go its own, way and it wasn't its fault. It
had no guidance from the Congress.

At long last, after a very tough struggle, we did get an agreement
on trying to require the Fed to come in and tell us what their money
supply target was, and then to part from it but try and stay within
it, and then explain why. it was necessary to part from it and give us
an opportunity to debate it and discuss it.

I do not think that the Chairman has ever regarded it as sacred. But
it was the one way we could get a handle on monetary policy and re-
late it to our economic policy and have some notion of how it was
affecting employment, unemployment, growth and so forth.

So we do hope that we do not now say that the one control we do
have will not be taken too seriously by the Federal Reserve.

Chairman HUMPHREY. I do not want my comment to be so inter-
preted. I simply said that the monetary targets are but a tool, a means,
that are directed toward the goals of employment, production, and
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purchasing power, and I think it is a decided advantage and it is, I
think, a singular accomplishment that there has been a resolution to
the effect that the Fed will state its goals and give us some way to
judge its performance relating to the economy.

Have you anything else, Senator Proxmire?
Senator PROXMIRE. No. That's fine, thank you.
Chairman HumPHREy. Now, Mr. Burns, we look forward to your

testimony and may I say to your guidance here this morning.

STATEMENT OF HON. ARTHUR F. BURNS, CHAIRMAN, BOARD OF
GOVERNORS, FEDERAL RESERVE SYSTEM

Mr. BURNS. Thank you very much, Mr. Chairman. I listened with
greatest interest and pleasure to your introductory statement. I was
hoping that your colloquy with Senator Proxmire might continue.
You have now cut it short. Let me merely say that I agree entirely
with what both of you gentlemen have said.

Chairman HuMPAIREY. That's a good one for openers, Mr. Burns.
[General laughter.]

Mr. BURNS. I need hardly say that I am pleased to meet once again
with this committee to present the views of the Board on the condi-
tion of our national economy.

The economic expansion now underway is entering its second year.
Business activity began to pick up in the spring of 1975, and has gath-
ered momentum since then. In the quarter now ending, the physical
volume of total production will be about 71/2 percent higher than a,
year ago.

As is typical of a period of cyclical expansion, the rebound of ac-
tivity has been especially vigorous in the industrial sector. New data
released this Monday by the Federal Reserve Board indicate that
industrial production, that is, the output of our factories, mines, and
powerplants, has risen since March of last year at an annual rate of
131/2 percent a stronger advance than was indicated by our earlier
reports.

The expansion of economic activity in the various service trades as
well as the industrial sector has led to material strengthening in the
demand for labor. Total employment across the Nation has increased
by more than 31/2 million from its low point in March 1975. This gain
has been accompanied by significant lengthening of the average work-
week-especially in manufacturing, where the amount of overtime
is back to the highest level since the summer of 1974. Meanwhile, long-
term unemployment has sharply diminished, and the overall unem-
ployment rate has come down from about 9 percent a year ago to 71/4
percent presently.

The rate of utilization of our industrial plant has also moved up
with the expansion of business activity. In the materials-producing
industries, only about 70 percent of available plant capacity was effec-
tively used during the second quarter of 1975. At present, the rate of
capacity use has reached 80 percent in these industries. Where the re-
covery of production has been especially rapid, as in the paper indus-
try and some branches of the textiles industry, the utilization of ca-
pacity already exceeds 90 percent.

The intensity of the economic recovery to date has been close to the
average for cyclical upswings of the period since World War II. More-



121

over, the pattern of the current expansion has been similar in many
respects to that of its predecessors.

Consumers led the way out of recession last spring, and they have
been a major source of stimulus to economic expansion since then. As
confidence improved, they became more active buyers, and the rise in
consumer spending outstripped by a considerable margin the increase
in disposable income.

The advance of consumer buying, which began in markets for ap-
parel and other nondurables, soon spread to durable goods. During
the quarter now ending, consumers spent approximately 13 percent
of their after-tax incomes on durable goods-compared with 111/2
percent a year earlier. The automobile market has been especially
active. In recent months, unit sales of domestic models have run about
50 percent above their depressed level in April 1975.

As purchases of big ticket items rose, consumers incurred new in-
debtedness. However, the rate of increase in consumer installment debt
has thus far remained moderate in relation to consumer incomes.

The hesitation that developed recently in the pace of consumer
spending is, in the Board's judgment, a transitory phenomenon. After
a rapid advance from last December through this March, total retail
sales remained unchanged in April and then declined somewhat inMay. Temporary pauses of this kind are not uncommon during periods
of cyclical expansion. Members of this committee may remember that
the lull in consumer buying last autumn was soon followed by a
renewed surge of retail sales during the winter months. There is good
reason to believe that the recent slowdown will also be temporary. The
basic determinants of consumer spending are clearly favorable: real
incomes of families are increasing, labor market conditions are im-
proving, and so too is the liquidity position of consumers. I would
therefore expect consumer spending to continue moving upward. In
fact, incoming sales data for the past 3 or, 4 weeks on automobiles and
most other branches of retail trade suggest that a resumption of the
upward trend is already underway.

A further rise of inventory investment should also add strength to
general business activity. In many nondurable goods industries, inven-
tories have now been destored to levels that are adequate to meet cur-
rent rates of sales. In the durable goods trades, on the other hand,
renewed accumulation of inventories is just getting underway. New
orders for durable goods are now rising vigorously, and rebuilding of
stocks should be a stimulus to production in the months ahead.

A larger, and more basic, source of stimulus to economic activity
can be expected from increasing business outlays for new plants,
machinery, and other equipment. Business capital spending typically
joins the recovery process later than other sectors of the economy. But
as utilization of capacity increases and profits' improve during the
course of an expansion, business, firms typically move ahead more
aggressively with their capital investment programs. Although such
a development has been somewhat delayed in the present instance, the
traditional pattern is again emerging.

Thus, production of business equipment has been rising since No-
vember 1975 at an annual rate of 11 percent. Other indicators of busi-
ness capital spending are also pointing strongly upward. New orders
for nondefense capital goods have risen: in, each of the- past 5 mofiths,
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and in May were 16 percent above their level at the end of 1975. Also,
the most recent surveys of business anticipations indicate some further
strengthening of plans for capital expenditures this year.

In the other major sector of private long-term investment-that is,
homebuilding-the revival of activity has contributed to economic
expansion since the spring of 1975. New housing starts last month
were almost 50-percent above their trough in early 1975, and unem-
ployment among construction workers has fallen by a third from its
cyclical peak.

The rebound in residential construction has been largely confined to
single-family homes. Construction of apartment houses has been held
down by several factors-previous overbuilding, high construction
costs, and lagging rents. In fact, inflated costs of construction, mainte-
nance, and operation are now a major limiting factor for all branches
of residential construction.

It is reasonable, nevertheless, to anticipate a gradual further ad-
vance in homebuilding activity during the second half of this year.
Residential building permits have been rising rather steadily and last
month reached their highest level in 2 years. Mortgage credit is in
ample supply in practically all parts of the country. Furthermore.
while the construction of apartment houses has remained at a depressed
level, vacancy rates for rental units have declined noticeably.

Our net trade balance with other countries may also show some
improvement in the months ahead. During the past year of economic
recovery, our foreign trade balance declined. The physical volume of
imports-which fell off sharply during the recession-began to rise
again during the third quarter of last year, reflecting the enlarged
demand for petroleum, industrial supplies, and other goods needed
to support the rise of industrial production or to meet consumer pref-
erences. Our merchandise exports, however, have yet to regain the
upward trend that was interrupted by worldwide recession.

Imports of industrial supplies and consumer goods will probably
move up further as the expansion of our economy continues to cu-
iniilate. But the outlook for our export trades is also brightening.
Although economic recovery in other industrial countries began later
than in our own, the pace of econoniic expansion in Western Europe
and Japan has of late begun to gather momentum. Material strength-
ening of demands for American machinery and other products is
therefore to be expected.

During the course of the current expansion, several milestones have
already been passed on the road to restoring our Nation's economic
vitality. By early this year, the number of persons holding jobs had
already regained the prerecession level, and total employment has
since then moved above the previous peak by nearly 11/2 million. The
average level of real disposable income per person rose to an alltime
high in the first quarter of 1976, and the real value of the gross na-
tional product now also exceeds the previous peak level reached in
the. final quarter of 1973.

Our country still has some distance to go, however, to regain ftill
prosperity. It is therefore vital to maintain conditions that will foster
continuation of a good rate of economic expansion.

Fortunately, the recovery process has thus far remained balanced
and orderly. There have been few signs of the speculative excesses
that sometimes develop in the course of a business-cycle expansion
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and inevitably cause trouble later on. Our Nation has made notable
progress in reducing the rate of inflation. The rise in consumer prices
came down from 12 percent in 1974 to 7 percent in 1975, and to an
annual rate of 4 percent in the first 5 months of this year. This recent
further moderation in the rate of inflation, however, stems in large
part from special factors that for a time reduced the prices of food
and fuel. When these erratic items are excluded, it appears that the
underlying annual rate of inflation has not diminished since mid-
1975, and that it may still be about 6 or 7 percent.

Any such rate of inflation constitutes a serious threat to the economy,
and elimination of our disease of inflation must therefore remain a
major objective of public policy. At the same time, it is important to
recognize that we have managed during the past year to avoid a
fresh outburst of inflation-a development that -would have quickly
eroded the purchasing power of wages and savings, created strains in
financial markets, undermined confidence, and sapped the strength
of the forces of economic expansion.

Let me turn now to the role of monetary policy in these develop-
ments. The Federal Reserve was urged repeatedly during the past
year to pursue a more expansionist policy in order to speed the return
to full employment. Concern -,a§ expressed by some economists, as
well as by some Members of Congress. that the rates of monetary
growth we were seeking would prove inadequate to finance a good
economic expansion. Interest rates would move up sharply, it was
argued, as the demand for money and credit rose with increased
aggregate spending, and shortages of money and credit might soon
choke off the recovery.

*we at the Federal Reserve did not share this pessimistic view. We
knew from experience, first, that the turnover of existing money bal-
ances is apt to increase rapidly with the return of confidence, second,
that rapid expansion of money and credit is apt to intensify inflation-
ary expectations and soon sow the seeds of another recession. Con-
sequently, we resisted advice to open the tap and let money flow out
in greater abundance.

The monetary policy pursued by the Federal Reserve' fostered a
moderate rate of monetary expansion. During the year ending this

quarter, M,, the narrowly defined money stock, which includes onlv
currency and demand deposits, grew about 51/4 percent. A more bir6adly
defined money stock, M2, which includes also-savings and time deposits
other than large CD's at commercial banks, rose bv 10 percent.

These increases in the stock of money were sufficient to finance a
large increase in the physical volume of output even at rising prices,
because they were accompanied, as we expected. by a sharp rise in the
turnover of money balances. Moreover, this'rise in velocity iwas not
associated with rising interest rates or developing shortages'of credit.
On the contrary, conditions ill finanicial markets have remained rela-
tively easy.

There is a striking contrast between the! movement of interest rates
during the current expansiomi and their behavior in past cyclical up-
swings. Short-term interest rates normally begin to move up at about
the same time as the upturn in general business activity. although the
extent of rise varies from one cycle to another. Upward pressures on
short-term interest rates might well have been expected during the
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past year, in view of the vigorous rebound of economic activity, the
continuing advance of the price level, and the record volume of
Treasury borrowing. However, after some runup in the summer
months of 1975, short-term rates turned down again last fall, and
long-term rates also moved lower. By April of this year, interest rates
on most short-term market securities had fallen to their lowest level
since late 1972, while yields on high-grade new issues of corporations
declined to their lowest level since early 1974. The main cause of the
unusual behavior of interest rates during the past year was un-
doubtedly the lessening of inflationary fears, and the consequent reduc-
tion in the inflation premium that got built into interest rates-par-
ticularly, the long-term rates.

The financial climate that has prevailed during the past year of
economic recovery has permitted lenders and borrowers alike to
strengthen their financial condition. For example, the liquidity posi-
tion of savings banks and of savings and loan associations has im-
proved markedly over the past year. Moreover, the flow of individual
savings to the thrift institutions is still ample. Deposits at savings
and loan associations-the leading suppliers of home mortgage credit-
rose at an annual rate of 14 percent in May, and the outstanding mort-
gage loan commitments of these institutions increased further-to
more than $20 billion, the highest level in three years.

Commercial banks have also rebuilt their liqiudity. They have added
a large quantity of short-term Treasury securities to their portfolios
and they have also reduced reliance on volatile funds. The condition
of the banking system has been further strengthened through wide-
spread additions to retained earnings and some new issues of common
stock. The ratio of capital to risk assets of commercial banks, which
declined steadily during the ealy 1970's. has thus increased appreci-
ably, and confidence in the banking system has been bolstered.

