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THE 1980 ECONOMIC REPORT OF THE PRESIDENT

WEDNESDAY, JANUARY 30, 1880

ConNGREss OF THE UNITED STATES,
Joint EconoMic COMMITTEE,
. Washington, D.C.

The committee met, pursuant to notice, at 10 a.m., in room 318,
Russell Senate Office Building, Hon. Lloyd Bentsen (chairman of the
committee) &residin%

Present: Senators Bentsen, Javits, Roth, McClure, and Jepsen ; and
%e;i;esentatives Bolling, Reuss, Long, Mitchell, Brown, Heckler, and

ylie.

Also present: John M. Albertine, executive director; Louis C.
Krauthoff II, assistant director-director, SSEC; Richard F. Kaufman,
assistant director-general counsel; Charles H. Bradford, minority
counsel; Kent H. Hughes, George R. Tyler, and Bill Maddox, pro-
fessional staff members; Stephen J. Entin, minority professional staff
member; and Betty Maddox, administrative assistant.

OPENING STATEMENT OF SENATOR BENTSEN, CHAIRMAN

Senator BENTSEN. This hearinE will come to order.

When I think of energy, and that is something which is concernin,
all of us these days, I first think of the need to cut the volume of o
imports by increasing our domestic production of energy.

We are striving for energy independence, but have found it a pretty
sli%ery road, even with substantial efforts to conserve energy use.
e will still need to import as much as 6 to 8 million barre| daili\;
by the middle of this decade, if we are to return to an economic growt
rate of 3% to 4 percent. '

I certainly want to see the growth rate go that high in the next few
years; we drastically need that level of growth to meet our employ-
{pqnt goals and to provide hope to Americans for a rising standard of

iving.
Oi% imports meet 23 percent of our domestic energy demand. That
figure won’t change much in the next 5 years. .

A third of that comes from the Persian Gulf; worldwide, Saudi
Arabia, Kuwait, Iraq, Iran, and the UAE supply about 60 percent of
the free world’s oil suplply. . ‘|

That supply, a supply the free world must maintain, is jeopardized
11?' the Soviet invasion of Afghanistan and its growing influence in

orth and South Yemen, as well as by the continued turmoil in Iran
and domestic unrest in Saudi Arabia.

The flow of Persian oil is vulnerable to disruption and we don’t
seem able to respond quickly. For example, Saudi Arabia has a ground

(1)
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force of only 30,000 men, and an air force of about 8,000 to protest
their oilfields. American military forces are 8,000 miles away from those
oilfields. But Russian occupation troops are only 500 miles away, and
Soviet aircraft only minutes away.

In fact, the growing American national security interests in the
Persian Gulf make one feel, Mr. Secretary, that we really ought to
ha(;'e, in addition to you, the Secretaries of Defense and State here
today.

It's absolutely critical, Mr. Secretary, that we cut imports and that
we cut them quickly. We must also qmckl‘\; put in place an emergency
response program designed to ameliorate the impact of an oil embargo,
a program to include standby gas rationing, a full strategic petroleum
reserve, and emergency steps to conserve oil,

Mr. éecretary, I want to draw your attention to this chart portray-
ing the levels of dependence on Persian Gulf oil by the major indus-
trialized nations. I see that approximately one-third of all U.S. crude
oil imports come from the Persian Gulf. Germany receives 38 percent,
Canada, 50 percent, Italy, 63 percent, and Japan, 68 percent. And the
highest is France with 74 percent of its crude imports coming from the
Persian Gulf.

Then I look at a situation like our grain embargo and the Olympic
Eames boycott—our Nation asking these other nations at least to

elp us send a message to the Soviets. And I notice that the French
have already accepted the invitation. Now it seems to me that we
have a deep concern about what is happening in the Persian Gulf.
And yet, some of our allies have—or should have—an even more serious
. problem. And yet, we are having a tough time getting them to help us
reduce the instability of oil supplies and prevent an interruption in
the flow of oil from the Persian gulf. They are much more dependent
than we are, percentage-wise, yet they are being awfully slow to re-
spond to our call.

It is a difficult thing to understand how we have not been able to get
the kinds of commitments we should from them, why their self-interest
isn’t even more apparent than our own, and yet they are acting seem-
m%\lir ainst their own national self-interest.

r. Secretary, before you answer that, and I very much want to
hear your response to that, I would like to defer to the ranking
minority member here for any comments he might have. Senator
Javits, would you care to comment?

OPENING STATEMENT OF SENATOR JAVITS

Senator Javits. Well, Mr. Chairman, I think the moment of truth
has arrived for our allies. And I believe that however any of us may
feel about it—and I hope this message is getting across to them—I
don’t think the American people are going to understand if they don’t
join with us in securing these oil sources against the danger of Soviet
control. And they don’t have to do it by having troops occupy the
oilfields of the jugular vein of the world, which is in the Persian Gulf.

Then I don’t believe that the American people are going to be very
sympathetic to a lack of world cooperation. And we may see a situa-
tion where the Soviets’ dearest dream of victory, which is the shatter-
ing of the Western alliance, is made possible by the failure of the

estern alliance itself to seek to protect its interests in concert.
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And we are certainly willing to lead and to give the most help to
preserving our own vital interests.

I think the chairman, speaking as he has and analljvzik% these figures
has pointed out the key foreign problem of the United States: will
- our allies act with us exactly like we do in NATO when our vital
: interests are even more directly affected than any real threat from

Eastern Europe is to Western Kurope today?

Senator BENTsEN., Thank you, Senator.

Mr. Secretary, we cannot even get some of our allies to act on the
Olym?)ic fames boycott, much less on the question of limiting the
transfer of technology and technical information that’s very valuable
to the Soviet military effort. And, their reluctance exists in the face of
& much heavier dependence by many of these nations on Persian Gulf
oil; they should have an even greater concern about the interruption
of that oil flow than the United States.

Mr. Secretary. \

STATEMERT OF HON. CHARLES W. DUNRCAN, SECRETARY, DE-
PARTMERT OF ENERGY, ACCOMPANIED BY WILLIAM W. LEWIS,
ASSISTANT SECRETARY FOR POLICY AND EVALUATION

Secretary Duncan. I've got a short oral statement and have sub-
- mited a prepared statement for the record. I thought I'd forgo
reading that. But, if you prefer, I’ll defer even this, and just answer
some questions.

I thought first that I might introduce the %entleman on my right,
Mr. Bill Lewis. He’s the Assistant Secretary of Energy for Policy and
Evaluation.

I'll be guided by your judgment, Mr. Chairman. I'll give a short
statement, if you wish, or I'll just try to respond to the guestions.

Senator BENTSEN. Why don’t you just give us a summation of your
prgared statement, if you can, Mr. Secretary.

cretary Duncan. All right.

We enter the decade of the 1980’s, as la,'ou suggest, overly dependent
on foreign oil. That's not just the problem of the United States, as
your chart reflects; that’s a problem of the industrialized world, and
you might say the world at large.

There are obvious economic ramifications from that overdependence.
You don’t have to think very long before you think about the national
security implications of that overdependence.

It's an empirical fact that the world is running out of oil, that we
are going to be forced to make a transition from an oil-dependent
economy to an energy-diversified economy. .

The issue is: Are we going to manage that transition in the right
sort of way, or are we going to let a continuing series of crises develop,
the most grotesque example of which is the current situation in Iran,
which will tend to manage us.

. We have got to manage this transition and we have got to manage
it in concert with our alles. . :

If you look at the last 13 months and what the cost of imported oil
has grown to, you get a very bleak picture. In December of 1978, the
average cost of oil was about $13.50 per barrel. That, as of last week,

ad grown to an average of about $27 per barrel, and, of course, there
have been some actions taken by certain of the producing countries
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this week, The point is that the level of production and the prices
charged for that production are beyond our control.

It's my judgment that Americans are accepting the reality of the
situation to an increasing extent, to a greater extent than even a few
months ago. They are not trying to point at a villain. They are not
trying to point at any one group of people or any one country and say
that that causes the problem.

. I think there’s an increasing understanding of the fact that we are
in a transition away from overdependence on oil inte an energy-
diversified economy.

We are fortunately an energy-rich country; we're not an energy-
poor countr!\;.

The bill that we’ll be paying for oil in the next year, if you consider
the actions taken by the &Pl%C countries at Caracas and only those
actions, because we cannot project accurately or with certainty what
the situation might be for the total year with respect to prices, or the
total year respecting supply, the numbers indicate that we’ll be paying
an oil bill in excess of $83 billion, just given today’s information.

Now the impact of that on the inflation rate, the impact of that on
the CPI, the impact of that on the value of the dollar, the impact of
that on our industrial growth are just obvious.

We don’t need to belabor the points.

For the next 5 years, we're going to continue to be heavily dependent
on oil. We have no option. We’ve got to emphasize conservation. The
world at large will be dependent on oil for about 60 percent of its
energy requirements.

That means that we’ve got to emphasize conservation. The thing
that’s most available to us in reducing the need for imported oil is
1gonservntion. This will be particularly important in a 5-yvear time
rame. -

If you're lookiug at a 20-year transition, and I think we are, I think
we’ve got to constantly remind ourselves of the fact that this is a
long-term transition, t]?lis is a long-term management problem, this
is a long-term foreign relations problem.

It’s not something of a year or two duration.

When you look at the time frame between 1985 and the year 2000,
I think you’ll see a move away from an economic system that’s so
dependent on oil to one that relies more on coal, more on coal-derived
~ synthetics, on solar technologies, oil shale, unconventional gas, nuclear

power, and so forth.

Beyond the year 2000, I think we’ll move further in the direction of
renewable energy resources, sophisticated photovoltaics, advanced
nuclear technology, fusion, and the like.

But I reemphasize that it’s very important that we think of this in
terms of a 20-year transition, not as a short-term matter.

It's my own judgment that market forces have %ot to be a major
factor in bringing about this transition successfully. We’ve got to
depend heavily on new energy technologies, and that's largely the
resgonsibilit of private enterprise.

ut the Federal Government has a very important and a very
substantial role to play. We have got to provide a stable commercial
and regulatory climate. We must not overregulate industry.

In fact, we have a careful review underway right now to see what
regulations we can eliminate, to see which regulations might have
outgrown their usefulness.
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In my judgment, it i8 important, Mr. Chairman, as you said in your
opening comments, that we proceed with the filling of the straagic
petroleum reserve. I think that’s very important.

We have to encourage imports of conventional energy, particularly
oil and natural gas, from Mexico and from Canada. _

I think the congressional initiatives that are now emerging from the
Congress, the Energy Mobilization Board and the Energy Security
Corporation, are very appropriate and very necessary, and I’'m very
" encouraged By the progress of that legislation.

In conclusion, I'd like to stress once again, perhaps at the risk of
being overly repetitive, that this transition from an oil-dependent
economy to an energy&iversiﬁed economy is a long-term proposition.

We're looking at a 20-year pull on this. It’s going to represent a
joining of national resources and resolution on a scale that we have
never attempted in peacetime.

There are no shortcuts. There are no technological miracles. There’s
no quick fix, no quick solution that’s going to make this transition
easier or shorter or less demanding.

It requires the closest possible cooperation between the private
sector and the public sector, and it’s an issue where we’re going to have

to emphasize both supply and conservation.

" We've got to do what we can to increase suggly, in the conventional
sense, and also in the unconventional sense. We've got to emphasize
and stress continually the importance of conservation.

This is not an issue where you choose one or the other. We've got to
have both, in my judgment. We've got to take all appropriate 1nitia-
tives to enlarge supply and we've got to do everything we can to
conserve to lessen our dependence on foreign oil because the national
security consequences and the economic consequences are simply too
serious not to follow that path. Thank you, Mr. Chairman.

[The prepared statement of Secretary Duncan follows:]

PREPARED STATEMENT oF HoN., CHARLES W. DUNCAN

Mr. Chairman, I appreciate this opportunity to appear before you today to
discuss 8 broad range of energy and economic issues.

IMPACT OF 1079

The past year has been dominated by turmoil in the world oil market. First’
the Iranian revolution curtailed one-fiftth of OPEC’s production capacity, and
dramatically tightened the world oil market overnight. During the summer months
we faced ‘%'asohne lines, as the full effects of the Iranian oil cutoff reached this
- country. While the lines receded in August, the oil market remained tight through
the fall as importing nations stocked up on supplies. By the end of the year, world
oil prices were about 50 percent higher compared to summer prices. U.8. refiners
have been paying almost $30 per barrel for imported oil, double the price paid
the same time last year and about ten times the price paid in 1970. Spot prices of
about $38 per barrel are even higher.

As in 1973, the impact of the energy events of 1979 will be felt for many years
to come. High 1prices and limited supplies will permanently change the way we
utilize energy. I would like to outline for you today the legacy of 1979—the im-
pacts of the past year on our energy future.

Before the Iranian revolution, the Department of Energy believed that forces
were at work to cause sharp price increases and perhaﬁls1 even shortages by the mid
to late 1980’s. Sup)y)y was expected to peak sometime in this decade, whereas
world demand for oil would continue to rise. The Iranian revolution has accelerated
these trends. Continued large price increates, as well as shortages, are a distinct
possibility for the next several years. It is quite possible that the political impact
of the Iranian revclution on other Middle East countries will be in the form of
reduced investment in new oil production capacity.
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Free world oll consumptlion is expected to drop by about 1 million barrels
per day (MMBD) in 1980 because of higher prices, the effects of conservation,
and the expected economic slowdown in the United States and other Organisation
for Economic Cooperation and Development (OECD) countries. However,
considerable uncertainties on the sugply side could make for a tight market.
In part the uncertainties themselves, by raising the demand for inventories, have
enabled higher prices to prevail. In addition OPEC production is likely to fall
by 1-2 MMBD while non-OPEC production should increase by about 1 KlMBD.
If the OPEC cutbacks are limited, supplies should be adequate, though possibly
at higher Prices. If OPEC production falls by several MMBD, shortages could
{eturn in 1980, and would undoubtedly be accompanied by further major price
ncreases.

For the longer term, we now anticipate that even by 1985 OPEC oil production
will not exceed signiﬁ'cantly the current production level of about 31 MMBD.
Since OPEC's internal consumption is expected to rise by about 1 MMBD
during this period, less oil will be available for export. Other non-OPEC producers
are in the aggregate expected at best to make up this loss. However, increased
competition for scarce oil may come from the Soviet Union and Eastern Europe,
which might cease oil exports and become a net importer by the middle of the
decade. Thus, the United States will have to be prepared to import no more
and likely much less, oil during this period.

The impacts on the U.S. economy from the oil price shocks of 1979 have been
and will be considerable. Consumer prices for energy will continue to rise much
faster than the overall Consumer Price Index although by somewhat less than
in 1979. Real GNP is projected to be as 2 percent lower in 1980 than would
have occurred otherwise with a corres onclin%ly higher unemployment rate of
between 0.5 and 1 percentage points. The U.S. oil import bill will increase to
about 80 billion dollars, about 22 billion dollars of which is attributable to price
increases associated with the Caracas OPEC meeting.

Two additional points regarding the 1979 world oil price increases are worth
noting. First only a negligible amount of the projected 1980 and 1981 increases in
the Consumer Price Index is attributable to the Administration’s phased decontrol
program. Secondly, though painful, especially for low income households, higher

prices have had, and will continue to have, the beneficial effect of reducing demand

for these fuels, and thus lessening our dependence on insecure imports,
ENERGY STRATEGY

The administration’s strategy for Cealing with these problems is conditioned by
the nature of the transition from an oil-dependent economy to an energy-diversified
cconomy. For the next 5 years—the short term—the world will continue to rely
heavily on oil, which supplied 60 percent of the world’s energy in 1979. The most
readily available and economical source of energy for this period is conservation.
In the mid term—between 1985 and 2000—the world will move away from an
energy system dependent on oil towards one relying on coal and coal-derived
synthetics, solar technologies, oil shale, unconventional gas supplies and nuclear
power. Beyond the year 2000—the long term-—the world will move further in the
direction of renewable energy sources and advanced nuclear technologies.

We intend to rely as much as possible on market forces to bring about this
transition, Large-scale commercial utilization of new energy technologies will and
should be largely the responsibility of private enterprise. AccordingfI , a critical
component of this Administration’s energy policy is to provide » stable commercial
and regulatory climate to enable it to_accomplish this missinn at minimum cost
to the economy. We have underway a careful review of the Department’s existing
regulations to eliminate those that have outgrown their usefulness. We expect to
publish shortly a list of regulations that we intend to eliminate. We are also going
to publish a schedule for deregulation so that the Sertember 1981 expiration of
existing regulatory authority will be met smoothly and on schedule.

Markets alone cannot reduce our dependence on foreign sources of oil quickly
cnough. There are public benefits to import reductions such as restraint on in-
creases in oil prices that result from lower U.8. demand and reduced vulnerability
to supply disruptions. Therefore, the government must act to reduce the quantities
imported below what market forces are likely to accomplish. The Department
seeks to rely on regulation only as a last resort and as required by current statutes.
There are a number of ways to stimulate conservation and increased domestic
cnergy supply without imposing additional regulatory burdens on the economy.
Voluntary initiatives, buttressed by appropriate economic incentives and informa-
tion, are preferred methods for reducing oil imports aud changing our energy
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balance. In order to ensure that regulations issued by the Department are soundly
conceived and consistent with this policy, approval must be granbed by the Deputy
Becretary or me before any significant regulation is developed.

Qur highest priorit{ proi;rams are aimed at cutting energy demand during the
next several years. The policy of oil decontrol is introducing more realistic prices
into the mari'etplace, and is thus making an important contribution to reducing
demand. At the same time the Administration's proposed Windfall Profits Tax is
designed to ameliorate certain hardships related to increasing prices.

The Department's contingency ‘Blanning efforts include setting gasoline con-
sumption targets for each State. We are also developing a nationwide gasoline
rationing plan to enforce compliance with the targets, to be used in the event of
a severe suppl‘{l disruption. The President has stated that U.S. imports will never
exceed 8.5 MMBD in any year. In his State of the Union address for 1980, the
President announced that the U.S. import ceiling for 1980 would again be set at
8.2 MMBD. While we currently expect to achieve even lower levels of imports,
the President has made clear his intention to enforee this ceiling through the use
of an import fee if imports threaten to exceed the 8.2 MMBD level.

These efforts are only one part of the spectrum of Departmental programs in-
tended to reduce demand. Tge Administration requests almost 1 billion dollars
in budget authority in fiscal year 1981 to encourage as well as provide the mean
for more efficient usc of energy. Some of these funds will be spent on research and
development. However, the bulk of Federal expenditures will be used for retrofits
of schools and hospitals, weatherization assistance for low-income, elderly, and
handicapped persons who live in old, less energy-efficient housing, and grants for
other State and local conservation activities, ?’rivate households and businesses
will continue to benefit from tax credits designed to encourage investments in
conservation and renewable resource use. Low- and moderate-income persons will
have access to subsidized loans for this purpose through the Conservation and
Solar Bank to be created through pending legislation proposed by the President.

One other important part of the Administration’s plans to reduce vulnerability
to imports is the Strategic Petrcleum Reserve. Funds are available in the budget
for resumption of il acquisition :n 1980. The budget plan calls for about ?50
million barrels in storage by 1983; up to 750 million%)arrels are planned by 1989.
An additional 250 million barrels of storage may be established later. A billion
barrel reserve would provide adequate protection against lost imports.

Since we will still, in spite of these efforts, be quite vulnerable to supply dis-
ruptions during the next decade, we intend to encourage as much as possible
imports of both oil and natural gas from a number of countries, in particular
Canada and Mexico. Net future oil itmports from Canada are expected to decline
from their current small level of about 100,000 barrels per day. U.S. oil imports
from Mexico, however, are projected to increase to around 1 MMBD compared
with the current level of over 600,000 barrels per day. Canadian exports of natural
gas are currently about one trillion cubic feet. Impérts around this level are ex-
pected to be maintained until Canadian domestic demand reaches its production
capacity level in the mid 1990’s. Mexico has just commenced exporting gas, at
a level of around 10D billion cubic feet this year. There is potential for increased
cx];)r?rts, but no precise figures are currently available.

he suddenness of the rise in energy prices has caused substantial hardships
for many low-income families. It will also, now that oil is being decontrolled,
provide substantial windfalls to a small group of individuals ~nd companies. This
situation must be remedied via the Windfall Profits Tax. This tax will, among
other things, provide $2.4 billion annually to assist the poor in paying higher cnergy
bills. For the current winter, the Administration has already acted quickly to en-
sure that low-income persons were and are given relief. This means of aiding the
poor, which does not offset the stimulus of higher prices to conserve, is far superior
to controlling prices, which not only yields benefits to rich and poor alike, but also
imgedes energy conservation efforts. .

he bulk of the funds from this tax will assist our mid term and long term policy
of increasing the supply of domestic substitutes for oil which are economically and
environmentally acceptable. Conservation programs must and will be pursued
vigorously, but are not by themselves sufficient; new domestic sources of energy
must be developed or cxpanded. Private enterprises are working to move new
cnergy technologies to the stage at which they are ready for large-scale commercial
usc. However, alternative technologies are in various stages of development and
incentives are necessary to expediate this process for the publie benefit. Therefore,
the Department supports research, development, demonstration, and commercial-
ization activities in many areas of energy technology.
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PROJECTED BUPPLIES

Total U.S. production of oil, including natural gas liquids, is expected at best
to remain near current levels of 10 MMBD through 1985. Even with decontrol
and high world oil prices, production in the lower forty-eight States is expected
to decline during the decade, offset somewhat by increased production from new
sources of oil such as Alaska, offshore oil, and enhanced oil recovery. U.S. net
demand for oil is forecast at 16-18 MMBD in 1985, slightly below the 1079 level
of 18.4 MMBD.

U.S. natural gas consumption in 1979 remained about the same as in recent
years at around 19 trillion cubic feet. By 1985, natural gas consumption ghould
increase slightly to 20-21 trillion cubic feet, despite continued declines in conven-
tional lower-48 production. Most of the increase will be due to increased use of
gas imports, Alaskan production and some gas from unconventional sources. The
substantial rise in drilling activities alrcady apparent due to recent natural gas
legislation will increase reserves in the next few ycars, forestalling somewhat the
prgljected decline in gas reserves and production.

otal consumption of electricity inereased by about 3 percent in 1979 to about
2.1 billion kilowatt-hours. Nuclear power supplied a little less than 12 percent of
this total. At the end of 1979, therec were 71 nuclear reactors with a combined
capacity of 52 gigawatts (GWe) in operation. Our estimate for the future growth in
the nuclear-generated share of electricity has been reduced in the aftermath of the
accident at Three Mile Island. The erosion of nuclear growth forecasts has nu-
merous causes.

Along with the rapidly growing financial burden of building and operating nu-
clear plants, two major factors are heightened concerns about reactor safety and
radioactive waste management. The Department, at the direction of the President,
is increasing its efforts with regard to both of these concerns. Nueclear eapacity
in the United States now appears likely to increase to 150-200 GWe by 2000.
The range of future nuclear capacity depends on completion of the 100 GWe of
capacity currently under construction or with their construction permit granted,
and on the outcome of management and regulatory decision on another 50 GWe
awaiting construction authorization or in the planning stages.

Coal consumption grew in 1979 by more than 50 million tons, to a level of
about 700 million tons. Coal consumption will increase to about 900 million tons
by 1985. A substantial portion of this increase can he achieved through effective
coal conversion efforts. Of this projected total, about 25 percent will be consumerd
in the industrial sector, and the rest by utilities to produce electricity.

Solar and renewable energy sources contributed about 5 quads to our energy
supply in 1979, about the same as in 1978. Renewable supplies in the United
States are projected to increase by 20 percent by 1985, One area which shows
promise in the near term is alechol fuels. On January 11, 1980, the President an-
nounced a national target for alcohol production capacity of 500 million gallons
per year in 1981, more than 6 times the 80 million gallons produced in 1979.

The proposed Energy Seccurity Corporation will help the private sector make
investments in the production of synthetic fuels from coal, Liomass, peat, oil
shale, and tar sands. In December the Joint H ouse-Senate conference on the
Energy Security Bill, S. 932, adopted a goal of 2 MMBD of synfuels production
by 1992. These efforts will be assisted by the propo sed Energy Mobilization Board.
The Board will be authorized to designate certain non-nuclear facilities as critical
to achieving the nation’s import reduction goals a nd to establish binding schedules
for Federal, State, and local decision-making with respect to these projects.

- CONCLUSION

In conclusion I would like to stress that the transition from an oil-dependent
to an energy-diversified cconomy represents a joining of national resources and
resolution on a scale never before attempted 'in peacetime. It is, however, no
more insurmountable a challenge than many we have faced successfully in the
past. But it requires a close partnership between the public and private sectors.

It requires the long-term integration of different cnergy approaches in the face
of factors sometimes beyond our control. And it requires a recognition that there
are no short cuts, no technological miracles, and no quick solutions dictated in
Washington that by themsclves will make this necessary transition significantly
shorter or less demanding. .

Mr. Chairman, I would be pleased to answer any questions you and the com-
mittec might have. :
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" Senator BENTSEN. Mr. Secretary, that is as blunt and as candid a
statement as I've heard from a Secretary of Energy in a long time, And
it’s o pretty bleak and a pretty tough picture, as well.

Now, we have a situation where the President has talked about
limiting imports to 8.2 million barrels a day, the approximate level
that we imported, as I recall, in 1978 and 1979. Because of bloated
domestic stocks, and the impact of energy conservation, our import
level is running less than that now. But let's say as this Nation con-
tinues to grow, suppose we find ourselves in a situation where we’re
bumping up against that to reinforce his import ceiling target?

Wflat kind of a tariff level is the President reagy to impose?

Secretary DuxcaN. Let me make a couple of comments on that,
Mr. Chairman.

The level of imports that he mentioned in his state of the Union
message was o target of 8.2 million barrels a day of foreign imports.

He said at the same time that he was prepared to reduce those
targets in concert with our allies.

e had a meeting in Paris in September of the energy ministers of

the Tokyo Summit Conference. We talked at that time about the
imJI)\ortance of national goals to constrain imports.
- This was followed up by a meeting in December, also in Paris, of the
energy ministers of the International Energy Agency, where we were
successful in getting the OECD countries, the member countries of the
IEA, as well as the European Community, to all agree to national
import targets, meaningful targets, hopefully backed up by conserva-
tion measures.

Senator BENTSEN. Well, let me interrupt please.

You say you got them to agree to it. But as I recall, when you had
the Iranian embargo a year ago, they rushed like beggars to try to
fill their own particular supply tanks. And then in December, again,
we saw an identical situation, fed in that case by the Japanese and the
West Germans trying to take care of their own interests first.

The administration has failed to obtain agreement for the imposition
of meaningful economic sanctions on those countries which fail or
refuse to comply with reduced oil import targets.

Secreta SUNCAN. Well, what was done was this. With all due
respect, Mr. Chairman, that’s a bit of a different issue. What I was
discussing

Senator BENTSEN. But it’s a question of cooperation of these g™

countries to keep oil prices and oil imports down.

Secretary Duncax. Right.

Senator BExXTSEN. And I’m concerned that we are making no prog-
ress in that direction. -

_ Secretary Duncax. Well, I am, too. I think the points you made
in your opening statement are very appropriate points.
1 try to do this very briefly.

The thing that the U.S. Government is trying to do, and I personally
have given a lot of time to, is to try to inculcate in the minds of our
industrialized partners the urgent necessity of reducing collectively
their imports of oil. .

To do that unilaterally is one thing; to do it successfully on o
multilateral basis is far more important.

Now I think it was a rather significant achievement that the Euro-
pean community agreed at their meeting in Dublin that they would
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constrain their im})orts in 1985 end they allocated that by country to
472 million tons of oil.

They express it in millions of tons. That would equate to about 9.5
million barrels,

They're also setting 1980 targets, and if we can get a mechanism
through which we can collectively constrain our imports to what we
Ero;ect available supply to be, I think that’s a very positive thing to

ave happen because to the extent that that happens, you'll take
bidding between countries out of the market. You’ll tend to avoid the
kind of situation that you just mentioned—people jumping in and
buying that oil.

And I think that's a very destructive thing to have happen, Mr.
Chairman.

Senator BEnTsEN. Well, Mr. Secretary, I hope that your optimism

- and expectations are fulfilled there. I am doubtful, based on what I
have seen here, for example, just on the Olympic boycott. Despite the
great dependence of France and Japan on Persian Gulf oil, I do not
see the ﬁind of forthcoming action to help back us up in limiting
technological transfers or information to the Soviets. On something
as basic as the Olympic boycott, the lack of cooperation there is of
great concern to me.

Now, do you see anything in the offing by the administration for
gasoline rationing or a Federal excise tax on gasoline?

Secretary DuNcaN. As the newspapers reported last fall, we talked
in terms of an excise tax on gasoline on the order of magnitude of
50 cents a gallon. That preceded the OPEC action in Caracas where
they took price actions which you’ve heard about. It went from a
range of approximately $18 to $24 per barrel to a range of approxi-
mately $34.50 per barrel. It now seems to be elevated to $26 on the
minimum side. ,

So I can’t tell you exactly what level an excise tax should be. 1
can’t really predict to you accurately today whether or not we should
have gasoline rationing today. I think much more important than
to say we’re going to have rationing todaéy, or we’re going to have a
tex of z cents per gallon on imports today, or that we're going to
impose a fee on imported oil of so much per barrel; I think it’s much
more important to set an objective and to say to yourself that we're
going to exercise whatever demand constraint measures we need

- o to achieve that objective. That’s what I would say about gasoline
" rationing. '

I think it’s very important that in our emergency planning that
we have a standby rationing plan. You made reference to that in
gour opening statement. We are going to have that plan, I hope,

the 19th of February. We're going to have that plan very quickly.

e need to have some streamlined plans that we can implement even
more quickly. We need to think in terms of an imposition of an excise
tax on gasoline. We need to think about the imposition of a fee on
imports in order to constrain imports, if we have to.

ut we need also to orchestrate effective conservation measures. The
American driver is driving much less today than the same period a
year ago, and that’s very constructive.