O~ur Nation's business enterprises have likewise taken advantage
of the prevailing financial climate to improve their financial condi-
tion. Corporations issued a hupge volume of long-term bonds: during
1975, and thev used much of the proceeds to repay short-term debt
and to acquire liquid assets.

This year. they are still finding long-term ftieds readily available.
Public offerings of bonds by domestic corporations will total about
$3 billion this month-an extraordinary volume by hist6rical gtand-
ards. For a time, access to public markets for long-term funds was
confined largely to firms with the highest credit ratings. Of late, how-
ever, some lower-rated firms have found a more receptive public mar-
ket for their debt issues, as is reflected in a narrowing of the yield
spread between Aaa and A-rated bond issues from 11/2 percentage
points last summer to about 1/2 percentage point this spring. Many
medium-sized firms and others with lower credit ratings have met
their needs for long-term funds through private placements with life
insurance companies and other institutional lenders.

Besides this. an improved stock market has made it easier for cor-
porations to raise equity funds for financing new investment programs
or for restoring capital cushions. This month, corporate enterprises
have sold about $11/2 billion of new shares to the public. If the pace
of new stock offerings during the first half of this year is maintained
over the next 6 months, the year iwill end with the largest volume of
corporate stock flotations in our history.
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These accomplishments in finanical markets indicate, I believe, that
the course of moderation in monetary policy pursued by the Federal
Reserve over the past year has aided the process of economic recovery.
Our actions during recent weeks have further served to reassure the
business and financial community that we intend to stick to a course
of monetary policy that will support further growth of output and
employment, while avoiding excesses that would aggravate inflation-
ary pressures and thus create trouble for the future.

As I indicated in testimony before the Senate Banking Committee,
the Federal Open Market Committee recently reduced the upper limit
of the projected growth range of Ml in the year ahead from 71/2
percent to 7 percent, and the upper limit of MI from 10½/2 percent to 10
percent. The changes are small, but they are a logical step in light of
financial developments and the behavior of the economy.

Senator PROXMIRE. I will go and vote and then come back.
Chairman HlUMPHREY. Please go on.
Senator Proxmire will just go to vote and then will be right back.
Mr. BURNs. The decision to reduce the upper limit of the ranges for

Ml and M, reflects the experience of the past year, when improvements
in financial technology made it possible for a moderate rise in the
money stock to finance a good economic recovery with declining inter-
est rates.

However, with a full year of renewed expansion in business activity
already behind us, some downward adjustment in the upper boundary
of the growth ranges for M, and M, might have been called for in any
event. The adjustment in the projected growth ranges for M, and M2
over the year ahead was thus a very small but prudent step in the right
direction. Looking to the longer future, it would be helpful if every-
one recognized that the rate of monetary expansion we have recently
projected is still too high to be consistent with general price stability.

Another indication of our intention to adhere to a moderate course
of monetary policy may be found in the prompt actions we took some
weeks ago to ward off the threat of excessive growth of the monetary
aggregates. In April the pace of monetary expansion jumped very
sharply-to an annual rate of 15 percent for M,; We recognized that
technical factors-such as the decline in the Treasury's cash balance-
might be partly responsible, and that the bulge in the monetary
growth rate might be temporary. We could not, however, risk an ex-
plosion of the monetary aggregates during a period of strongly ad-
vancing economic activity.

Over a period of several weeks, starting in late April, the Federal
Reserve thus became somewhat less accommodative in meeting the
demand for bank reserves. The upward movement in market rates
of interest that followed reflected our actions as well as rising demands
for credit. In more recent weeks the pace of monetary expansion has
again moderated; short-term interest rates have stabilized or fallen
back, and long-term rates may have begun declining again.

In the Board's judgment, the small but prudent steps just described
have bolstered confidence and enhanced prospects for sustaining a
healthy economic recovery. The Board believes that the prospects for
a durable prosperity would be further enhanced by moderation in the
course of fiscal policy.

76-478-76-9
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The deficit in the Federal budget has diminished very little over
the past year-especially when the operations of off-budget agencies
and Government-sponsored enterprises are taken into account, as they
should be. During the first quarter of this year, the annual rate of
deficit, as calculated in the national income and product accounts, was
still close to $70 billion, and there is little evidence of a significant
closing of the huge gap between receipts and expenditures during the
second quarter. It is of the utmost importance that the Congress and
the administration cooperate to maintain tight control over Federal
expenditures. At the present stage of the business cycle, a substantial
decline of the Federal deficit is essential if renewed inflationary pres-
sures are to be avoided and savings are to become available for much
needed private investment.

We can all take considerable satisfaction in the progress that has
been made over the past year in restoring more prosperous conditions
in our country. Both the Congress and the administration deserve
credit for improving the economic climate.

Much remains to be accomplished, however. Unemployment remains
much too high. Productivity has been lagging. The expansion of our
industrial plant is proceeding at too slow a pace. The homebuilding
industry and other branches of construction are still depressed. And
the menace of inflation is still with us. though in a less virulent form
than in many other countries around the world. Rampant inflation
abroad-West Germany and Switzerland are outstanding exceptions-
has contributed to the turbulence in foreign exchange markets this
year.

Participants in the economic summit meeting just concluded in
Puerto Rico have recognized the dilemma faced by economic policy-
makers throughout the advanced industrial world today. There is a
pressing need for expansion in the economies of both the industrialized
countries and the developing nations. However, traditional policies
of economic stimulation may well prove counterproductive in today's
environment of deeply ingrained inflationary expectations.

The declaration of the Puerto Rico conferees regarding the need
to maintain an economic climate that is conducive to enterprise and
investment, while working toward the complete elimination of infla-
tion, is both welcome and appropriate. Both in this country and abroad,
our main hope for achieving lasting prosperity lies in adhering to
prudent fiscal, monetary, and structural policies.

Thank you.
Chairman HUIMPHREY. Mr. -Burns, if you would permit me just to

leave for a moment. Senator Proxmire will be back rh~lt away and
he will open the questioning when he is back with you. I am sorry we
will have this interruption. Just relax with your pipe for a moment.

Mr. BuRNs. Thank you very much.
FA brief recess was taken.1
Senator PROXMIRE [presiding]. Mr. Chairman, I understand that

Chairman Humphrey wants us to continue. So. if you would like to
complete your statement, please do so. He will be back shortly and I
will go ahead with the questions if he does not return in time.

Mr. BURNS. I completed my statement, Senator.
Senator PRONXTIIRE. You completed your statement? All right, fine.
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I must say, Mr. Chairman, as I have said so often in the past, inthis particular economic period the developments seem to have borne
out your policies. You -were criticized by me as well as by others fornot having a more expansionary policy; but you stuck by your guns
and argued that although it might seem a moderate increase in themoney supply would not permit recovery, the velocity would take careof that. You were proven to be correct.

However, I must say I still have difficulty with the outlook now,.,and I hope you will help me with it.
No. 1, this has been, as you know, what we had ending last May,an unusually deep 'recession-the deepest recession in the postwar-

years. So far, as some people observe. it has been only a standard-sized
recovery. It has not been as rapid as one might think cbnsidering the;depth of the recession.

Furthermore there has been a slowdown in the current quarter. It ishard to say how much. Maybe we had a growth in real terms of 5 per-cent or 4 percent, but it was not nearly as good as it was in the firstquarter. Now that suggests to me that if w e continue on this present
pattern, we are not going to improve the rate of unemployment. It'slikely to stay above 7 percent, and we are not going to be getting thekind of growth and recovery that we need.

You feel confident, however, on the basis of your statement, that thisis simply a pause and that we are going to move ahead more vigorously
in the rest of the year.

Now, on that point, you put quite a bit of stock in the strengthening
of capital investment plans, and the reports I've seen suggest that this
acceleration of the economy is likely to be only a little better than lastyear in real terms.

Do you agree with that?
Mr. BURNS. The judgment you have just expressed, Senator, is based,

I believe, on the surveys of business plans for capital expenditures
made by our Commerce Department.

The most recent survey suggested that capital expenditures in 1976would be 7.3 percent above 1975; and one taken some 3 months earlier
suggested that the increase would be 6.5 percent. If I considered thesesurveys by the Commerce Department as conclusive, then I think Iwould have to accept what you have said. But I do not take them asconclusive.

Over the years I have followed much more closely, and I think for.good and objective reasons, the figures on new orders for machinery
and equipment, and also those on construction contracts for industrial
and commercial buildings. I have found these indicators to be moreaccurate over the years.

As I indicated in my statement, new orders for machinery and equip-
ment-or, more broadly, for nondefense capital goods, havre risen vervsharply in the past 5 months. Contracts for commercial and industrialconstruction have been lagging, although they are running higher inthe second quarter than they were in the first quarter, on a physical
volume basis. Furthermore, surveys by some private agencies suggesta larger pickup in business capital expenditures than the Commerce
Department survey.

Senator PROXMIRF. Well, I have some data here that suggest the con-
trary. I understand the latest McGraw-Hill survey indicates that plans
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were, as they characterized, weak for 1977. The conference board's
recent survey of investment appropriations, which foreshadows future

investment activity, showed a marked decline.
Even the econometric models, whose forecasts take account of past

patterns of investment spending, project investment to remain well
below its 1973 level in 1977.

Mr. BURNs. Let's put the econometric models to one side. Otherwise,
wre will get into a debate in a fairyland world. I've just been to Disney-

land and there isn't much difference between the two. [General
laughter.]

Senator PRoxmIRE. It is that Disnevyand model which shows the most

optimistic projection, however. But let's disregard them.
Mr. Burnxs. I want to disregard them, and I am glad you are joining

me, at least for the moment.
As for the National Industrial Conference Board report on capital

appropriations, that showed a very sharp jumP in the fourth quarter

of last year-an increase of some 22 percent, if I remember correctly.
It showed a decline in the first quarter, but if you exclude the petro-

leum industrv it showed virtual stability at the new higher rate. Ap-
propriations in the petroleum industry, have been a very volatile item

over the years and analysts have learned to look at those figures ex-

cluding the petroleum component.
As to the McGraw-Hill survey for 1977 that vou referred to, I just

have not sepn it. I do not know how I missed it. You say it is for 1977?

Senator PROx"TRE. That's correct.
Mir. BURNs. When did it come out?
Senator PRoXMIiRE. May 7.
Mr. BURNs. For 1977-or 197i6 ?
Senator PROX"IRE. These are projections for 1977.
Mr. BURNS. Oh, wait, then.
Senator PRoxmI=. Expectations. It's a survey of expectations.
Mr. BURNS. Oh, well, that is too conjectural to attach much impor-

tance to.
Senator PROXMIRE. Well, somehow we have to conjecture on what

is going to hapnen in the future. That is what we have been trying to

do. what you've been doing. We have to do that.
Mr. BURNS. Let's trv to do that on the basis of the best indicators

available, recognizing that we can all go wrong.
Senator PNoxmIRE. Well, I want to move along from this. But the

McGraw-Hill survey, as I understand it, questions the business people

themselves, the ones who are going to make the investment, and it was

on the basis of their estimates-and I understand they questioned the

thousand largest firms, so that what they get is some basis for a

projection.
Let me move on to housing.
I was interested in your analysis of housing in which you-maybe I

missed it, but I did not see any analysis of the effect of the continuing
very, very high mortgage rates. They have been stable at a historically
extremely high level-83 /1 and 9 nercent. It is hard for me to see how

we are going to get much of a housing recovery, and housing is so

important for a vigorous recoverY, as long as rates remain that highi.

And, I cannot see any prospect that the rates are going to be signifi-
cantly lower than thnt.t
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Mr. BURNS. Don't be a pessimist on inflation, Senator. If inflation
comes down, long-term interest rates, including mortgage interest
rates, will come down. Inflation is what has been holding them up.

Senator PROXMIRE. But you are expecting an inflation in the area
of-unless I misunderstood you-in the area of 5 percent or 6 per-
cent-the basic underlying inflation rate if you leave aside the fluctu-
ations in food and oil ?

Mir. BURNS. I did not tell you anything about my expectations. I
merely indicated that as of now the basic underlying rate of inflation
still appears to be about 6 or 7 percent.

Senator PRoxMInm. Well, accepting that, then
Mr. BURNS. But I cannot accept that, Senator. That means trouble

for our country. I cannot accept trouble for our country. It is your
business and mine-

Senator PROXMIRE. Well, I do not like trouble for our country
either.

Mr. BUIRNS. I know.
It is your business and mine to do what we can to bring the rate of

inflation down so that, among other things, mortgage interest rates
will come down. That would help to restimulate the homebuilding
industry.

On that question, mortgage interest rates are a factor, no doubt. But
there are other factors, as I indicated. We can go into that at length,
if you wish.

Senator PROXMIRE. Now, the other element, I notice that the U.S.
share of exports enormously increased last year. I think the world
share went from something like 12 and a fraction to 17 percent, and
it was an increase that I doubt very much we could duplicate. In fact,
there is some question whether we could maintain that very high level
based on our historic experience. Furthermore, as you point out, we
are likely to increase imports in the coming year. So that factor would
seem to me to be unlikely to give us the kind of stimulus in the next 12
months that it has given us in the past.

Put all together, it seems to me that with an unemployment level of
around 7 percent, and operating below 80 percent of capacity, to be
concerned about classical inflation, to be concerned about too much
money chasing too few goods seems to me to be looking in the wrong
direction

Mr. BURNS. I don't think so at all.
Senator PROXMIRE. When the kind of inflation we have suffered has

been peculiarly related to food and oil and the policies of the OPEC
nations and the vagaries of weather and of Federal policies not related
to demand and supplv.

Mr. BURNS. Well, Senator, spending by the Federal Government and
the huge Federal deficit have something to do with it. And, I am sorry
to sav-but we at the Federal Reserve have had no choice-the rate
at which money has been expanding in our country has accommodated
a moderate rate of inflation. Needless to sav, we do not like doing that,
but the alternative would be a bitter one for our country.

We do have inflation. It is still much too high. And if inflation were
to heat up again, you can rest assured that before very long unemploy-
ment would be very much higher. That is the cruel dilemma that we
face in this country. We will not have anything approaching per-
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manent good times until we unwind the inflation from which this
country and much of the rest of the world have been suffering.

Senator PRoxMIME. I agree with that. But my problem is that I do
lot understand how restraining our growth under present circum-
stances is likely to moderate inflation, when as I say, the inflation that
we have suffered has been so clearly influenced by food and oil prices,
which are aside and apart from this element. We have so much vacant
capacity, so much personnel available for work.

Mr. BURNs. Actually food and oil prices, as I pointed out, have
recently worked in the direction of moderating the rate of increase in
our price indexes.

Senator PROXMIRE. They have indeed, and that is why, as you say,
we have had a 4-percent rate of inflation in the first 4 or 5 months of
the year.

MIr. BURNS. That's right.
Senator PROXMIRE. But over the past 2 or 3 years they have been the

principal cause of the rate of inflation.
My time is just about up. I would like to ask just one more question

if the chairman would permit. It is not related to this.
We had remarkable testimony before the Banking Committee the

other day by a banker, a Chicago banker. I want to send you what
he called for. He argued that if we are going to do anything about
saving our neighborhoods in our big cities that we cannot rely on the
Federal Government. We have to rely on the banks to do the job.
They have the presence, they have the capital, thy have th know-how,
they can have the motivation if we provide them with the proper
motivation.

He called for an opportunity for them to have either preferential
reserve requirements or an opportunity to pay a little higher interest-
-a series of proposals that would give them an incentive for investing
in the local neighborhood and improving it. His bank, the South Shore
Bank in Chicago, has done a superlative job there and has saved that
neighborhood in a way I think the Government could not do. As I
-say-they have the efficiency, the presence, and the capital-the
banking system has far more capital in aggregate than we are ever

~going to provide from the Federal Government.
So I hope that you will give these proposals this banker has made,

careful consideration. It seems to me that it promises a good way to
hell) our cities without enormous spending.

rMr. Burns, nods affirmatively.]
Senator PROXMIRE. Thank you, Mr. Chairman.
Chairman HUMPHREY [presiding]. Thank you.
Mr. Burns, I'd like to take the position now for the moment of the

devil's advocate after listening to your remarkable testimony.
Mr. BuiRNs. I think of you always as an angelic advocate. [General

laughter.]
Chairman HUMPHREY. Well, thank you very much. You have dis-

armed me already. My wings have been clipped and my horns are ap-
pearing now.

I always thought-or should I put it this way, I have been dubbed
by some folks around here as sort of the happy warrior, the eternal
optimist, the man who always sees the bright side of life-which, by
the way, I do not miaid at 'all. There are enough of the professional pes-
simists-those with pen and typewriter and those with vocal cords. I
prefer to be on the happier side.
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But I do not believe I have ever managed to put together such a
glowing collection of economic good news as you have assembled in
your statement this morning. It bothers me a bit because I do not like
to come in second best on most everything. I would like to be first in
something. [General laughter.]

I am beginning to wonder whether you have given us a balanced
picture.

Let me just go over this because I know you will have an appropriate
response.

Mr. BURNS. May I interrupt?
Chairman HUNMPHREY. Yes.
Mr. BURNS. In my statement I said:
Much remains to be accomplished, however. Unemployment remains much too

high. Productivity has been lagging. The expansion of our industrial plant is
proceeding at too slow a pace. The homebuilding industry and other branches
of construction are still depressed. And the menace of inflation is still with us.

Chairman HumPHREY. Mr. Burns, I heard that and I want to com-
pliment you. That is what we always call the saving grace statement in
politics. When we have finally gotten down to where we have stated
our case, we like to have a little escape hatch there.

I think you said it properly and it is fair.
But just let me run through what you have said and then get your

comment on it in light of what you have just repeated.
You stated that "in the quarter now ending, the physical volume of

total production will be about 71/2 percent higher than a year ago." If
so, and I gather we do not have all of the official statistics yet, it means
that the growth rate slowed to 41/2 percent in the second quarter. Now
you did not point 'that out.

You state that "revised data show industrial production up 131/2 per-
cent since March of last year." You don't point out that in the last 2
months' industrial production has risen at a much slower 5.7 percent
annual rate. You point out that in the paper industry and in some
branches of the textile industry, capacity utilization exceeds 90 per-
cent. You do not point out that in basic metal materials capacity util-
ization is still only 73.5 percent.

You point out that housing starts last month were 50 percent above
their recession low point. You do not point out that there has been
almost no upward movement of housing starts in the past 6 months.
They are still at the very low annual rate of 1.4 million.

You point out in your statement that the deficit is still close to $70
billion. You do not point out that the fiscal 1976 deficit has recently
been revised downward several billion from earlier expectations, or
that Treasury borrowing needs have turned out to be less than
anticipated.

Mly plea is to have some perspective.
You say, "The intensity of the economic recovery to date has been

close to the average for cyclical upswings of the period since World
War II." That is an accurate statement. That puts a proper perspective
on the recovery. I just wanted to emphasize 'that. Since we are having
an average recovery from a worse than average recession, I am some-
what puzzled by apparent administration fears 'that the recovery is too
rapid, and this is what I am getting at.

The news so far is that we have to dampen things down, and the
President has called this conference that lie has just returned from,
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and I heard the reports yesterday that Mr. Simon thought that the
comments were extraordinary and Mr. Greenspan thought it was
excellent and all the superlatives were used. I find it somewhat incred-
ible to see the President summoning other world leaders and urging
a coordinated strategy of slowing down the recovery, particularly in
Puerto Rico where there is 20 percent unemployment. It just seems
to me that the setting was not entirely proper. Dorado Beach, which
is a place that I love to go to, is a beautiful place; but it is hardly
representative of the conditions that exist in the Caribbean or in Latin
America or in many places in the United States. From the point of
view of staging a conference, of all the places in the world to stage it,
why in Puerto Rico where there is 20 percent unemployment, and then
say we are going to fast? That is sort of like saying we ought to shut
off penicillin when people are all dying from infection.

Now, Mr. Burns, with unemployment at record levels in every major
country and with the growth rate in this country apparently slowing
down somewhat, at least in the current quarter, my question to you,
very seriously after my editorial comment is, do we really face the
imminent danger of uncontrolled world boom?

What bothers me is-you know, what I have always said about some
liberals is they are never so unhappy as when thev are happy, and they
are never so happy as when they are unhappy. What gets me is in the
financial community, the minute they see things getting good, some-
how or other people get worried. You know, it is my background, I
am sure, that creates such an attitude. I have never seen really-the
folks that I know-great prosperity: I have seen it too depressed.

Now, what about this? Do you really feel that we face an imminent
danger of a world boom that will bust out in wild inflation?

Mr. BURNS. Senator, let me comment on your entire statement before
I turn to your question.

Some of the additional facts that you presented, I have no quarrel
with. If I did not put them in my statement, it was not because I
intended to present anything but a balanced view before this com-
mittee.

As for the economy moving up at too fast a rate, you spoke of some
people having that view. You were quarreling with other people. You
were not quarreling with me. You were not quarreling with the
Federal Reserve. That is not our view.

As to your specific question about the world economy, we are having
once again a simultaneous expansion in the industrial world-that is,
an expansion that is underway in practically everv industrial country.
When a simultaneous expansion develops among the industrial nations
of the world, one does have to think of shortages that may soon appear
in variouls raw material areas.

Sensitive raw material nrices have been going un on the average for
a year and a half now. With the reeoverv proceeding simultaneously
in the industrial countries around the world, this is a matter of some
concern to me.

I do not think that the recoverv in the world economy is proceeding
at too fast a rate at the present time. I do not think that steps ought to
be taken to slow it down. But I do think that a warilinff that we jnav he
at that stafo 6, 9. 12 months down the road, is salutary. That is the
best answer I can give you to your question.
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Chairman HurmpHRE. That's very helpful, really, Mr. Burns. I
truly appreciate your explanation.

Let me just say quite seriously to you that I recognize in the OECD
countries, for example, that there has been a higher rate of inflation
than we have had and that their unemployment rates may be slightly
lower, but are high for their standards. What I am getting at pri-
marily is in our own country, even though I realize that what we do
here has a tremendous impact on the rest of the world, I sense that
our conditions are just a little better. Our rate of inflation is down,
compared to theirs. Our unemployment rate is higher and therefore
we may want to have different policies here than we would recommend
or than might be applied in other areas of the world.

I have the "Journal of Commerce," June 28. It says, "Unit labor
costs rise less in U.S. than in most big trading nations," just as an
indication of one of the differences that exist.

Here is a little story that appeared in the Washington Post today.
The headline is "Applicants Flood Chrysler."

The Chrysler Corporation, hit by an avalanche of more than 20,000 job hunters
competing for 1,000 openings in its car assembly plant in suburban Fenton said
today it will stop taking applications 8 days earlier than expected.

So we have the situation here on the one hand where our economy is
showing a healthy recovery, some signs of healthy recovery, and our.
inflation rate, thank goodness, is down compared to others, but our
unemployment rate is still very high.

Mly point is that we need not to generalize in terms of overall world
conditions. We ought to target in a good .deal on our own situation
recognizing-and I must put this caveat to it-that what we do does
have an impact on the rest of. the world. The concern that I have
is that there may be a desire on the part of some, who by background
and sincerity of interest, of course, want to slam on the brakes before
we have really gotten on the highway of solid economic growth. I
j ust raise it as a point of caution.

My time is up.
Congressman Reuss?
Representative REuss. I will yield to the Senator.
Chairman HUMPHIREY. All right, Jack?
Senator JAVITS. Thank you very much, Henry.
Mr. Burns, I did not notice one thing in your statement, and that

is any reference or analysis-if I am wrong please correct me as I
did come late-to the $51 billion Federal deficit.

How does that affect our situation in terms of the recovery and
what we ought to be doing about it? Shall we continue to accept this
deficit; or shall we strive to balance the budget as many would
-urge us to do, including one of the leading Presidential candidates
of my party? Or what?

Mr. Bu1RNs. I do not see how we can balance the budget responsibly
in fiscal 1977. We have to be realistic. On the other hand, to work to-
ward a balanced budget and to work with some vigor in that direc-
tion I think is clearly not only desirable, but also essential. The econ-
omy is expanding. If you expect the economy to continue expand-
ing, as I do, then the Federal budget deficit will simply have to come
down very substantially; otherwise, we will find that private in-
vestors are excluded on a large scale from credit markets. Interest
rates would then be bound to rise sharply, no matter what the Fed-
eral Reserve does.
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Senator JAVITS. Should we phase it down in some orderly plan, or
should we cut expenses on the ground that private enterprise is moving
into the field? For example, our price tag for unemployment compen-
sation is about $18 billion a year. Or, shall we find some way of raising
more money, bearing in mind that notwithstanding the orators on the
Senate floor about soaking the rich, even if you soak them so that they
are out of business, it still would not make any big difference anyhow
in the deficit?