To impose arbitrarily something like a 50-cent tax or some other:
bureaucratic mechanism which could be even more costly than the
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tax, such as gasoline rationing, with the enormous bureaucracy that
would be required to implement it, to impose that on our economic
system, in addition to the alreadying increase in the price of gasoline,
would impose enormous strains on the economy, in my judgment.

Senator BENTSEN, Mr. Secretary, my time has expired. But I do
note that you and your associate are practicing conservation this
morning. I note that each of you are wearing sweaters.

Secretary DuncaN. That’s not premeditated, Mr. Chairman.
[Laughter.}

Senator BENTSEN. I defer to Senator Roth for any comment he
might have.

enator Rorn. Mr. Secretary, first of all, I want to say that I think

" we're verK fortunate to have you in this hot spot. I've admired your
work in the past and am pleased to see you assume this responsibility.
I’d like to emphasize again that I look upon the Persian Gulf as poten-
tially our Pearl Harbor. I don’t think we can overemphasize the
vulnerability of this country and the free world to the need for oil
from the Persian Gulf.

What bothers me is that the Russian army is less than 300 miles
from the Strait of Hormuz. Two-thirds of the free world’s supply of
oil comes through those straits. What bothers me in particularly is
that I’'m told by the military that ships can mine that strait in a matter
of 4 or 5 hours, or an airplane in 5 or 10 minutes. So you’re not only
talking about possible action on the part of the Soviet Union; you’re
talking about some terrorists or some similar group, radical group,
taking action. ) )

Now, my concern is that we get, I think, something like 2 million
barrels a day from the Persian Gulf and, if that were shut off it would
pla‘e a tremendous blow not only to the United States but to the free
world. T asked the Library of Congress to make a study as to what this
would mean, and I think it’s important to show our vulnerability. If
that 2 million barrels of oil is shut off over a period of time, it could
mean a loss of 1.6 million jobs. This would increase inflation roughly
5.4 percent. Gas prices would increase $1.48 a gallon. There would be
a GNP loss in 3 years of 7.3 percent. And of course, in many ways
worst of all, heating oil would be something like $3.01 a gallon.

This, incidentally, is based upon a study made for me by the Library
of Congress. In my opinion the findings are shocking. T'o me, as our
cheirman and ranking member have pointed out very frankly, this

. study sounds the alarm for positive action by the free world.

And I couldn’t agree more strongly, Mr. Secretary, and I wish we
had the Secretary of State here. Somehow we have to get a common
policy, some common guidelines with respect to the Persian Gulf with
the free nations, including Japan. We talked about that over there.
The same thing is true in the free world.

One question I'd like to ask you, Mr. Secretary, and there’s no eas

- answer, and I understand that. What is the administration doing wit/

respect to this vulnerability? This could happen tomorrow. We don’t
think it will, but neither did we think Pearl Harbor would happen.

And where would we be? What could we do to minimize this impact?

‘What other sources do we have? How can we expand them, as supply

lines are concerned? What are we doing, for example, with respect to
our reserves? Should we not be perhaps building them up faster?
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I guess what I'm trying to say is, time is not on our side. I don’t
think we really have time to be thinking. The time is for action, If
this happened tomorrow, where would we be and what would we do?

Secretary Duncan. Well, if it happened tomorrow we’d be in very
bad shape. If you take 2 million barrels per day out of our economy
now, given our dependence on oil, given the fact that so much of our
industrial system, so much of our capital infrastructure in this country,
can use liquid petroluem or forms of liquids only, as opposed to coal,
as opposed to gas, as opposed to other things, it means that we’d be in
very bad shape.

That in a sense is the chart that evidences and documents what I
said esrlier. It shows the cost of our dependence on foreign oil, a cost
that I always say far exceeds the price that you pay foreign producers,

iven the social and economic dislocations that are caused by that over-
e&cyzndence, not to speak of the national security considerations.
ith respect to the national security aspects of that overdepend-
ence—of course I’m no longer involved in national security, but I was
formerly the D?ut Secretary of Defense—I understand the points
you've just made. We have a very substantial naval presence in
the Indian Ocean today. We have airplanes that are very close to that
particular strait right now. Of course, they’re not there for nothing,
and of course other countries in the world are getting the benefit by
their being there.

I think %on er range, these things indicate that we’ve got to do a lot
of thinking about ways to incorporate the interests of the industrial-
ized world in our collective dependence over the near term, defined as
the next decade, on oil from the Persian Gulf.

If you ask what we are doing in a military way, look at Harold
Brown's testimony yesterday and what he’s asking the Congress for,
to give our military greater capability. We have today an intensified
military presence in the Persian Gulf)., Over the last year look at our
naval presence, look at what we have done in certain countries in the
Middle East, for example, Yemen, look at what we are now doing
with Pakistan, the Turkish embargo, et cetera—just look at a few
facts, and I think that you'll see from that, that we do have an in-
tensified presence in that area.

In the longer term sense, the end result will be to lessen our depend-
ence on oil, and it’s important that we do that, not unilaterally, but
that the industrialized world do it multilaterally. The current report
which we have just completed, the Secretary’s Annual Report to the -
Congress talks about not only historical initiatives, but prospective
initiatives which, over time, are going to lessen our dependence on
foreign oil. '

The unfortunate fact is that it does take time, that it will take 10,
15, or 20 years, to really make substantial inroads on our dependence
on foreign oil.

The chairman made a very important point earlier when he said
one important thing we have to do is to delink our economic growth
from—our growth=in energy consumption. We’ve got to maintain a
viable increase in gross national product, and that’s one key aspect of
perpetuating world leadership in' an economic sense and in other
senses as well and unlink it from energy growth. That’s very important.

We're making very good strides in that area, as you know. The
. relationship of energy consumption to the increase in gross national

. product is a trend that’s improving now.
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Senator Rorn. Mr. Secretary, my time is up. But I would just like
to make, if I could, two recommendations to you.

Secretary Duncan, Yes, sir.

Senator RoTH. I feel that this is such a critical vulnerability, that
this, as I said, is a potential Pearl Harbor. We should not wake up
tomorrow or the following day or a week from then and have it happen
and say, what are we going to do.

I would urge you and your colleagues to meet today, tomorrow,
and plan exactly what we would do in the event of this crisis. I don’¢
want us to be found in the spot that we have no plan of action, im-
mediate plan of action, in the event that somehow these 2 million or 3
million barrels are turned off.

I would also urge, although I realize this is not your primary respon-
sibility, that our diplomats at the highest level, together with Western
Europe and Japan, ought to be meeting to try to decide exactly this
same thing, because we don’t want to wake up some December 8
morning and find this crisis upon us. -

Tharﬁ{ you, Mr. Secretary.

Secretary Duncan. Thank you. Your advice is very sage.

Senator Rots. Thank you.

Senator BExTsEN. Congressman Reuss.

Representative REuss. Thank you, Mr. Chairman. )

Secretary Duncan, if we did impose a well-administered gasoline
rationing system tomorrow, which guaranteed to all industrial and
agricultural uses what they needed, and enough so that people could
get to and from work, but cut out all non-essential pleasure purposes,
what percentage of our 1gasoline consumption would be saved?

Secretary Duncan. Right. I think you could set your consumption
target at various levels, and then you would control the distribution
~of ration rights to accommodate any particular consumption target
that you set. In other words, I would see that as something that would
have to have flexibility and that you would, in a management sense,
be able to vary some dependent upon your projections of supply.

Representative REuss. Let me ask that question another way. What
do you see as the rock bottom essential portion of our gasolne con-
sumption which has to be maintained in order to keep our industry
and agriculture and other essential things going, as opposed to that
which 1s not essential? : .

. Secretary Duxcan. Forty percent of gasoline consumption is con-
sidered to be discretionary consumption. We're now consuming
gasoline at a rate of approximately—in 1979 it was 7.05 million barrels
Eer day, on the average. So assuming that number, about 2.8 million
arrels per day of gasoline was in the form of discretionary
consumption. That would be a difficult number to get precisely
accurate.

Representative REuss. That’s good enough.

Secretary Duncan. If you were to take that amount of consumption
out of the market, I think the American people would be paying a very
substantial price. ,

Representative REUss. You say in your statement: ‘“We are devel-
oping a nationwide gasoline rationing plan to be used in the event of a
severe supply disruption.” The facts are plain, and they’re quite
brutal. You testified this morning that our oil import bill this year, in
1980, will be $83 billion. That’s up from $40 billion in 1978 and $56

, 64-123 0 - 80 - 2 -
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billion in 1979. That's a staggering figure, quite apart from energy
shortages.

I put it to you that, since it is our oil import deficit which creates
our whole trade deficit, and since that dollar deficit is actually in-
creasing rather then getting better, and since the perpetual weakness
and decrepit quality of the international dollar is a{)ea ing contributor
to inflation, we ought to take meaningful steps to fight inflation now.
And that means, in my view, rationing gasoline so that we make the
ver‘}if considerable savings in consumption which obviously can be
made.

We're squendering gasoline as no European or Asian country does,
and earning o bad reputation for it. Why don’t we do something
meaningful about decreasing consumption?

Secretary Duncan. If you look at our total energy consumption as
o nation expressed as a percentage of gross national product, you
see the amount of energy we consume. I often hear from my colleagues
in Euro%e that our per cf‘?ita energy consumption is much higher than
others. But there are different ways to look at energy consumption.
That’s a function of your standard of living. That’s a function of
economic development. That’s a function of suburbia, the way that
your cities have been built.

Now, I'm not suggesting, please understand, that we should not
do a lot more. But ’'m sayingi it’s a more complicated thing than that
particu'ar ratio. For example, if you look at the ratio of energy
consumption compared to gross national product among the members
of the IEA, we're No. 4 on the list, not No. 1, because that takes
into consideration things like economic growth, standard of liv ng,
and degree of industrial development. .

We have the kind of society that has consumed energy.

Now, back to the gasoline rationing question. If you have a demand
constraint requirement because of some serious supply interruption
which exceeds the conservation achievements that the American
people are now attaining, it may not be that you would want to use
gas rationing. The cost of a gas rationing plan we have estimated to be
approximately $2 billion annually.

. ne way to look at the cost of gas rationing is to look back at that
chart and to see what would happen if you had a shortfall of two
million barrels, and assuming that number, it means the price of
gasoline would be up $1.48 per gallon. What I suggest is that the cost
of a rationing plan is very, very significant on the American consumer,
going way beyond the $2 billion of administrative bureaucratic costs
that would be involved. ‘ o

It’s a very complicated economic question. If you take that much
gasoline out of the system and compute what that does to industry,
all kinds of industry, what that does to the industrial sector, what that
does to jobs, I think you'll find this very, very significant. It's not
clear in my mind that you could implement a gasoline rationing plan

as & demand constraint measure and do it more cheaply, more in- -

expensively, more economicsally, than you could, say, an excise tax

on gasoline or some other form of mandatory demand constraint. -
It’s very much an open issue. It’s not a clear case that gasoline-

rationing is the best method to use in the event of a sovere sulyl)ply
restriction. I've heard many people argue strongly, people I have

R
-
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respect for, that the opposite is true, and the administration of a
gasoline rationing plan with equity, with bureaucratic equity, is a
phenomenally difficult undertaking.

I've talked with many people recently who were involved in it in
World War II and they have said to me; Charles, let me tell you that
this is a bureaucratic nightmare, it’s absolutely a bureaucratic night-
mare. So I am not abandoning—I'm not saying that I would not
recommend some day a gasoline rationing plan in the event of a
severe supply shortfall. What I am saying is that the cost of a rationing
plan is far in excess of the bureaucratic administrative costs. But
even that we are projecting as $2 billion annually.

Representative REuss. My time is up. I would just say that in my
judgment, either the administration should go with John Anderson

. and impose a heroic gasoline excise tax, or with Ted Kennedy and
impose rationing, or we will be sunk by inflation,
hat’s all.

Senator BENTSEN. These are pretty strong alternatives.

Congressman Wylie.

Representative WyLie. Thank you, Mr. Chairman. }

We're all looking for new, quick sources of energy. I think that’s
a truism. The Ohio Farm Bureau Federation has convinced me that
we should be doing, and could be doing more on gasohol. I might
say ] have o bill in to provide gas incentives to build alcohol-producing
plants and to provide a tax credit for alcohol-fueled automobile engines.

I talked to Secretary Schlesinger about this from my home on
Saturday morning about a year and a half ago. He said that the basic
ﬁroblem was securing stock. But now we have plenty of stock and we'll

ave plenty more, apparently, from grain bins all over the country.

I think, in this regard, there may be a blessing in disguise in the
Soviet invasion of Afghanistan, It may force us to alleviate our depend-
ence on Persian Gulf oil and foreign oil and to concentrate on other
sources of energy. '

But as you know, Mr. Secretary, methariol and ethanol are fuels
whick can be produced from our Nation’s farms and from biomass. In
addition, Brazil is running a substantial percentage of their auto-
mobiles on methanol at the present time and the cars in the Indian-
apolis 500 run on alcohol. ’

Can we do more in this area?

Secretary Duncan. We are doing substantially more. This is an ini-
tiative that we have had underway in the Department of Energy since
about September. We have been moving on gasohol very, very aggres-
sively. There are some who argue about the energy efficiency of
gasohol. But I think, using coal or using cogeneration, it is very energy
efficient. We produced about 80 million gallons of ethanol for blending
into gasoline to make gasohol in 1979,

I've talked to the chairman of Archer, Daniel, Midland very re-

" cently. I've been to the Archer, Daniel, Midland plant. I’ve been
through the facility. I’ve talked to their board, their executives.

They’re making substantial additions to that plant. They announced
a plan about 10 days ago in Des Moines to substantially expand their
capacity.

think the target that we have set of producing 10 percent of
unleaded gasoline as gasohol sometime in 1981 is a realistic target,
given what is in progress today, what is under construction today.
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We have assembled a list of some 20 private concerns, large concerns
that are moving into gasohol, moving into the manufacture of ethanol
for gasohol and who have actually placed orders for equipment. They
actually have made commitments. :

Of course, this says nothing about what farmers may be doing as
individuals and it says nothing about the.results of the Presidential
initiatives which were just announced very recently in his recommenda-
tion that we have $3 billion over the period of the next 10 years to
facilitate the production of ethanol. :

Representative WyLIE. You may answer this one for the record, but
is there anything more we can do to provide incentives? In this
regard, I'd like to send you a copy of my bill, which I’ve given a
considerable amount of thought to.

Secretary Duncan. I will furnish that for the record.

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

GasoHOL INCENTIVES

The most important thing the Congress can do for gasohol is to pass, through
the Windfall Profits. Tax Bill, an extension of the 4 cents per gallon Federal
excise tax exemption on gasoline. This exemption must be extended. We are
recommending a permanent exemption.

The next most important thing is rapid passage of President’s proposal for an
Eneg'gytﬁecurity Corporation, with the loan guarantee funds included for aleohol
production. .

Representative WyLie, What are we doing on coal liquefaction at
the present time? The technology is here. :

* Secretary Duncan. We're working very hard on coal liquefaction.
If I can expand the question to gasification as well, which I think is
very important, there’s a plant—American Natural Resources—
that will begin construction this summer in North Dakota, which is
really the first synthetic fuels plant in America. That plant is moving.
We are going to begin to get some activity in the manufacture of
synthetic fuels, which is extremely necessary. :

-If I could just digress one more second.

If we move into the next century not having learned what we can
do as Americans with American resources, particularly with oil shale
and with coal, we will have done a great disservice to future genera-
tions. We are enormously rich in energy resources and we've got to
move on these things. I'm delighted that this first plant is getting
underway. '

With regard to coal liquefaction, we are beginning to construct the
SRC-1 plant and the SRC-2 plant—that's solvent refined coal.
. We also have the H-coal plant and the Exxon donor solvent plant,

We have many initiatives within the Department in this area.

With the advent of the Energy Security Corporation, commercial
ventures which have not been attractive up until now-no synthetic
fuel plants have been built up until now—will be able to be given
o financial catalyst, an investment banker type catalyst to facilitate
private industry undertaking those investments. .

That’s very much in the national interest—coal, coal gasification,
~ coal liquefaction, and oil shale offer tremendous opportunities for
this country to become independent of foreign oil. ) ‘ _

Representative WyLIE. I think so too, Mr. Secretary, and I regret
that my time has expired. ,

Senator BENTsEN. Congressman Mitchell.
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Representative MitcHELL. I have two questions and I will put them
as succinctly as I can.

As you know, Mexico is suddenly very popluar, being wooed by
Japan, Finland, and Great Britain because of the possibility that its
oil production will be raised to 4 billion barrels a day, if {’resident

Portillo so elects.

*  Have we begun to fashion some kind of long-term agreement with
Mexico with reference to acquiring that new oil?

That’s question No. 1.

Question No. 2: You spoke rather optiraistically about conservation
successes and I must confess that I was not aware of them.

People are now driving at 55 miles per hour and that kind of thing.
But I'm not at all sure that we are really doirg as much as we can.

My specific question is: What are the things being done in industry?
What are the conservation techniques being employed by industry?

Secretary Duncan. Well, in the case of Mexican oil and gas, as
you know, we have begun to import gas from Mexico at the rate of
300,000 cubic feet per day.

Representative MiTcHELL. Long term?

Secretary Duxcan. It might be subject to short-term cancellation.
But I think the expectation on the part of both parties is that it’s
2 long-term proposition.

We actually began receiving that gas, I believe, on January 15
just a few days ago. That gas, I think, is very important to this coun-
try. I would hope over time that the quantity of gas will increase.

It seems like given the capacities of pipeline and other constraining
aspects of the volume of gas we take, I do think we have an op-
portunity or potential to get substantially more gas.

We are presently by far the biggest recipient of Mexican oil. If
they do export more oil, I would hope that American oil companies,
who are very aggressive in trying to obtain crude oil supplies from
anywhere in the world, not just OPEC, will be able to obtain a
significant share of that.

"I have every confidence that they will. :

We have not, to my knowledge, directly intervened with respect to
* that, but I do think that we will have a substantial opgortunity for

increased oil receipts, as well as gas receipts, which have already

commenced.
" In the case of Canada, I might interject very quickly, we’re import-
ing very substantial amounts of gas from Canada. That has recently
been increased somewhat in order to accommodate the prebuild
requirements of the Alaska natural gas pipeline.

As I indicated in my formal remarks in my opening comments,
it's very important that we do what we can respecting oil and gas
from both Mexico and Canada.

Going back to conservation, I think industry has made very signifi-
cant progress. If you compared increases in our gross national product
.. with Increases in consumption, there used to be a 1-to-1 correlation.
That correlation today is down just under 0.5 to 1, meaning that we
can get an increase in gross national product using only one-half of
" the energy increase formerly required. That used to be a straight line

relationship. It's no longer a straight line relationship. .
- The rising price of energy, which is unfortunate in so many ways

has done one thing—it has caured industry to look very hard at its
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energy usage. American Telephone & Telegraph, as an example, has

not increased its energy usage over the past 5 years and has announced

that it will not increase it over the next 5 years. '
Energy is doing very well. Where we need to do o lot better is with

consumers: in the weatherization of our homes, in the discretionary

{iﬁ;iving, consuming gasoline, in increased use of renewables, and the
e.

Looking at gasoline consumption, you'll see that compared to the
same periods last year, we're now driving about 10 percent less, the
American public is, compared to the same periods of time 1 year ago.

So we are making improvements in gasoline consumption I'm
convinced that we're making very rapid improvements.

We're now weatherizing homes at a rate in excess of 15,000 a month.
We've had very dramatic increases in the weatherization of houses.

We have established within the Department of Energy what we
call conservation initiatives exEyressed in terms of output, such as
how ;nuch are we going to be able to do by quarter during the current
year?

You're familiar with Pittsfield, Mass., and what happened there.
We're now expanding that program to 18 different cities.

So there’s a lot going on. I think we need to be more communicative
about what we have done, and a lot more needs to happen. We
aren’t satisfied that sufficient };‘rogress has occurred yet.

Representative MircHELL. Thank you.

Senator BENTSEN. Thank you. Senator Jepsen.

Senator JEPSEN. Thank you, Mr. Chairman.

Mr. Secretary, in President Carter’s statement-on gasohol, when he
imposed the embargo, he said, and I quote: “We will have a massive
" increase of the use of grain for gasohol production here at home.”

We are very pleased in Iowa to hear that. We have been producing
gasohol for some years now.

As of last year, we rose to a point of about 8 million %allons per
month of gasohol being sold through over 700 retail outlets in the
State. As you indicated, we are expanding groduction. We are building
a new plant in Cedar Rapids and in the Sioux City area, in addition
to one that will soon be announced elsewhere. ) :

"My question is: In keeping with the spirit of the times and the
interest to provide new sources of fuel in addition to conservation
and all the other things which we must do, there seems to be the nor-
mal disjointed bureaucratic response to_ information requests by
concerned and capable citizens who have rolled up their sleeves and are
ready to take action by asking for information.

The President has emphasized it. There are a number of departments
that have emphasized it. The Department of Energy has emphasized it.

But when they ask for information, what they really want, Mr.
- Secretary, is informa ion on gasohol covering the entire spectrum of

its production, its ﬁnanc'mF, its loans, its licensing permits, technical

information on the alcohol fuels process, the construction of alcohol
fuels plants, the Bureau of Alcohol, Tobacco, and Firearms standing

on their licensing, and many others. ' :
. With your good business experience and background, and by
. the way you've been very helpful to us every time and I thank you

. for that, do you think that you could pull all these things together
~ -soon so we can really get about the business of taking advantage of
- all these good proposals from Washington? ' "
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Secretary Duncan. Well, I can certainly try. There is a DOE
hotline, for the purpose of gasohol information.

Senator Jepsen., May I interrupt there? You know what we're
getting when we call that hotline? We’re getting hotline telephone
numbers located at universities around the country.

Secretary Duncan. We've given grants to one group of 40 colleges,
and we are working on plans for a second group of 60 colleges, to get
at least a college in every State that can be a repository of information
respecting the manufacture of ethanol for blending into gasohol.

e were hopeful that that would help. I've talked with Secretary
Bergland as recently as this morning about the Department of
Agriculture and the fact that they have ways to get information out.
He and I are thinking generally about the Department of Energy
handling the significant projects and the Department of Agriculture,
which has an agent in every county in America and is in a much better
position to disseminate information, to handle on-farm projects.

I'll look into that, and Secretary Bergland may even be here.

Senator BEnTsEN. He'll be testifying next.

Secretary Duncan. We have a 17-page manual that we've iust
produced on it. I’'m not suggesting to you that we're doing well or
that we have communicated our capability to give information
adequately. We'll look into it and try to meet what’s a clear need.

Senator JepseEN. Thank you, Mr. Secretary.

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

ArcoHo!. FUELS INFORMATION

In July, 1979, the Department of Energy began a program to provide informa-
tion on alcohol fuels to the public through Nicholls State University in Louisiana
and Southwest State University in Minnesota. These universities answered in-
quiries and in turn referred some calls to 40 other colleges with expertise in this
area.

The two universities have responded to more than 10,000 requests. In addition,
DOE headquarters personnel have been responding to some 550 inquiries a week.
Due to the volume of requests, some problems have developed. Some persons have
not received information as promptly or efficiently as we might wish. A valuable
Rublication, “Fuel from Farms—A Guide to Small Scale Ethanol Production”

as been in short supply at certain times. -

We are gratified by the intense interest from potential ethanol producers, and
we will continue to explore all avenues, with the Department of Agriculture and
other agencies, to improve the flow of information of this subject.

Since the hearing, DOE opened an information center at the Solar Energy
Research Institute (SERI). Called the National Alcohol Fuels Information Center,
it has a toll free number (1-800-525-5555). DOE’s information program at
universities will end in June.

In mid-February, I outlined certain new plans for the Office of Alcohol Fuels
in order to meet the President’s goals, and I have assigned E. Stevens Potts as
Acting Director of the office reporting to the Assistant Secretary of Conservation
and Solar Energy through the Deputy Assistant Secretary (Solar Programs).
Iﬂhave c}irected this office to respond to inquiries from the public promptly and
effectively,

Senator BEnTSEN. Congressman Long.

Representative Loxa. '%‘hank you, Mr. Chairman.

Mr. Secretary, the strategic reserve program that the Department
instituted some few years ago here has %een less than successful,
. as you well know.

y own State of Louisiana has experienced a great many problems
- with the program—problems ranging from inefficiency to ineptness
even perhaps to some charges of fraud.

Is this still a viable program? :
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Secretary Duncan. Yes; it is and it’s one, I think, that needs

emphasis.

he chairman indicated in his opening remarks that he felt we
ought to move to fill that reserve. And I think that reserve is very
important, not only in a national security sense, but also in an ec-
onomic sense. ,

Representative Lonag. What about the objectives we have heard,
from at least one of the Arab countries, about the use of its petroleum -
in the reserve program?

Is that going to have any effect on it?

Secretary DuNcan. I don’t think that we ought to begin building
the reserve until we’ve had appropriate consultations with our
partners, both consuming partners and producing partners.

In fact, we committe§ that we would not do that at the Tokyo
summit meeting. But having said that, and I do think it’s important
that we go ahead with the consultations before we do anything—but
I do think it’s important that we go ahead with the building of that
reserve.

I think we've made major improvements in the management of
that activity. We can get the oil out of the ground now at 1 million
barrels per day, as you know. We have 92 million barrels in storage
and we have got capacity—we have approprintions to build capacity
for 528 million barrels.

We are contemplating in the budget that we have just sent to
the Congress for 1981 that we begin to fill that reserve at the rate of
100,000 barrels a day for the next 2 years, then 250,000 barrels per
da%" beyond that. I would hope that we can do that.

here is a possibility that there will be some softness—I use the
word “softness” carefully—in the crude oil market, that there may
bea 1})eriod of time here when the availability of oil exceeds the demand
of oil. And I hope that that does not cause o sense of complacenc{ on
the part of the American public because the problem is real and long
term, as I said earlier. )

Any aberration is going to be of a short-term duration. But if
we do have an opportunity to acquire some oil from that reserve
after consultation with appropriate partners, both producinﬁ and
consuming partners, I would like to see us move to begin to fill that
reserve. And as I say, we have put that in the budget.

Representative LoNa. You feel, then that the technical and opera-
tional problems are sufficiently in hand to enable you to proceed with
the program in the event that the oil does become available.

Secretary Duncan. I do. I have gone to New Orleans, I have gone
to the office of the strategic petroleum reserve, I have talked to Mr.
Jones as recently as this weeE, who is the new head of the SPR, and
I am'involved. Itis a roEmm that has not been without its probiems,
as you suggest, but I do think that we have made some rather substan-
tial progress in the last few months. .

Representative Liona. Thank you, Mr. Chairman.

Senator BENTSEN. Mr. Secretary, I know it’s 11 a.m. and I told .
you I would let you out of here by 11. But I have some members of
this committee who have waited very patiently. If they would limit -
their questions to one apiece. I would like to let them ask, if they will. -

Congressman Brown.
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Representative BRown. Mr. Chairman, I thank you for that cour-
tesy, and I want to, before my question, just compliment the Secre-
tary on his independence and his candor.

Mr. Secretary, you mentioned the possibility, or it has been men-
tioned this morning, of gas rationing. You mentioned the possibility
of import fees, which would be a tax imposable by the President
of the United States on all oil products in the nature of a tax on
gasoline. It has also been proposed, as noted by some of the Presi-
dential candidates, that we have a tax on gasoline to raise the price.

All of that is predicated, I assume, on the idea that conservation
does come from a higher price. And, in fact, that's true, because last
December versus December of a year ago, we’ve cut down 10 percent
. in our gasoline consumption because the prices have gone up.

My question is & direct economic question, I think, appropriate
" to this committee. And that is that we still are subsidizing the import

of foreign oil by price controls on both gasoline and domestic oil pro-
duction. The price controls on oil production will not go off until the
fall of 1981. H%s there been any thought in the mind of the President
or anyone else that perhaps the American people would rather see
- the price go up more sharply so that we could get off our depend-
ence rather than the possibility of imposing a new draft and taking
military ection to assure that supply? Conservation may be the way
out of that dependence.

Secretur{\ uNcaN. I don’t know exactly what the President
has been thinking about or not been thinking about, but this is the
kind of thing that we think about and talk about within the Depart-
ment of Energy all the time. You know, there are people who often
make a comparison between the price of gasoline in the United States
and the price of gasoline in other industrialized countries of the world,
and they always point out the discrepancy. But the fact is that in
- the United States the price of gasoline has gone up at the sharpest
rate of any country in the world now. b
. Representative Brown. But still controlled and still subsidized.

Correct?

Secretary Duncan. It is still controlled to the extent we are paying
more for foreign imports than we pay for domestic production. You're
- subsidizing foreign 1mgorts. :

Representative BRown. Exactly.

Secretary Duncan. So that is an accurate statement.

I think you have to ask yourself though, when you think about
accelerating the rate of oil decontrol, what strains would you be im-
.ﬁosing on the economy. The fact is that the capital infrasturucture

as a precipitous impact on the economy. That would have a precip-

itous impact on the economy. That would have a precipitous impact

. on industry. You can think in terms of economic recession. You can
* think in terms of unemployment. You can think in terms of all of -
these things. : \ Co
©.. To move through decountrol in a phased way with a deliberate
rogram in which you manage this change is a much better way to do
+ 1t thar to move with some sort of dramatic action. This is 4 time for
- careful management, for careful consideration, but for steady move-
.. ment toward the process of deregulation, decontrol. I favor that. At

the same time, I don’t think you should do it in such a precipitous
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way that you have enormously adverse impacts on lower income people
or on the capital structure of this Nation.

Senator BExTseN. 1 would like to next call on the distinguished
former chairman of this committee, Congressman Bolling.

Representative BoLring. Thank you very much, Mr. Chairman.

I am going to make matters simple. I am not going to have a ques-
tion. I am going to make a very brief statement, that is perhaps
more socio than economic in nature. It has to do with putting this
whole matter in perspective. :

I am one Member of Congress who thinks that the ma;or respon-
sibility for the situation in which we find ourselves falls on Congress.
I thipk the President has been far ahead of the Congress in the pro-
gosals he has made. I am almost prepared to say that several Presi-

ents have been ahead of the Congress. I think it’s terribly important
to get it on the table that at least one Member of Congress thinks
that that is a fact.