Which way should we go?
What is your advice?
Mr. BUIRNS. I would certainly curb expenditures rather than raise

taxes. I think if we raise taxes, we would be taking a grave risk with
our economy. I would not do it at this time.

On the other hand, I would say that if Congress should be in a mood
to exceed presently projected levels of expenditure, then the proper
way to proceed would be to raise takes. If we want spending to achieve
this or that purpose sufficiently, we ought to be willing to tax our-
selves. I would think that after we put the question to ourselves in
that manner, we would choose the route of cutting back on expendi-
tures rather than increasing taxes.

Senator JAVITS. There is still a third route which is indicated to us,
and that is that many feel-or some feel, I cannot evaluate the num-
ber-we ought to change the brackets.

Mr. BURNS. We ought to change the what?
Senator JAVITS. We ought to change the tax brackets because in-

come levels are rising, partially through inflation, and I am sure vou
will agree that even 6 to 7 percent a year ain't hay. it is a lot of infla-
tion, generally twice or more than what we normally contemplate-and
that therefore we ought to readjust the tax brackets so that they bear
less heavily on lower- and middle-income groups.

Now do you believe that we ought to leave the tax brackets as they
are, or that we ought to readjust them according to some measure of
inflation, thereby bringing down the tax take, in effect, from the
broad inass of the population?

Mr. BURNS. I think I would leave the tax brackets where they are
at the present time. The argument is that we ought to index our
tax rates-to adjust the tax rates to the rate of inflation. I think vwe
have done too much indexing already, and I would not extend it any
further.

Senator JAVITS. I gather the thrust of what you have just been say-
ing to be don't rock the boat.

Mr. BURNS. I think that's a very fair statement, Senator. This is a
time to stand still for a while.

Senator JAvITs. Is that not contradicted by the fact that there is
no really important initiative in this country or in the world that will
snap us out of the syndrome of successive recession or depression and
recovery; and that everything that is being said or testified to bears
out the fact that well, we are recovering and let's not interfere with
the recovery, and the vitality and the health of the Nation will assert
itself; sure we have a problem with endemic unemployment, but
somehow or other we will make do with some 85 percent of the people
doing pretty well. But do we have anything that is really enterprising
that will put us on a new plateau? For example, a new arrangement
with the Third World for long-term credits; Operation Independence
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for $100 billion to make us energy independent; the reorientation and
the revitalization of the obsolescent American cities, et cetera. Now
isn't that the missing link in our approach to our present economic
situation ?

Mr. BURNS. I think that there are initiatives that we can take and
should take. But unfortunately we have gotten into the habit of think-
ing of economic initiatives in terms of more governmental spending.
I had breakfast yesterday with a New Yorker, a new Congressman
from the Buffalo area, Air. Lundine. He was recently elected in a
special election.

Senator JAvrrs. He, incidentally, put into effect our, and I said that
advisedly, first labor-management public council, and very
successfully.

Mr. BURNS. I know. He did not run to the Federal Government for
held. Jamestown found that industry was Ieaving the city. They found
also that some firms in the city were going broke. I-e, Mr. Lundine,
being mayor of the city, decided to bring business managers and
trade union leaders together. Here is our city; our city is declining.
We have to raise productivity in our city. It is hard to get wages
down. But if we improve productivity, we can leave wages where they
are; or, to the extent that productivity increases, we can pay higher
wages and still let the shareholders in the corporate enterprise share
the benefits of improved productivity with the working people.

They have had very considerable success.
Nowadays, unfortunately, when we talk about revitalization of our

cities, we tend to think exckisively or mainly in terms of new Federal
programs. The kind of Federal program that I would like to see is one
that would provide some seed money in our cities to establish pro-
ductivity councils, or councils for the rehabilitation of our cities. Busi-
ness people and labor people would get together, look at the tax cli-
mate, look at the labor climate. look at the facilities provided by the
city in the way of education and other services, and try to answer such
questions as. why is business leaving our community? Why are jobs de-
clining in our community? Why are slums flourishing in our commu-
nity when other places in our country are doing so much better?

That is the kind of effort that we need.
We have had labor-management committees in our country on a na-

tional level. I think they have done some good. I served on one for
6 years under Presidents Kennedy and Johnson. But that labor-
management committee was concerned with high national policy in the
sphere of taxation and so on. We did not talk about labor problems.
They were too sensitive.

I think a national labor-management committee ought to have as its
objective the establishment of local committees in our cities, and plant
by plant within each city. I think we could then work marvels in our
country.

Senator, I don't have to lecture you on this subject. This has been
your theme. You went up to Jamestown-I learned about your visit
up there-to find out what they were doing. You have been pushing
this for years.

But I must say, Senator. although you are an energetic and wise
man, you have not gotten very far in this direction. You ought to
work harder.
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[General laughter.]
Senator JAVITS. I will take your advice.
Chairman HUJMiPHarEY. I have waited for that day, for somebody to

tell Senator Javits that. That's really something.
[General laughter.]
Chairman HuxMPHREY. Mr. Burns, we have lost two of our colleagues.

They will soon be back and then I shall have to leave.
Are you doing down to vote, Senator Javits?
Senator JAVITS. Yes.
Chairman HuTrPHREY. I was terribly interested in what you had to

say about our cities. This is a area to which I give a good deal of time
and attention.

I think the long-term financing needs of the cities are one of the great
problems which private enterprise alone cannot take care of. There has
not been the kind of coordination that is needed. I thoroughly agree
with that. The emphasis has been on what HUD could do or what
HEW could do without bringing in the private sector to the degree
that- it ought to be brought in. I could not agree with you more be-
cause the job is massive. Not only that, it cannot be done from here.
Every city has its own personality and has its own unique set of
problems. I agree with that and I thank you for your observations.
* Mr. BURNs. Also Senator, if I may, we can get so much assistance

from our colleges around the country.
Chairman HUMPHREY. Very much so.
Mr. BuRNS. We have done that in the sphere of agriculture. But

we have not done it in the sphere of small business, and we have not
done it in the area of rehabilitating our cities. There are people in
our business colleges eager to join a national effort, wanting to help,
able to help, and they are not being mobilized for the purpose.

Chairman HumPHREY. I could not agree more.
I do not want to make this record appear as if it is a personal pro-

,duction, but even years ago, when I was mayor of my city, I went to
our university with Dean [Kazelka] and Mr. Blakeley and people over
:at the school of business administration. We organized what we called
:a city development committee, which literally projected the develop-
ment of Minneapolis, which is a fact today. We had very little Federal
help; we got some later on. We took the idea of the land grant college
with the county extension system for agriculture and applied it to our
city.

Mr. BURNS. But you see, that has to be done not only at the planning
level. You need assistance for the individual business and the individ-
ual government department, as well as an overall city plan.

Chairman HUMPHREY. Right.
Mr. Burns, Congressman Reuss had to go to handle a conference

committee report in the House. He left me a copy of his news release.
I do not know whether or not you have seen it-yes, surely you must
have. It is of June 17. It says, "Reuss Scores Federal Open Market
Committee Secrecy." He makes note of the fact that for 40 years, since
the beginning of the statutory Open Market Committee, it has made
availqhle detailed minutes. entitled "Memorandum of Discussion of
Monthly Meetings." This complete record has been of invaluable help
to journalists, economists, historians, and the Members of Congress
themselves. Then he gives an example of the detailed minutes. He says
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'that the 55-page record contains a verbatim transcript of the state-
ments of a dozen Open Market Committee members plus fascinating
material from an even larger number of Federal Reserve officials pres-
ent at the meeting of May 26, 1970. All of this is apparently ended by
a terse one-line statement in the Open Market Committee's release of
.May 24, 1976. The statement is, "The Committee voted to discontinue
its Memorandum of Discussion."

Now the Congressman feels that is a serious mistake. to discontinue
it. He asked me to please ask Mr. Burns if he will give an order to
change that and to permit the continuity of the "Memoiandum of Dis-
cussion" policy which had prevailed for so long.

*Mr. BURNS. Let me comment on that. Senator.
You are quite right in saying there was a terse, one-senteliee state-

ment in the release that we issued. But I held a press conference on
this subject and indicated just what we were doing and why we were
doing it. I was available for questioning and did answer questions on
the part of the journalists who were assembled. There must have been
about 20 financial journalists there at the time.

We had made inquiries, and found that the "Memorandumh of Dis-
cussion,"v which was made available after 5 years, was hardly being
used; very, very few individuals ever referred to it.

As to the monthly report on FOMC meetings-the policy record-
as you know, for years wve released it with a lag of 90 days. Then we
reduced the lag to 45 days, and more recently-that was the occasion
for the press conference-we reduced it to approximately 30 days-
actually, a little more than that on the average.

Chairman HUMPHREY. Which, by the way, I think is commendable.
I think that is most helpful.

Mr. BURNs. The policy record is something that people are inter-
ested in, and we decided to improve it. We have done it on the new
basis for 2 months now, and as our secretarial staff learns how to do
its job better, we will continue to improve it. The policy record now
gives far more information than it provided before, and it is a more
analytic, statement than the "Memorandum of Discussion." The
"Memorandum of Discussion" indicated what X said and what Y said;
to get much sense out of it, you had to distill these statements by-indi-
viduals and generalize from them. We try to do that in the policy
record that we now issue.

Chairman HUMIPHREY. I will have to go vote. I am sorry. I will come
back shortly. Congressman Reuss is here.
- Congressman, I am doing your work. You take off now and follow
up on your press release here.

Representative REUSS [presiding]. Oh, fine. Thank you.
Chairman Burns, as you know, the Congress, when it set up the

statutory Federal Open Market Committee in 1935, mandated that
there be reports; and, pursuant to that, for the last 40 years the Open
Market Committee has been issuing transcripts of the Open Market
Committee meetings with a 5-year lag, which is perfectly understand-
able. It has been a tremendous help to economics, journalists, his-
torians, and, of course. Members of Congress.

So, I Divas very disturbed the other clay, on May 24, to read in the
minutes of the Federal Open Market Committee, that, and I quote,
"The Committee voted to discontinue its "Memorandum of Discus-
sion.'
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Did the committee talk that over with anyone in Congress on either
side?

Mlr. BURNS. Not as far as I know. I certainly did not.
Representative REuSS. The decision, if that is what it is, I find very

sad, because I think that, after a 5- or 6-year lag, people are entitled
to know what transpired at those meetings. It will not inhibit discus-
sion. I would think that anyone who fears what he urges as a public
officer becoming public property after 5 or 6 years really should not be
on the Open Market Committee at all.

So, I am wondering if, particularly in light of the fact that Congress
in the law mandated a record from the Open Market Committee, the
Open Market Committee at its next meeting would not consider
whether to rescind that action?

Mir. BuR,-s. I certainly will take this up with the Open Market Com-
mittee. I assure you of that.

Before you came in, I commented on your statement. You were not
here at the time. Let me just repeat very briefly.

The "AMemorandum of Discussion," which we had made available to
whoever was interested after a lapse of some 5 years, we found upon
a close inquiry was hardly being used.

On the other hand, the monthly policy record is followed very
closely. The Committee decided that we ought to put more effort into
the monthly policy record, and make it a more informative statement.

We have done that for two months now. It is an analytic statement
of the discussion. Our secretarial staff is still learning how to do this
job, and the monthly policy record will continue to improve.

Representative REUSS. As I say, having read the staff's first effort in
that direction, I found it sanitized, bland, and thoroughly uninforma-
tive. No names were mentioned. We do not know who said what.'

Now it is a more current record, and if you want to improve it, that
is fine with me. But I wonder, in the light of what you said, that you
discontinued the "Memorandum of Discussion," because you could not
really find anyone who wanted it. Let me assure you that I want it.
I will let Senator Proxmire speak for himself, but I am sure that he
wants it. We find it invaluable.

Mr. BURNS. I did not mean to say that no one wanted it. What I
meant to say, and I believe I did say, is that upon close inquiry we
found that very, very few people-journalists, scholars, or Congress-
men, or anyone else-ever consulted those memorandums. It seemed to
us that we ought to put more effort into the monthly statement.
. As you say, the monthly policy record does not mention names. It

does not mention names very deliberately. What the public needs to
know is the thinking that goes into the committee's decisions on mon-
etary policy as made from month to month, rather than who said what.

As far as formal votes of the committee are concerned, they are duly
-recorded, and any dissents from committee decisions and the reasons
for them are indicated in the monthly policy record. That will always

'be done.
One more word. I do not believe you are right, Air. Reuss, in say-

ing that the Congress mandated the "Memorandum of Discussion."
That is something we did because we thought it was useful. We re-
cently decided, I think correctly, that a fuller and more analytic
monthly statement would be far more useful. One indication that our
judgment was right is that the press now pays a good deal more atten-
tion to the policy record than it did previously.
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I think there are two reasons for that. One is that the record is putout with a shorter lag; the other is that the record is a fuller and moreanalytic statement.
You say that it is bland. 'Well, maybe it is. If the discussion is bland,then the record of the discussion unfortunately will have to be bland.Now and then we will have spirited disagreements within the com-mittee, and I assure you they will be duly recorded in the monthlypolicy record.
Representative RE-uSS. At this point in the record, without objection,I will insert the "Record of Policy Actions" of the Federal OpenMarket Committee, the meeting held on April 20, 1976, a document of16 pages, which is released by the Fed as an example of its expandedrecord of policy actions to be immediately released. It is called Rec-ord of Policy Actions. I hope that the press will look at it, and anymember of the press or any historian or anybody else, who thinks thatit is an adequate substitute for the traditional "memoranda of Dis-cussion." the more or less verbatim transcript which we have had at a5-year lag for the last 40 years, is invited to file his name with thecommittee so that I can determine the true situation. Unless I find asurprising number of names, I am going to have to stick to my hunchthat the Open Market Committee has taken a great step backward. Iam glad to hear that you say you will ask them to reconsider whetheror not they will rescind that order.
[The document referred to follows:]

[Federal Reserve press release, 'May 24, 1976]
The Federal Open Market Committee announced today that it has voted tospeed up publication of the records of policy actions taken at each of its monthlymeetings.
At its meeting on May 18, 1976, the Committee decided that the policy recordfor a meeting should be released a few days after the next regularly scheduledmeeting, rather than 45 days after the meeting to which the record relates. Sincethe majority of meetings are held at 4-week intervals, the delay now will mostoften be about a month. For the minority of meetings that are followed by a5-week interval, it will be about a week longer.
In view of this action, the FOMC and the Board of Governors today releasedthe attached record of policy actions taken at the FOMC meeting of April 20,1976. Under previous rules, this record would not have been made available un-til June 7.
A delay of approximately 45 days had been in effect since early 1975. Frommid-1967 to early 1975, a delay of approximately 90 days had been in effect.Prior to mid-1967, when the rules were changed to comply with the Freedom ofInformation Act, the records of policy actions were published only in the Board'sAnnual Report to Congress.
As in the past, the policy record for a meeting will include information onany changes in the Committee's instructions to the Desk during the period beforethe next regularly scheduled meeting. Such changes in instructions ordinarilyarise out of Committee consultations by telephone or telegraph that are heldwhenever necessitated by special developments.
It was understood that the record of policy actions would be expanded to in-clude more information concerning members' views on longer-run and currentpolicy. At the same time, the Committee voted to discontinue Its Memorandum ofDiscussion. These Memoranda, which are detailed accounts of proceedings atmeetings of the Committee, have been available to the public 5 years after theend of the year to which they apply.
The records of policy actions also are published in the Federal Reserve Bulle-tin and the Board's Annual Report. The summary descriptions of economic andfinancial conditions they contain are based solely on information that was avail-able to the Committee at the time of the meeting.
Attachment:
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RECORD OF POLICY ACTIONS. OF THE FEDERAL OPEN MARKET COMMITTEE MEETING,
HELD ON APRIL 20, 1976

DOMESTIC POLICY DIRECTIVE

Preliminary estimates of the Commerce Department indicated that growth in
real output of goods and services had picked up to an annual rate of 7.5 per cent
in the first quarter-from a rate of 5 percent in the fourth quarter of 1975-and
that the rate of increase in the GNP fixed-weighted price index had slowed sub-
stantially. Staff projections for the remaining quarters of this year suggested that
growth in output would be moderate and that the rise in prices would be above
the relatively low first-quarter pace.

In March retail sales had risen sharply-according to the advance report of the
Commerce Department-reflecting a strong increase in sales at food stores and
widespread gains among other types of stores. The increase in the first quarter
as a whole was substantially larger than that in the fourth quarter of 1975.

Industrial production continued to recover in March, owing mainly to increases
in output of automobiles, some other consumer goods, business equipment, and
durable goods materials. For the second month in a row, output of all durable
goods rose more than the over-all index of industrial production.

Gains in nonfarm employment were again widespread in March, and they were
sizable in durable goods manufacturing industries, in trade, and in services and
finance. The increase in total employment exceeded that in the civilian labor
force, and the unemployment rate edged down from 7.6 to 7.5 per cent.

Private housing starts declined moderately in March-following a sharp
rebound in February to the highest level in 2 years-while permits issued for pri-
vate. housing units remained at about the level of the preceding 2 months. Out-
standing mortgage loan commitments at savings and loan associations had re-
mained strong in February-the latest month for which data were available-and
downpayment requirements on mortgage loans had been easing during recent
weeks.

New orders for nondefense capital goods rose substantially further in Feb-
ruary, recovering to about the pace of last October and November. The level of
new orders was still relatively low, however, and the backlog of unfilled orders
continued to decline. Nonresidential construction activity remained depressed.

The index of average hoursly earnings for private nonfarm production workers
rose at a less rapid pace over the first quarter of 1976 than it had on the average
in 1975. In the first quarter the schedule of labor contract negotiations was light
and relatively few cost-of-living wage adjustments went into effect. In April,
however, a new agreement was reached in one major industry which-if ap-
proved by the union membership-would result In substantial increases in wages
and other benefits over a 3-year period, including a large increase in wage rates
effective April 1.

The wholesale price index of all commodities rose slightly in March-following
2 months of decline-as a continuing increase in average prices of industrial
commodities was not quite offset by a further decline in prices of farm products
and foods. Over the first quarter average wholesale prices of farm products, foods,
and fuels declined appreciably, but average wholesale prices of other commodi-
ties rose almost as fast as during the second half of 1975. In February the rise
in the consumer price index had slowed appreciably further, reflecting additional
declines in retail prices of food and energy items.

The acceleration of growth in real GNP in the first quarter reflected in large
part a shift to accumulation of business inventories. In addition, personal con-
sumption expenditures rose appreciably. On the other hand, State and local gov-
ernment expenditures changed little, and net exports of goods and services fell
sharply.

Staff projections for the remaining three quarters of 1976 suggested that per-
sonal consumption expenditures would expand at a rate near the average of the
past few quarters; that residential construction and business fixed investment
would continue to recover; that State and local government purchases of.goods
and services would rise at a relatively slow pace; and that business inventory
accumulation would le substantial.

In recent weeks the average value of the dollar against leading foreign curren-
cies had been relatively steady: the dollar had appreciated substantially against
the British pound and the Italian lira-which had remained under considerable
downward pressure-while it had depreciated somewhat against most other ma-
jor foreign currencies. In February, as in January, the U.S. foreign trade balance
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registered a sizable deficit, in contrast with the large surpluses in almost all
months of 1975. Reported net outflows of private capital remained moderate.

Total loans and investments at U.S. commercial banks continued to expand in
AMarcd, in large part because banks again added a substantial amount to their
holdings of Treasury securities. Business short-term credit demands remained
weak: Outstanding bank loans to businesses declined for the second consecutive
month, and the outstanding volume of commercial paper issued by nonfinancial
corporations also fell.

Ml growth in March-at an annual rate of 6y2 per cent-was little changed
from that in February. Growth in M2 and Ma also was moderate in March, com-
pared with relatively high rates in the preceding 2 months. At commercial banks,
inflows of time and savings deposits other than negotiable CD's fell substantially
from the exceptional pace of January and February. Inflows to nonbank thrift
institutions. remained strong.

On the basis of quarterly average data, M, grew at an annual rate of 3 per cent
in the first quarter, compared with a rate of 21/2 per cent in the fourth quarter
of 1975. However, TL and Ma grew at rates of 61/2 and 11 per cent, respectively,
in the first quarter, compared with rates of 6 and 9 per cent in the preceding
quarter.

System open market operations since the March 15-16 meeting had been guided
by the Committee's decision to seek bank reserve and money market conditions
consistent with moderate growth in monetary aggregates over the period ahead.
Data that became available week by week during the inter-meeting period sug-
gested that in the March-April period Ml and M, would grow at rates near the
midpoints of the ranges that had been specified by the Committee. Accordingly,
System operations were directed toward maintaining conditions of reserve avail-
ability consistent with a Federal funds rate of about 43/4 per cent-the rate pre-
vailing at the time of the March meeting and the midpoint of the operating range
that the Committee had specified for the inter-meeting period.

Market interest rates in general declined during the inter-meeting period, as
as attitudes apparently were influenced not only by the stability of the Federal
funds rate but also by indications of a slowing in the rate of inflation and by re-
ports of continued sluggish business demands for short-term credit. In the short-
term area, the outstanding volume of money market instruments was reduced.
At the time of this meeting the market rate on 3-month.Treasury bills was about
4.75 per cent, down from about 4.95 per cent on the day before the March meeting.

In the intermediate- and longer-term area, the decline in interest rates
occurred even though in March the volume of funds raised by corporations,
the Treasury, and State and local governments was exceptionally large. Offer-
ings of new corporate bonds and stocks was the second highest monthly amount
on record. Interest rates on new commitments for home mortgages declined
slightly in the inter-meeting period.

The Treasury was expected to announce the terms of its mid-May refunding
on April 28. Of the maturing issues, $4.1 billion were held by the public.

At this meeting the Committee reviewed its 12-month ranges for growth
in the monetary aggregates. At the January meeting the Committee had speci-
fied the following ranges for growth over the period from the fourth quarter
of 1975 to the fourth quarter of 1976: M,, 412 to 71/2 per cent; M2, 7%2 to 102
per cent; and Ms, 9 to 12 per cent. The associated range for growth in the bank
credit proxy was 6 to 9 per cent. The ranges being considered at this meeting
were for the period from the first quarter of 1976 to the first quarter of 1977.

During the discussion of policy, many members of the Committee observed
that the economic recovery had been making good progress. It was noted that
expansion in output of goods and services in the first quarter had been more
rapid than had been anticipated and that the expansion in activity during the
period ahead might well exceed the pace suggested by the staff projections.
At the same time, inflation remained a problem, and upward price pressures
could intensify in the near future.

In commenting on the longer-run growth ranges, many members favored
reducing the upper end of the range for Ml by 1/2 percentage point, to 7 per
cent. It was noted that the recovery in economic activity had been under way
for 1 year and that the end of the new period for the growth ranges would
fall 2 years after the recession trough. -.Moreover, the recovery recently had
gained strength. Accordingly, it was observed that this might be an opportune
time for the Committee to take a small step toward its longer-range objective
of returning growth in the monetary aggregates toward rates consistent with
general price stability.

76"478-76-10
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It was stressed during the discussion that the rate of growth in M1 needed
to accommodate a good economic recovery had been overestimated earlier:
Although Ml growth in the past two quarters had fallen short of the lower
limit of the range that had been specified by the Committee, it obviously had
been sufficient to accommodate a *strong 'recovery. In any case; the proposed
upper limit of 7 per cent exceeded actual growth during both 1974 and 1975.

Some sentiment was expressed for reducing both the lower and the upper
end of the range for Ml by /2 percentage point-or even by 1 percentage point-
with a view to giving more emphasis to the Committee's longer-run objective
of general price stability. It was also suggested that it would be desirable to
preserve the width of the range adopted by the Committee at its January
meeting-by reducing the lower as well as the upper end of the range-in view
of the uncertainties associated with growth in M, in this period of change in
the public's demands for currency and demand deposits. No member advocated
raising either the lower or the upper limit of the longer-run range.

For M2, many Committee members favored reducing the upper end of the range
by 'A percentage point for most of the same reasons that they favored reducing
the upper limit for M,. However, most members advocated retaining the 9 to 12
per cent range for M. that had been adopted at the January meeting. Over the past
year. growth in MA had been faster in relation to growth in both Ml and M2 than
had been projected, as inflows of funds into nonbank thrift institutions-which
typically have been a major source of financing for home purchases-had been
especially strong. By retaining the 12 per cent upper limit for M23 , the Committee
would allow for the possibility that this relatively strong performance would
persist.

At the conclusion of the discussion, the Committee agreed that the ranges for
Ml and M2 should be narrowed by reducing the upper end of each by %Y percentage
point: thus, the ranges projected were 4Y½ to 7 per cent for M, and 71/ to 10 per
cent for M2. The range specified for M3, as before, was 9 to 12 per cent. The
associated range for growth in the bank credit proxy remained 6 to 9 per cent.