And T think it’s a fact because the people on the outside and the
people on the inside of this excess o1l consumption question—es-
sentially, the producers versus the consumers—have been so ri%id
in their viewpoints that the House and the Senate have been unable
to come up with compromises that are acceptable. Both sides have
been so rigid in their insistence that they get all their way that they
have come very close, in my opinion, to putting the country on the
ed%$ of destruction.

e have had example after example of this. The House passed a
standby rationing plan. What happened—to the 1977 bill that the
House special committee and the House passed—in the Senate?
Nothing. Present difficulty over windfall profits are another classic
illustration of the American way not working in Congress. Now,
part of the reason is the fault of the American people for their failure

to understand the serious nature of our situation. But, a great deal

of the reason is the way in which our institutions are organized.
I had the misfortune over the years, before we had an ad hoc
Energy Committee in 1977 and 1978, to preside over the House during

‘the consideration of most of the major energy bills. I watched the

country fall apart before my eyes, as the interest groups dominated the

battle. And unless we find in this Congress the capacity to come to- . *

gether in the interest of the country and to subordinate special in-

terests, each side is going to regret the future, because the future is the -

kind of disaster that has been brought out by your very able statement
- and by the questions and your answers to them.
- The Congress, along with the people, is more at fault than any
other grou%. o
_ Senator BENTSEN. Thank you very much, Congressman.
Senator McClure.

Senator McCrLure. Thank you, Mr. Chairman. I will t)‘e.yery

brief. ' s
Mr, Secretary, following up on what Congressman Bolling has
said, I am concerned that we’re not really addressing the question

in its broad parameters. I look at the President's budget proposals -

where I try to match fact with fantasy, where I try to look at hard

policy choices with the dollars that must implement those choices. .

- And it seems to me, rather than attacking the problem on a_broad

front, the total budget tries to assure the American people that tl_xp’y '

e
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" can meky whatever economic adjustments has to be made with no
pain at all in the public sector, in the public-spending sector; that the
only sacrifices that are going to be required of them are to he in the
ﬁrivate sector. There are people who are being assured that we can

ave all of the programs of government but that we will somehow
meake all of the adjustments necessary in energy outside of re-
straint by Government,

I can’t buy the idea that we can conserve our way out of this any
more than we could ignore conservation and simply produce our way
out of this problem. It will require a combination of both. And yet, I
look at the President’s budget request to us, and all I see is further
restrictions on private initiative, further expansion of Government
programs, and further requirement on the part of individual citizens
to lower their standard of living in every sector of their life except
that which is directly related to Government expenditures, where we in
the Congress are going to assure them that nobody has to bear any

ain.

P I appreciated your statement n moment ago that just looking at
energy consumption as a function of per capita income in this country
is false. And I agree with you. I think one of the things we have to
- look at is that the United States still provides 84 percent of the
world’s humanitarian food relief. Secretary Bergland, sitting behind
you, will corroborate that fact. : '
One of the geniuses of America has been our ability to produce, and
" there has been no one who expanded production more rapidly than
our Nation’s farmers. And that’s why we're able to give humanitarian
food relief around the world. Where did they turn when the Cam-
bodians were starving? They turned to the United States for food. But
our farmers were able to do that because they bought bigger equip-
ment; they bought larger tractors; they consumed more energy; they
" produced more food. And now, it seems to me, we'’re saying, “Every-
ody in society that depends on Government, whatever the Govern-
ment expenditure may be, will be guaranteed, that there will be no
cut in that, except in energy programs.” A _

I am very deeply disturbed that the President keeps saying he’s in
favor of energy production, but every action of Government that I
have been able to see constrains domestic production of energy,
except in the public sector. .

Seii:retary Duncan. Well, if I could just make a couple of comments
"~ on that.,

The President has proposed a very tight budget—$616 billion. He's
roposed a budget that has a budget deficit of just under $16 billion.
n doing that, he’s maintained social programs that he thinks are
" necessary. And he’s increased the defense budget substantially,
-which I personally think is very necessary.

Senator McCLuRE. Mr. Secretary, 1 d):)n't mean to interrupt, but
the expansion of the defense budget is because of the failure, in large
part, of energy policy in this country. Some of us over the last several
years, were trying to warn people that the lack of an energy policy
in this country would drive us to a world war. And we’re perilously
close to that today. ) ‘

Secretary Duncan. I would like to discuss that one with you fur-
~ ther, that particular point, because I wouldn’t want to, carte blanche,
accept the point without some further discussion. ’

. Senator McCLURE. I understand. :
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Secretary Duncan. But let’s talk about energy, because my parti-
cular res(smnSIblhty is energy. If you look at what the President has
done, and when you say that nothing has happened to increase supply,
you have to consider a few facts. The fact is the President has recom-
mended to the Congress and the Congress is now successfully acting
on legislation creating the Energy Security Corporation and the
Energy Mobilization Board, which I think can have a dramatic and
positive impact on increasing energy supply and lessening our de-
pendence on foreign oil. '

The President took a decision in April to decontrol the price of
crude oil on a phased basis. As a consequence of that action, there are
2,600 drilling rigs in action today, more than at any time that we've
had since the middle 1950’s. We are doing more to develop domestic
oil and gas today than we have done in probably 25 years, if you look at
the m&mber of rigs, the number of holes that are being put in the
ground.

We are giving incentives in the windfall profit tax to enhance
oil recovery, to heavy oil, incremental tertiary recovery, to those things
that enable you to get more out of your existing oil and gas reserves.
So, I just can’t accept the statement that we haven’t promulgated

rograms that are going to have a very desirable and positive impact.
hy they didn’t happen a few years ago, I can’t say, but what you
see today are dramatic efforts to lessen our dependence on foreign oil.
You're seeing a dramatic increase in the number of wells being drilled
in this country. You're seeing dramtic emphasis on coal conversion,
coal gasification, coal liquefaction, and oil shale, Why it didn’t begin
in 1973, I can’t answer, but it is beginning now.
" Senator McCLURE. You indicated you would like to have the ola-
i)ortunity to discuss some of those items a little further; well so would
. And I will not burden this committee this morning.

Senator BENTSEN. We will allocate you two gentlemen time for that
at another time, if we may.

Senator McCrugre. Thank you. :

Senator BENTSEN. Congresswoman Heckler, would you care to
comment? )

Representative HeckLER. Thank you, Mr. Chairman. .

Mr. Secretary, perhaps the aspect of the energy policy, the impact
of energy prices that is most difficult for New England, 1s the price of
heating oil. In the last month it has increased by 11 cents a gallon. I
am wondering whether or not you feel that there is anything of a
competitive environment in terms of supply and of providing alterna-
tives for the consumer. -

The retailers seem to be afraid to go to an alternative supply be- -
cause if they do they will lose their allocation from DOE or from the
supplier. The fact is that if they are not able to move competitively
and to find opportunities, then 1s there really & competitive environ-
ment at all? And what can DOE do about this? Is there anything
that you are looking at that can increase competition to somehow
provide for some relief for the consumer? : .

Secretary Duncan. The thing that we have tried to do with heating
oil, all year since the early spring, when we first announced the targets
for inventories in the Northeast, and what I have said very often to
congressional delegations that are interested in the price and the
availability of heating oil, is that the thing that I think will have the
most positive impact will be to keep large supply in the market.



25

We have had many discussions with the oil companies and have
successfully encouraged them to meet that 240 million barrel target in
October, to keep adequate supplies in the market. I am told supplies
of heating oil in the Northeast and Midwest are very satisfactory at
the moment. Now, that, in my judgment, is the best thing we can do
to ameliora‘e the increases in prices. -

The price of gasoline has been controlled throughout this whole

eriod. The price of heating oil has not been controlﬁad, as you know.

ut if you look at what’s happened, expressed in cents per gallon of
increase to the price of heating oil and the price of gasoline, you will
see that the price of Fasoline, which was controlled, went up slightly
more than the price of heating oil that was not controlled. So, controls,
per se, didn’t help that much on the price of gasoline or to keep the
price of heating c1l down. Heating oil fared a little bit better in terms
of cents a gallon of increase. There is an important lesson to be derived
from that. '

Reg)eresentative HEeckLER. In terms of competition was the question,
Mr cretar]\S

Secretary Duncan. In terms of competition, we will do what we
can. There’s been a change in structure in the heating oil distribution
system. There have been credit problems. Interest rates are high.
Inventories have been high. It takes a lot of interest to carry
inventories.

The same thing with gasoline dealers—this issue of downward
certification with gasoline dealers. These are complicated issues.

When you have a distribution system that’s been established on
the basis of very adequate supplies at low cost, and then you begin to
constrain the amount of supply involuntarily—I mean the fact is that
supplies are shrinking—then some structural changes are likely to
oceur. . -

We should try to do what we can to ameliorate those. I'll look into
this particular question of competition. I have not heard about any
probﬁams in competition. I have heard about supply problems at
various times and being able to get on the list of one oil company as
opposed to the other oll company or what might happen to you if
you don’t have a historical base with some oil company—those kinds
of things. We are moving to try to correct those kinds of things.

[The following information was subsequently supplied for the

record:]
CoMpPETITION IN THE HoME HEeEATING O1L MARKET

Attached are several pages from a report outlining evidence that comnetition
exists in the New England (East-South Central) market for home heating oil.
Entitled “Analysis of the Competitive Viability of Independent Middle Dis-
tillate Marketers,” the report was prepared by the Department of Energy Economic
Regulatory Administration in November 1979.

NoveEMBER 1979.

Excerprs FrRoM ANaLYsIS OF THE COMPETITIVE VIABILITY OF INDEPENDENT
’ MippLE DISTILLATE MARKETERS

o SUMMARY

The wholesale segment of the East-South-Central Middle Distillate Market
has experienced a 43 percent decline in the number of participants from 1972
to 1976, although the current number of wholesalers remaining is within the
competitive range. Access to storage facilities and to prime supplier indicates
that the decline is not duc to bLarriers to entry. Although the Robert Morris
. Associates’ Statement Studies arc not necessarily representative of the market,
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they do indicate that profits for wholesalers have declined, which would dis-
courage entry. The structure-conduct-performance indicators applied here are
limited, due to the availability of data. The{ seem to point, nevertheless, to
& wholesale middle distillate market that is behaving in no less a competitive
manner than prior to price controls, and which would not have a negative impact
upon the competitive viability of retailers.

NUMBER OF BULK TERMINALS AND STATIONS, EAST-SOUTH-CENTRAL MARKET

. . Pé'mnt P?‘mnt h Net l:;mnt
ange change  chan, an,
PAD and State 1972 1974 1972-74 1976 xsu-’s 1976-72 1976-’;
PAD [:
Connecticut u . oo ccaaoaeoe 19 107 10 92 14 2 2
39 3 26 33 14
8 144 6 29 1 14
483 11 35t 2 190 35
541 17 366 32 285
121 20 101 17 51
165 4 129 2 2 25
150 6 119 21 ] 16
66 5 48 27 15 24
204 6 159 22 59 27
619 7 508 18 159 24
748 1 605 19 151 20
645 ] 509 21 168 25
27 25 25 11 31
362 3 270 25 104 28
56 2 38 32 12 31
430 9 297 31 17 37
185 2 129 30 52
PAD
1,110 13 651 4l 623 43
13 422 45 457 52
978 16 622 36 547 I
7 356 41 2 45
1 295 30 181 33
921 471 49 537
7 12 471 46 515 52
775 15 569 27 3
435 252 LH 213 46
10 238 51 3 56
625 25 422 32 415 50
5 17 32 255
450 7 217 52 2 55
. 1 328 26 108 25
951 6 546 43 470 46
PAD 111
“4 12 315 29 1
444 12 292 34 214 42
£13 358 30 1
354 15 246 31 169 )]
2 162 27 71
1,834 31 1,099 2 1,658 60
Jotal, east-south-central market.. 22,014 19,143 13 12, 440 3% - 9,51 43

Sources: County Business Patterns, 1974 and 1976, Bureau of Census, U.S. Department of Commarce, table 2. Census
of Wholesale Trade, table 3, 1972, Bureau of Census, U.S. Department of Commercs.

RETAIL LEVEL -

The retail sector of the middle distillate market is characterized by large
numbers of small companies that service small geographic areas that contain
many individual buyers. For the purposes of this report, R. Shriver Associates
has defined the relevant market as individual counties within a state. Although
RSA believes strongly that no generalization can or should be made about the
competitive nature of a national fuel oil retail market, the alternative of ex-
amininé the workability of competition for each county in the 39-state East- -
South-Central Market is awesome and probably unneccessary. In fact, the data’
col(liegflion ;ﬁort would be so formidable, that the analysis would be overwhelming
an wed. : :

*(Fhe very fact that many sellers and buyers exist in the retail market makes it .-
difficult for the participants to exert market power. Using the economic framework -
presented in Chapter One and applied in the refiner and wholesale levels of dis-
tribution, basic features of a competitive market can be identified. These features
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can then be tested for selected areas of the East-South-Central Market to de-
termine whether the competitive viability of the retailer has changed since 1972,

iri:p;‘)rtant structural features that are conducive to a workably competitive
market are: ‘

Many sellers and buyers

When many sellers are active in a market, it is difficult for them to coordinate
activities in an anti-competitive manner. In addition when many buyers exist,
it is difficult for a small group of sellers to capture the fragmented market.

Low concentralion of sellers

If the toi) four firms have less than 50 percent of the market, and the top eight
firms have less than 70 percent of the market, market power is difficult to enforce.
(These)are estimated threshold levels; no specific level has been linked with market
power.

Low barriers lo entry

If new sellers can enter the market easily, then the possibility of new entrants
acts as a deterrent to anti-competitive behavior by current sellers in the market.

Questions of competition at the retail level arise because of the recent in-
creased costs of home heating oil to the residential sector. The concern about the
conduct, i.e., pricing decisions, of retailers must be placed in perspective in order
to understand why changes in the market ;:ave occurred prior to, during, and since
price controls.

The number of sellers and buyers in the retail sector of the home heating oil
market is & major characteristic of market structure. Estimates of the number of
households using fuel oil are available only by Census Regions. Therefore, the
discussion of competition in_the retail sector will begin at that. %}ggregnte level.

In the Northeast Census Region, which includes the six New England states,
plus New York, Pennsylvania and New Jersey, 9.2 million households used fuel -
oil in 1976 (see Exhibit 2-12). That is, there were 9.2 million buyers in the North-
-east Census Region. This compares with 8.4 million households using fuel oil
in 1970. If all households are considered part of the relevant market, including
those using electricity and natural gas, the number of potential buyers in the
Northeast Region in 1976 increases from 9.2 million to 16.5 million. In the lon
term, all households are part of the market, because users of natural gas an
electricity can switch to fuel oil and vice versa. However, in the short term, the

_consumer must choose among fuel oil dealers, rather than among alternative
fuels because he is locked into fuel oil burning furnace equipment.

. Briefly, in the short term, demand for fuel oil is relatively inelastic. That is,
the consumer, faced with an oil burning furnace, must buy fuel oil. The consumer
will choose a fuel oil dealer based upon his sensitivity to price, his perceived need
for guaranteed service, and the package benefits available to him from each dealer.
For example, one consumer may choose to gamble with a dealer who can offer a
lower price but cannot guarantee 24-hour, seven-day-a-week service. Another con-
sumer may choose to pay a higher price which includes repair service to his furnace.
Consumers, in general, benefit when a variety of price and service arrangements
are iv:,ilable from many dealers. These features are characteristic of a competitive
market. .

As the price of fuel oil rises, interim steps will be taken by the consumer to
reduce the impact upon his fuel bills. Conservation occurs through the lowering
of thermostats, addition of insulation, storm windows and storm doors. Supple-
mental fuel systems, such as wood burninT stoves, are also employed.

If the price rises above a certain level, which varies from one consumer to
another depending upon the consumer’s price sensitivity, a decision will be
made to switch to an alternative cheaper fuel system, Each individual con-
sumer has a specific sensitivity point at which he will decide to switch to an al-
ternate fuel system.

The number of buyers, or fuel oil burner owners, is not available on a county
basis. In fact, the Federal government collects the data only through the Bureau
of Census Survey at a Census Region level. Esitmates of average consumers
per county can be made in the six New England states by combining surveys
conducted by the New England Fuel Institute (NEFI) with the county de-
lineations. In Connecticut, for example, NFEI estimated that 459,157 oil furnace

. heating systems were in operation in 1977. Given the eight counties in Connecticut,
each county would have an average of 57,395 systems (see Exhibit 2-13). The aver-
age number of systems per county in New England ranged from 7,854 in Vermont
to 97,851 in Massachusetts. The total number of households in the Northeast
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Region combined with the estimated average number of huyers in the rele'v'anfc :

county market indicates that buyers are not concentrated in the Northeast
Region of the East-South Central Market.

Although the number of fuel oil buyers in the South Region is less than in the

Northeast, and the fuel’s market share is declining, nearly 3.5 million households . ~

used fuel oil in 1976 (see Exhibit 2-12). The number of buyers in the North

Central Region of the East-South-Central Market also indicates the presence

of a fragmented buyer’s market. More than three million households used fuel
oil to heat their homes in 1976 (see Exhibit 2-12).

SELLER CONCENTRATION . .
The number and concentration of sellers of fuel oil are difficult to assess. The

Census Bureau surveys establishments whose primary business is the sale of fuel .-

oil direct to end-users. More that 6,000 establishments in the East-South-Central
Market consider the retail sales of fuel oil as their primary business. Many other
comganies, particulary in the Midwest, sell fuel oil as a secondary line of business.
In the Northeast, the Census data are roughly equivalent to the total number
of retailers, although the definable number is still fewer than actual. The Census
data are least accurate in the South and North Central Regions, where many
fuel oil dealers do not receive the major portion of their income from the sale
of home heating oil. Even in the New England states, where the use of fuel oil
is the most pronounced, 70 to 75 percent of the fuel oil retailers have fewer than
ten employees (see Exhibit 2-9).

The existence of many small retailers is also confirmed by the Department of -

Energy’s Monthly Market Shares Survey of fuel oil retailers. Of the 655 PAD 1
* companies survegr‘;:d in 1978, 255, or 45.9 percent, had monthly sales volumes of

fewer than 250,000 gallons, which translates into 3,000,000 gallons a year (see
Exhibit 2-14). From Exhibit 2-15, we know that the average consumption per
household of fuel oil in the Northeast was 140 million Btu’s in 1976. ‘There are
5.825 million Btu’s in a barrel of distillate and 42 gallons in a barrel. Therefore,
the average household in the:Northeast Region consumed 1,009 gallons (140~
5.825X42=1,009 gallons). In order to sell one million gallons, a retailer would
need to have approximately 3,000 customers.

In 1970, the average consumption per household was 153 million Btu's, which -

translates into 1,103 gallons. In order to sell 3 million gallons, the dealer needed
approximately 300 fewer customers, or 2,719. As consumers employ conservation
measures to lower their overall fuel bills, reducing the per-household usage of fuel
oil, the fuel oil dealer must acquire new customers in order to maintain his sales
volumes, .
The inability to add new customers can cause fuel oil dealers to diversify into
other businesses or to sell his accounts to other dealers and to leave the market, As
diversification and exiting occurs, the number of estahlishments whose primar
business is the retail sale of fuel oil declines, making the market more concentrated.

The level of reduction has not yet reached the the stage where compe- ’

tition is threatened.

In addition, if the retail market becomes highly concentrated in a particular .

geographic area, the ease of entry by new firms would discourage the existing
rms from exerting market power. The major investment for a potential entrant
is a delivery truck. The low barriers to entry into the retail market will always

act as a deterrent to anti-competitive practices. The major potential barrier to -

entr{ is the inability to obtain supplies. As pointed out in the discussion of the
wholesale market, only Tennessee and Florida have lost more than one supplier
since decontrol. All of the other 37 states in the markets have lost one supplier
remained stable, or gained suppliers. Therefore, sugpliers are available for potentiai
. entrants. The ability of suppliers to obtain su pli

of supply and demand, which will be discusse(P in Section II.

Conduct of the retail fuel oil dealer focuses upon the prices at which he pur- .

chases and sells the product. The major time period about which consumers and
cconomists have been concerned is the period since decontrol.

R. Shriver Associates collected price data in two forms: cents per gallon and
dollars per million Btu’s. Price changes must be viewed from two perspectives:
the increasing cost of fuel oil to consumers as it compares with the dealer’s costs,
and the increasing costs of fuel oil compared with the costs of substitute fuels.

Exhibits 2-16, 2-17, 2-18, and 2-19 illustrate the monthly residential and

1
wholesale price trends for the Northeast, South and North Central Census Regions

for the years 1976 through 1978. The wholesale grice is a composite of prices of
product sold by refiners to other refiners; by refiners to wholesalers; by whole-
salers to retail fuel oil dealers. Therefore, it does not exactly represent the price

es relates to the basic question .
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composite wholesale price with the residential retail price presents a sketch of the
trends in prices and gross margins during the last six months of control and since

~ decontrol.

The gross margin represents the difference between the per-gallon price at
which the product is sold and the per-gallon nrice at which the product is purchased
(residential retail price—wholesale price=gross margin). The gross margin is
used to pay variable costs, to pay fixéd costs and to provide profits to reward
investors and to reinvest in new equipment or businesses. Variable costs are those

"+ costs that are directly related to the volumes of fuel oil sold. Included would be

such items as truck drivers’ wages, truck maintenance expenses and interest.

;: that a dealer would pay for middle distillate fuel oil. Nevertheless, compating the .

Fixed costs are those that are incurred regardless of the volumes of fuel oil sold. -

Utilities, salaries of officers, rent and depreciation are all fixed costs.
Prices for home heating oil have risen substantially throughout the United

States since product price decontrol in July, 1976. In the Northeast Census -

. Region, residential prices have risen from 40.17 cents per 1gallon in July 1976
. (& non-heating month) to 53.40 cents per gallon durin

ecember 1978 (see
Exhibit 2-16). This increase represents a 33 percent growth rate in the ?er-gallon
rrice a consumer paid for fuel oil. The wholesale price, however, was also increasing
rom 31.28 cents per gallon to 40.90 cents per gallon over the same time period.

" - The wholesale price, therefore, increased by 31 percent, allowing the.gross margin

from 31.28 cents per gallon to 40.90 cents per gallon over the same time period.
The wholesale grice, therefore, increased by 31 percent, allowing the gross margin
.89 cents per gallon to 12.50 cents per gallon. The 3.61 cents per
gallon margin increase must be distributed among increased variable and fixed
costs and profits. :
The pattern of prices for the South Census Region is similar to that of the North-
east (see Exhibit 2-17). From an average base price of 37.83 cents per gallon in
July 1976, the residential price of home hearing oil has risen to 51.95 cents per

. gallon in Decembr 1978, This 37 Eercent increase compares with a 30 percent

increase in the wholesale price, which was 39.45 cents per gallon in December 1978,
compared with 30.31 cents per gallon in July 1976. The gross margin, therefore,
has grown by 4.98 cents from 7.52 cents per gallon to 12.50 cents per gallon.

In the North Central Census Region, the residential 1price has increased 33 per-
cent from 37.71 cents per, gallon to 50.01 cents per gallon in December 1978 (see
Exhibit 2-18). The wholesale price has risen by 30 percent from 30.73 cents per
gallon to 39.98 cents per gallon during that same time period. The %reater increase
in the residential price has resulted in an average 3.05 cents per gallon gain in the
dealer’s gross margin, which stood at 10.03 cents per gallon in December 1978.

To the extent that available wholesale (Frices airly represent the cost of fuel
oil to the retail dealer, the increased product costs have been passed on to the
residential user. In fact, the gross margin has increased in all three Census Regions
that make up the East-South-Central Market. As stated above, an increased per-
gallon gross margin does not necessarily translate into additional profits. The gross
margin is used to pay for all non-product costs, such as rent, depreciation on equip-
ment, wages, interest costs, inventory holding costs, as well as to provide profits.

Cost data are not readily available to detrmine the extent to which non-prod-
uct costs have risen. However, several performance measures indicate that the
additional gross margin has not been translated into higher profits. As Robert

Morris Associates indicates in its Annual Statement Studies, annual profits before -

tax as a percent of sales for retail fuel oil dealers are between 1.1 and 1.5 percent.

1976-77 1: Percent
204 companies. - _ . 1.1
1977-783: -
335 companies. . e 1.5

1 Financial closing perlods: 145 companles from June 30-September 30, 1976; 59 com-
panies from October 1, 1976-March 31, 1977.

* Financlal closing periods: 170 companies from June 30-September 3t, 1977; 63 com-
panies from October 1, 1877-March 31, 1978.

Source: Robert Morris Associates, Annual Statement Studles, 1976, 1877, 1915._

This performance has not heen sufficient to encourage entry into the market
by new retailerg, as evidenced by the ten percent decline in retailers in the North-

- east between 1974 and 1976. In addition, gross margin should not be examined

in isolation from volumes sold. As the price of home eating oil rises, consumers
can take conservation measures to reduce consumption. If the per-household

_ consumption declines, the fuel oil dealer must acquire new accounts to maintain

" sales volumes. If he cannot increase sales volumes, then he must increase his

©
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gross margin in order to cover fixed costs. This complex relationship between
mgauon gross margin, volumes and profits will be explored extensively in
pter Five, which is related directly to the economic viability of fuel oil dealers.

In the short term, the consumer who has an oil burning furnace must use fuel
oil and is the victim of higher fuel prices. As an interim measure, he can reduce
consumption or supplement his system with other systems, such as wood burning
stoves. In the long term, the consumer can switch to substitute fuels, principally
electricity and natural gas, if these fuels are available. Conversions can occur
naturally, as a consumer’s systen: needs replacement, or ahead of schedule, in
regFonse to rising fuel costs.

he ability of a consumer to substitute natural gas or electricity serves as
& natural downward pressure on retail prices. From 1972 to 1977, fuel oil lost
- market share in terms of consumption in all three Census Regions (See Exhibit
2~15). This information is based upon DOE consumption data. According to the
Bureau of Census, which monitors the type of furnace system households use,
fuel oil systems maintained their 55 percent market share in the Northeast
Census Region from 1970 to 1976, but in the South Region, fuel oil systems lost
four percentage points and dropped to only 15 percent of the Market in 1976.
Fuel oil systems claimed 14 percent of the North Central Region market in 1976,
down six percentage points from 1970. If fuel oil prices rise disproportionately
higher than electricity and natural gas prices, then the consumer has the incentive
to convert his system, either at the time it needs replacement or earlier.

Exhibit 2-20 compares the price of the three major types of fuel in terms of
dollars per million Btu’s for 1972 and 1977. Note that in 1977 the price of fuel
oil was less than that of natural gas in four states in the Northeast Region—
Connecticut, Massachusetts, New Hampshire and Rhode Island. In Vermont,
the prices are comparable.

For the remaining four states—Maine, New Jersey, New York and Pennsyl-
vania—the price of distillate fuel oil was higher in 1977 than the price of natural
gas. These price data have been compiled by DOE for the years 1960 through
1977. (Data for 1978 are not yet available.)

Exhibit 2-21 illustrates the price trends for the three major fuel t 9pes for Con-
necticut, Massachusetts, New York and Rhode Island from 1960-1977. Each of
the four states illustrates the ability of fuel oil to compete, in terms of price, with
natural gas since the 1973 oil embargo. Electricity incurred the largest absolute
cost increases, beginning in 1970 and rising sharply after 1973. Fuel oil and
natural gas follow the same general upward price trends, although natural gas
continues to be more expensive in Connecticut and Massachusetts. Rhode Island
varies from year to year in terms of the comparable costs. In New York the cost
of fuel oil surpas: the cost of natural gas in 1973 and has remained higher.

By 1977, fuel oil’s cost was greater than natural gas in all but one of the 16
states of the South Census Region (See Exhibit 2-22). In Florida, distillates cost
four cents less than natural gas in terms of dollars per million Btu’s. The gap had
narrowed drastically from what it had been during the time period of 1960 to
1973 (see Exhibit 2-23). The price of fuel oil increased by more than 160 percent
in seven states from 1972 to 1977. This increase probably accounts for the loss in
market share that fuel oil systems have incurred.

In the North Central Region, the price of fuel oil had outdistanced the price of
natural gas in all 12 states by 1977 (see Exhibit 2-24). Even in 1972, Wisconsin was
the only state in which the price of fuel oil in terms of dollars per million Btu's
was the same or less than the price of natural gas. The recent availability of natural
gas, combined with the surge in fuel oil prices since 1973 account for the six percent
market share that fuel oil systems have suffered. Illinois and Michigan are repre-
sentative of the marked shift in Erices since 1973 (see Exhibit 2-25).

As the market for fuel oil shrinks, both in terms of households using the product
and consum;l)tion per household, dealers, striving to increase volumes to cover fixed
costs, must look to current customers of other dealers as the only new business
Frospects. This cannibalistic process, evidenced in consumption and profit per-

ormance data, indicates that the retail market is highly competitive.

The consumer’s ability to switch to other fuel types is an important safeguard
to competition in the retail market. The degzee to which consumers are choosing
+ to switch to substitute fuels is discussed in Section II. :
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FUEL'S SHARE OF HOUSEHOLD MARKET EAST-SOUTH-CENTRAL MARKET

1976 1970 Share of
Change in change in
Number of Fuel'sshare Number of Fuel'sshare number of Change in  number of
householc{s‘ o(l m:rkaé ‘households  of markst houssholds market  households

_Fuel typs (th d ds) (percent) (thousands)? share (percent)
' S S T S S S
9,161 gg 8 414 gl ;47) ? §0
846 S 474 3 372 2 35
182 2 541 3 Q19 2) (36)
63 1 25 38 3 4

38 1 103 2’ (65; f’ ()

9 3 13 4 [Q
16,5 ___ ... 15,479 ... 1,065 oo aincaea
11, 449 9,626 50 1,823 2 41
s 10 2,106 11 li 6

, 15 3,645 19 (157) 4 g)
i I S B SRS
584 ('2 - si,g 3 ¢ gg: {13 ( %
4 8 & g @ § &
23,742 ... 19,258 ... 4484 .

13,803 70 11,708 67 2,095 3
1,337 6 1,106 & 231 0 11
3,004 14 3,431 20 27 ) (20)
1,366 6 546 3 820 3 38
102 575 3 (473) 3) (223
91 2 78 13 3

14 3 84 'i 10 ﬁ 3)
5 0 9 “ @

_ Reglonal total.._._ 19,722 ............ 17,537 cevciicennes 2,185 (e

1 Houssholds— Occupied units, rcunded to nearest thousand,
1 [ncluded new construction, conversions, and removals from housing inventory.