As at earlier meetings, it was agreed that the longer-term ranges, as well as
*the particular list of aggregates for which such ranges were specified, would be
subject to review and modification at subsequent meetings. It was also under-
stood that, as a result of short-run factors, growth rates from month to month
might well fall outside the ranges contemplated for annual periods.

In the discussion of current policy at this meeting, the Committee took note
of a staff analysis suggesting that Ml was expanding at a rapid rate in April, in
large part because of a substantial decline in Treasury balances. In addition, it
appeared that a somewhat more typical relationship between growth in M, and
growth in nominal GNP might be in the process of being re-established. It was ex-
pected that in the period ahead growth of time and savings deposits other than
negotiable CD's would remain relatively strong. Accordingly, the staff analysis
suggested that, if prevailing money market conditions were maintained over the
4 weeks until the next meeting, growth in both M3 and M2 in the April-May
period was likely to be high relative to the Committee's longer-run target ranges.

In view of their assessment that the pace of economic expansion would be rela-
tively strong, most members favored directing operations in the period immedi-
ately ahead toward restraining growth of the monetary aggregates within ranges
not very much higher than the longer-run ranges agreed upon at this meeting
and indicated that they would tolerate some modest firming in money market
conditions. It was observed that some firming in money market conditions in this
period would reduce the likelihood of excessive monetary growth in subsequent
months.

During the discussion, the view was expressed that an aprpeciable tightening
in money market conditions in the period immediately ahead would be premature,
for a number of reasons. Although the recovery had made satisfactory progress,
the rate of unemployment was still well above a desirable level. Residential con-
struction was just picking up again, and indications of a recovery in business ex-
penditures for plant and equipment were only now beginning to appear. Business
loan demands at banks remained weak. From the third quarter of 1975 to the first
quarter of this year, moreover, growth of M,-and to a lesser extent. growth of
M1had been low relative to the Committee's longer-run ranges. Finally, financial
markets were particularly sensitive at this time. and any appreciable tightening
in money market conditions could have a substantial effect on short-term interest
rates and could adversely affect flows of time and savings deposits at both banks
and nonbank thrift institutions.
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At the conclusion of the discussion the Committee decided to seek bank re-
serve and money market conditions consistent with moderate growth in mone-
tary aggregates over the period ahead. Specifically, the members concluded
that growth in Ml and M, over the April-May period at annual rates within
ranges of 412 to 81/2 per cent and 8 to 12 per cent, respectively, would be ac-
ceptable. The Committee decided that, in assessing the behavior of the aggre-
gates, approximately equal weight should be given to M. and M,.

The members agreed that until the next meeting the weekly average Federal
funds rate might be expected to vary in an orderly way within a range of 41/2
to 51/4 per cent. They also agreed that, in the conduct of operations, account
should be taken of developments in domestic and international financial markets.

In accordance with the understanding reached at a special meeting held on
March 29, 1976,' the Committee did not specify an expected range for growth in
reserves available to support private nonbank deposits (RPD's). At the March 29
meeting, the Committee had agreed it should consider the rates of growth in
several reserve measures-including nonborrowed reserves, total reserves, and
the 'monetary base" (total reserves plus currency)-that were likely to be as-
sociated with growth in the monetary aggregates at the rates it specified for
2-month periods. It was contemplated that further experimentation and analysis
would help the Committee to evaluate the relative usefulness of several possible
reserve measures for operational purposes.

The following domestic policy directive was issued to the Federal Reserve
Bank of New York:

The information reviewed at this meeting suggests that growth in real output
of goods and services picked up in the first quarter. In March retail sales rose
sharply further and recovery in industrial production continued. Gains in non-
farm employment were again widespread and the unemployment rate declined
from 7.6 to 7.5 per cent. Over the first quarter wholesale prices of farm products,
foods, and fuels declined appreciably, but average wholesale prices of other
commodities rose almost as rapidly as during the second half of 1975. Over
recent months, the advance in the index of average wage rates has moderated
somewhat.

The average value of the dollar against leading foreign currencies has been
relatively steady in recent weeks, while the British pound and the Italian lira
have remained under considerable downward pressure. In February the U.S.
foreign trade balance registered a second successive monthly deficit; reported
net outflows of private capital remained moderate.

Monetary aggregates expanded moderately in March. At commercial banks,
Inflows of time and savings deposits other than negotiable CD's fell substantially
from the exceptional pace of February; inflows to nonbank thrift institutions
remained strong. Since mid-March, both short- and long-term market interest
rates have declined.

In light of the foregoing developments, it is the policy of the Federal Open
Market Committee to foster financial conditions that will encourage continued
economic recovery, while resisting inflationary pressures and contributing to a
sustainable pattern of international transactions.

To implement this policy, wvhile taking account of developments in domestic
and international financial markets, the Committee seeks to achieve bank re-
serve and money market conditions consistent with moderate growth in mone-
tary aggregates over the period ahead.

Votes for this action: Messrs. Burns, Volcker, Balles. Black, Coldwell. Gardner.
Jackson, Kimbell. Partee. Wallich. and Winn. Votes against this action: None.
Absent and not voting: Mr. Holland.

Representative REUSS. Let me ask you, does the decision of May 24,
to discontinue the "Memorandum of Discussion," mean that the Open
Market Committee is discontinuing its practice of keeping a record of
discussion which, as I understand it, is done both by a stenographic
reporter and by electronic methods?

Is there any change in that?

I The March 29 meeting had been called for the purpose of reviewing procedures forformulating and implementing the Committee's instructions to the Manager of the SystemOpen Market Account at the Federal Reserve Bank of New York.
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Mr. BURNS. I should know the answer to that. At the moment I am
simply not sure.

Representative REUSS. Would you be good enough to supply that for
the record?

Mr. BURNS. I will.
[The information referred to follows:]

The discussions at meetings of the Federal Open Market Committee are recorded
electronically. No stenographic reporter is present. A few members of the staff
take some long-hand notes during the meeting, primarily to help the typists who
transcribe the tapes to identify those speakers whose names are not called before
they speak.

These procedures were not changed at the time the Committee decided to dis-
continue the memorandum of discussion.

The transcriptions are used by the Secretariat in drafting records of the meet-
ings, and are routinely disposed of after they have served their purpose. The
tapes are reused in recording subsequent meetings.

Representative REUSS. I certainly would regret it if the O)en Mar-
ket Committee does not reverse its decision of May 24 and actually
discontinues its "Memorandum of Discussion." When would that de-
cision take effect? Are you going to release the 1971. 1972. 1973

Mr. BURNS. Oh, yes. They will all be released. That decision has been
made.

Representative REUSS. Up through what year-1975?
Mr. BURNS. Certainly through 1975; yes.
Representative REUSS. Well, that means that Senator Proxmire and

T, at the worst, have 4 more years to go in terms of understanding the
Fed. assuming we are reelected.

Mr. BURNS. May I say this for the record?
The only criticism that I have heard of this action has come from

you. Mr. Reuss, and from you, Senator Proxmire. That does not mean
that there are not other critics. But they have not communicated with
me. I have not heard one criticism except in your statement to the press
and in a letter I received from Senator Proxmire.

Senator PROXMrIRE. Of course, this is our responsibility. We are
chairmen of the respective banking committees.

Mr. BURNS. Of course it is. I understand that perfectly. I think the
question you have raised is a very fair question. I merely want to
underline this lack of criticism from others, since it confirms the ex-
Dloration we made of the degree of interest in that "AMemorandum of
Discussion" which is made available after 5 years. As I say, there is
very little interest in it as far as we can learn.

Representative REUSS. It is open to any of the press. radio. or tele-
vision people here today to write Senator Proxmire and myself to say.
thanks for nothing, gentlemen; knock it off; we don't need it; we are
glad to see it discontinued. Any such letters I will duly pass on to
you.

Mr. BURNS. I will read and answer them with due, care.
Representative REUSS. Let me take up what Chairman HIumDhrev

was raising: namelv, the decision of the administration, communicated
to the world at the OECD meeting last week and then at Puerto RiCo
earlier this week, that contrarv to the view of the majoritv of this
Joint Economic Committee, which is that we ought to fight lineyn-
plovment and fight inflation with equal fervor, the new view of the ad-
ministration. with which it seems to have inoculated some of the
other industrial powers, is that fighting inflation comes first, very
definitely, and fighting unemployment has a secondary role.
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' Part of the rationale behind that view is suggested' by your state-
ment, where you talk about utilization of industrial plant. Your point
out that utilization is greater than it has been. For instance, you say,
and I quote:

In the materials-producing industries, only about 70 percent of available
plant capacity was effectively used during the second quarter of 1975. At present
the rate of capacity use has reached 80 percent in these industries.

Well, that is true. But isn't a fairer statement of the matter that
contained in your own release of the Federal Reserve dated June 28,
earlier this week, in which you point out that the present 78 percent
capacity utilization in materials-producing industries in the first quar-
ter of this year, and I quote:

Indicates a significant recovery from the cyclical low in the new series of
70.6 percent in the second quarter of 1975; but the rate was still more than 14
percentage points below the new series' quarterly peak of 93 percent in 1973
when shortages and production delays generated intense upward price pressures.

Now I think that which I have just read is a very fair statement
*of the situation: Industrial capacity utilization has gone up by 8
percentage points since its low, but is still 14 percentage points below
the high in 1973, which, admittedly, was too high. But this commit-
tee, as far as I am concerned, is not about to accept the view that 78
percent is such an ebullient use of capacity that we ought to blow
the whistle and tell the unemployed that they are going to have to stay
unemployed, not only in our country but in many others.

Let me call further to your attention the next sentence of your pres-
entation this morning:

Where the recovery of production has been especially rapid as in the paper in-
dustry and some branches of the textiles industry, the utilization of capacity
already exceeds 90 percent.

That, too, is an accurate statement. However, in using the Fed's
own release of June 28, I note that basic metal materials during 1973
and 1974 were utilizing 95 percent of capacity. Today they are only
using 73 percent of capacity. Durable goods materials in 1973-74 aver-
aged 89 percent of capacity; today they are at only 73 percent of
capacity.

So, I just want to register the feeling of one member that there is
something wrong here. We are wasting tremendous resources. Oh, but
you say, Congressman, look at what we did mention; namely, paper.
Paper is indeed, as you say, now at 90 percent of capacity utilization.
However, there is a kicker in paper. Their capacity utilization is al-
ways very, very high in times of boom. They~ must figure their capacity
on a somewhat different basis. For example, in 1973 and 1974, paper
capacity utilization was at 98 percent.

I now come to my point. Since so much of the industrial index is at
a very low capacity utilization rate-70, 72 percent and since, I think
you would agree that if we could get some uniformity we could cer-
tainly stand to run our capacity at 83, 84, 85 percent-that should not

shock anybody or send us off to Puerto Rico all shaking about inflation.
In the light of that, should we not work on supply and conservation of
some of these things? Take paper-you know, an extraordinary part
of the food that American families'eat, or at least the price they pay
for food, is paper. If you have visited a garbage dump recently, as I
have, it does not look like a garbage dump. It looks like a paper dump.
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Would it not have been an excellent idea if the heads of state had
gotten together in Puerto Rico and concerted their efforts to conserve
the wasteful use of paper? Do you really need to take, for instance. a

bunch of bananas, on which the Almighty has put a nice protective
skin, and put that in a paper envelope? Knowing your frugal habits,
I know that your answer is a resounding "No."

So, would we not be more sensible, really, if instead of telling the
unemployed of the world that we cannot do anything for them for a
while because we have to fight inflation, we looked instead at the bot-
tlenecks and did something by way of increased supply, by way of
intercontinental movement to relax trade barriers, by way above all of
conservation to see if we could not cure the bottleneck situations?

What about that approach?
Mr. BURNS. I am not going to comment on what happened at Puerto

Rico beyond what I stated in my testimony.
As for the rest of your general statement, I have no quarrel with it.

I think it is important-and I think you recognize this-not to be mis-
led by averages. My only reason for referring to the paper industry
and the textile industry was to call attention to the fact that an overall
average can be misleading. Beyond that, if shortages of capacity
should develop in some of our key raw material industries. they would
become a limiting factor in the expansion of economic activity that
both you and I hope will continue to take place in our country.

Your general point about the rate of utilization of industrial capac-
ity is certainly valid. We have unemployed labor. and we also have un-
employed machinery, and -we also have unemployed plants. I look
forward to a higher average rate of utilization. But these discrepan-
cies among industries are of some importance because bottlenecks, as
you recognized in your statement, may develop 9 or 12 months from
now. There is a good deal of interest in and concern about that in the
business world and among economists. and there should be.

Representative REuss. Thank you very much. My time is up.
I would just like to reemphasize the point that man can do some-

thing about these bottlenecks by a variable tariff policy, by a supply
policy. by a conservation policy, when it can foresee them.

Mr. BURNS. Also, man can do something about these bottlenecks by
encouraging more investment, which I think is the most important
thing that we ought to do.

Representative REUSS. That, too.
Thank you.
Chairman HUMPHREY [presiding]. Go ahead, Senator Proxmire.
Senator PROXMIRE. Mr. Chairman. I would like to ask you a little

bit about the future and structure of the Federal Reserve Board and
its relationship with the Congress and the President.

As you know, this is something that the Congress is considering
right now, and we may be considering even more vigorously next year.
It will be very, very helpful to get your advice now and your guidance
on it.

I am very conscious of the separation of the Federal Reserve Board
and the moneymaking power from the Executive. It is clear in the
Constitution. There are proposals to have the Chairman's term-it
would not affect you because your term runs out in 1978. But from that
point on the term of the Chairman of the Federal Reserve Board would
coincide with that of the President, so that any incoming President
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could name, in effect, his Chairman of the Federal Reserve Board.
There are other proposals related to getting a greater degree of Presi--
dential authority with the respect to monetary policy; but this par--
ticular one has been pressed hard, and I would like very much to get.
your advice.

Mr. BURNS. I think that if the term of the Chairman of the Federal
Reserve were strictly coterminus with the term of the President, the
degree of independence of the Federal Reserve might be curtailed and
some politicizing of the Federal Reserve might take place.

I think this is a difficult area, difficult for the Congress and for me
personally. It is difficult for me personally because of my responsibili-
ties. I have no other difficulty.

I should think that if we were to move in that direction, it would be
wise to specify that a period, let us say, of one year ought to elapse-
before the President moves to name his own Chairman.

Senator PROXMIRE. So. a President assuming office in 1981, for ex-
ample, would name a Chairman in 1982?

Mr. BURNS. That's right, the thought being simply that when a new-
President comes in he has many hundreds of appointments to make, and
political factors are necessarily, and rightly so, very important in his
mind. I think the Chairman of the Federal Reserve Board ought to be
put apart and that appointment ought to be made in a somewhat calmer
period.

Senator PROXMIRE. Very good.
Now, in discussing housing and discussing some of these other mat-

ters, the future level of inflation of course becomes very important-
indeed. I would be very much in your debt if you could give us your
estimates, any assumptions you would like to make with respect to this,
any notion of your outlook for inflation. If we follow the kind of
policies that you advocate, if we do our best to hold down spending-
and to reduce the deficit and follow other prudent policies, what level
of inflation would you anticipate in the coming year?

Mr. BURNS. That is a very, very difficult question for me to answer.
I think I know the need. I think the need is to unwind the inflation.

I think I know the objective. Senator Humphrey referred to the im-
portance of setting economic objectives by the Congress, and I have
always endorsed that, Senator, as you know. I think our objective
should be literally a zero rate of inflation. That is going to be hard to-
achieve, but we ought to work toward that objective.

.Senator PROXMIRE. Well, I was asking not about the objective, but.
about the expectation.

Mr. BURNS. I know.
Looking at the recent past, the way I judge it is that the improve-

ment that we had in bringing the rate of inflation virtually came to.
an end around the middle of 1975. The recorded rates of inflation have
moved lower. But I think that when analyzed properly-or at least in
the way I analyze them-the figures indicate that the rate of inflation
has recently been about constant. That seemes to me to mean that,.
with the economy continuing to expand, there is a danger that the rate
of inflation will become higher. To prevent that, I think a very prudent.
course in the fiscal and monetary area. in particular, is desirable. VTar-
ious structural policies that I have talked about before this committee
would also help, perhaps very considerably; but the Congress has
shown very little interest in moving in these directions.
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Senator PROXMIRE. What I am trying to get at is you were emphatic
in rejecting the notion that we would necessarily have 6 percent in-
flation in the coming year. You said that that may be the consensus0
and that we could do better and we should do better.

Mr. BURNS. That's right.
Senator PROXMIRE. My question to you is what would you expect if

we do follow prudent policies in the coming year?
Mr. BURNS. If we follow prudent policies in the fiscal and monetary

area and make some structural adjustments as well, I would expect
the rate of inflation to come down definitely from the 6 to 7 percent
level where we, I think, are at the present time.

Senator PROXMIRE. To what point?
Mr. BURNS. Over the next 4 years, down to zero. Over the next

year down to, let us say, 4 percent.
Senator PROXMiRE. Now how about unemployment?
Mr. BURNS. Unemployment now is, according to the latest count,

7.3 percent. It may move up and down a little, but I think the trend
is down. By the end of the year I would judge that the unemploy-
ment rate should 'be a little under 7 percent; by the middle of next
year, perhaps 6.5 percent.

Senator PROXMIRE. As you know, the chairman of this committee
is the author of a bill which, as you say, sets goals for unemployment,
the Humphrey-Hawkins bill a goal of 3 percent adult unemployment.

I have been very interested in modifying that bill to provide also
a goal for inflation at the same time. Also I have been interested in,
and have been discussing this with Senator Humphrey, modifying
the bill to change the prevailing wage provision in the last title of
the bill, which would require that those employed by the Government
as the employer of last resort would be paid the prevailing wage-
instead of that, have them paid somewhat more than the minimum
wage or unemployment compensation pay, but clearly substantially
below the private sector wage so there would be an incentive to work
in the private sector and so you would not have an automatic inflation-
arv effect.

That frankly was very much based on your advice to this commit-
tee and your speech in Georgia some time ago, in which you suggested
a sharper reduction in the pay by the Government. Would you feel
that this kind of compromise might have merit and might enable us
to follow a policy of reducing unemployment without serious inflation?

Mr. BURNS. I think it would be a great improvement on the bill as
it stands at the present time.

Senator PROXMIRE. I would like to ask about one other area that
bothered me a great deal. The 1968 Housing Act, as you know, out-
laws discrimination in lending. There have been several studies of
discrimination in lending that have shown that it is most serious, that
blacks in many areas, based on these studies, are denied loans almost
50 percent more frequently than whites are, with the same income,
with the same job stability.

Now, although that law has been on the books for 8 years, the evi-
dence that we had as of a couple of months ago, and I hope it has
been improved since then, indicates that neither the Federal Reserve,
nor the FDIC, nor the comptroller has done anything to enforce that
law. We have a situation in which not a regulation has been issued
by any of these agencies; a situation in which none of the banks
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keeps records of turn-downs by race, which is fundamental data if
you are going to determine whether or not there has been
discrimination.

Why is it that after 8 years and in a credit economy, when blacks
have such a difficult economic time anyway, that something like this,
which by and large isn't as controversial as busing or some of these
other things-why can we not act here to provide equity and justice
when the law has demanded it. Why have we just not gotten results ?

Mr. BURENs. Senator, I find it difficult to answer the question. I do
not know the answer. The question that you have asked is a very
important one. I would like the privilege of preparing a full reply to
your question after I study the matter, and if I find that we have not
done our job at the Federal Reserve, I want to assure you that I will
say so in my report and indicate what steps we are taking to correct our
way of life in this area.

Senator PROXMIRE. I would very, very much appreciate that. I do
think that the Federal Reserve is not alone. The other banking agencies
have been equally negligent. I am delighted to hear this response. If
you will, get the answer and let us know as soon as possible.

Thank you, Mr. Chairman.
[The following information was subsequently supplied for the

record:]
CHAIRMAN OF TILE BOARD OF GOVERNORS,

FEDERAL RESERVE SYSTEM,
Washington, D.C., July 28,1976.

I-on. WILLIAM PROXMIIRE,
Chairman, Committee on Banking, Housing and Urban Affairs, U.S. Senate,

Washington, D.C.
DEAR MR. CHAIRMAN: I am pleased to respond to your letter of July 1 con-

cerning our discussion of discrimination in mortgage lending at the recent hear-
ing of the Joint Economic Committee. You asked why there has not been better
enforcement of Title VIII of the Civil Rights Act of 196S.

I believe that there are several reasons why the efforts of the supervisory
agencies to carry out the purpose of that Act have not produced more evidence
of discriminatory practices by financial institutions. One reason is that the
initiatives originally taken by the agencies and HUD were designed primarily
to solicit complaints by persons who felt that they had been the object of dis-
crimination and to obtain assurances of nondiscrimination from lending institu-
tions. All banks were required to display fair housing posters in their lobbies
giving the name and address of an office of.HUD to which complaints could be
addressed. Every complaint that was received was investigated. However, these
actions have disclosed very few-complaints of discrimination in housing credit.
Apparejitly, prospective borrowers are either unaware of the complaint channels
available to them or are reluctant to become involved in a complaint proceeding.

A second reason is that, as you know, discrimination can be accomplished in
subtle ways that may be difficult for an examiner to detect. Since the lending
process is inherently discriminatory, in the sense that some credit applicants are
practically bound to be turned, down, a bank examiner may find it hard to
determine whether improper criteria have been employed in deciding whether or
not to make a given loan. Also, there are many ways in which an applicant can be
discouraged before an application is even filed, and the absence of an application
leaves no record for the examiner to review.

A third possible reason is that it simply may be too difficult in a normal
examination, with its primary focus on financial soundness. to uncover instances
of such discrimination. For this reason, as I will explain below, the banking
agencies have recently been studying the question whether it would be preferable

to have special "compliance" examinations of one kind or another conducted
by specially trained examiners.
I would like to outline some of the steps the Board has been taking to promote

fair lending practices. As you know, the Board has participated in the Inter-
agency Fair Lending Task Force set up recently under the auspices of the
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Department of Justice. I believe you have received regular reports on the progress
of this task force, which has provided a useful forum for discussing the practical
issues involved in enforcement of legislation forbidding improper discrimination
in housing credit. The work of the task force has already resulted in imple-
mentation of an agreement for the exchange of information among the various
agencies on complaints of discrimination in the extension of housing loans.

In addition to strengthening our complaint and investigation procedures, the
Board is also in the process of amending its Regulation B, Equal Credit Oppor-
tunity, to cover discrimination in the granting of credit on the basis of, race,
color, religion, national origin, age (provided the applicant has the capacity
to contract), receipt of benefits from a public assistance program, and the
exercise of rights under the Consumer Credit Protection Act. These bases of
prohibited discrimination were added to the categories of sex and marital status
by the recent amendments to the Equal Credit Opportunity Act.

On July 15 the Board published for public comment proposed amendments to
Regulation B designed to implement these new amendments to that Act. Clearly,
the Act includes the same aspects of housing credit that are covered by the
Fair Housing Act. In connection with its responsibility to issue regulations under
this Act, the Board has before it the question whether it will be feasible to
develop a requirement for data notation on loan applications that will be
acceptable to all the agencies with responsibilities in this area. This question
deserves, and is receiving, the most serious study. The Board's proposed regula-
tions ask for comment on the possibility of adopting a uniform requirement for
notation of data relating to the race and sex of applicants for housing credit.
and to certain essential economic characteristics of the applicants and the
collateral offered. The Board's concerns in this area are that any requirement
that is adopted shall be effective in accomplishing the purpose for which it is
intended, that so far as possible any requirement shall apply uniformity to the
various categories of applicants and of creditors, and that to the extent possible
the costs and burdens to both consumers and creditors of unnecessarily duplica-
tive requirements shall be avoided. We are, of course. mindful of the recom-
mendations on this subject set forth in your Committee's recent Report on Fair
Lending Enforcement.

The Board has recently been considering the benefits of establishing a special
type of compliance examination to assure satisfactory performance under all of
the consumer credit regulations issued by the Board. Two of the Reserve Banks
are already experimenting with such an approach. Examinations of this kind
could be conducted by specially trained examiners at the same time as the regular
examination or separately. A special course to train examiners in these regula-
tions has been scheduled for September, and it is expected that such a course
will be given three or four times a year in the future. The Board's staff is de-
veloping and improving the necessary forms and manuals that would be used for
compliance examinations.

The Board is prepared to issue remedial orders under the Financial Institu-
tions Supervisory Act as necessary to obtain compliance from institutions
that are not prepared to take corrective action when their lending practices
are found to violate applicable statutes and regulations. Before we reach that
point, however. I am convinced that our expanded enforcement efforts under the
Equal Credit Opportunity Act will effectively supplement our earlier actions to
provide a strong mechanism for achieving compliance with nondiscrimination
legislation.