! Negligite. NOTES

Northeast census region: Conneclicut, Maine, Massachusetts, New Hampshire, New Jorsey, New York, Pennsylvania,

Rhode Island, and Vermont. R
South census region: Alabami, Arkansas, Delawars, District of Columbia, Florida, Georgia, Kentucky, Louisiana, Mary-
land, Mississippi, North Carolina, Oklahoma, South Carolina, Tennessee, Toxas, Virginia, and West Virginia, -
North central census region: I\Iuwls, Indiana, lowa, Kansas, Michigan, Minnesots, Missouri, Nebraska, North Dakota,
Ohlo, South Dakota, and Wisconsin.

Source: Annual Housing Survey: 1976, Part A General Housing Characteristics, Buresu of Census; sample survey. )

Senator BENTSEN. Mr. Secretary, I’ve heard repeatedly along this
table comments about your candor and your forthrightness. I'm very .
apfreciative of that. - :

also think about the incredible management job you have per-

. formed of taking a new Department and whipping it into shape—a

sentiment that has come from many diverse sources and competing
sources.

Then I look at the problem of convincing people that they ought
to change their life styles. They ought to live more energy conscious.
They ought to give up some of the things they've enjoyed, and then

ou have the job of getting reluctant allies to ignore their own domestic
interest groups, at least for the moment, with the idea that cooperation

~ in the long run helps us all. You have one of the toughest jobs in the -
- administration. » s e

y




32

I'm delighted we have a man of your integrity and ability, and I
wish you well. -
Secretary Duncan. Thank you very much.
- Senator BENTSEN, Our next witness will be Secretary Bob Bergland.

STATEMENT OF HON. BOB BERGLAND, SECRETARY, DEPART-
MENT OF AGRICULTURE, ACCOMPANIED BY DALE HATHA.
WAY, UNDER SECRETARY, AND HOWARD HJORT, DIRECTOR
OF ECONOMICS

Secretary BEraranp. Thank you, Senator Bentsen, for inviting us
to testify before the committee today. .

Senator BENTSEN. Mr. Secretary, we are very pleased to have you,
and thank you for your patience. I want to tell you I'm aware of the
responsibility you have as chief spokesman for the administration on
matters of agriculture. You have certaialy shown a welcome respon-
siveness to the needs of the American farmer. He is facing some very
difficult commitments today in helping us achieve national foreign
policy objectives. I also feel strongly—as I feel you do—that he must
not be made to bear that whole burden by himself. It is a burden to
be shared by all of the people as our Nation tries to do those things

. that are necessary in tr}\;mg to discourage aggression around the world.
, We

Mr. Secreta ad talked earlier about the dependence on
Persian Gulf oil by some of our allies. We have o situation where the
Russians have had short falls in their Production of grain. We have
increasingly come to supply that short fall. For example, from 1974 to
1979, the %.S. share of all Soviet grain imports increased from 44
percent to where over 75 percent was being projected before the
embargo. We are the bigﬁest supplier of grain to the Soviets and the
17 million tons embargoed is a real loss to our economy. )

Now, a study was released yesterday, I believe, by Senator Proxmire,
that said that the embargo would only be as effective as the coopera-
tion we receive from our allies. )

Your office follows world grain markets. If the Soviets are going
to make an endrun around our embargo, where are they going for
that replacement grain? Which countries do we believe will not sup-
port us in that embargo? Who are they?

Mr. Secretary, I know we are running late, and for that reason,
without objection, we will place your prepared statement in the hearing
record at this point and continue with the questioning.

Secretary BErGLAND. Thank you, Senator Bentsen.

[The prepared statement of Secretary Bergland follows:}

PREPARED STATEMENT oF HonN. BoB BERGLAND

Mr. Chairman and members of the committee, I appreciate the opportunity to
appear before you to discuss the President’s decision to suspend shipments of
agricultural exports to the Soviet Union. This action and others were taken in
response to the Soviet Union’s invasion of Afghanistan, to demonstrate that such
an act of aggression would result in serious and costly countermeasures.

The suspension of shipments of agricultural products was not the only action
directed by the President. He directed a series of measures, including asking
Congress to defer action on SALT II; delaying opening new American and Soviet

- consular offices; deferring most economic and cultural exchanges; calling for U.S.

withdrawal from the Olympics if the Soviet troops are not withdrawn from Afghani-
stan by February 20; ordering the review of U.S. licensing policy on the exports
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_ of high technology and temporarily halting such exports; and restricting severely
the fishing privileges of the Soviet Union in American waters.

. However, the curtailment of grain shipments to the U.S.S.R. above the 8 million
" metric tons (mmt) allowed under the terms of the 1975 U.S.-U.S.8.R. Grain
Supply Agreement and the suspension of contracts for delivery of oilseeds and
oilseed products, livestock products, poultry and other strategically important
items has generated the greatest attention, mostly because of the potential impacts
- on both the United States and the Soviet Union. These impacts and the measures
taken to offset adverse impacts in the United States will be the primary focus of
my statement today. However, I will also review the outlook for U.S. agriculture
in the wake of the suspension. .

i

UNITED BTATES-S8OVIET TRADE

U.8S. agricultural trade with the Soviet Union in recent years has developed
into one of the most important aspects of our relations. Stemming from a Soviet
policy decision to upgrade the quality of the Russian diet and due in part to the
unreliability of the weather in Soviet crop-growing regions, Soviet grain imports
have meant large sales for U.S. producers and increased foreign exchange earni
for the U.S. economy. During the past decade, U.8, grain exports to the U.8.8.R.
ha.velbll)elped make a more-than-25 percent increase in Soviet meat production
possible. , :

However, because of the uncertainty of Soviet production and the consequent
widely-varying imEort needs, U.S. agriculture and the domestic econom %ave
been severely shocked by the extremes of Soviet purchases. Between 197172 and
1975~76, U.S. grain exports ranged from just under 3 mmt to nearly 14 mmt, ona
marketing year basis.

In 1975, to help regulate those extremes and buffer our agriculture and domestic
economy from future shocks, we entered into the current U.S.-U.S.8.R. Grain
Agreement. It allows the U.S.S.R. to purchase a total of 8 mmt of U.S. corn and
wheat and requires them to buy at least 6 mmt. Should the Soviets desire to
purchase more than 8 mmt, the agreement requires an understanding between the
two countries on the additional quantities to be purchased. For the year between
Otzttobgl.;j 1979tand September 1980, the Soviets were given permission to purchase
up to 25 mmt,

In 1979, Soviet grain production was 179 million metric tons—58 mmt below
1978 production and 48 below their planned target. Total agricultural output was
reported in the Soviets plan fulfillment statement to have fallen off 4 percent.
Because of this shortfall, we believe the Soviets had intended to import a total of
about 35 mmt of grains from all sources, but the bulk of those imports were
expected to come from the United States.

At the time the President ordered the suspension, the Soviet Union had con-
tracts for a total of 21.8 mmt—86.7 mmt of wheat and 15.1 mmt of corn—for
delivery in the fourth year of the five-year agreement. About 5.5 mmt of both
wheat and corn had already been shipped. : .

We still intend to honor our five-year agreement with the Soviet Union and
allow the remianing 2.5 mmt of the 8 mmt covered by the agreement to be loaded
and shipped. Because of the International Longshoremen Association’s refusal to
load this grain, this, so far, has not been done, However, the Department of Com-
merce has been meeting with exporters to allocate and issue licenses on the re-
maining tonnage; this is being done based upon exporters’ shares of contracts
with the Soviets. -

Trading in other products such as fruit, nuts, dairy products, animal byproducts
lumber and other agricultural commodities was also halted, as all agricultura!
shipments were stopped. However, yesterday, this total ban was modified to allow
certain agricultural products not related to the feed-livestock complex and with
no strategic significance to be exempt from prior licensing review. Such products
include feathers, fruits, nuts other than peanuts, tobacco, vegetables and wood.

The export of agricultural products which might be used for feed or meat
replacements under extreme circumstances—items such as tallow, shrimp, meat .
extenders which in the past have been a part of normal commercial sales—will now
be subject to a case-by-case licensing procedure. Exports of agricultural commodi-
ties and products needed by the Soviets for feed will continue to be prohibited.
Therefore—besides wheat and feed grains—seeds, soybeans and animal feeds,
n}llgat %oultry, dairy products and some animal fats will not be allowed to be
shipped.
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IMPACT ON THE USSR

This sus%ension has severe implications for the USSR. We believe the initial
impact of the sales curtailment will begin late this winter. As I mentioned earlier,
because the 1979 Soviet grain crop was well short of its plans and needs, the
8oviets were forced to purchase record quantites of grain in 1979-80 in an attempt
to prevent distress slaughter of livestock—especially hogs and poultry. These
ggrqhasgs began last summer and were designed to tide the already-declining

viet livestock sector over until 1980 grain crops were available. Given this
situation, the suspension of sales and shipments of 17 mmt is certain to have a
- significant impact on the USSR. ‘

The suspension of grain sales to the Soviet Union will sharply reduce the
availability of grain to the Soviet livestock industry, especially in the late winter
and sgrin% of 1980. While Soviet imports ¢n an October-Septémber year are ex-
pected to be 23 to 26 mmt—well below the 35 mmt expected before the suspension
scgioxlxagghe main effect of the decrease will fall in the five-month period of March-

u A

- We had forecast the U.S. would supply three-fourths of the Soviet imports
between the end of October 1979 and September 1980. Between now and O¢tober
only about 2.5 mmt—the balance of the 8 mmt—will be going to them, instea
of the 19.5 they expected.

Most major exporters have agreed not to offset the suspended U.S. exports
through additional sales. Some additional portion of the cutback from 25 to 8 mmt
of U.S. exports may be offset by those exporters that do not cooperate fully with
the U.S. effort. But while the exact reduction cannot now be measured percisely,
we believe there will be a sizeable reduction in Soviet grain imports.

In our first assessment since the Soviet sales suspension, we estimated that
Soviet use of grain for feed during 197980 will drop at least 5 percent from the

re-suspension forecast and that the reduction in grain fed will be exacerbated
I}' its concentration in the late winter and early spring. This is the period when

.S. exports will cease due to the trade suspension and when the Southern Hemi-
sphere production is moving into position for export. Consequently, the relative
shortfall during this period will be more severe and may force a reduction in hog
and poultry numbers. Dislocation caused in transport and location of feed sup-
plies also could worsen production performance.

Soviet meat production in 1980 could be down significantly from 1979 and mean
reduced per capita consumption unless offset by meat imports. In a country
where the average citizen’s meat consumption has remained at about 57 kilo-

* grams—125 pounds—since 1975, a prospective drop of about 4 percent will be
sorely felt. .
OFFSETTING ACTIONS FOR U.8, AGRICULTURE

Obviously, while the suspension action will affect the USSR, its goals and its
citizens, it might have meant serious repercussions for the U.S. agricultural
sector—including disastrous declines in farm prices and farm income. However,
it was not the President’s intention that U.S. agricultural producers should alone
bear this burden. He, therefore, directed a series of actions be taken to offset the
domestic impacts resulting from the suspension of sales. .

First, there was the potential immediate impact of the suspension on grain
market prices, on private exporters who had valid contracts, and ultimately on
the entire grain marketing system of the United States. Approximately 4 mmt of
wheat and 10 mmt of corn contracted for the Soviet Union were suspended from
shié)ment, and contracts backing those quantities extended to local grain firms
and ultimately to wheat and corn producers.

If these contracts had not been honored, many of the grain exporters would
not have been able to meet financing commitments, and would have been forced
to sell the undelivered grain at any price. Prices would have plummeted, causing
millions of dollars in losses and ankatcies throughout the grain marketing
system. Ultimately, local elevators and America’s farmers woul paé the price.

To avert this, the United States, through the Commodity Credit Corporation
(CCCQ), offered to assume the contractual obligations of exporters for the unde-
livered grain, most of which was corn. :

We are now in the process of completing our review of the actual document
and formula which will be used in such a transaction and hope to have it ready
* for negotiations with exporters late this week. I would add that we have taken—
and continue so take—careful steps to ensure that contracts assumed by CCC
protect against losses—not guarantee profits—to exporters in this assumption
process,
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Regarding corn, the CCC will either take physical delivery or sell the assumed
contract to a third party for domestic or export usage. If physical delivery takes
place, under current regulation the corn cannot be sold back into the market at
a price lower than $3.15 a bushel at the farm. This is equal to 150 percent of the -
loan price, set by law in the 1977 Food and Agriculture Act. Assumed contracts
will be sold onlgr if the farm price is above the level of January 4, before shipments
were suspended. .

The CCC also will assume all of the contractual obligations for wheat earmarked
for shi{;ment to the Soviet Union. However, none will move back into the com-
mercial market. Instead, it will be reserved for use in our foreign food assistance
programs.

o facilitate this action, President Carter will request the Congress to provide
immediate supplemental funds to increase our foreign food assistance programs
for the current fiscal year. The President has reiterated the Administration’s
request for passage of legislation to permit the holding of up tec 4 mmt of wheat
in reserve for food assistance during periods of short supplies. While we now have
the authority to buy wheat, we will. But, we once again strongly urge the Congress
to approve legislation to require use of such grain to honor foreign food assistance
commitments, no matter what the circumstances. :

The second set of actions we have taken will isolate grain still owned by farmers
from the marketplace.

The farmer-owned grain reserve—the cornerstone of the Carter Administration’s
food and agriculture policies—is being amended to encourage farmers to place
additional grain in reserve instead of in the market. By offering greater incentives
to farmers to participate in this program, the supply of grain available to the com-
mercial market will be reduced and farm prices will be maintained.

Specifically, the wheat and corn loan prices for the 1979 crop were boosted and the
bands between release and call levels were increased. Before these actions were -
taken, wheat placed in the reserve could be released at $3.29 a bushel and the loan
.would be called at $4.11 a bushel. Under the new release and call levels, release
price is hit at $3.75 a bushel and the call at $4.63.

For corn, the release price was $2.50 a bushel and the call price was $2.80 a
bushel. Now, corn cannot leave the reserve without substantial g)enah,y until
grices reach $2.63 a bushel. Loans are not due until prices reach $3.05 a bushel.

imilar increases have been made for the other feed grains.

_ Reserve storage payments were also increased, from 25 to 26.5 cents per bushel
{)or glllreserve commodities except oats, which was increased from 19 to 20 cents a

ushel. - o :

We are also waiving the first year interest charges for the next 13 million tons of
corn entering the reserve. To be fair to producers who placed ¢orn in the reserve

- before the President suspended shipments, one year’s interest will be waived start-

ing January 7. However, interest accrued before that time will still be owed.

Where congestion is backing up the marketing system, CCC will purchase corn
from local elevators and producers.

The third set of actions consists of measures to expand U.8. grain exports in the
short-term without reducing the exports of cooperating countries.

President Carter has announced that he is asking Congress not only to act
quickly on his pending FY 1980 supplemental appropriation request of $36 million
for food aid, but also add another $100 million to permit us to program a portion of
the grain previously sold to the USSR to meet urgent food needs of international
refugees and poor people in selected less developed countries. The additional $196
million wcmldp permit us to increase grain and soybean product exports this year.

The President also indicated that he would increase his FY 1981 P.L. 480
bud%%tbrequest by $100 million, That would provide for the export of as much as
450 tons of grain and soybean products.

The specific additional country and commodity allocations will depend both on
the ability to identify concessional sales markets which will not undercut either
U.S. commercial sales or exports of other countries, as well as the magnitude of
ra%dly increasing refugee and other emergency feeding needs.

e have announced that the CC”. noncommercial risk guarantee prograin for

. financing agricultural exports will be broadened in the near future and will provide

all-risk coverage on up to $2 billion. The additional guarantees will be used to -

stimulate new exports as long as they do not replace our own commercial (cash)
exports or disrupt markets for cooperating countries.

he expanded all-risk guarantee program is expected to reduce long-range

operating costs, provide the advantage of variable interest rates and broader

program ﬁexibifity than provided by the current direct financing program.’

T,
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Also domestically, the Administration has sought to stimulate the production

of grain for alcohol fuels, better known as gasohol. This could provide an addi-

_ tional, significant factor in future grain production and demand. The administra-
tion has announced a program to greatly exg)and (quadruple) gasohol production
this year, and provide enough gasohol to replace 10 percent of the nation’s sui)ply
of unleaded %asoline next year, primarily through tax incentives, loans and loan
guarantees. This program alone could be a market for up to 3 mmt of grain by
the end of 1980. .

The fourth set of actions consists of longer-term adjustments in supply and
demand. While we have announced there will be no set-aside for 1980, we do have
the legal authority to imglement a diversion program should supply, demand and
price factors warrant such a program. Presently we are reviewing these conditions
and will announce our decision by March 1, in enough time to meet producers’
planning needs.

THE COSTS °

Throughout our history, the American people have always been willing to make
whatever sacrifices are necessary to meet the challenges that such events pose. .
This is one time when some sacrifices will be called for. But I am firmly convinced
that the actions we have taken will reduce the amount of sacrifice to much lower
levels than one might expect.

What we have done is to pull out all the stops to make sure that the suspension
does not alter supply and demand fundamentals. By taking out of the market
every bushel of grain destined for the Soviet Union, there is no more grain avail-
able for trade than there would have been had the grain been delivered.
~ But that understates the scope of our actions. There are producers in your
states who are going to put more into reserve than they had originally planned.
That grain will not be available to the market unless wheat prices rise above
$3.75 a bushel and corn prices surpass $2.63 a bushel.

These actions will not call for undue sacrifice by the taxpayers. We expect that
total cost of those actions—the assumption of contracts, the changes in the
farmer-owned reserve—to range hetween $2.5 and $3 billion for the combined
fiscal years 1980 and 1981. That comes to less than $14 per person for that two-
year period.

But that $14 is not a net cost. A significant part of the money we spend on
these programs is in the form of loans or credits. Farmers will be putting more
commodities into reserve, but these commodities will be available later to come
back onto the market when prices move above reserve trigger and call points.
When that happens, reserve loans will be repaid and a receipt will go back to the
taxpayers. I believe that at least half the total expenditure will come back to
the Treasury—which means the net cost of these actions will be about $7 per
person.

1980 OUTLOOK

We, of course, have no crystal ball to predict with any certainty what 1980
will bring. But considering the fundamentals of world politics, economics and
supply and demand factors, we can offer some likely prospects for 1980. ’

orld demand for U.S. agricultural products continues to expand rapidly due
to global economic expansion, population growth as well as favorable exchange
rates and increased emphasis on improving diets in food-short developing coun-
tries. These factors were contributors to 1979’s record agricultural exports and
they boosted our agricultural trade sur})lus to nearly $16 billion last year. -

By all indications, 1980 should still be a record year for U.S. agricultural
exports. World grain production declined about 4 percent in 1979-80 but our
own crops have never been larger. Although exports will be slightly lower than
they would have been if Soviet sales and shipments had gone forward as planned
the volume should come close to a record 150 mmt—compared with 137 mmt in
1979. This means an 11 percent increase in the volume of wheat exports, and an
increase of about a tenth in feed grain exports and continued dominance of the
world soybean market—at least through the 1980 Southern Hemisphere harvest.
The value of our farm exports is expected to be $36.4 billion, contributing more
than $18 billion to our balance of payments.

These numbers illustrate an important point. While the Soviet Union has been -
a major U.S. customer for the past few years, it is by far not the most important
market for U.S. farm exports. The Soviet share of our export market can more
clearly be understood bg recognizing that exports to the rest of the world have
accounted for more of the growth in our export sales—and those are steady, sub-
stantial and growing markets that are less dependent on the rapidly-shifting
currents of weather and international politics. ’
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As for world production in 1989, it is impossible to make any precise predictions.
It is also difficult to predict our own. But should weather or other problems cut

" back our production levels, we have stocks on hand to meet world and U.S. needs.

.. If weather is again favoraiale, we have legal authorities to offer programs to pro-

ducers to try and bring supplies more in line with demand.

Through the series the Administration has taken in the wake of the Soviet
sales suspension, farm prices and farm income should be about the same as they .
would have been without the suspension of sales. Initially after the suspension
action was announced, we saw some slippage in farm prices. However, in the three
and a half weeks since, most prices have recovered. For the balance of the 1979-
80 crop year, we are still predicting grain prices will average higher than in 1978-79.

But while this is encouraging, it is not to say that all will be well with respect
to U.S. agriculture in 1980. The rising coust of farm inputs is expected to erode
much of the gains in higher farm prices and record farm receipts, leaving net
farm income about a fifth below 1979-levels.

But that does not tell the whole story either. The typical midwestern corn and
wheat farms and land extensive farming and ranching operations will likely be spared
much of the burden of the income decline. For example:

Cow-calf and sheep producers’ income will likely increase in 1980. The calf
crop is smaller and feeder cattle prices may reach record high levels.

airy producers’ financial outlook will continue to be favorable. Milk prices
m% be up 10 percent and milk production will be at least as large as last year.
heat, rice, corn and sorghum farmers will have higher cash receipts. Cash

" receipts from all cro s—exXcluding the oil crops—are now expected to be 8 percent

above the record 1979 level.
Prospects for soybean producers, however, are not as good as in the recent past.
Soybean prices will be under pressure from larger supplies, and production ex-

. penses will be higher, Yet, it appears that returns still will be above costs for most

M

growers. Southern Hemisphere developments and spring planting decisions are
ey factors in 1980 oilseed prices. Cotton producers are faced with large supplies
as a result of last year’s high yields but fortunately demand has been exceptionally
strong. For the first time, exports will exceed domestic use.

Fruit and vegetable producers also face moderately lower returns. A large pack
of both canned and frozen fruits and vegetables, together to increasing labor costs
will narrow their 1proﬂt: margins.

Those who will be hardest hit by 1980 economic conditions will be the beef
feedlot operators, hog producers and feeders and poultry contractors. These tend
to be large-scale, highly specialized and hi%h]y capitalized operations who are less
likely to have significant off-farm income. They also tend to have the highest debt-
to-income ratios and to be the most vulnerable to cash flow problems.

After the past two years of strong farm prices and income, farmers are generally
beginning 1980 in good financial condition. In spite of increases in debt, asset
values are rising rapidly and are high relative to debts. Debt repayment rates
appear to be normal and delinquencies are few. Farmland values appear to be
continuing to rise steadily—reflecting current high farm incomes, optimism among
farmers regarding long-term income prospects and the small number of parcels

- of land for sale. While interest rates are higher than in recent years, it appears

that farm loan funds are in adequate supply. .

Turning to another fact of U.%. agriculture, it appears that food prices in 1980
will rise 7 to 11 percent above 1979 levels. This compares with an 11 percent in-
crease in 1979, -

At present, we are?redicting most of the increase—just under three-fourths—
to come from the non-farm sector—attributable to higher labor, packaging, trans-

) ?ortation and processing costs. Higher farm prices are likely to contribute one-

ourth of the increase and foods with a non-U.S. farm base will contribute one-

- tenth percent to the 1980 total.

Although food prices are expected to rise seasonally in the first half of 1980,
we do not expect to see increases of the magnitude seen in the early part of the
last two years. Continued large production of pork and poultry as well as large
supplies of oilseeds and citrus fruits will dampen overall rises. We may also see

. demand for some of the more expensive cuts of meat and food-away-from home

diminished with a slowdown in the economy. Moderate increases are expected in

.- the second half of the year as food price changes will be mainly caused by steadily
- increasing marketing costs.

Mr. Chairman, before concluding my remarks today I would like to add that I

" am not suggesting that we have succeeded in our every objective. Yet, I will

state vyit.hout. hesitation that the record of the past two years—and indeed, the



past three weeks—has been very positive anid the outlook remains good. How-
ever, our nation’s agricultural plant and our producers still face many problems.
In the coming months, we will look forward to working with our producers, con-
sumers, agricultural industry, and you in the Congress, to try to make in-roads
in solving the problems that remain. Thank you.

Secretary BErGLAND. Mr. Chairman, to answer your question on
the Soviets evading the grain embargo, I don’t think there is a coun-
try in the world with any commercial capacity that will cooperate
with the Soviets in that adventure. As a matter of fact, the United
States is the only country in the world with any quantity of grain
and the capacity to deliver, and we have, of course, secured the coop-
eration of Canada, Australia, the Western European Economic Com-
munity, and Argentina in providing the Soviet Union with a united
Western front.

They cannot make up this shortfall.

Senator BENTSEN. Tiey cannot make up that shortfall? Then let
me get to the next question because we had a chart up here earlier
showing us the effect on the U.S. economy if we lost 2 million barrels
a day of oil due to an interruption of supply from the Persian Gulf.

Now as I understand it, if tﬁis 17 million tons of grain is not avail-
able, and it approximates 10 percent of the supply consumed by the
Russians, what kind of an impact is that going to have on the Russian
economy? ]

Is its impact something more than cosmetic? Is it something that
is going to have a substantial impact on the Russian economy, if, as
you think, they cannot make an endrun around our embargo?

Secretary. BERaLanp. Mr. Chairman, I’ve characterized this action
and its effect on the Soviet as a major inconvenience for them. It's
true no one in Russia will starve, but in fact about 8 years ago, the
Soviet Government made a major decision to develop and expand its
animal output to satisfy a growing consumer demand. Within the
past 5 years, they have been building primarily poultry- and pig-
producing facilities, both of which require grain. Cattle can, of course,
get along on forage.

The grain requirements, they knew, must come increasingly from
non-Soviet sources because they have such limited capacity to pro-
duce grain in their own country because of the hostile climate and
other environmental limitations. And so, within the past 4 or 5 years,
with large grain imports, their expansion and output of pork and
poultry has been dramatic,

We, by this action, wiil {orce them to not only curtail the expansion
but actually engage in a reduction. We think they will not kill their
cows. It taf(’es too long to replace them. They will feed their pigs and
chickens in the current cycle and restrict the replacements, which
would probably mean chicken shortages showing up by late spring or
early summer, pork shortages by midsummer, early f al)l', and a matter
which the Soviets will have to contend with.

I don’t argue that this meat shortage will bring the Government to
its knees, but we have known of other centrally planned economies
that have had food shortages, and what they’ve had to contend with.
Poland, for example, had food riots a few years ago—because food
supplies are o major issue for that Government. :

nator BENTSEN. The embargo will deny ourselves a market for
some 13 million tons of corn and some 4 million tons of wheat. Look-
ing at the average increase of consumption of some of the other grain
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importing nations, how long is it goin%Ito be before that consumption
is made up in other markets for us? How long are we going to have
to be storing grain or trying to find some way to offset the impact of
the embarge?

Secretary BEraLaNp. Mr. Chairman, we are issuing our current
export estimates this morning. It is worthwhile to note that the
Russian business is & lot more interesting than important. We don’t
" need them, if it comes to that.

We don’t need to take much of a chance with our security. I can
guarantee that, too. For example, our current estimates are that our
current exports of grain and agricultural products this year will be
150 million tons without the additional Russian business, compared
with 137 million tons last year. .

Senator BENTSEN. Give me those numbers again.

Secretary BErRGLAND. Let me break it down. We're going to exceed
last year’s wheat exports by 10 percent. It’ll be 36.1 million tons.
Feed grain exports are projected at a record 65.9 million, compared
to last year’s 60.2. Soybean sales are forecast to 22.2 million tons, up
from last year’s previous record, 20.5.

It goes on and on, Mr. Chairman. Business is booming, and one
" thing we've had to contend with is this myth that the Russians are
'so all powerfully important. They’re not.

And so we're making arrangements to run for the long haul if need
be. If we're not prepared to go back and do business with the Russians
except on our terms, and when they decide to return to a safe and sane
foreign golicy that does not gosg a threat to the United States, we're
pre&are to go back and do business with them.

nator BENTSEN. Does that mean you are going to have a policy
of paying American farmers not to produce—that you’re not going

to have some enormous storage problem in this country?

"~ Secretary BErGLAND. We are not, Mr. Chairman. We have more
than 11 billion bushels of one-farm storage capacity. We have more than
7 billion bushels commercial warehouse capacity. We have no over-
powering burden, and we have a reserve program in place to tem-
porarily reserve the grain that otherwise would have been loaded to
the Soviet Union, holding it back on the farms to wait and see what
the next 12 months hold. We don’t know what the corn yeilds will be
this year. We haven’t any idea. It’s between 90 and 115 bushels per
acre, I suppose.

Senator BenTsEN. Along the lines of increasing markets, let’s get
into the question of gasohol and what we can do with that energy
" supply option. As I recall, the President’s program calls for increasing
thg manufacture of ethanol for gasohol something like on a fourfol
order.,

The embargo may help satisfy grain requirements for that ethanol
production. But in the longer run, does the gasohol program confront
us with any tradeoffs between corn that we will need for cattle feed
for example? Are we going to have to balance off whether we have
gasohol or whether we have those feed stocks?

Secretary BErGLAND. There need to be some tradeoffs considered,
but it’s not an either/or choice. Our exports are much as though we
were a colony. We're exporting raw materials. We think there can be
o great deal done in the area of processing to extract the energy for
alcohol and export protein, for example, The two are not exclusive.
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This is & new industry, however, which is only now starting to
become a commercial reality.

Senator BENTsEN. Then you're thinking that what might have
beenht]llought of as excess production would be going into things like
gasohol,

Secretary BErRGLAND. We think it will. Yes, Mr. Chairman. As
recently as last July, the production of alcohol was not economically
feasible. Today it is.

Senator BENTsEN. What's happened that makes it feasible now?

Secretary BEragLAND. The OPEC price increases have changed the
domestic economics of alternative fuels substantially. k

Senator BENTSEN. But it’s more & price action than it is some major
technological breakthrough?

Secretary BERGLAND. It’s both, but mostly price. Yes, sir.

Senator BENTsEN. I think my time has expired. I turn to Con-
gressman Wylie. ~

Representative WyLie. Thank you very much, Mr. Chairman.