Finally, you have asked for assurances that a program will be develoned to
make systematic use of the disclosure data on residential mortgage lending to
be obtained under Regulation C. which implements the Home Mortgage Disclo-
sure Act. I can assure you that the Board has every intention of making use of
such data to the extent that it is appropriate. I am sure you will agree, however.
that it is not possible to predict the potential utility of data that are not yet avail-
able for study. The Board's staff will he studying the matter actively. and I ex-
pect them to submit recommendations for the Board's review at an early date.

Sincerely yours,
ARTHUR F. BuRNs.

C hairman HTUTMPHTREY. Mr. Burns. a good deal of what you have had
to say today of course relates to the perception that people have of
economic policy as well as the facts and the view that people hold re-
lating to the general condition of the economy. For example, this
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morning I listened on the television and the radio to the analysis made
by Michigan State, or one of the universities in the Midwest, on con-
sumer confidence. The analysis showed that the consumer confidence
level was increasing appreciably for middle income and upper income
folks, but was declining for lower middle income and low income
groups. But it is, of course, the middle income and the upper income
groups that buy the largest share of our products. Yet a great market
is available, particularly in the upper levels of lower income-I
mean, when you get to the $7,000, $8,000, and $9,000 income, which is,
of course, still a very modest income.

Again, my point is in economics, what people perceive is sometimes
as important or even more important than what really selected facts
seem to indicate. For example, I believe you stated here that the fear of
inflation, or the less fear of rampant inflation has contributed to a
drop in the long-term interest rates, or interest rates on long-term
borrowing.

I think that is true, and that comes to the point on which Senator
Proxmire was directing his attention. Forecasts, for example, on in-
flation that could be backed up by any kind of sound economic policy
I believe would have a very, very positive effect on the lowering of the
long-term interest rates, corporate borrowing as well as mortgage fi-
nancing. Therefore, getting a hold on the inflation factor is important.
I think it is critically important. It is a struggle within me, and I am
being very open with you. I am concerned about the low income people
and the people who are unemployed, and the kind of economic policy
and environment necessary to bring about employment and better in-
come for those, and how you manage an economy or what you do with
an economy to hold down the rate of inflation. It is a constant struggle.
You are just caught between two contending forces and two contending
necessities.

I believe it is fair to say that some of the reasons the economy has
improved are as follows. No. 1, the people perceive at least that the
Congress is getting a hold of its budget by the Budget Reform Act.
I just spent some time with Senator Muskie here yesterday. We were
going over some matters. We are both interested in the tax legislation
and so forth. In our concurrent resolution for the 1976 period, we have
stayed under the budget estimates. In other words, what we set as
budget targets, we have not exceeded. To the contrary, we are below
those targets.

Likewise our estimates of revenues are slightly above those which
were the targets.

I cannot help but believe that just the fact, even though there is still
a huge deficit, the fact that we do not let it get away from us bevond
what was set as the target has had a very constructive and positive
effect, in financial circles.

I believe you can be sure, I think this record should show, that we
are going to stay within those budget figures. Obviously we have a way
to review. As you know, come September we have our second concur-
rent budget resolution.

Word needs to go to the American people that the Congress is acting
responsibly in terms of its authorizations and its appropriations. I 'have
been here a long time and I want to say that I think that in the last 12
months under the Budget Control Act there has been the most sincere,



152

conscientious organized effort that I have ever seen in Congress to con-
trol Federal expenditures. We used to haven lot of speeches about
budgets and people who would rip and roar about excessive spending,
and others who were charging that we needed to spend more. Today
we know we have to live within those budget constraints. I am chair-
man of an authorizing subcommittee'and I know what a problem it is
to keep the authorizations within the budget confines. We have to pre-
sent our budget material by March 15, all of the authorizations which
we intend to offer, and this really requires some projections and fore-
casting. Then we come to our appropriation process, and that, of
course, is the critical part because that is where outlays are determined.

The off-budget items are still loose, and I think that is a matter that
we still need to get a hold of. Some of us have been talking about that.
I think that is our next effort here in the Congress because you have
two shows going here. You have one that is visible, and you have an-
other one over here that is behind us, behind the curtain so to speak.
The off-budget items have to be looked at, I think, very, very carefully
now; but like with most reforms, you cannot bite off more than you can
digest for a while. It takes some time to get it under control. That is
No. 1.

Secondly, I think that the action of the Congress in taxes and tax
reduction, the kind of tax reduction bill that we have had has had a
positive effect in terms of the economy-releasing purchasing power,
generating some new economic activity. I believe that many profes-
sional economists that I hear from-and I surely respect them, they
know much more than I do-sometimes underestimate what I call the
basic vitality of the economy which reveals itself in the velocity of
money and the use of money, which is even maybe more important than
some of the monetary aggregates.

So, we see certain signs today that I think are very reassuring. I do
not like to have these hearings send any scare waves out over the coun-
try because there are a few people who look at what we do and see.
But I think it is -also very important that they be as objective as pos-
sible. As we have indicated, there is still the need of greater use of our
plant capacity. Frankly there is a great need for modernization of a
good deal of plants which requires investment.

We have never been able to get a handle yet on what the investment
needs of the country really are. I suppose that is very difficult because
that is all projection. But there is a growing realization that invest-
ment capital is needed. Now that gets into tax policy and some of us
argue over whether there ought to be certain types of favoritism as
compared to other types of tax law.

Another thing that I want to note here is there has been no talk at
all todav about what I feel is a coming problem of great dimension,
the food problem. Western Europe is experiencing the worst drought
in 2.50 vears, a total crop disaster-total. This crop disaster is not only
of feed trains and cereals, but it has hit poultry and animals. There
is mass liquidation of herds in many of the European countries right
now, and it will get worse.

The Soviet Union's crop outlook is still uncertain. Estimates have
come from 215 million metric tons to 190 million. I have gone through
this Russian roulette business about five times here in the last 8 or 9
years, and I predict it will be lower than that.
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We never know what the Russians' food supply is. I have a feeling
they have a strategic reserve. They are not stupid as we are. They
have a bad system-

Mr. BmRu-s. That is the one point where I differ with you. So far
I have been going along beautifully with you.

Chairman HUi1PI-Rry. What is that?
Mr. BURNS. The degree of stupidity of the Russians.
Chairman HUIIJMPHREY. Well, I do not mean it that way. I think

that when it comes to reserves. they look at it from a military security
point of view. I do not think it has much to do with their civilian diets.

There are also indications of bad crops in Latin American areas.
Now, what I want to add up to is, who are the consumers of cereals?

Believe it or not, it is not India, it is not Bangladesh. It is Western
Europe and the United States because we convert cereals into protein,
we convert it into animal, into meat.

We are going to have if it continues, if it continues 1 more month-
and I want to put it into this record-we are going to have food price
inflation like you have never seen it before. That is my judgment-
except for a period of time in which there is liquidation of herds,
which will cause a temporary drop in meat prices. But once that is
over, the cereal market will tighten up and there is going to be
trouble. That is something that has not been placed in proper per-
spective, from this man's point of view.

I hope I am wrong. I want to say again that temporarily there will
be an easing of meat prices because of the liquidation. That will of
course be a terrible capital loss in the Western European markets.

The American people and the economists of this country do not
understand the capital requirements of animal husbandry. The real
problem in this Government is that we have people who are financial
experts, but most of them do not know anything about agricultural
economics. They really do not. They have no idea of the capitalization
of agriculture in industrialized countries, land values, the tremendous
amount of capital that is required for animal husbandry for the type
of protein agriculture that we have. Right now, the Soviet Union is
liquidating their animal herds-a major setback for the Soviets.
They have spent 10 years, since 1966, building up their herds, build-
ing up milk production, dairy production, beef production, pork pro-
duction, poultry production, and they are now having to liquidate
exactly as they did in 1966.

I hope that the Federal Reserve will get the information from the
CIA that I have. I imagine you have. I hope you will get it from our
agricultural attach6s, if you don't already have it.

I read practically everything that is printed about food-well, per-
haps not everything, but I get the synopses, the analyses and I read all
of the private letters. The people who are in the grain business are not
interested in figures that deceive them. They are not interested in nice
little political statements. They are looking at futures, they are look-
ing at markets, they are looking at demand, they are looking at supply.
My information is there is trouble lying ahead in that area.

I want to just place today in the record that while I think there is a
healthy recovery underway, it could be aborted by inflation on the one
hand, general inflation; and No. 2, it could be seriously damaged by
inflation in the food sector, because that has a tremendous impact on
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consumers, particularly on our lower and middle income consumers in
America. The thing I learned from Pat Caddell and Peter Hart and
George Gallup and all of the people we have had in here, is that the
American people identify the word "inflation" primarily with food
costs. That has a tremendous effect upon consumer confidence. And,
consumer confidence is absolutely vital if we are going to have a for-
ward-moving economy.

That is my part of the testimony today. I do not have a chance to
talk to you privately as much as I would like, so I thought I would
do it publiclv. I may be dead wrong on it.

Finally, I'd like to say this about the Humphrey-Hawkins bill. I
think that the bill has done more than anything else to focus attention
on what I call the economic policy mechanism of our government.

I have learned that legislation that is worth anything must provoke
contr6versy, and this obviously has. There are features in that bill that
I personally did not like; but I was a legislator trying to put together
a package. It is my judgment that what Senator Proxmire said about
having an inflation goal ought to be in that bill. If you are going to
have an employment goal, or an unemployment goal, you ought to have,
an inflation goal. I think the bill is weak in terms of specifics on the
inflation maters. I felt that way when we wrote it, but we needed to get
something before the Congress with some support and we did it that
way.

In other words, we need an incomes policy in this country. But the
reason I hesitated in being specific is there are alwavs people wantinf
to have wage and price controls. They can hardly wait to get the words
ouit of their mouths. I, at one time, got caught up in that sickness mv-
self. But I got over it and I do not want to get back into it again. It is
sort of like a kind of ecoholic-alcoholism. I just want to be sure that we
do not go running off here on the inflexible tracks of economic controls
that I think are damaging to a vibrant economy. That is why we hes-
itated there.

On the matter of the prevailing wage, that will he adiusted. We are
going to offer some amendments working with staff and committee so
that the bill itself will. I think, be a much more acceptable instrument.
I happen to think that title I of the bill, where we seek to get better
coordination between the Treasury Departments the Federal Reserve.
the Office of Management and Budget, the Council of Economic Ad-
visers, and where we can present targets, targets to the Congress that
are in a sense governmental forecasts as to what we would like to have.
is a grood section. Targets are not always realized, we know that. I saw
a fellow here the other day who had a target. He wanted to high jump
7 feet and 7 inches. something like that. He only did 7 feet 51/4 inches.
But if he had not had the target of 7 feet-7 inches, he maybe would
have hit 7 feet-2 inches.

I believe in pushing people. in a sense a stretching. I believe, in a
stretch concept. If you don't have targets, like a low rate of unem-
plovment. Voll are going to get accustomed to having 5-percent unem-
plovmnent if you do not talk about 3 or 4. I do not want to get accuis-
tomed to that. We have a lot of that going on now in this country. We
have a lot of mediocrity going on. There is no effort to promote ex-
cellence. Just like we said here about productivity-we need to insist
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upon productivity. We need to have productivity targets. We need
to have income targets. We need to have employment targets. Then
we have a way of measuring our lack of performance or our per-
formance.

It is just the set of values that I have in my personal operations. I
have targets in my own office and I raise unshirted cain with my staff
when they do not keep up with their mail. I say look, the people wrote
to us; they are not waiting for history, and if you do not know how
to answer the letter, find yourself another job. Well, we get mail an-
swered once in a while.

'When I go home and find some dear citizen comes up to me and
says well, Humphrey, I wrote to you 2 weeks ago, have you been
asleep-well, I used to be able to blame it entirely on the Postal Serv-
ice. But I found out they will deliver before 2 weeks. So I came on
back and now have a little target in my office. I want that letter an-
swered, out, and replied. Iinowing that it takes 3 days to get in
and 3 days to get back, I will give you exactly 8 or 9 days, 9 at
the maximum, to get the letter out, and if you do not get it
out, you are going to be on your back. Do you know what? We have
improved the flow of mail in our office by a'bout 50 percent, and this
with the same people, the same typewriters, the same machinesjust
a meaner boss. Well, I do not mean a meaner boss, but what we need is
a little higher standard.

Would you like to go now, Mr. Bums?
Mr. Bu-RNS. I can listen to you for hours. I love it.
Chairman HuiPHREY. Well, you may have to.
May I say it is a delight to visit with you, particularly when you

listen.
Thank you very much.
Mr. BURNS. Thank you very much, Senator.
[Whereupon, at 12:17 p.m., the committee adjourned, subject to the

call of the Chair.]
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