Mr. Secretary, I want to follow up on the questions about gasohol
and alcohol and ask Secretary Duncan the same question. I might
say that [’'m now convinced that the Ohio Farm Bureau Federation's
emphasis on alcohol is the right direction that we should take on alco-
hol, on alcohol fuel engines. And this Soviet invasion of Afghanistan,
as I said before, may be a blessing in disguise in that it shows the
necessity that we have to get off our dependence on Persian Gulf oil,
and at the same time, we are apparently going to have a surplus of
grain. :

I might say that Brazil has done a lot in this area. They are pro-
ducing automobiles, or having imported automobiles which run on
ethanol and alcohol. Do you think there’s enough coordination be-
tween your Department and the Energy Department to produce
gasohol or an alcohol fueled engine for automobiles? Twenty percent
of all the oil we use in the country is burned in our automobiles.
Couldn’t we cut down considerably on our dependence on foreign oil
if we go this route?

- Secretary BERGLAND. Substantially, yes, sir. We could. May I
point out that if we could achieve—as I tﬁink we're about to achieve—
a 10-percent reduction in home heating oil consumption through energy
conservation programs, that represents as much diesel fuel as is
burned up in all the tractors on all the farms in our country for an
entire year. ,

Representative WyLie. Good. What do you think about a Man-
hattan-type program to produce fuel for cars from farm products?

Secretary BERGLAND. ? think we’re in it, but it’s in a more subtle
way than the Manhattan exercise. It is coming. It will be driven or
fueled by, in some cases, corn; in some cases, anima} waste; in some
cases, city garbage. We think for the long run the biggest feed stock
will be wood material.

I think the day will come when we'll have energy orchards, Con-
gressman Wylie. We'll be planting trees designed primarily for the
capacity to gather the Sun’s power and convert it to alcohol.

epresentative WyLie. OK. Right now we have this surplus of
grain, and we need a use for it. We are dependent on the Persian
Gulf for oil, and we know that automobiles can run on ethanol; they

e
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~run on ethanol in the Indianapolis 500. As I saY, Brazil is requiring
that 10 percent of their imports run on methanol. ] ~

Isn’t this a good time to put in place the capacity to produce alcohol |

from grain and then may%e convert it to other biomass? Mr. Ed
Luzinski of Battelle-Morrell Institute in Columbus is even producing .
alcohol from ragweed, which he’s using to fuel an automobile engine
which he has converted. He used that. S :

I think that we need some lead time here vis-a-vis our energy prob- -
lems, and it seems to me as if we could do something fairly quickly
here in this area. I'm just wondering if you think that your Depart-
- ment is doing enough if there is enough coordination. Why aren’t
more loan guarantees being provided? Why aren’t more tax incentives
being provided? And I might say, I have a bill in to do that—to
encourage the production of plants to make gasohol for alcohol-
" fueled engines from farm vBroduct,ss.

Secretary BEraLAND. We think alcohol will be an important motor
fuel source and will grow with time. And as we learn more about how to
conzﬁrt the various materials to liquid fuels, it will grow even more
rapidly.

We are now in the business of making loans. We have a $100 million
Farmers Home Administration program in place to finance the so-
called small and medium scale plants. The problem is that we’re had

_very limited experience with this new industry, and I’'m not authorized
to r(xil_ake grants. I have to make loans. And we have to have feasibility
studies. "

There’s a lot about this that we don’t clearly understand yet.

_ Representative WyL1e. I stand ready to try to be helpful to you in

any way possible. As one Member of Congress, I think this particular
area holds a lot of promise for us, and I thank you for being here and
for your comments. -

Secretary BEraLAND. We agree with your assessment, Congressman
Wylie.

Senator BEnTsEN. Congressman Long.

Representative Long. '%‘hank you, Mr. Chairman.

Mr. Bergland, with reference to the gasohol program and the
financing available for its production, it is my understanding that
B. & I. loans, within the Department of Agriculture, have been serving
as the principal source of financing. And yet, as I understand the
President’s budget for this year, there has been a cut in the amount of
money available for B. & 1. loans.

f?Is this inconsistent, or does this fit with what you were just speaking
o
- _Sec;etary BergrLanp. May I yield to our Budget Director, Mr.
jort? ‘

Mr. Hiort. No;Idon’t think it is inconsistent. We have earmarked
$100 million from that account—the business and industrial loans—for
- alcohol fuel loans for this year. We'll clearly have at least that much
for the next year—in fiscal 1981. It is true that the total comes down
about $100 million. We’ve had some problems with that account but
not in this particular area. .

" Representative Long. What you would do then is switch the
emphasis of the program?
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Mr. Hiorr. Within that total program, we have $1 billion in the

fiscal 1981 budget. We’ve had $1.1 billion this year, and within that
total, we believe there are sufficient funds to finance alcohol fuel.

" Representative LoNg. But it would reflect substantial cutbacks in

the other B. & I. programs? .

Mr. Hiort. Yes, sir. It could on some things where we've made
some very large loans under those authorities that some believe are
not appropriate for our a.gencg'. : :

Secretary BEraLaNDp. We'd like to have that whole program re-
viewed, Congressman Long. We've gotten dragged into financing
steel mills and railroads.

Representative Lona. It looks to me as though the program has
been very widespread, at least from my experience.

Secretary BERGLAND. Yes, sir, it is. )

Representative Long. Perhaps going a little bit astray.

. Secretary BEraLAND. Beyond our scope, really. _

Representative Lona. Mr. Secretary, in the boycott that has been
imposed with respect to the grain markets, the situation in Iran near]
destroyed perhaps the only major market that there was for U.S.
long-grained rice. Qur farmers were shipping it to Iran and the Middle
East. You quickly developed a ro%ram to help grain farmers impacted
by the embargo on Soviet sales by going into the market, and by
doing other things,

Do you have any programs similar to that for the rice farmers?

Secretary BEraLaND. No, sir, we do not. The Iranians were about a
$500 million market for U.S. agriculture until about last July, and
they started taking their business elsewhere, and by November, we

were selling them virtually nothin%;

" Wae are hopeful, of course, that this whole mess can be settled and
we can resume & normal relationship with them.

Mr. Hathaway runs our Foreign Agricultural Service on other
matters. What about the rice question?

Mr, Hataaway. Congressman Long, I recognize the importance of
the Iranian market to particularly the long-grain-rice producers, and
~ we are looking for other outlets for that including, to the extent it
appears feasible within the budget and other constraints, some addi-
tional use of this for refugee feeding As you know, the President will
be requesting a supplemental for Public Law 480. Some of the refugees,
certainly in Asia, are traditionally rice eaters, and that is one area
that we're looking at.

Because of the natural preference that the Iranian people had
devel:{)ed for the long-grain rice, the Secretary indicated if we resume
normal economic relationskips, it would appear that they would be
vexl'g interested in obtaining such rice in the future. : .

epresentative Lona, One additional %estion, Secretary Bergland.

All of the problems that we've been talking about here today—the
U.S. economy'’s increased dependence upon agriculture, not only for
its foodstuffs, but now for a considerable portion of its energy supply—
makes the question of the disappearance of land for farm usage even
more important than it was a few years ago.

As you know, when you were a Member of the House, we considered
legislation related to this, to some extent. : ‘

Representative Foley, the chairman of the House Agriculture Com-
mittee appeared before the Rules Committee yesterday with a proposal
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" for an additional study of this problem. And, as a part of his testimony,
- Congressman Foley said that the position of the administration has
- been against this additional study.
Do you know anythin§ about that?
Secretary BErarAND. s that what we call the Jeffords bill?
Representative Long. Yes, I believe it is.
~ Secretary BEraLaND. We have eﬁ‘ectivelg implemented the essence
of that %roposal without a new law. And the only difference, I think,
in that bill and in what we’ve done, what it provides for some sub-
stantial block grants to States to help finance some of this activity.
We have & major study underway into this question of land use.

As a matter of fact, we’re paving over about 3 million acres of
land a year.

We now have about 90 million acres of the world’s best land under
cover. Pavement, mostly. And in my lifetime, and I’'m only 51, we've
covered over the equivalent of all the cropland in Ohio.

At the rate we're goin%, before the century’s out, we'll pave over
the equivalent of all the land in Iowa. And that’s the magnitude of
this matter.

The long-range implications

Representative Long. The long-range implications of the problem

" are very serious. -

Secretary BErRGLAND. They're disastrous in the long run. We've
implemented a program which we think can help mitigate this.
Federal programs have tended to go off like loose cannons and I've
made some changes.

We have nine States now where we have contracts with Governors
that say that we’all make no water, sewer, multiple-housing loans or
grants 1n violation of local ordinances and land-use policies.

-~ Representative Lonag. I think it's an example of some of the other
long-range problems that we have been recently facing in this country.
le: the past, we’ve turned our back on them, and walked away from
them., '
" T encourage you to pursue this problem aggressively and I assure
you that, from this en(f: I’ll do whatever I can to help. ’

Secretary BEraranDp. Thank you, sir.
~ Senator BENTSEN. Senator Jepsen. ,

* Senator JEPSEN. Thank you. '

" Mr. Secretary, I won’t say anything on the grain embargo. You
- already know my feelings on that. '
.-+ I would like to continue to pursue some of the things that I think

.o are a little inconsistent in what we're trying to do.

It's my understanding that there are 17 million tons of embargoed
ain. It also is my understanding that we have a contract with
ussia for shipment of somé 1 million metric tons of superphosphoric
acid which is necessary for fertilizer, that will produce an increase of
some 20 million metric tons of grain. ‘ - '
Now since we're embargoing 17 million, and still we’re exporting
to them superphosphoric acid necessary for the fertilizer to produce
_an estimated 20 million additional metric tons of grain; is that
consistent? . : o ‘
“ Secretary BEraLAND. No; it’s not. As a matter of fact, the Soviets
have a contract with a private American business firm. ‘
Senator JEpseN. It’s Occidental Petroleym, a contract from 1980

- 7 t01997. .
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Secretary BErGLAND. That’s right. And sir, you're right. It’s not
consistent. -

Senator JEpsEN. That’s all I have. -

Secretary BERGLAND. As o matter of fact, though, may I point out,
Senator, that the licenses for that whole question are under active
review by the Commerce Department.

Eenator JEPsEN. All right. I'm just pursuing every aspect of this
subject. '

Ig we don’t need their business, then the farmers again are providing
?‘ very symbolic gesture. And others aren’t putting very much on the

ine.

It doesn’t really hold true with what we’re attempting to get at.

Secretary BERGLAND. Well, I'm personally against shipping phos-
phoric acid to the Soviet Union. And I have made my advice known to
the persons in charge of that enterprise.

Representative BoLLiNg [presiding]. Thank you, Senator.

Congressman Brown.

Representative BRown, Mr. Secretary, I want to discuss a little bit
of a predicate with you for this whole situation, that as one of my
colleagues said, and I think said very accurately, that we are sub-
stituting the possibility of war for energy policy, and perhaps we are
getting involved with trade policy.

The Eastern European countries, including Russia, have a current
debt to the West of something like $75 billion.

Now based on their trade, let me just pick one country out, perhaps
the worst of the lot of any size. Poland owes us and other Western
countries with which we have traded $20 billion.

Giver. their annual trade with the West, that’s the equivalent of §
Years or so of trade, maybe 6 years of trade. .

Or to put it on our terms, if, based on our international trade, we
owed somebody a similar amount of money, some foreign country a
similar amount of money, or all foreign countries a similar amount of
money, we would owe a trillion dollars more than our total current
national debt. .

It occurs to me that one of the reasons, then, that Russia might be
interested in owning the oil from the Persian Gulf, or controlling it,
is that that is a means of balancing off the debt that these countries
have to us and other Western allies, including the Germans, the
grel%ch, and so forth, who are heavily dependent on oil from the Persian

ulf area. ‘ :

Now would it have made more sense for us to cut off the credits that
are given by Western banks and financial sources to Russia and the
Comecon countries than it made for us to cut off our trade in grain, so
‘that we could have put the pressure on them to back off from that
situation in the Middle East? ' o
* In other words, they would have then aliowed for a prioritization of
what they owe or what they need. And theg might have decided that -

they would rather import U.S. grain than t :
in Krance or Germany or some other part of the Western alliance,

And we would have suffered less—those countries that are actually
more in debt on that Mideast oil situation, the Persian Gulf oil situa-

tion, might have moved to us a little bit more closely as allies in that
situation than is currently the case. 5 I L

Do you understand wl;atj, I've tried to lay out for you?

oY
it

ey would a product made .~



45

. Secretary BEraranp. I think I do, Congressman Brown. And I
would ask my two colleagues, both of whom are skilled economists,
~ to deal on the credit matter.
: I would only say that we are engaging in separate policies with
- regard to Poland and that’s similar to, but not quite the same as our
. trading relationship with Hungary and Romania and East Germany.
"~ They're all different from the Soviet Union. We enjoy a very fine
commercial relationship with those Eastern-bloc countries that we’'d
like to strengthen, frankly, because it’s a good bridge to use for a lot
of reasons.
Representative BrowN. It certainly ought to be strengthened if
: thg)e' owe us 5 years’ worth of payments for what they're purchasing.
. Secretary BEraLAND. We’re aware of the current conditions and
external debt of Poland. It is a serious matter.
- Mr. Hathaway and his colleagues are stm%gling with that every
daK/i Do you want to comment on that or the Soviet credit question?
r. Haruaway, Well, Congressman Brown——

Representative BRowN. It 1sn’t just Soviet credit, you know, as 1

laid it out. It is Eastern Bloc credit, the Soviets and Poland, Bulgaria,
" and so forth. ,

.. Mr, HatHAWAY. As president of the Commodity Credit Corpora-

tion, I technically am one of the people who owns a lot of the debt

for particularly Poland because we have financed substantial quanti-

ties of grain sales over the past few years to Poland with CCC credit

on commercial terms, 3-year credit.

We have not financed any additional credit since, I believe, the

. last announcement was last October.

Other parts of the Government are looking at the broader credit
issue and I think, because most of those activities and consultations
fall outside the area of the Department of Agriculture, that the Treas-
ury Department could more appropriately answer the question of
what is being requested and considered in that regard.

We have been vexK conscious of the point that you raised about
CCC credit. Inasmuch as we do not expect to have additional requests
from that area, we would not expect to be granting additional CCC

" credit. ',

Representative Brown. Well, if you'll go back on the record and
~look at the question again—and my time is up—implicit in that ques-
“ tion is the suggestion that the embargo of grain was perhaps not the

‘riﬁht choice and an embargo of credit might have been a better choice.
They might have continued to buy our grain, but brought our allies
into better understanding because th%y couldn’t have used credit to
¢ purchase from them other products. That might have been a better
wag in an international sense to bring the allied position and the
. U.S. position closer together. It would have reduced the economic
impact.
cretary BERaLAND. May I suggest, Congressman Brown, that
you bring that matter up—I th.in.E that Secretary Miller is due at
" your February 1 hearing—that would be something more in his line.
. Representative BRowN. I hope to do that precisely. And I wanted
. to do it with the Secretary of the Department of Energy, but time
- didn’t permit. ’ ‘ ‘
-~ Secretary Bzraranp. I would only point out that 1 ounce of gold
-, will buy 4 tons of grain. And the Russians have a lot of gold. : '

64-123 0 - 80 - 4
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Representative Borring. Congresswoman Heckler.

Representative HEckLER. Thank you, Congressman.

Mr. Secretary, I am encouraged that you've discussed gasohol from
cellulosic waste, cellulosic products. This is something that interests me
greatly. I use a form of urban waste, ethanol, mixed with gasoline in m;
congressional van. This is bought from a laboratory in our area whic
is producing ethanol from urban waste.

e are now spending, as you know, $4 billion a year to dispose of
waste and it’s harder and harder to find places wKere that kind of
dis({msnion is %ping to be acceptable. We’re running out of landfill sites
and landfill policy is becoming a major problem.

At the same time we’re discussing gasohol; it doesn’t seem to me
that we are accelerating the timetable which will make it possible for
gasohol from cellulosic fibers or waste to be on the market. And it
seems to me that there’s a tremendous contradiction in this. All of the
critics of gasohol have said that there is not a net energy savings. In
fact, they maintain that there’s a net energy loss. But we know that
there would be an energy saving in terms of the gasohol that is pro-
duced from recycled waste or cellulose, wood chips, et cetera.

Now, what is the realistic timetable which can bring that type of
ethanol or gashol to the marketplace? And what are you doing to
accelerate this? What can we do to accelerate it?

How can it be a viable option at a time when we are really struggling-
with the gasoline consumption problem in America?

Secretary BERGLAND. }I]‘he production of alcohol from grain is not
& new science. We think that that's a matter which has been tested

-and develoged commercially, and we’ll continue in that regard. Inci-
_dentally, there are going to be several large-scale alcohol-producing
facilities built this year with private resources in the private sector, as
it properly should be. ‘
) e of the problems in producing alcohol from cellulose is that there
are & number of new systems to extract the energy being developed
and it’s in the research stage yet. The anaerobic digesters, the enzyme
processes and other new ways of extracting energy are being worked
- on at Purdue University. I hate to mention various colleges. I'll forget
some. But, indeed, there’s a lot going in this regard. .
Those persons who are interested in that business from a commercial
- point of view are reluctant to invest many millions of dollars in &
: sKst.e_m today because the state of the art is advanc'm%)so rapidly. B
" the time they get onstream, a better process may have been developed.
And it's in that stage at the moment. o
" We 're encouraged, though. We think it will be 3 to 5 years, probably,
until these new processes have been perfected and applied commer-
cially that were designed to gather energy from waste newspaper, city
- garbage, wood material, and the like. : ‘
Representative HEckLER, That would mean that the development
of the process would be completed, possibly by 1985, and then it
would go into the question of building plants and funding and so forth.
Is that right? ' '
Secretary BEragLAND. Yes, ma’am, commercially. Now we have
financed an experimental project to test the feasibility of a process -
which has been developed at Purdue University using wood fiber. . -
. And that’s now being built. ‘
- Hopefully, that will be demonstrated this year. °
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- Representative HECKLER. I’m informed that my time has expired.

Representative BoLLing. Senator McClure,

Senator McCrure. Thank you, Congressman. ,

. ~Mr. Secretary, the farm community of the United States was ve
severely shocked when the embargo of grain was first announced. And,

of course, this was the first question that many of us received from

our constituencies: Do you support that action?

I said I would and do if the farmers of the country aren’t the sacrifi-
cial lambs on that altar. In order to make certain that they do not
become the ones who pay a disproportionate price for that policy, it
seems to me that there are two or three things that need to be done.
And I've heard the administration address themselves to a part of
- that but not all of it. '

First of all, you've moved to make whole the people who had such
contracts, pretty largely the grain traders.

You have assured individual farmers that the surplus would be
removed from the market. But it does not remove it from the market if
it is just put in storage and can return to the market at some future
time. It overhangs the market and depresses prices and that is happen-
ing. It seems to me that the administration ought to, by its own
initiative or in support of those of us up here who want to do so, remove
that from the market permanently.

And I would suggest we might couple it with our concern about
alcohol and dedicate that quantity to a new alcohol Erogram so that it
cannot return to the market. It would therefore be effectively removed
and would not overhang the market.

. Secretary BErarLaND, Senator, the so-called overhang in this case
is perhaxs 500 million bushels or so, as a consequence of the Soviet
action. Although it’s argued that much of that will be absorbed by
other countries who have entered the markets and are buying grain
that we wouldn't be able to deliver to Russia. Our bottleneck today
is our capacity to load ships. And so the loss is not 500 million but
something less.

_ But under the matter of dedicating grain for alcohol, our problem
is that if we were to buy corn and sell it back in the system at a sub-
sidized rate, we depress the corn markets generally because the corn
markets will feel the impact of this new corn coming in at a lower rate.
Alcohol producers are now buying corn in the markets. They’re buying
for both motor fuel and for medicinal purposes and other necessary
applications.

And so we think it would be a mistake to sell at less than prevailing
market prices.

Second, we can’t get anybody interested in a one-shot deal. No one
is going to build a $50 million alcohol plant on the strength of this
reserve which we have now which may disappear by fall.

Senator McCLURE. That leads me to the second question, because I
agree with you that that’s one of the deterrents. As a matter of fact,
another part of the problem that we have is that you can’t ask the
farmers to plant from fence to fence, and then restrict their markets,
which has been done by this policy. And it seems to me that although
there was no 1980 farm policy with respect to restricted production,
that there now needs to be one to respond to the new reality, the
market which this policy has created.
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I have not seen the administration moving in the direction of helping
_the farmers as their markets shrank or were artificially reduced, sssist-
ing them in matching that with a reduction in production, They
believe, whether it's fact or not, that the administration is again
ursuing a cheap food policy, which will be at the expense of the
armer. - :

Secretary BEraLaND. Well, we could argue the cheap food question.
but on the other side of the ledger, the fact is that consumption of
grain, both foreign and domestic, is breaking all previous records.

Senator McCLuRE. So is production. :

Secretary BErRGLaND. Yes, sir, and production last year broke all
records because of a fantastic 110-bushel-per-acre yield on corn.

Senator McCLuRE. I don’t want to get into the question of why we
always produce more than the targets. ‘

Secretary BeraLanp. Well, that’s right. The problem is that we
engaie in this fancy guesswork in November that tries to forecast the
weather for the following year. We can’t even forecast the weather for
next weekend.

It's a dangerous business, trying to predict what yields will be. But
to make a long story short, we are now looking at the feasibility of
whether or not we need a paid diversion program for 1980. Such a
proE{gm might encourage every corn grower or grain grower to stay
within his or her normal crop acreage—and that’s important. We're
not encouraging land mining. We've got too much of that now. We've
got at least 10 million acres of land, now in crops that should go back
to grass.

d that's another question. But we don’t want to do anything
which will encoura%s or allow the breaking out of noncrop land to plant
to various crops. We are supporting legislation for this year, which
would only allow producers who adopt a sound conservation plan to be
entitled to target prices, price supperts, reserve benefits, and all the
rest.

Now, back to your question—we're looking at the question of
whether we shoulff have an additional Baid diversion for corn only.
It’s a close call. We could go either way. On the basis of current supp {
and demand estimates, if I were forced to make a choice today,
would say that paid diversion is not necessary. .

But if we decide that it should be, because of events which we'll
watch very carefully over the next 2 or 3 weeks, we almost certainly
would have a paid diversion program targeted at erodible land.

. Senator McCLURE. Let me just follow on one moment, because
again, you can’t ask the farmers to plant from fence to fence and then
restrict their markets without having some impact upon the market

price. .

Secretary BeraLanp. We agree.

Senator McCLure. That’s happening and they’re concerned about
it, and I think they’re not being fairly treated when, as a matter of
fact, their segment of the econom.y is thus treated as a matter of
policy in trade with the Soviet Union.

Second, if you do enter into any kind of a diversion program, I
would hope tgat you might utilize that provision of the law, which is
law as the result of an amendment that I offered two different times
to allow you to designate production from diverted acres to alcohol
production. :
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You’ve indicated in the past that you think that makes some sense.
It may make sense, but nothing’s ever been done with it. It was very
- difficult to set it throu%h the Congress, and of course with no diverted

acreage, it doesn’t apply. But if there are any diverted acres, then we
begin to strike at that other side of the alcohol question: how do you
get people to make investments when they don’t know they have a
short supply of the raw product?

Secretary BerarAnD. Senator, the fact is, of course, that our corn
exports this year will be 200 to 250 million bushels ahead of last year,
and growing steadily. When you see the growth charts in exports you
see a steady increase.

Senator McCLure. But we’re not %oing to keep that grain away
from Russia if, as a matter of fact, that’s our go icy, as we expand
exports. All we're going to do is create additional middlemen. -

cretary BErRaLAND. No; the major growth area is not the Western
World. The major growth potential is in the developing countries.
That’s where we're looking for new markets.

Senator McCLure. But they made a calculated shift a number of
years ago, in 1974 and 1975 as a matter of fact, as they began to get
off of a cereal diet with a little bit more protein, which resulted in the
world’s food prices shoot'm% up suddenly. EnergK prices shot up sud-
denly. They made the calculated decision in much of the Third World
to buy energy and go back to the cereal diet.

Secretary BERGLAND. That's true.

Senator McCLURE. And I think the same thing is true here. If
they have the opportunity to exchange that cereal bought from us to
the Soviet Union for things that are of more value to them than that
food supply, they will do so. I am not at all convinced you can treat
this food market as though it is in neat little packages and we'll just
embargo the shipment to Russia but exgand shipment elsewhere and
also believe that that isn’t going to get back to Russia.

I think that’s naive in the extreme. There are going to be middle-
men, and I don’t know who they’re going to be, but there might even
be some retired or active Members of Congress who are involved in
that sort of thing. .

. Secretary BeraLanp. We know about them, too, and we're watch-
ing them like a hawk.

Senator McCrLure. But it’s going to happen. )

Secretary BERGLAND. Senator, on the matter of the set-aside acres
and alcohol, may I just make one comment? Everybody in our business
is looking at increased export demand the world over, and no one is
prepared to make o major commitment to an alcohol fuels program
on the assumption that we’re going to have corn surpluses this year,
We're going to build up stocks because of an exceptional yield. But
if we have a 1974 kind of weather pattern come back this year, our

"reserves are all gone, and we can’t get people to invest in a major
alcohol prOﬁ-am on such flimsy feedstock assurances. .

Senator McCLure. Well, Mr. Secretary, corn isn’t the only feed-
stock. It ;ust happens to be the one that’s in surplus. We had a record
surplus of potatoes. They’re also a pretty good feedstock.

" Secretary BERGLAND. 'Yes, sir, they are. )

. Senator McCLURE. There are o number of things that can be fed
into such a plant. As you know, we have no sugar program that’s
going to keep the sugar industry alive. Sugar can move into alcohol

{
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production as they’ve done in Brazil. That's the basis of their alcohol
program down there. Sugar cane, rather than sugar beet, but never-
theless, it’s not just one product that can move in there. ,

. And I would agree with you, anybody building an alcohol plant
isn’t going to depend just upon corn. We ought to be able to depend
upon the productive capacity of the acres of farm land in this country,
and we ought to be looking at what's good for the United States in
terms of meeting our own requirements, before we start talking about
or Worrf'mg about simply expanding foreign food markets. '

And I’'m not opposed to expanding foreign food markets, but I am
very much concerned that we don’t so concentrate on that that we
ignore the potential, .

Secretary BERaLAND. We think the potential is substantial, Senator.
But it must come on a market which is fundamentally sound, eco-
nomically speakmf. .

We are opposed to subsidies to the industry because it sets up a
false set of economic parameters that can’t be sustained.

Senator McCLURE. Well, it would be better than going to war.

Secretar{/IBERGLAND. I agree.

Senator McCLURE. Over energy policy.

Representative BorLing. My closing comment will be that I had
the misfortune, Mr. Secretary, to have an otherwise scheduled meet-
ing with members of the Kansas City Board of Trade on the first
working day after the embargo announcement. I knew so little about
it that I indulged in my usual act of faith where the Department of
Agriculture is concerned, and said that I have great confidence in

—Beb Bf;‘l%land, who’s an old friend, and I’m sure it will go well.

I think you're doing a fine job. I'm delighted to see you. And I’'m
sorry we don’t see more of each other.

Secretary BERGLAND. Thank you, Congressman Bolling.

Representative BoLLing. The committee stands in recess.

[Whereupon, at 12:10 p.m., the committee recessed, to reconvene

‘at 10:30 a.m., Friday, February 1, 1980.]
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OPENING STATEMENT OF SENATOR BENTSEN, CHAIRMAN

Senator BENTSEN, If we may have order, I also promised Chairman
Volcker I would have him out of here by 12 o’clock, so I would hope
that members would again apply the 5-minute rule. :

We are very delighted to have you here, Mr. Secretary. This is the
second of our five near- and medium-term outlook hearings on the
economy. We are fortunate to have with us today testifying two of
the principal architects of the administration’s economic policies.

The problems currently plaguing the economy are really tough.
We are looking at a situation where inflation has worsened. We are
looking at an increase in the unemployment figures, and we are look-
" ing at a downturn in productivity.

e are looking at a job situation in which jobs for blacks, His-
panics, and teenagers have become an increasingly difficult goal for
them to attain.

As I look at the economy, at least for the short term, I can’t help
but be very worried about it. I look at the administration’s forecast
for inflation of 10.4 percent. If you talk about 10.4 percent for in-
flation, you have to assume in that forecast that the OPEC nations
are going to behave a lot more responsibly in 1980 than they have in
the past. And you have to assume that the high cost of home financing
and the high cost of home purchases, will not be spilling over into
wages and prices in 1980, :

. d I am concerned about the 7.5 percent forecast on unemploy-

.ment because that has to assume a labor force growth dramatically
. lower than even last year’s growth, which was a low one.

(561)

§
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I am concerned that very high rates of inflation and unemployment
will be with us for some time, because I don’t think we are doing
enough to increase investment in this country.

I know that we are told that tax incentives will not raise investment
spending unless businessmen are confident that we have a strong and a
stable economy. Fair enough. But in my view, the budget planned by
the administration virtually guarantees that we will have precisely
the kind of weak economy that will further reduce investment
incentives. .

I believe that we need a modestly targeted tax cut—and I empha-
size the word ‘‘targeted’’—at enhancing the modernization of the
productive capacity of this countrfy.

Mr. Secretary, ijust reiturned from the Far East chairing a series
of Joint Economic Committee meetings and, frankly, many of those
countries are beating the pants off of us. They are extremely competi-
tive, and their workmen have the most modern tools that can be put in
the hands of their working force.

And T believe that we have to be doing the things that for the long
term will help us balance this budget by growth, not just balancing
this budget by inflation by forcing people up into higher tax brackets.

I hope you will address my concerns this morning, Mr. Secretary,
and that you will now proceed with your testimony.

STATEMENT OF HON. ¢. WILLIAM MILLER, SECRETARY,
DEPARTMENT OF THE TREASURY

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

Mr. Chairman, I believe you have before you a joint prepared
statement, together with exhibits 1 to 26, from James Mclntyre,
Director of the Office of Management and Budget, and Charles
Schultze of the Council of Economic Advisers, and myself, and I
would hoge that that rather broad testimony might be made a part of
the record.’

In addition, I have filed a brief prepared statement of my own, which
I also think might be made a part of the record, and I might take
time for just a brief summary of some of the points you have mentioned
and spend most of our time in responding to your questions.

Senator BENTSEN. Without objection that will be done.

Secretary MiLLER. We have made considerable progress in our
economy over the last few years, coming out of the very deep recession
of 1974-75. We have seen considerable growth in real output and
really quite encouraging expansion over that time of real business
fixed investment. I wﬂ% come back to that because even that ex-
pansion has not yet tipped the scale in terms of productivity gains
required. We have also seen a record period of increasing emgloyment
so that we have put more Americans to work in this period of time
than any like period in our history. B

And yet, with all of this progress, the underlying issue that has
dominated our concern, and has to be our first priority, is inflation.
Inflation has built up over some 15 years. It has become deeply im-
. bedded in our economy. There are a number of reasons for 1t. And
while we cannot overlook all of those reasons, we certainly had a

1Bee the joint prepared statement, together with exhibits 1 to 26, beginning on p. 141.
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disappointing year in 1979 with the doubling of oil prices which made
our general strategy to deal with inflation more difficult in that

articular year. The root causes are deeper than just the energy prob-
em, although that will hit us from time to time.

To deal with inflation and to be sure we keep that effort as the
No. 1 priority in our economic policy, we feel that it is important to
carry on a comprehensive strategy, to marshal a series of policies that
together can represent a substantial arsenal of weapons to carry on
the war against inflation.

One of the first, of course, is fiscal posture; that is, our fiscal policies.
This year we are submitting to the Congress a budget that contem-
plates that there will be a mild recession in the economy. Having come
th_roufh a period of economic expansion, the economy is now in a

eriod where it appears to be going into a mild recession. And in the
ace of that, we have proposed a budget that on the spending side, in
terms of constant dollars, would hold Federal spending in fiscal year
1981 at the same level, approximately, as in fiscal year 1980.

- On the taxing side, we have elected to forgo any tax increase at
this time, either a general one or a targeted one, in view of the priority
we believe should ge given to reducing the Federal deficit and demon-
strating domestically and internationally that we intend to bring our
deficit spending under control and move progressively toward a
balanced budget.

The holding of expenditures constant does not mean we have a
standstill budget. We have a dynamic budget. There are changes in
the spending mix. And a few of them I'd liie to point out would be,

- a8 you well know, an increase in real spending for defense—and this

is incorporated in an overall budget program that contemplates
constant spending. The other is that there have been some initiatives
taken in this budget to address, on a targeted basis, some of the
underlying causes of the productivity problem that we face.

For example, there is an expansion of research and development
which we believe is important to lay the foundation, the technologica
foundation, for contributions to gains in productivity.

There also are targeted expenditures, expanded expenditures, to
deal with the problem of structural unemf)loyment, particularly
among youth. You have mentioned the problem of high unemploy-

" ment among young people, particularly minorities. There is a ve

important component to productivity besides capital, and that 1s
human skill, If we have large bodies of unutilized labor and if we have

. unskilled labor that cannot contribute to the productivity levels that

we need, we will lag behind. So using this period of time to accelerate

-and to achieve greater skill development is part of the initiative to

contribute to the longer term structural problems. )
There are other initiatives in the budget which we think address the
balance between maintaining austerity in spending and beginning to

_tackle some of the important areas that are of concern.

Now, this budget has to be taken in the context of also maintaining

- adisciplined monetary policy. I know you are going to have Chairman
- Volcker here in a moment, but I do want to emphasize that it is

important that we have a proper role for fiscal and monetary policy
both; that we do nut become expansionary on fiscal and leave it all to
the Federal Reserve, nor could we offset in fiscal policy an overex-

* pansion of money.
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So I think it is important that we do seek to have a discipline in
both fiscal and monetary policy.

We are also pursuing policies, as you know, of voluntary wage and
price restraint, to endeavor to avoid ratcheting into our cost structure
the unusual price increases that we have experienced in recent times,
many of them from uncontrollable factors.

In addition, we do need to maintain a stable dollar as part of our
anti-inflation program. A weakened dollar increases the cost of imports
and increases domestic prices. And to do this we need to maintain a
relatively strong current account balance. We were able to come from
a I;rge (zaﬁcit in 1978 to virtual balance in 1979. With the increase in
oil prices that we have now experienced, we are likely to incur a
deficit in 1980, but one which is smaller than the deficits of Germany
and Japan.

Another important policy must be to look at the investment and
productivity aspects of our economy that you mentioned. And I concur
with you that we need to plan for conditions that will encourage
investment. One of the first conditions to encourage investment is a
convincing posture that we are attacking inflation and there is a chance
of bringing it down. Nothing will encourage business investment more
than the belief that there is going to be progress in combating inflation.
And that is why we are taking the stance of a fairly austere budget.
But it is true that as we bring that budget under control we look
forward to taking, at the right time, some initiatives in the tax area
that will contribute to encouraging investment. . .

Another important policy area 1s to continue the efforts to reduce
the burden of Government regulations which go into prices and costs
and into inflation. .

And finally I want to mention how critical it is, if we.are to control
inflation, that we solve our energy problem; that we reduce our de-
pendence upon imported oil. That is perhaps our greatest long-term
threat to inflation because the uncertainty of availability and price
are destructive in themselves but the scale of increases we have seen
in the last 10 years, if repeated, would also be very damaging to the

prospects for controlling inflation.

' As you know, between the administration and the Congress, we
have been working on a very comprehensive program to address the
issues of conservation, domestic production of oil and gas, domestic -
production of synthetic fuels, the domestic production of renewable
sources of energy, and progressive reduction of imports of oil so we
will retain control of our estiny and will be able to deal with that
component of inflation. '

r. Chairman, the overall economic strategy has been a continuin
one in the last 2 years. We will endeavor to carry this forward an
welcome the opportunity to consult with you and inform you and
:.pgr}:ac‘ilti{te your guidance in an effort to achieve these aims. ‘

a] ou.

| [The prepared statement of Secretary Miller follows:)

PREPARED STATEMENT OF HoN. G. WrLLiAM MILLER

Mr. Chairman and members of this distinguished committee: I appreciate this
opportunity to ap{)ear before the Joint Economic Committee to discuss the ad-
ministration’s 1981 budget and economic program. OMB Director McIntyre and -
Council of Economic Advisers Chairman Schultze will be testifying at a later _
date and we have submitted a joint statement for the record. - ‘
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This morning I thought it might be useful to summarize briefly the adminis-
tration’s view of the economic situation, how the 1981 budget fits into our overall
Yrogram for containing and reducing inflation, as well as to address some issues

know are of particular interest to this committee,

We have made substantial economic progress over the last 3 years. Since this
administration came into office, real GNP has increased almost 12 percent, real
after tax per capita income has risen 7% percent, and real after tax profits have.
?rown almost 15 percent. There are now 9.3 million more jobs than there were in

976, a record of employment growth that has no parallel in the postwar period.

The most significant economic disappointment of the last few years has been
inflation. At the beginning of last year it was widely expected the rate of price -
increase would moderate. However, just as our programs for reducing inftation
- were becoming effective, we were overtaken by events in the international energy

market. The doubling of world oil prices was the single most important factor in
the more than 13 percent increase in the Consumer Price Index last year.

' Reducing inflation must be the first priority of economic policy for next year.
To contain inflation now it is essential that we prevent the recent huge increases
in energy prices from spilling over and becomin% embedded in generalized wage
and price i1nflation. To reduce inflation over the longer run we must improve the
structure and efficiency of our econom¥ to restore growth in productivity—the
bﬁ.sﬁ for future gains in real income. The 1981 budget will help us meet these
challenges. .

The 1981 budget attacks inflation both by fiscal discipline and through its
programmatic priorities. The growth of budget outlays is held to the lowest rates
consistent with our national and economic security. The 1981 budget proposes an
increase in Federal spending in real terms of only two-tenths of 1 percent. Budget
outlays would be $615.8 billion and receipts $600 billion. The resulting $15.8
‘billion deficit would be the lowest in 7 years and equivalent to only six-tenths of
& percent of GNP, The 1981 budget would be balanced if it were not for the mild
economic decline we are forecasting in the first half of this year.

Over the four quarters of 1980, real GNP is forecast to decrease by 1 percent;
in 1981, an increase of 2.8 percent is expected. This forecast is broadly in line with
many others, including that of the Congressional Budget Office. If this recession
does not oceur and the unemployment rate remains at the current level, the 1981
budget would be in surplus by about $15 billion. . .

Fiscal discipline combined with monetary restraint will provide the macro-
economic climate necessary for containing and reducing inflation. However, in
the current environment, inflation cannot be reduced by these policies alone,
without enormous losses in output and employment. In addition, we must have
programs designed to alleviate the underlying structural causes of inflation—in
the areas of energy, productivity, investment and Government regulation.
Because fundamental reforms will take time to become effective, we must also
have pay and price golicies to help keep inflation under control until basic im-
provements take hold. -

The 1981 budget provides for prograinmatic increases in two general areas:
national defense and efforts to enhance our longer run economic efficiency. The
1981 budget continues the administration’s pattern of increased outlays for U.S.
energy security. All of our efforts to reduce inflation will be ineffective if we remain
vulnerable to continued shocks from increases in the price of imported oil. Twice
in the last 10 years we have seen huge increases in OPEC oil prices. Both times the
United States and world economy have suffered badly. During the first 4 years of
this administration, spending on energy programs will have increased over 90 .
percent. These programs promote increased conservation as well as expanded
domestic production from conventional, unconventional and renewable energy
sources. ‘

The 1981 budget also makes provisions for addressing our underlying productiv-
ity problem through increased research and development. Over the long run,
increases in productivity are dependent upon technical advances. The primary
source of these advances are basic research and development. Obligations for

- research and development will increase by 13 percent in the 1981 budget.

The 1981 budget also contains important new initiatives to reduce structural
unemployment through programs designed to prepare today’s youth for the labor
markets of the 1980’s. While we have made tremendous advances, unemgloyment.
among some groups, particularly minoriti youth, remains unacceptably high.
Attempting to address this problem through macreconomic policies alone is likely
" to be both inflationary and ineffective. Targeted programs will help us to reduce
unemployment among disadvantaged youth without inflationary consequences.
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Mr. Chairman, I know that this committee is particularly interested in promot-
ing capital formation. In last year's joint Economic Report, your committee
recommended, from a longer run perspective, the adoption of tax incentives to
increase savings and investment. In particular, liberlization of depreciation
allowances and other incentives were recommended to stimulate capital formation.

The 1981 budget contains no new tax incentives for investment. In our view,
reductions of significant magnitude in business taxation would have been incon-
sistent with the basic policy of fiscal restraint that must characterize this budget. 1
agree, however, that as budgetary conditions permit we should consider the tax
incentives that offer the greatest long-run potential for stimulating savings and
investment. As you know, I have supported the concept of accelerating tax
depreciation as an appropriate approach. - :

r. Chairman, let me conclude by emphasizing the importance of moving -
back toward budgetary balance. The administration urges the Congress to join
in focusing on the fiscal diseipline that is essential in order to contain and reduce
inflation.

Thank vou.

Senator BEnTsEN. Mr. Secretary, I certainly agree that balancing
the budget is a very laudable goal. But it seems to me we ought to be
trying to balance the budget with revenues derived out of real growth,
rather than with revenues derived out of inflation by people being
bumped up into a higher tax bracket. ) o _

Demand has really not been the big kick to inflation in the last year.

" It hasn’t been as important as the increased price of energy for our.

country. :

In éﬁ‘rect, what we have seen is the OPEC countries levying a tax on
the American people. Now, we have that followed by a tax through
inflation. And }I) just don’t see the rationale in not doing some things
for the long-term change that has to be made in this country in order
to increase productivity. And that again gets back to finding & way to
beat inflation by a more efficient and cheaper way of putting products
on the shelf. . '

That is what we are seeing happen elsewhere. We are seeing that
happen in Japan. I saw it in South Igoren. We are seeing other countries
accomplish that. )

"I don’t believe that inflation is endemic to our economy. We have
seen the Japanese go from 22 percent down to 3 percent and they are
more dependent on outside oil than we are. But we are also seeing them
(}o. some things on productivity much more substantive than we are
doing.

.Agd I am concerned that we have looked at the short-term goals
rather than the long-term goals. '

- Secretary MILLER. We have endeavored, Mr. Chairman, to look at
both. Let me give you a little more insight into our thinking about why
" we believe there should not be tax initiatives at this point. '

- What you say is true about the drag on our economy that comes
from oil prices, like a tax: the purchasing power goes elsewhere. And it
doesn’t recycle very quickly, so sometimes it doesn’t turn up in the -
economy as a tax initiative by the Federal Government might.

But our experience in this unprecedented period of inflation causes
us to come to certain conclusions about priorities in taking action in
taxing and spending. In the decade of the 1970’s we had the longest
period of high rates of peacetime inflation that we have ever experi-
enced. Our economic models do not ﬁn‘edict accurately what happens
when we deal with the economy in this type of environment. .~ = -
- We have seen, for example, over the last year, all of the well-known
economists of this country, and economic organizations, forecast that
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there would bé a downturn, a recession, that should have been here
by now. That was based on models indicating tkat the fiscal drag and
higher interest rates would bring a reduction in demand.

. It turned out that people in tie face of inflation were willing to dip
into savings and reduce them to very, very low levels in order to
maintain purchases. So the economy behaved differently than we
- expected. It has shown remarkable resilience in the face of this
inflationary psychology.

Therefore, it is important that we change that psychology and
that expectation, and it is important that we err on the side, at this
point, of perhaps exercising too much restraint rather than exercising
too much stimulus. If we should at this point introduce a more stimu-
lative fiscal policy, and we are wrong about the recession and the
resilience of the economy is demonstrated once again, what we will
have done is add to inflationary forces and we will see them showin
up again in the economy and we will have many years where we mﬁ
" be set back a long way 1n our effort to starve out inflation. .

- On the other hand, if we are more restrained and it turns out the
economy deteriorates, we can move guickly to respond, and we would
prepared to move quickly to respond in some counteraction.

o our posture is: In light of the experience that we have had of
this remarkable resilience, we should move very cautiously in taking
‘ anf' steps that would bias us on the side of inflation and we shoul

hold our powder dry and we should act only if we see deterioration

actually taking place. _

Senator BExTsEN. Well, Mr. Secretary, if we are tryingl to.keeﬁ
our powder dry and trying to curb inflation and trying to hold bac
on demand, we also shoul encourafe savings. And I just happen to
have a little amendment that passed the Senate; it squeaked through
by a vote of 94 to 4. And that is now in conference. And there are
those who say it just rewards those who have already saved. Mr.
Secretary, I think 1t is about time we reward people who have already
saved and encourage more. 4 “

I would hope that you and the administration would give serious
thought to supporting that amendment. We are the only major

- democratic countl;y that I know of that doesn’t have a very sub-
stantial incentive for savings.

I am told that my 5 minutes have expired.

Secretary MiLLER. Perhaps my answer was too long.

Senator BENTSEN. I defer to my colleague, Congressman Reuss.

Representative REuss. Secretary Miller, recently with some other
members of the House Banking Committee I asked the Treasury
whether it wouldn’t be a good idea for the Treasury to mint and to
aggressively market a new U.S. gold bullion coin, like the South
African Krugerrand or the Canadian Maple Leaf, containing an ounce
of pure gold and selling at a premium. The value of the U.S. gold
store in current terms is in excess of $200 billion. ,

" Our thought was that by taking a limited portion of it, say one-
. twentieth, we could do some great things for our Federal budget
* deficit, practically eliminating it: for our excrutiating foreign trade
deficits which leads to weakness of the dollar and to inflation; and we
could do something to lower interest rates by reducing the need for
* Treasury to go into the market and bid up interest rates as it has had

to do recently. : :
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.Theé feeling was that that would be g sensible thing to do in vou‘r

present situation, say next year. What is your reaction to that?
Secretary MiLLER. Congressman Reuss, I certainly think we ought

- to examine that proposal that you have suggested. There are some

3

- antiques and paintings an
~ * Think it over and let us know.

concerns that I'd like to point out.
. We do have a large stock of gold. We do not have any particular
program to dispose of it. We may, from time to time, and have, from
time to time, and still stand ready to sell gold at such time and in
such amounts that we think appropriate under the circumstances.

Your suggestion offers the opportunity, perhaps, even to achieve a
premium against the current price. ro

On the other hand, any effort, any actions, that tend to suggest
that we are remonetizing gold I think have very large implications.
And while Congress has already instructed us to strike some gold
medals and sell them, which is somewhat different than your sugges-
tion, I believe, as you spoke of coins rather than medals, I would like
to see us proceed very cautiously in evaluatinf whether the idea of
a gold coin is appropriate. It is true selling gold, whether in the form
of coins or bullion, helps finance our deficit. The question is whether
that would also tempt those of us in Government to feel that we had
some ready cash and easy money that would cause us to lose our dis-
cipline on spending. And I think we don’t want to open that possi-
bility, either.

I would be happy, and I would like more opportunity to evaluate
some of the underlying concerns I think we ought to address before
we make a decision. :

Representative Reuss. Yes. Of course, I was talking about a very
limited amount, so that the temptation to become a loose spender
would be resisted. ) .

It seems to me that one of the problems of our country generally is
that we have seen our automobile industry, our consumer electronics
industry, our steel industry, other basic industries, go overseas, as
Chairman Bentsen has just pointed out. What we need overall, it seems
to me, is some import substitution to revitalize America. )

And a good glace to start would be a little import substitution on
the Krugerrand and the Maple Leaf. Why give all the business to
foreign premium operators? ‘ ~ ,

We imported about a billion dollars worth of these Krugerrand-type
'gold pieces last year. Why don’t we make them here in America?

hey are what small peogle want to supplement their collection of
Tiffany glass.

Secretary MILLER. I shall. I just mentioned, that last year, much of
the gold sold by the United States did go abroad, and we had a net
favorable bulance of trade in gold. Even though we imported some we

ex%rted more. o

. Representative Reuss. Yes; but if you'd put the same moxie into

your gold sales program that you are putting into the Susan B. -

Anthony dollar program, we would have made a bundle. e
The gold bars that you sell, they cost $3 billion a bar; it takes an

upg:r—bracket type to buy those. I want to let the little follow in, v

. Secretary MiLLER. I hope we don’t let the little fellow in to lose

‘ money, that’s all. It’s a very volatile market and very dangerous for -

. the uninitiated.
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Representative Rruss. Well, I don’t know that this farm of con-
sumer protection of Sheiks of Araby is in the best Nader tradition.

Senator BENTSEN. Senator Javits. :

.. .Senator JAaviTs. Mr. Secretary, do I gather correctly from you in
our answers to the chairman that the administration’s prescription
for dealing with a serious inflation problem of 13 percent—so that
. makes interest rates, by the way, cheaper than they have been in
modern times in this country; the minute you deduct inflation from
15 percent, we are getting 2 percent money.
. But leaving that aside, though it is critical, is it a fact the adminis-
_tration is basing its anti-inflation fight on a nearly balanced budget,
roughly $16 billion, and on oil conservation, and that it rejects what
Chairman Bentsen has suggested, which is increasing the aggregate
income of the country through a conscious effort to raise ﬁe gross
national product? :

Secretary MILLER. Senator Javits, we have felt that fighting infla-
tion requires both a very comprehensive series of policies, more than
the ones you mentioned, and that it requires application of those
policies consistently over a period of time. Inflation has built up over
.15 years and is deeply imbedded. It is structural in our system, not
just a cyclical phenomenon we can deal with in the business cycle.

It is for that reason that we have felt that moving back toward a
.balanced budget, and establishing the norm that we can have a
balanced budget at times of normal output, is an essential discipline
“ that we must impose. We must forgo the temptation to try to live

beyond our means and accumulate enormous deficits over time,

hat is only one of the policies. The other includes a disciplined
monetary policy, maintaining wage and price moderation; it includes
having & sound dollar and balanced international accounts; it includes
‘the reduction of unnecessary Government regulation and burdensome
prices; it includes the search for productivity gains both in technology
and human resource and investment improvement; and it includes
reducing our deﬁendence on imported oil.

When we talk about inflation, we are deeply concerned and we
don’t mean to suggest that we should apologize and duck the respon- -
sibility to deal with 13-percent inflation as measured by CPI. But we
have put some exhibits before you, and it might be worthwhile to
look at exhibit 4 if you have those exhibits; I don’t know if they were
distributed or not. If they weren’t, I won’t refer to exhibit 4. If they
were, I will just suggest to you that one of our problems in measuring
inflation is that the CPI is not a cost-of-living index; it is a price index.
It has a defect in that it assumes that each and every month every
American is renegotiating his home mortgage at current interest rates,
which doesn’t happen, and therefore it overstates the cost of living as
distmilllrished from a price index. This is the price if you went out to
buy things today, but housing is not entirely a daily consumption.
It 1s both something that is consumed and an investment. And some-
times when housing gets into the index, it has an increase in cost that
may increase the cost of occupancy, but on the other hand it also
gives an increased wealth factor and investment value.

If you take that factor and look at the second row, you will see the
Dopartment of Commerce index, which is on a fixed, weighted index
of expenditures as distinguished from a price index; you will see infla-

" tion 1s still terrible but somewhat less than the CPI measurement.

t

Iy
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If you take out energy Prou will see how badly we were impacted in
1979 by the energy roblem. : » T

Senator JaviTts. If the problem of inflation is so deeply embedded
in all sections of the economy, and if the productivity of the United
States puts it in the cellar—and it’s been declining consistently—and
only what the country produces is going to give you the resources to
do what you need to do and to deal with inflation, isn’t that entitled
to just as long-term and as bold a swing as what you people are doing?

n other words, aren’t you completely overlooking what Churchill
did in 1940 when he had two armored divisions and he sent one to
North Africa? Aren’t we being timid about our anti-inflation fight?
We are making a lot of noise about it, but are we really hitting the
tallggt? That is what Senator Bentsen is asking you and what I'm
asking you. 5 :

" I must say to you I am completely dissatisfied with what we are -
doing on that score. The American people are in a mood for boldness
now, and you are still being timid. You're still running.

Secretary MiILLER. Senator Javits, it takes consiferable courage
not to fall into the temptation, it seems to me, to expand this to a
$40 or $50 billion deficit to try to cover some of our hopes and aspira-
tions for the future. Because it does require in each and every year,
in the face of the first time an administration has predicted a recession,
for that administration to hold tight on budgetary discipline and
suggest that we do not accept a tax cut of any kind, targeted or other-
wise, at this point.

It is our judgment that the risk of error is greater if we start with a
stimulative posture, and if the economy for reasons of behavioral
patterns in inflationary times should show itself to be stronger than,
we think, then the stimulative actions we take will imbed inflation
even deeper. If it turns out the other way and the economy is weaker
than we think, then we’d be prepared to come back to you with some
suggestions.

nator JAvirs. My time is up. But, Mr. Secretary, then it will be
too late. And we won’t be talking about a $50 billion deficit. We may
be talking about a deficit no greater than you are talking about, a
$16 billion. And the fact is the American people will accept cuts they
wouldn’t otherwise accept if you are on the road to going somewhere
instead of retreating to fortress America.

Thank you.

Senator BENTSEN. Senator Proxmire.

Senator ProxMIRE. Mr. Secretary, I am not going to get into the
Textron matter because it wouldn’t be fair to the committee or fair to
you, obviously, and there isn’t enough time. I am very concerned
about that, as I am sure you are, too. But let me get into matters that
are appropriate for this committee. .

In 1981, beginning 1981, you have an unbalanced budget of $18
billion. You assume an inflation of 8 to 9 percent. You assume fallin
employment during this period. And yet you give us a budget whic
is unbalanced by $16 billion. I can’t understand that ;;lsycholo L3

You said this morning a little earlier, and I quote ‘Nothing would
encourage investment more than a showing that the Government
means business in fighting inflation.” Certainly to provide for a surplus,
even a modest surplus, would be a step in that direction that would
have strong psychological effect. So why can’t we find a way in this

1
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$615 billion budget to reduce it by the relatively modest amount to
_ give us a surplus? » o

" Secreta: ILLER. Senator Proxmire, if we were to have economic
conditions in 1981 that maintained the current level of unemployment,
. this budget would be in surplus by $15 billion.

: If you will look with me at exhibit 10, you will see that we are
* proposing quite a courageous and austere position in the face of the
. outiook for economic conditions. We have moved in exhibit 10 from a
~ high employment deficit of $29 billion, in fiscal year 1978 to about a
+ $12 billion deficit in fiscal year 1979, looking for a surplus of 4.5 in 1980
and a high employment surplus of $56 billion in 1981.

Senator ProxMIRE. If you look at these figures you will see the
réasons you don’t have is gecause of the windfall profits tax. You add
(tlhtfzit, to your roughly $16 billion and you’d have another $30 billion

eficit,

What I am getting at is I agree wholeheartedly with Senators
Bentsen and Javits that we do need an anti-inflationary tax cut, and I
know you feel that way, too, if we could do it. But to do it you have to
earn it, and to earn it we have to hold down spending. It 1s very hard
to do 1t now because of the military situation, but I think that a
tough-minded approach on the part of the administration, even cutting
housing, education, health, and cutting military below what the
President recommended, knocking out the gold plating, recognizing
the tremendous waste of personnel in the military, that we would have
a good shot at reducing spending, enough so you could accommodate
both of those things. That seems to me to be the real challenge we are
missing.

Secretary MILLER. Senator, would you just look for a moment at
exhibit 15. Because one way to look at this budget for fiscal year 1981
~ is to look at what would happen at the current service levels. And
you will see there have been changes to increase outlays from the
current service levels. The overall result has been an increase from
current service outlays of $3.8 billion from fiscal year 1980 to 1981.

In terms of the constant dollar outlays, there has been virtually
no increase,

Now, I don’t disagree with you that if we can find places within a
budget that has many items that are entitled and committed and we
cannot control and we can find ways to reduce them, we'll certainly
favor that. ’

Senator ProxMIReE. Well, Mr. Secretary, I think what you are
saying is dead right, and I would accept that notion. The problem,
however, is that it 1s not good enough at o time where the No. 1
problem facing this country, domestic problem, economic problem, is
inflation. It is not simply enough to have the current services main-
tained close to the current level or even cutting them slightly. It
seems to me we have to have a much bolder decisive action than that.

I think there is overwhelming feeling in the country that govern- -
ment.-has gotten too big and burdensome and awesome and we have to
make these cuts as tough as they are. I realize you are not head of the
Office of Management and Budget but, nevertheless, if we are going
to have a tax cut, we have to accommodate it, it seems to me, with a
spending reduction which is going to be extraordinarily difficult but
we can do it. ‘ -

64-123 0 - 80 ~ §
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Secretary MiLLER. Senator, I think we should recognize that last
year the administration asked for a number of legislative inititives
that would reduce costs, Not many of them were adopted. This year
we are proposing a cost-reduction package that would save us $5.6
billion in fiscal year 1981 and more in later years. The first thing we
need is the help of Congress to enact those savings.

Senator ProxMIRE. 1 agree.

Secretary MiLLER. We are going to push very hard for those
reductions. '

Senator ProxMiIrE. My time is up.

Senator BEnTsEN. Congresswoman Heckler. :

Representative HEckLER. Mr. Secretary, I’d like to thank you for
the important session we have had over the discussion of speculation

in gold and silver and the subsequent actions taken by the Treasury
Department in terms of creating more flexibility in saYes which have
been helpful. Along that line some problems still continue in terms of
the %yrations of the market and one looks for solutions. Certainly we
are beginning to see the impact of the silver costs and of gold and
silver In terms of consumer prices. The prices of photographic film
have just increased by almost 100 percent and dental work is about
to be accelerated in costs, and all of these things—we know, of course,
today that the single silver teaspoon is in the range of $98 apiece.

" Now, at the same time we have in our strategic stockpile an excess
quantity of silver which the GAO assessed last year as being in
excess, not only for our present needs but even during military war-
fare, and there will be proposals before Congress to sell some of this
“surplus from the stockpile and potentially purchase some of the
minerals that we are in deficit for, for example, platinum, radium,
et cetera.

What position would you take in terms of that potential sale?

Secretary MILLER. Vgell, it is very hard to decide in times of
political upheaval in parts of the world whether it is in the U.S.
mterest to dispose of its assets. Pricing has been so erratic in these

recious metals because of the political uncertainty in the Middle

ast, and as a consequence there has been an acquisition of these
.precious metals as a hedge, as a safety haven for those who are fearful
or their own well-being in the future.

And in that kind of uncertainty, I don’t know whether it is in our
interest to make large dispositions of our gold assets or whether we
should wait until we see tﬁe outcome of all this change and make a
decision on the longer term basis.

I am hesitant, as you know, to see us trying to play the market. I
don’t think we should do that. I think we should have a strategic
purpose. And you may be correct. Maybe our strategic purpose
should be to shift what ever kind of metals we hold as strategic re-
serves. And I would be willing to examine that, but I would prefer
to do it in the context of a continuing policy and not just oppor-
tunistically jumping in to take advantage of the market which may
turn out to be the wrong time to do an{thing.

So your point is well taken, and I will have to give consideration to
whether we should change our present policy.

Representative HeckLER. Mr. Secretary, yesterday in the Wash-
ington Post there was a story on the President’s economic policy,
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. and I wonder about its accuracy. Mr. John Berry says, “The corner-

"' stone of the Carter anti-inflation policy is to create a significant slack -

" in the American economic policy and keep it there long enough to
. bring down inflation.” -

* Further, the Council of Economic Advisers’ Chairman, Mr. Schultze
said inflation would be a 10- to 12-year battle. Berry says, “Over the
years the demand for goods and services will have to be restrained

7 . compared to what could safely be tolerated if inflation were low.”

So this seems to be the policy of the administration, managing the

" economy by managing demand.

I wonder if the administration has read the Joint Economic Com-
mittee Annual Report. For the first time there was not a minority or
majority report. Our approach basically in the recommendations of
the Joint Economic Committee Report called for increased capital
formation, labor productivity, and output in the fight against both
inflation and unemployment. Of course, this requires expanding the
capacity of the economy to produce goods and service, and that was
considered by the committee as the most effective way to combat the
major ill of inflation, or stagflation.

I would like to have your cominent on the Joint Economic Com-
mittee Report, and I would like to know what the administration is
doing about these policies which received so much favorable press lust,

- year when they were presented.

- Secretary MILLER. Congresswoman Heckler, I was impressed by the
Joint Economic Committee Report last year. I thought it was a very

- constructive document, and I would say that in the general philosophy
. of that report—and I am generally n accord with it—timing and
* transition are important considerations. Judging what has happened

since that report in terms of oil price increases which none of us
expected at that time aud their impact and how we deal with it, there
is no doubt that we need to pay more attention, on the supply side,

. to productivity.

T

z

~~ when we will be carrying out many of the objectives of that report. I -

Jne of the items on the supply side is oil. We are paying for enormous
grograms that are designed to cut by 1990 our present imports of oil
ut to cut them to a much smaller fraction of what they would have
been had we not shifted policies. These involve the most massive
undertakings of shifting of funds that we have seen in any 10-year
period in our history. .
So we are doing major, major things. We don’t see them every day

" but they are underway. We hope Con%ress will complete that package
. so we can complete that effort, which
~“old of expansion in business investment. Our willingness to recycle

think will be the major thresh-

funds, to help provide better transportation, finance the development ..
of synthetic fuels, not to mention other fuels—I hope along the way
as we prepare young people to address these things we will be able to -
add to the incentives for business investment in other areas, such as
the energy programs. ' ' -

1t is our judgment that in the face of economic experience in recent
times it would be best at this time to try to restrain and hold down
the deficit and to not be adding a stimulus to the economy at this |

- point in the absence of confirming information that the economy will ;

deteriorate. - ) ; G T e
* It is just a question of time. It is my hope that there will be a time

5;"§,‘ A EERE R
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believe we are begmmng to do some of them now in our encouragement

. and expansion of research and our efforts to develop skills in young
people, and I hope in the not too distant future our willingness to
encourage more investment. - :

Representative HECKLER. Mr. Secretary, my time has expired, but
I'd like to ask one final question. Would you at this point, at this time, -
in terms of what you have said about the Joint Economic Committee
recommendations, favor a tax cut which would be designed to increase
productivity this year? '

Secretary MILLER. At the moment we do not favor it. The admin-
istration does favor targeted tax cuts that would address productivity,
and our only argument, I think, would be whether now is the proper
time to do it or whether it should come later when we see more control
over the business situation. And our judgment is we should wait. '

Senator BExTsEN. Thank you.

Representative BoLLiNg. Mr. Secretary, some time ago in another
place we had a discussion of so-called countercyclical assistance and
its relationship to the tax cut and other matters, .

Secretary MILLER. Yes.

Representative BoLLiNG. I am interested in whether you have had
an opportunity to examine the bill that passed the House yesterday—
I know that is very recent—and compared it with the proposal of the
administration and if you are in a position where you could give me
an idea as to how it compares. If you are not, I would be delighted to
have it later in writing. ' i

Secretary MILLER. %\’Iay I comment briefly and then perhaps give
you & written report.

The Senate, of course, passed that proposal earlier, and the Senate’s
proposal is closer to the administration’s. It involves larger sums of
money—the Senate bill does—on the targeted fiscal assistance. .

The formulas are slightly different. On the countercyclical part, I
believe the aggregates come out roughly the same. ’

We are pleased to have the House bill. It is within the fromework .

. of what we were ;l)roposing,'and I think if we can take the Senate bill -
and the House bill and put them side by side, I hope there can be a
compromise that will see that enacted quickly. I think we should
have it. It would be one of the targeted things we could do that would
help distressed communities right now. And then, if the economy does
deteriorate we’d be prepared by the fourth quarter of this year to
“begin to aid communities based on a more targeted effort to cushion
the effects of a weak economy. . .
Representative BoLring. What I am interested in, if possible, is a
- comparison between them. , :
- Secretary MILLER. We will get a comparison u% to you.
. Representative BoLLing. Thank you very much. :
{The information referred to follows:)

CounTtERCYCLICAL F1scaL AssisTaNCE: A CoMPARrisON oF THE KEY Provisrons
OF THE SENATE AND Housk BiLrs

" 1. NATIONAL TRIGGER

Senate Bill. Payments would begin in the second quarter following one {n which . .
the national unemployment rate is 6.5 percent or more. :

House Bill. Payments would begin in the quarter following the second corsecu- ‘

© tive quarter that real wages and salaries fall short of their level in the immediately
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preceding quarter; providing that the two quarters are immediately preceded gy
concurrent with, or partially preceded by two quarters in which the real G B
falls short of its level in the quarter immediately preceding the two quarters.

2, TERMINATION OF PAYMENTS

Senate Bill. The final payments would be made in the quarter following a
decline in the quarterly unemployment rate below 6.5 percent.

House Bill. The final payments would be made in the quarter followinq that in
which real wages and salaries exceed the ‘‘national-base-period amount’” of real
wages and salaries increased at 0.3 percent per quarter. The national-base-period
amount is the average of the peak and preceding quarter in the wages and salaries
data. The dpea.k quarter is the quarter immediately prior to the first quarter for
which funds are to be paid. -

: 3. FUNDING LEVEL

Senate Bill. The Senate bill would provide $125 million per quarter plus an
additional $30 million for each 0.1 percent that the national unemployment rate
exceeds 6.5 percent in the second-preceding quarter.

House Bill. The House bill would provide $15 million for each 0.1 percent that
actual real wages and salaries fall short of the adjusted ‘‘national-base-period
amount’’ in the second-preceding quarter.

4. MAXIMUM ALLOCATION ]
Senate Bill. The maximum allocation of funds would be capped at $1 billion

. infiscal year 1980,

House Bill. Same as the Senate bill.

3. STATE-LOCAL SHARES OF THE PAYMENTS

Senate Bill. One-third of the funds would be distributed to State governments,
two-thirds to localities. Off the top, 1 percent of the funds would be set aside for
the territories.

- House Bill, Same as the Senate bill.

6. ELIGIBILITY FOR PAYMENTS

Senate Bill. A State or local government would be eligible to receive payments
if its unemployment rate is 6.0 percent or more. These unemployment rates are

. to be adjusted for governments located within SMSA's to use the pre-January 1,

1978 method to calculate unemployment rates, when the method yields a higher
rate ( Nelson option). - ‘

House Bill. State governments would be eligible after two consecutive quarters
in which State real wages and salaries fall short of the level achieved in the quarter
preceding the two; a State may qualify for eligibilifg' at any time within a year
prior to the date the payments are initially authorized.

Local governments would be eligible if they are located in a county in which
excess unemployment is larger than zero. Excess unemployment is the amount
by which a county’s unemployment rate in the second quarter preceding a pay-
ment quarter exceeds its rate in the comparable quarter of the year before the
recession began. An eligible local government’s per capita personal income must
be less than 140 percent of its State average. .

7. LZLLOCATION OF PAYMENTS

Senate Bill. Each eligible State and locai government would receive a propor-
tionate share of the funds calculated as: the product of its unemployment rate in
excess of 4,5 percent and its General Revenue Sharing payment, divided by the
sum of these products, calculated separately for eligible States and localities.

House Bill. Each State government would receive funds based on its share of
the sum of the national amounts for all States of the economic-decline factor
multiplied by the tax-effort factor. The economic-decline factor is the dollar
amount by which a State’s actual real wages and salaries in the second quarter
Ryeceding a payment quarter falls short of its adjusted-base-period amount,

he adjusted-base-period amount is the base-period amount of real wages and

" salaries for a State increased by 0.3 percent per quarter. A State's baseoé:_\eziﬁd
lately

amount is the average of the two calendar quarters in that State imme
preceding the first eligible State quarter. .
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Localities. The fund allocation to a county would be based on its excess unem-
Ployment, weighted by a factor determined by the county’s unemployment rate
n the recession quarter, multiplied by its General Revenue Sharing allocation.
The weights are:
0.2 for an unemployment rate less than 3 percent.
0.4 for an unemployment rate of 3 percent or more but less than 4 percent,
0.6 for an unemployment rate of 4 percent or more but less than 5 percent,
0.8 for an unemployment rate of 5 percent or more but less than 6 percent, an
1.0 for an unemployment rate of 6 percent or more.

Excess unemployment is the amount but which a county’s unemployment rate
in the second quarter preceding a payment quarter exceeds its rate in the compar-
able quarter of the year before the recession began. Within counties, the funds
would be allocated on the basis of each eligible locality’s share of the total General
Revenue Sharing payment to the county area.

8. MINIMUM PAYMENT

Senate Bill. The minimum payment to any jurisdiction would be $2,500 per
quarter.
House Bill. The minumum payment would be $1,500 per quarter.

9. PURPOSE

Senate Bill. Requires that funds be used only for purposes allowable for a
1ocagi§:)y’sdown revenues except that the use of funds for construction purposes is
prohibited.

House Bill. Would allow localities to use the funds for any expenditures allowed -
for the government’s own revenues.

10, TIMING OF FUND APPROPRIATION

Senate Bill. The Senate bill would require that jurisdictions appropriate counter-
cyclical funds within six months of receipt.
House Bill. No comparable provision.
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COMPARIBON OF TNE KLY PROVISIONS OF VARIOUS
COURTERCYCLICAL PISCAL ASSISTANCE PROPOSALS WITH THE ACTUAL ARFA PROGRAR
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TARGETED FISCAL ASSISTANCE: A COMPARISGN OF THE KEY PROVISIONS OF THE
SENATE AND HoUSE BiLLs

1. NATIONAL TRIGGER

Payments would begin soon after enactment by the Congress and approval by
the President. Neither the Senate nor the House Targeted Fiscal Assistance
(TFA) program proposals has a national trigger to initiate payments based on
national economic indicators.

2. TERMINATION OF PAYMENTS

Senate Bill. Quarterly payments would be suspended if the national unemploy-
ment rate is 6.5 percent or more in the second-preceding quarter.
House bill, The bill provides for a single payment.

3. FUNDING LEVEL

Senate Bill. For each quarter of fiscal year 1980, $85 million would be provided,
for a maximum possible annual payment of $340 million.
House Bill. One annual payment of $200 million.

4. ELIGIBILITY: THE UNEMPLOYMENT TEST

Senate Bill. A local government is eligible for payments if its unemployment rate
is 6.0 percent or more during the six-month period that ended three months to the
beginning of the payment quarter. The use of a prior Bureau of Labor Statistics
method for calculating unemployment rates would be authorized for jurisdictions
that are assisted by that calculation ( Nelson option).

House Bill. As in the Senate bill, only local %overnments would be eligible. A
lgeality in a Standard Metropolitan Statistical Area (SMSA) would meet the

nemployment eligibility test if its unemployment rate exceeds the natinnal
average unemployment rate for SMSA’s for the relevant year. A locality entirely
cutside an SMSA would meet this test if its unemployment rate exceeds the
national average unemployment rate for non-SMSA areas in the relevant year.
The current expectation is that 1979 benchmarked unemployment rates would be
available in time to make the allocations required under this provision.

6. ELIGIBILITY: THE PER CAPITA INCOME TEST

Senate Bill. Per capita income would have to be less than 150 percent of the
national average. There would be an exception for Alaska if the relevant unem-
pltament, rate excéeds 10 percent. .

ouse Bill. Per capita income would have to be less than 135 percent of State
per capita income or less than 135 percent of national per capita income.

8. ELIGIBILITY. GROWTH OF REAL WAGES AND SALARIES

House Bill. A local government would have to be located in a county for which

* the rate of growth of real wages and salaries in the three most recent calendar
years available (1975 to 1978) was less than 150 percent of the national rate of

growth in real wages and salaries. ]

7. STATE LIMITATION

s Senate Bill. No limitation on the total amount allocable to localities in any

tate. :
House Bill. The total allocated to the localities in any one State could not ex-

ceed 12.5 percent of the national payment. :

8. ALLOCATION OF PAYMENTS

The remainder would be allocated among localities so that each obtains an
amount that would be the ratio of its excess unemployment multiplied by its
General Revenue Sharing payment to the national sum of those multiples for all
eligible localities, multiplied by the total funds available. Excess unemployment
is calculated as the locality’s unemployment rate minus 4.5 percent. The unem-
ployment rates to be used for the Senate bill are specified above in the Item 4.
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Hottisteh liﬂl. The calculations would be the same as those for the Senate bill, -
exce; at: ' - . .
 (a) for local governments not located in SMSA’s, excess unemployment would
be calculated as more than 4.0 percent; and '

(b) average unemployment rates for calendar years 1975~1978 without the
Nelson option would be used in the calculation of excess unemployment. .

9. MINIMUM PAYMENT

Senate Bill. A minimum payment of $2,500 per quarter (equivalent to $10,000
per year) would be required before any payment at all is made to a locality.
House Bill. A $6,000 annual payment would be required before payment would
be made to a government located inside an SMSA. A $3,000 annual payment
would be required before payment would be made to a government entirely
outside an SMSA. ‘
10. PAYMENT TIMING

_Senate Bill. Payments would be made quarterly.
House Bill. A single payment would be made not later than April 1, 1980.

COMPARISON OF THE KEY PROVISIONS, SENATE BILL (AUGUST 1979), HOUSE BILL (FEBRUARY 1980), FOR A PRO-
GRAM OF TARGETED FISCAL ASSISTANCE

Senate Bitl (S. 566) (subtitle B) House bill (H.R. 5980) (itle V)

Trigger. . coeeeeeaennnn. On: None. Payments begin with enactment. On/off: None.
Off 1 quarter of national un:;lgloyment 2
6.5 percent in the second preceding quarter.
Funding level_.._..._... $85 million/quarter in fiscal year 1980........ $200 million in fiscal year 1380,
Eligibility. .. _.......... Local :lgvomments OnlY. e iiiienaans Local governments only.
Unemf. ment rate >6,01 (Nelson Option Unemployment rate > national average in most
applied to unemployment rates). i recont year for SMSA's or non-SMSA's.?
Per capita Income <150 percent of national Per capila income <135 percent of State PCl or
average (except Alaska if unemployment  national PCl, whichever is higher,

rate > 10 percent).
Distribution. _.......... Territories equals 1 percent set-aside ... ... Territories equals 1 percent set-aside,
Excess (>4.5 percent) unsmployment times Excess (> 4.5 percent for SMSA's and >4 per-
GRS allocation for the Government. cent for non SMSA's) unemployment 1975-
X 783 GRS allocation for the Government.
State limitation......... NONe. i acaaees Allocations to local government in any 1 State
may not exceed 12,5 percent of the total
allocated to all local governments, and
amounts in excess are to be reatiocated to
. local governments of other States,
Minimum payment._._... $2,500 minimum quarterly allocation (equiva- $6,000 minimum annual slfocation for Govern-
Tent to $10,000 per year). muml: in SMSA's, or $3,000 for Governments
[] ] 'S,
Payment............... Quarterly .o iieaceaaa 1 payment by Apr. 1, 1980,

1 During the §-mo perlod end ing 3-mos before the beginning of the pn{mcnt quarter,

1 For small communities normally assigned unemployment rates by the Secretary of Labor, the unemployment rate may
be provided, if comcu{ prepared, by the State governor, .

1 The unemployment rate utilized could be the most recent available if there has been, or is expected to be, a major
increass in the unemployment rate as a consequence of the closing of major Industrial facilities.

Senator BENTSEN. Congressiman Hamilton.-

Representative Hamivton. Thank you, Mr. Chairman.

Mr. Secretary, I suppose the central decision on economic policy
was that there would ge no tax cut. What would have to happen in
the economy before you would advocate a tax cut? What specific
things would you be looking for?

Secretary MILLER. As I say, the experience in recent times is that
the economy has performed better than the economic forecasts have
been able to predict. And because of that, we are cautious about
adding a stimulus that would come from a tax cut.

We do not have any specific trigger in mind that would cause us to

ropose a tax cut because of the peculiarities of economic data which
eave us preferring to look at all of the factors. S
Let me give you an example.

B
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This morning you heard that unempfoyment has picked up. At the

same time you get a report that new orders are up. :
Well, does that mean the economy is deteriorating, or does it mean

- there is & temporary lull waiting for new orders to come on stream to

be produced? .

t is that type of problem we have. Given a precise formula that
we would do something on the basis of such and such a number would
foreclose us from judging whether the economy is having a temporary
lull, preparing for a major thrust one way or the other.

So we have felt we should wait and examine all the data.

Representative HaMiLTON. There has been much talk about a rapid
buildup of military expenditures. Such a buildup might fuel inflation.

Secretary MILLER. Yes,

Representative HamiLTon. Because of the inflationary risk, are you
further away from the recommendation of a tax cut than you were
when this budget was firmed up? ' .

Secretary MiLLER. It cuts both ways. I think that if the economy

erforms better than we expect because of a %renter subsequent buildup
In military needs, or because of the psychological effect of this event
causing general economic conditions to improve, then we might end -
up with a budget moving closer toward balance earlier and we might
find ourselves 1n a position to begin to think of tax cuts.

On the other hand, to put a tax cut in, in anticipation of that, might
accelerate and unleash inflationary forces prematurely.

4 SOII think we have to again see how that develops and see where it
evelops.

Rep?esentative HawmivroN. How do you feel about the economy at
the present moment? Is it weakening or strengthening? .

Secretary MILLER. As you know, we have forecast a recession, with
the economy, in real terms, fourth quarter to fourth quarter, declining
1 percent in this calendar year, after only a 0.8 percent growth last
year, lglnd then recovering in calendar year 1981 to a 2.8 percent
growth.

My feeling is, if you’d asked me a couple of months ago, I’d have
said the risk was that the econom woullzl be a little softer in 1980.
Now I'd say the probabilities are that it might not be as soft because
of developments in the Middle East which are having o psychological
effect on behavior that shows up in people doing certain things. I
have heard it said that if you hear a snowstorm is coming, very often
a family goes out and buys an extra bottle of milk. And when people
see threats of military intervention coming along in the Middle East,
they tend to speed up decisions they might have put off.

I{epresentatlve HawmiLtoN. If the economy is not as soft, you would
be less likely to propose a tax cut?

Secretary MILLER. Right, sir.

Representative HamiLton. If I understand the main criticism that
has been lodged against the budget in the last few days by the Mem-
bers of Congress and several commentators, it is that the budget
really does not measure up to our problems, that the administration
lacks a sense of urgency about the problems, and that your prescrip-
tions may be long term while the problems are immediate. The
members of the panel, of course, have discussed such matters with
you today. ' '
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You have been testifying for a good many days on the budget.
. The main criticism is as T have described it, it seems to me. How do -
. you respond to it? How do you feel about it after your testimony of
~ the past few days? i -
.- Secretary MILLER. I have not reaily felt that there was universal
. criticism. 1 think many people have felt that this was a very respon-
sible budget in terms of both economic conditions and the outlook for
employment that we face. :
he budget is not a document that can be shifted in major ways
quickly because so much of it is of an uncontrollable character. It is
either entitlements or contracts. And the areas of change are significant.

In future years we would like to continue to recognize the need for
improving our defense posture. We would like to recognize the need
for continuing to deal with structural unemployment. We would like
to recognize the need for technological improvement. We'd like to
recognize the need for productivity gains, both in human skills and
investment. And we would like to roll these out on a sensible basis
that does not unleash stimulative Federal deficits again and put us
back on the cycle of domestically induced inflation.

Representative HamiLtoN. Do you have the sense that the budget
has been well received, Mr. Secretary?

-Secretary MiLLER. I think it has had mixed reactions. I recall the
first day it came out one newspaper headline said, ‘““The budget is
very optimistic,” and 2 days later the headline came out saying,
“Very gloomy.” So I think it’s been a mixed reaction.

Representative HamiLToN. Thank you, Mr. Secretary.

Thank you, Mr. Chairman.

Senator BENTSEN. Thank you very much, Mr. Secretary, for your
testimony this morning. It will be very helpful to us in preparing our
economic report. ' :

Chairman Volcker, we are very pleased to have you here this morn-
ing. We know your schedule as wel?_as our own. So far we are on sched-
ule and we will try to stay on it. I won’t interrupt with a long speech,
s0 you may proceed.

STATEﬁENT OF HON. PAUL A. VOLCKER, CHAIRMAN, BOARD
- OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

- Mr. VoLckeR. Thank you, Mr. Chairman.

I am delighted to be with you this morning at a rather crucial point
in our economic development and economic policy. I thought perhags
the most expeditious way for me to proceed would be to pick up, at the
latter part of my prepared statement, when it becomes a little more
forward-looking, and just make a couple of preliminary points. -

You all know economic policy has been made considerably more

. difficult by the kinds of dramatic changes that have been occurring.

"~ And the uncertainties created by these developments are perhaps

. best lighlighted by the almost universal failure of forecasts made at

this time last year, and throughout most of the year, to predict accu-

. rately the course of the economy. e . T
7 I think there is a lesson there. It shows how limited our ability rein-

- forces the wisdom of holding firmly the monetary and other economic -.

.- policies directed toward the continuing problems of the economy, of
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which I think inflation ranks first. In retrospect, recharting policy to
* respond to tentative signs of a faltering economy last year would have
proven extremely costly to our anti-inflation effort.

I won’t review the material in my prepared statement about what
went on in the economy last year. With respect to monetary policy, I
don’t think I need to describe in detail for the members of this commit-
tee the actions we took, particularly in October, to deal with the situa-
tion that we found then. I would note that I have attached to my
prepared statement a rather technical description of the new operating
procedures that we introduced at that time, the point being that those
procedures were designed to give us greater assurance of controlling the
expansion of money and credit. And, if we look at the results of those
actions in a rather technical perspective with regard to the immediate
objectives of controlling money and credit, I think I can say the results
have been remarkably in line with the intentions expressed in October.
There has been a very clear and significant moderation in the growth
of moneg and credit; and growth rates for virtually all the aggregates
have subsided rather remarkably from the rather excessive pace of
the early spring and summer.

But at the same time I have to say, in terms of the ultimate goals
for inflation and the economy, the picture is less clear. On the one
hand, the rather precipitous drop in economic activity that some
people feared has not at all developed: the economy has continued to

ow at o modest pace. But I point out, too, that that growth is re-

ected by consumer buying on credit or out of savings in anticipation
of continued inflation, and that is not & situation that bodes well for
the long run.

I will note that other developments since October have not been
encouraging. Inflation remains just about where it was. The com-
modity market is once again highly volatile, and that is a development
that I think grew directly out of the disturbed international situation.
That situation had some impact on the dollar in the exchange markets,
but it is interesting how steady the dollar has been for a number of
weeks now.

. Idon’t think we could have expected to see any considerable damp-
ing of inflation over this period, but we need to recognize that clear
progress on prices rises has been set back at least by a quarter or two as
a direct result of the oil price increases that we have had recently and
the fact that the international disturbances have reinforced concern -
about future inflation. And that is not a happy picture.

But I would also remind you that we know there are lags between
action and reaction, and we shouldn’t be at all surprised or dis-
heartened by what has happened. Monetary policy is only effective
over time, and I think experience clearly shows that with perseverance

it can and will be effective. s
* From my experience, what has happened recently—I am thinking
particularly of international developments—has only reinforced the
need for disciplined policy, and I am hopeful that we will make pro-
gress during the course of this year. .

Now, with that in mind, let me turn to a discussion of appropriate
policies from here on out. Monetary policy has a central role to play
In combating inflation. Qur recent experience underscores the com- ..
plexity of the inflationary process. And, in view of that, I do think that
we have to develop a coordinated set of policies designed to attack -

.

A
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" inflation from o number é{- directions, instéad of putting the entire

burden on monetary policy. . . -

Lo

-** In theory, monetary policy could do the job alone; bﬁt, in practice,

complementary policies are needed to smooth the path and build the
base to sustain growth. And if we are going to return to a noninfla-
tionary environment, we have to recognize the persistent application

. of anti-inflation Eolicies over an extended period is essential. I am
. happy to note t

at the administration has emphasized these same
ponts in the discussions of policies for stability and growth.

. As we develop such policies, I would note that our margins for error

in some important respects are smaller today than they used to be.

. In particular, I would underscore the importance of avoiding errors

| fong

-~ would be evidence that the foun e
. glomestlt_z economic situation and one consistent with a stronger dollar
. internationally.

on the side of excessive stimulus in an environment in which inflation

= js already deeply imbedded, a point also stressed in the President’s
. Economic Report. When inﬁationary expectations are so volatile, we

run the grave risk that stimulation will be dissipated to a large extent

in hi‘gher prices rather than increased output. That is.one price we

or having permitted inflation to make the headway it has for so

he potential costs of acting on the basis of forecasts of slack that

later prove to be incorrect are all the higher in view of potential strains

or disruptions that could arise—for example, in the energy sector—
that would further exacerbate inflationary pressures. In that connec-
tion, I am aware, as I am sure you are, that decisions on defense spend-
ing will need to be taken into account in appraising the outlook.

I know the committee does not expect me to deal in detail with our
monetary objectives, pending testimony in relation to the Humphrey-
Hawkins procedure. But, in terms of the broad gosture of monetary
Folicy, these considerations translate in my mind into a tprescription

or p}ersistently working toward noninflationary growth of the money
supply. .

- In this context, let me make an important analytic point—main-
tenance of restraint on money and credit is consistent with our move-

ments in interest rates in response to market forces as they reflect

credit demands, trends in economic activity and, over time, inflation.
Whether, when, and to what extent interest rates move higher or
lower, these changes should not be misinterpreted or misconstrued as

" a departure from our intent to maintain disciplined growth in money

and credit over time.

In that connection, I would emphasize that the prospects for sus-

taining any declines in interest rates that might develop in any cyclical
downturn will ultimately depend on success in the fight against in-

“ flation. In that context—but only in that context—lower interest

rates would not only be appropriate in facilitating recovery, they
(ﬁitions were being laid for a healthier

Turning to the fiscal side, I believe it is imperative to keep the goal

Zof budgetary balance in the foréfront of our thinking about spending

and revenue decisions, even though our progress may at times be
interrupted by cyclical developments. It is particulary important, in
my view, that tight control be exercised on total expenditures, and
that we work away at the objective often stated by the President in the
past that the share of Government spending to total GNP be reduced.
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In the current international environment, that may not be feasible
every year, but if and as defense priorities rise, the clear implication is
that we cannot shrink away from even more intense scrutiny of
nondefense spending. Moreover, budget revenues must be managed
rudently, and I especially applaud the President’s decision to refrain
rom recommending any new stimulative tax incentives at this time.
I am well aware that a strong case can be made for well-structured
tax changes; as you have often pointed out, Senator, we should act to
remove ‘“‘supply-side” disincentives from the tax system. But desirable
as some types of tax cuts may be, particulary to help deal with the
urgent underlying problems of productivity, costs, and incentives,
such a program needs to respect the fiscal priorities. Otherwise, the
potential favorable effects would be swamped by a new spur to
inflation, even more congested credit markets, and more economic
instability. Put simply, net tax reduction can only be earned by
restraint in expenditures over time, and that time has not yet come,
When the time does come for tax reduction, it should be designed
with a sharp focus on achieving the Nation’s goals. A number of
possible tax measures to reduce costs could be considered in this regard,
including, for example, reexamination of the extent to which we rely
on payrolll taxes. But, it seems to me, tax restructuring should place
major emphasis on stimulating business investment and enhancing
roductivity growth. To my mind, it would be a policy mistake of the
first magnitude to dissipate opportunities for tax reduction, when and
if they do arise, in measures that simply add to spending without
hegnng to resolve the underlging problems.
ver the longer run, productivity growth is certainly the major
underlying problem alongside inflation, and it is one of the keys to

- containing Inflation. Recent performance in that respect has been

dismal. I won’t recite all the figures; you know that productivity
actually declined last year. Looking broadly at recent trends, I think
we have to have some concern over the slackening rates of capital
investment and capital accumulation.

It is clear, then, that we must design our economic policies in a way
that will encourage saving and investment, and improve the rate of
capital formation, if we are to insure the ability of the economtyl' to
provide sustained advances in living standards and to meet those
other objectives not captured in the production statistics—our social

- and environmentat concerns. and so on.

Another element in any long-range program to increase produc-
tivity and living standards seems to me to be a new look at the Federal
Government’s regulatory activities, both social and economic. This
Year’s economic report discusses the need for striking a proper balance
In regulation, an area where, I sense, sound concepts of comparing
costs with benefits have been sorely lacking. I know this is a difficult

area, Mr. Chairman, but it is an area I really don’t think we can ..

afford to neglect. .
Also, I welcome any assistance in the anti-inflation program that
can be obtained through cooperative and voluntary programs b
way of educating business and labor as to the need for restraint an
in heading off excesses. An effective program, emphasizing the ulti-
mate futility of attempts to recover losses of real income required by
productivity declines or external shocks potentially can dampen a
ratcheting up of the wage-price spiral. But let us recognize, too, that
experience here and abroad confirms that such programs cunnot be
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the backbone of an anti-inflation policy. And let us also appreciate,
and avoid, the risk that such programs may lull us into thinking they
are a substitute for monetary and budgetary discipline; the net effect
would be counterproductive.

. I won’t Eet into the energy area other than to note its relevance
to our problems. I have no particular expertise in that area, but it
certainly does seem to me that recent developments underscore the
need to come to grips with the problem, and a part of the solution
requires that we recognize the need to allow increases in the price of
- all related products to reflect their true scarcity. Sometimes the
short-term impact of such a policy on the price indexes is cited as an
almost insuperable obstacle to such an approach. To be sure, the
short-term dilemma reinforces the need for firm anti-inflationary pol-
icies to avoid further increases in inflationary expectations. But I
also think the benefits over time will be substantial, for the longer
we delay adjusting to the realities of the energy markets, the longer
we are going to be vulnerable to spiraling prices at inopportune times
in the future, to say nothing of being vulnerable to thswal shortages.

We all know the period we are now in surely will test our patience,
our wisdom, and our commonsense. The problems we face are not
easy ones, and the policy decisions they call forth are not necessarily
going to win popularity contests today. But I am encouraged by the
understanding by the American people of some basic truths: The
need for economic restraint, applied consistently and persistently;
the fact that creation of money is no substitute for production and
productivity; the absence of painless quick fixes. '

You are a better judge of the national mood than I. Events of
recent years have given a'l of us—from our national leaders to the
most humble citizen—some insight into what it means to really have
to worry about the value of the dollar, at home and abroad, not just
its implications for economic stability and for our national pride, but
for our sense of value and our ability to exercise leadership in the
world. There is no longer any soft or easy option of simply accepting
another turn of the inflationary screw as a byproduct of buying our
way out of stagnation or slump. I also know the “payoff’’ over time
from policies to restore stability and productivity can be huge for all
Americans, That is why I feel so strongly we must “stick with it”’
until the job is done.

Thank you, Mr. Chairman.

[The prepared statement of Mr. Volcker, together with the at-
. tachment referred to, follows:]

PREPARED STATEMENT OF HoN. PauL A, VOLCKER

I am pleased to be here today to participate in these hearings on the President’s
Economic Report, to Yresent to you my views on the state of the economy and
to comment on what I consider to be the advisable course for economic policy.
I believe there is now widespread recognition of the priority that must be given
to controllin% inflation. I welcome this opportunity to discuss the role of monetary
. polic{ in achieving the goal of price stability, and to explore ways in which other
policies also can contribute toward this end.

Shaping economic policy is not an easy task even at the best of times. But the
task has been made considerably more difficult by the dramatic changes that have
been oecurrin%recently in the economic environment, both at home and abroad.
Actions by OPEC continue to place sharp upward’ pressures on the price of
ofl imported into the United States, while political disturbances in Iran and
Afghanistan—among other things—have incrcased uncertainties about future

troledsd supplies and defense spending. Here at home inflationary pressures

ve intensified, and these pressures have been accompanied by a heightening of
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inflationary expectations. While much of the acceleration in prices can be attrib-
uted to rising ener%y costs, our dismal performance in productivity has also con-
tributed appreciably. In financial markets, high interest rates—themselves a
by-product of rapid inflation—have induced further financial innovation and
institutional changes, which in part have required changes in the way monetary
policy is now conducted.

The uncertainties created by these developments are perhaps best highlighted
by the almost universal faflure of forecasts made at this time last year, and
throughout most of the year, to predict accurately the continued ex%ansion of
economic activity in 1979. Despite the shocks from very large oil price hikes, fuel
shortages, and major strikes, as well as the imposition of restraining macroeco-
nomiec poiioies, the economy proved to be remarkably resilient. Growth in real
economic activity did slow in 1979 from the unsustainable 5 percent rate posted -
in the preceding year, but real GNP still advanced 1 percent over the four quarters
of 1979; the much-heralded recession never appeared.

The 1979 experience underscores how limited our ability is to project future
developments. It reinforces the wisdom of holding firmly to monetary and other
economic policies directed toward the evident continuing problems of the
economy—of which inflation ranks first—rather than reacting to possibly transi-
tory and misleading movements in the latest statistics or relying too heavily on
uncertain economic and financial forecasts. In retrospeect, recharting policy to
respond to tentative signs of a faltering economy last year would have proven
extremely costly to our anti-inflation effort.

One of the major reasons why the forecasts for 1979 went wrong was the unan-
ticipated behavior of consumers. Despite the virtual cessation of growth in real
disposable income over the year, consumption outlays continued to advance. The
desire of households to accumulate goods was, no doubt, induced in part by the
expectation of worsening inflation. Indeed, surveys of consumer attitudes showed
inflationary expectations in the double-digit range virtually throughout the year.
Consumers could see both their savings and income heing eroded by inflation and
were willing to incur more debt and to save less in order to sustain their standards
of living or to buy tangible assets in anticipation of further price rises. As a result,
debt burdens reached new highs in 1979 and the saving rate at the end of the year
was down to its lowest level since the Korean War, One of the major uncertainties
as we enter 1980 is how long consumers may be willing and able to maintain
behavior without much earlier precedent.

It was encouraging that the nation's trade balance improved somewhat last
year despite a dramatic increase in the value of our oil imports. Export volume—
for both agricultural and nonagricultural products—increased by about 10 percent.
{:lx_lport markets thereby helped significantly in sustaining domestic production in

979.

If the forecasts have proven to be wrong about a recession in 1979, they do, I
believe, reflect elements of potential weakness in some key sectors and an increased
overall vulnerability following five years of expansion accompanied by the dis-
tortions of inflation. One major area of weakness has already been evident—the
auto sector. Auto demand was damped last year by a series of shocks—large

asoline price hikes, gas shortages, and concerns about future fuel availability.
%ar sales dropped sharply in the spring and car stocks backed up. Price cutting and
company-sponsored inceuntive programs helped work off excessive inventories in
the summer. On balance, however, demand appears to have weakened, with auto
sales in the fourth quarter at the lowest level since 1975. Indeed, sales have dropped
to the point that much of that adjustment may be completed.

Housing sector activity also slackened substantially. The rate of private housing
starts moved down early in 1979 from the 2 million unit pace that prevailed in 1978
and averaged 13 million units during the first three quarters of 1979. Late last
year starts fell again, to an average of 1!¢ million units in the final two months;
permits for new construction declined even faster. The decline in residential
construction last year reflected tighter conditions in mortgage markets as well as
;l’ome reduction of demands owing to weaker financial positions of potential home-

uyers. - ! .

n the business sector, there was a loss of momentum in capital outlays during
1979 as the fundamental determinants of spending became less favorable. Growth
of final sales slowed considerably after the first quarter, the capacity utilization rate
in manufacturing edged lower, nominal financing costs rose throughout the year,
and business séctor halance sheets came under increasing financial pressure.
Reflecting these developments, advance indicators of capital spending—such as
orders and contracts—showed no real growth during thé year, and surveys of
planned outlays for 1980 also suggest a further moderation in real capital outlays.

'
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- The slowing of economic activity during 1979 was accompanied by a less rapid
increase in employment, but the moderation in employment growth did not keep
pace with the deceleration in output %rowth. Although real output rose by 1 per-
cent over the year, total employment increased 2 percent. At the same time, how-
ever, growth of the labor force slowed. As a result, the overall unemployment rate
remained within a narrow range of 53{ to 6 percent. _—

Despite the moderation of output growth last year, inflation worsened and
inflationary expectations became more deeply inbedded. The acceleration in
overall inflation in 1979 was due in significant measure to the sharp rise in the

' grice of im;l)orted crude oil that resulted from the series of price hikes instituted

OPEC. In addition, Frices of domestic crude oil and many other energy items

rose dramatically. Inflation, however, was not confined to the energy sector

as underlying cost pressures intensified throughout the economy and prices exclud-
ing energy and food rose faster thanin the year earlier,

y last fall it was evident that inflationary conditions had deteriorated further
and threatened not only the stability of the U.S. economy, but also our position
in the world economy. In response to the measures taken in November 1978, the
value of the dollar had risen, and this strength continued into the first five months

_of 1979. However, the failure of the U.S. inflation rate to moderate, an acceleration

" However, the translation of moncy stock o

e

.turmoil an

of money and credit, and the rapid rise in oil prices all contributed to downward
pressure on the dollar in the summer. The dollar's weakness intensified in Sept~
tember despite heavy intervention purchases of dollars by U.S. and foreign
authorities.

MONETARY POLICY IN 1079

Early in 1979 growth of the monetary aggregates was effectively under control’
But during the spring and summer money growth was much faster than the Federal
Reserve’s longer-run targets. The System took a series of actions, through its open
market operations and through increases in the discount rate, designed to contain
excessive growth of money and credit. But with continuing rapid growth of the
aggregates and with foreign exchange developments contributing additional up-
ward price pressure and exacerbating inflationary expectations, it became clear
that firm action was needed to avoid even higher inflation. The risks were under-
scored by an apparent buildup of speculative pressures in commodity markets in
September. The danger was that the bidding up of prices in these markets not
only would in itself reinforce the inflationary trends, but that it would also lead
to an unsustainable surge of buying. This was the setting in which the Federal
Reserve took its October 6 policy actions to deal with inflationary pressures and
defuse expectational forces. kIt was a setting, too, that emphasized the fundamental
goint that defense of the dollar internationally depends first of all on actions at

ome to deal with our domestic economic problems.

As I have indicated on previous occasions, the new steps did not involve any
change in our basic targets for the various monetary aggregates in 1979, but they

did provide added assurance that those objectives could be achieved. Indeed, our

immediate objective was to rein in money and credit growth, - . .
Although explicit targets for monetary growth have been a central feature of
monetary policy fer s.veral years, the operational guide for day-to-day open
market operations befoce Octchber had t{pically been the federal funds rate.
jectives into day-to-day management
of this rate presupposes a stable .nd predictable relationship between the publio’s.
demand for cash balances and sinort-term market rates of interest, This relation-
ship becomes particularly difficult to appraise in an environment of rapid price
increases, changing inflationary expectations, and financial innovations. Conse-
uently, the Federal Open Market Committee decided to emphasize controlling -
the volume of reserves available to support deposits in the banking system.! This
change in procedure was supported by two other measures-—an increase in the
discount rate and a marginal reserve requirement on increases in the managed
liabilities of larger banks. Qur gnu:pose in this program was to signal clearly and
forcibly our unwillingness to finance an accelerating rate of inflation and our *
desire to ‘‘wind down’’ inflationary pressures. -
Followinﬁ these actions taken nearly four months ago, there was a period of
unsettlement as the markets appraised and adjusted to the new
approach to implementing monetary policy. Inifial reactions in some markets
m:‘y have been exaggerated, but at least they reflected an appreciation of the
seriousness with which we viewed the problem of containing inflation. Now th
financial markets appear to be functioning in a more orderly fashion. s

3 A tecbnical deseﬂpt!or; of the new procedures is attached to the ‘statement.

64-123 0 - 60 - &
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With regard to our immediate objectives of controlling monetary and credit
developments, I can report that the overall results have been remarkably in line
. with our intentions. Specifically, there has been a clear and significant moderation

in the growth of money and credit. Growth in M-1 over the September to

December interval was well within the interim target of 4% percent or lower set
by the Federal Open Market Committee in early October, and growth rates for
- virtually all the aggregates have subsided markedly from the excessive pace of
the spring and early summer of last year,

In terms of our ultimate goals, the picture is much less clear. Fears expressed
by some of a precipitous drop in economic activity have not been borne out, as
the economy has continued to grow at a modest pace in spite of the tighter policies.
But the economy’s strength reflects in part consumer buying on credit or out of
savings in anticipation of continued inflation, and this does not bode well for the
long run. Other developments sincz October have not been encouraging. Inflation
remains about where it was, and geld-and commodity markets are once again
highly volatile—a development certainly related in large part to international
political and economic developments. These same developments had an impact
on exchange markets. The dollar retraced most of its rise after October 6, but
has held steady in recent weeks.

" We could not reasonably have expected to see any significant damping of
inflation over such a shert period of time. But, we must also recognize that clear
progress on the price front has probably been set back by at least a further quarter
or two as a direct result of the round of oil price changes since early December,
and the international disturbances have seemed to reinforce concern about future
inflation. This part of the picture is not a happ{ one, But, I would remind you
" that the lags between action and reactions are well-known, so we should be neither
surprised nor disheartened by the recent data. Monetary policy—restraint on
growth of money and credit—is only effective over time; but experience shows
that, with perseverance, it can and will be effective. Recent events seem to me
- only to reinforce the need for disciplined policy, and I remain hopeful that signs
of progress will emerge over the next year.

LOOKING AHEAD

With this background in mind, let me now turn to a discussion of approi)riate
public policies over the near term. Monetary policy has a central role to play in
combatting inflation. But our recent experience underscores the complexity of the
inflationary process—prices respond to a host of factors, including credit growth,
- demand management policies, external price shocks, productivity trends, expecta-

tions, and many others. In view of this, I believe that we must develop a co-
. ordinated set of {):licies designed to attack inflation from a number of directions

rather than placing the entire burden on monetary policy. In theory, monetary

policy could do the J'ob alone; in practice, complementary policies are needed to
- smooth the path and build the base for sustained growth. Moreover, if we are to

. return to a noninflationary environment it must be recognized that persistent . '

application of anti-inflation policies over an extended period is essential. I am
hap?y to note that the Administration has emphasized these points in its dis-
cussion of policies for stability and growth.

* As we develop such policies, I would note that our margins for error in some b

important respects are smaller today than they used to be. In particular, I would
underscore the importance of avoiding errors on the side of excessive stimulus in
an environment in which inflation is already deeply imbedded, a point also stressed

o in the President’s Economic Report. When inflationary expectations are so volatile,

* we run the grave risk that stimulation will he dissipated to a large extent in higher
prices rather than increased output. That is one price we pay for permitting in-
- flation to meke the headway it has for so long. The potential costs of acting on the
- basls of forecasts of slack that later prove to be incorrect are all the higher in view
_of potential strains or disruptions that could arise—for example, in the energy
sector—that would further exacerbate inflationary pressures. In that connection,
I am aware, as I am sure you are, that decisions on defense spending will need to
be taken into account in appraising the outlook. )

K I know the Committee does not expect me to deal in detail with our monetary -
- objectives, pending testimony in relation to the Humphrey-Hawkins procedure,

. However, in terms of the broad posture of monetary policy, these considerations
translate into a prescription for persistently working toward non-inﬂationar{
growth of the money supply. There are questions on how fast money growt

should be cut back, and technical issues of how to implement monetary polioy,

. but I see no satisfactory alternative to slowing the growth of money. Our polioy, -



viewed in a long-term perspective, rests on a very simple premise—that the in-
_ flationary process is uitimately related to excessive growth in money and credit.’
-+ This relationship is of course a complex one, and there are many facets of it that
- are sensitive to nonmonetary economic variables. But, in sgite of all the nuances,
it is clear that inflation cannot persist over the long run in the absence of excessive
monetary growth. ‘ . . .
In this context, let me make an important analytic point—maintenance of
restraint on money and credit is consistent with movements in interest rates in
response to market forces as they reflect credit demands, trends in economic
aotivity, and, over time, inflation. Whether, when, and to what extent interest
rates move higher or lower, these changes should not be misinterpreted or mis-
construced as a departure from our intent to maintain disciplined growth in money
and credit over time. In that connection, I would emphasize that the prospects for
sustaining any declines in interest rates that might develop in any cyclical down-
turn will ultimatelﬂadepend on success in the fight against inflation. In that con-
text—but only in that context—lower interest rates would not only be appropriate
in facilitating recovery, they would be evidence that the foundations were being
laid for a healthier domestic economic situation and one consistent with a stronger
dollar internationally. . . .
o - : OTEER ANTI-INFLATION POLICIES

I pointed out earlier the need for a coordination of policies in order to avoid
unnecessary costs and disruptions as we work to restrain inflation. Fiscal polic
potentially can play a keg role. In the past, however, there has been far too muc
of a willingness to accept budget deficits, in good as well as bad years.

“

I believe it is imperative to keep the goal of budgetary balance in the forefront

of our thinking about spending and revenue decisions, even though our progress

may at times be interrupted by cyclical developments. teis particularly iraportant,
in my view, that tight control be exercised on total expenditures, and that we work
away at the objective often stated by the President in the past that the share of
government spending to total GNP be reduced. In the current international
environment, that may not be feasible every year, but if and as defense priorities
rise, the clear implication is that we cannot shrink away from even more intense
scrutiny of nondefense spending. Moreover, budget revenues must be managed
prudently, and I especially applaud the President’s decision to refrain from recom-
mending any new stimulative tax incentives at this time.

I am well aware that a strong case can be made for well-structured tax changes;
as the Chairman of this committee has often pointed out, we should act to remove
‘“‘supply-side’ disincentives in the tax system. But desirable as some types of tax
cuts may be, particularly to help deal with the urgent underlying problems of
. productivity, costs, and incentives, such a program needs to respect the fiscal
priorities. Otherwise the potential favorable effects would be swamped by a new
spur to inflation, even more congested credit markets, and more economio in--
stability. Put simply, net tax reduction can only be earned by restraint in expendi-
tures over time, and that time has not yet come. .

When the time does come for tax reduction, it should be designed with a sharp
. focus on achieving the nation’s i(:als. A number of possible tax measures to reduce

costs could be considered in this regard, including for example reexamination
of the extent to which we rely on payroll taxes. But, it seems to me, tax restruc-

turing should place major emphasis on stimulating business investment and en- "

hancing productivity growth. To my 1nind, it would be a policy mistake of the
first magnitude to dissipate o‘pportunities for tax reduction, when and if they do
arise, in measures that simply add to spending without helping to resolve the
underlying problems. ’ .
Over the longer run, productivity growth is one of the keys to containing
inflation, as well as being the prerequisite for raising living standards. Recent
g&r{ormance in that respect has been dismal. During the two decades following
orld War II output per hour worked was rising on average about 3 percent

" . per year; since the mid-sixties, the increase has trended lower, climaxed by an

- actual decline in 1979. -
- One of the reasons for the slowdown in productivity growth over the past decade
has been a slackening in the rate of capital formation. Indeed, the nation’s stock
of capital grew at only a 2} percent rate over the last five years—about half the
Eace of the preceding decade. Capital accumulation per member of the labor force
. has slowed even more dramatically; the stock of capital pr: worker has actually
declined on average since 1975, and more of our present capital stock appears less
directly ‘“productive” in the sense that it is motivated by environmental or other
considerations. It is clear, then, that we must design our economic policies in &

i
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way that will encourage saving and investment, and improve the rate of capital
formation, if we are to ensure the ability of the economy to provide sustained
advances in living standards and to meet those other objectives not captured in
the production statistics. . : : )

" Another element in the long-range srogram to increase productivity and living
standards, and reduce inflation, would be a new look at the federal government’a
regulatory activities—both social regulations and economic regulations, This
year's Economic Report discusses the need for striking a proper balance in regula-
tion, an area where, I sense, sound concepts of comparing costs with benefits
have been sorely lacking. I do not underestimate the difficulty; reality is complex
and each new regulations seems to generate its own vested interests, with talented
and vocal advocates. Yet, instances where obsolete government intervention
actually hurts, rather than hel s, the consuming public have often been cited, and
newer regulat{ons can be challenged on the same grounds. Even in areas where
elimination of government regulation would clearly be iuapf)ropriate——such as the
Eerotectlon of the environment, health, and safety—I feel certain we can do a

tter job in assuring that the benefits of protection are weighed car:fully against
the costs of achieving them. . i

In the context of declining J)roductivity it is even more apparent that modera-
tion in wage growth is needed if we are to gain control over inflation. Last year
hourly compensation increased about 9 percent. Cornbined with an actual decline
in productivity of more than 2 percent, these wage increased drove unit labor costs
u‘p more than 11 percent—a marked acceleration from 1978 and thus a substan-
tial source of added inflationary A)ressures. I welcome any assistance that can be
obtained through cooperative and voluntary dpro ams by way of educatin& busi-
ness and labor as to the need for restraint and in heading off excesses. An effective

rogram, emphasizing the ultimate futility of attempts to recover losses of real
ncome required by productivity declines or external shocks potentially can damp-
en a ratcheting up of the wage-price spiral. But let us recognize, too, that experi-
ence here and abroad confirms that such programs cannot be the backbone of an
anti-inflation policy., And, let us also appreciate, and avoid, the risk that such
programs may lull us into thinking they are a substitute for monetary and budge-
tar&discipline; in that event, the net efect would be counter-productive.

course, we will remain highly vulnerable to external developments so long as

- we are heavily dependent on imported oil. I will note, without belaboring a point

that has been mac?: so many times, that recent events only underscore the need to
come to grips with this problem, - '

Part of the solution seems to me to require that we recognize the need to allow
increases in the price of oil and related products to reflect their true scarcity.
Sometimes the short-term im{mct of such a policy on the price indices is cited as
an almost insuperable obstacle to such an approach. To be sure, the short-term
dilemma reinforces the need for firm anti-inflationary policies to avoid further
increases in inflationary expectations. But benefits over time would be substantial,
for the longer we delay adjusting to the realities of the energy markets, the longer
we will be vulnerable to spiraling prices at inopportune times, to say nothing of
ph%sical shortages. ;

he period we are now in surely will test our pat.ence, our wisdom, and our
common sense. The problems we face are not easy ones, and the policy decisions
they call forth are not necessarily going to win popularity contests today. Yet,’
what strikes me is the understanding by the American people of some basic truths:
the need for economic restraint, applied consistently and persistently; the fact
that creation of money is no substitute for production and productivity; the ab-
sence of painless quick fixes. o .

You are better iudges of the national mood than I. But I do have certain con-
victions. Events of recent years have given all of us—from our national leaders to
the most humble citizen—some insight into what it means to really have to worry
about the value of the dollar, at home and abroad, not just its implications for
economic stability and for our national pride, but for our sense of value and our
ability to exercise leadership in the world. There is no longer any soft or easy option
of simply accepting another turn of the inflationary screw as a by-product of
huying our way out of staination or slump. I also know the ‘“payoff’’ over time
from policies to restore stability and Productivity can be huge for all Americans.
Th:: vll;hy I :eel s0 strongly we must *‘stick with it”’ until the job is done.

tachment.
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Tue NEw FEpERAL RESERVE TECHNICAL PROCEDURES FOR CONTROLLING MONEY

As part of its anti-inflationary program announced on October 6, 1979, the
Federal Reserve changed open market operating procedures to place more em-
gha:sis on controlling reserves directly so as to provide more assurance of attaining

asic money supply objectives. Previously, the reserve supply had been more
passively determined by what was needed 'to maintain, in any given short-run
period, a level of short-term interest rates, in particular a level of the federal funds
rate, that was considered consistent with longer-term money growth targets. Thus,
the new procedures entail greater freedom for interest rates to change over the
short-run in response to market forces.!

This note describes the new technical operating procedures and how the linkage
between reserves and money involved in the procedures is influenced by the
existing institutional framework and other facts. This linkage is relatively compli-
cated and variable, particularly over the short-run, so that, for example, it does
not necessarily follow that rapid expansion of reserves would be accompanied by,
or would presage, rapid expansion of money. The exact relationship depends on
the bahavior of other factors besides mc..ey that absorb or release reserves, and
consideration must also be give to timing problems in connection with lagged
reserve accounting.

In setting reserve paths to control money under existing conditions account
must be taken of: (i) the prevailing reserve requirement structure, with varying
reserve requirements by type of deposit (some of which may not be included in
targeted money measures) and by size of deposit; (ii) the public’s demand for
currency relative to deposits; (iii) availability of reserves at bank initiative from
the discount window; (iv) lags in response on the part of the public and banks to
changes in reserve supply through open market operations; (v) the growing amount
of mone ’s‘ij’ply type deposits at institutions not subject to reserve requirements
set by the Federal Reserve; (vi) lagged reserve accounting. To help insure that
operations are undertaken most effectively, the Federal Reserve has the new oper-
ating technique and related factors under continuous examination in light of
experience gained, At (Fresent studies are under way on such elements as ag%ed
reserve accounting and the role of the discount window. Possible changes in other
elements involved with the technique would require Congressional action—such
as extending reserve requirements to nonmember institutions and certain aspects
of simplifying reserve structure.

The principal steps in the new procedure are outlined below.

(1) The policy process first involves a decision by the Federal Open Market
Committee on the rate of increase in money it wishes to achieve. For instance, at
its October 6 meeting, taking account of its longer-run monetary targets and eco-
nomic and financial conditions, the Committee agreed upon an annual rate of
growth in M-1 over the 3-month period from September to December on the
order of 4} percent, and of M-2 of about 7% percent, but also agreed that some-
what slower growth was acceptable,

(2) After the objective for money supply growth is set, reserve paths expected to
achieve such growth are established for a family of reserve measures. These
measures consist of total reserves, the monetary base (essentially total reserves of
member banks plus currency in circulation), and nonborrowed reserves. Establish-
ment of the paths involves projecting how much of the targeted money growth is
likely to take the form of currency, of deposits at nonmember institutions, and of
deposits at member institutions (taking account of differential reserve requirements
by size of demand deposits and between the demand and time and savings deposit
components of M~2. Moreover, estimates are made of reserves likely to be absorbed
by expansion in other bank liubilities subject to reserve requirements, such as
large CD’s, at a pace that appears consistent with money supply obj2ctives and
also takes account of tolerable changes in bank credit. Such estimates are necessary
because reserves that banks use to support er;pansion of CD’s, for example, would
not be available to support expansion in M-1 and M-2, 'I‘hus, if the reserves
. re%uired behind CD’s were not provided for in the reserve path, expansion in M~1

and M-2 would be weaker than desired. The opposite would be the case if the
- reserve path were not reduced to reflect contraction of large CD’s. For similar

trgagolx‘lis, estimates are also made of the amount of excess reserves banks are likely
old.

1 Consistent with this, the federal funds rate range adopted 25 the Federal Open Market
Committee for an intermeeting period has been greatly widened. R
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(:? The projected mix of currency and deposits, given the reserve requirements

for deposits and banks’ excess reserves, yields an estimate of the increase in total
reserves and the monetary base consistent with FOMC monetary targets. The
amount of nonborrowed reserves—that is total reserves less member bank bor-
rowing—is obtained by initially assuming a level of borrowing near that prevailin
in the most recent period. For instance, following the October 6 decision, a level o
borrowing somewhat above that of September was initially assumed. Following
subsequent meetings, the assumed level of borrowing for the nonborrowed pat
was always close to the level prevailing around the time of the FOMC meeting,
though varying a little above and below that level.

(4) Initial paths established for the family of reserve measures over, say, 8
3-month period are then translated into reserve levels covering shorter periods
between meetings. These paths can be based on a constant seasonally adjusted
rate of growth of the money targets on, say, a month-by-month basis, or can
involve variable monthly growth rates within the 3-month period if that appears
to facilitate achievement of the longer-run money targets.

s (5) Total reserves provide the basis for deposits and thereby are more closely

- related to the aggregates than nonborrowed reserves. Thus total reserves represents
the principal over-all reserve objective.? However, only nonborrowed reserves are
directly under control through open market operations, though they can be
adjusted in response to changes in bank demand for reserves obtained through
borrowing at the discount window.

(6) Because nonborrowed reserves are more closely under control of the System
Account Mana%er for o,xl)en market operations (though subject to a small range of
error because of the behavior of non-controlled factors affecting reserves, such as
float), he would initially aim at a nonborrowed reserve target (seasonally unad-
justed for operating purposes) established for the operating period between
meetings. To understand how this would lead to control of total reserves and
money supply, suppose that the demand for money ran stronger than was being
targeted—as it did in early October of last year. The increased demand for money
and also for bank reserves to support the money would in the first instance be
accompanied by more intensive efforts on the part of banks to obtain reserves in
the federal funds market, thereby tending to bid up the federal funds rate, and
by increased borrowing at the Federal Reserve discount window. As a result of
the latter, total reserves and the monetary base would for a while run stronger
than targeted. Whether total reserves tend to remain above target for any sus-
tained period depends in part on the nature of the bulge in reserve demand—
whether or not it was transitory, for example—and in part on the degree to which

(/emerging market conditions reflect or induce adjustments on the part of banks
and the public. These responses on the part of banks, for example, could include
sales of securities to the public (thereby extinguishing deposits) and changes in
lending licies.

(7) Should total reserves be showing sustained strength, closer control over
them could be obtained by lowering the nonborrowed reserve path (to attempt
to offset the expansion in member bank borrowing) and/or by raising the dis-
count rate. A rise in the discount rate would, for any given supply of nonborrowed
reserves, initially tend to raise market interest rates, thereby working to speed up
the adjustment process of the public and banks and encouraging a more prompt
move back to the path for total reserves and the monetary base. Thus, whether
adjustments are made in the nonborrowed path—the only path that can be con-
trolled directly through open market operations—and/or in the discount rate
depends in part on emerging behavior by banks and the public. Under present
circumstances, however, both the timing of market response to a rise in money
and reserve demand, and the ability to control total reserves in the short run

$In the control process, the monetary base in practice is given less weight than tota.
reserves. This is princlpaliy for a technical reason. If currency, the principal component
of the base, is running stronger than anticipated, achievement of a base target would

ire a dollar-for-doliar weakening in member bank reserves. But, because.of fractional

rve requirements, the weakening in reserves would have a multiple effect on the
deposit components of the monetary aggregates (it could weaken the demand deposit
component by about 8 times the decline in reserves). Achlevement of a base target in
the short run could therefore lead, in this example, to a much weaker money supply than
targeted. If a total reserve target were achieved, the money supply would be stronger
than targeted. but only by the amount by which currency is stronger than expected.
Thus, the variation from a money supply target would be less under total reserves than
under a monetary base gulde. Of course, shouid currency persistently run stronger or
weaker than expected, compensating adjustments could be made to either a total reserves
or monetary base target. ’
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within close tolerance limits, are influenced by the two-week lag between bank
deposits and required reserves behind these deposits.

(8) Other intermeeting adjustments can be made to the reserve paths as a
family. These may be needed when it becomes clear that the multiplier relation-
ship between reserves and money has varied from expectations. The relationship
can vary when, for example, excess reserves and non-money reservable liabilities
are clearly running higher or lower than anticipated. Since October 6 such ad-
justments during the intermeeting period have been made infrequently. Given
the naturally large week-to-week fluctuations in factors affecting the reserve -
multiplier, deviation from expectations in one direction over a period of several
wleeks would be needed before it would be clear that a change in trend has taken
place. .-

A variable relationship between expansion of reserves and of money is implieit
in the description of procedures just given. This is illustrated by experience in
the fourth quarter, as shown in the table on the next page. It can be seen from

anel I that M-1 increased at only & 3.1 percent annual rate (seasonally adjusted)
in that period and M-2 at a 6.8 percent rate. At the same time, as shown in panel
II, nonborrowed reserves, total reserve and the monewary base rose at sub-

- stantially more rapid rates—by annual rates of about 13, 13%, and 8 percent,

respectively.

CHANGES IN RESERVE AND MONETARY AGGREGATES, SEPTEMBER TO DECEMBER 1979

{Seasonally adjusted]

Percent annual

rate?  Change (millions)
1. Changes in monetary aggregates:
T OO 31 $2, 845
1. Currency outside banks....._._. . 5.3 1,400
2. Member bank demand deposits. .. . 2.3 972
3. Nonmember bank demand deposits._ ... ._....._.... 2.1 473
. S 2SS 6.8 15, 961
I1. Changes in reserves and related items:

. Nonborrowed 2.9 1,309
8. Borrowings.____ 131
C. Yotal reserves (A 3.3 1,40
O. Currencyd........... . 5.9 1, 606
. E. Monetary base (C4D) . nnnr e v an 8.1 3,045

Percentage points

contributed

toward growth of
- total reserves  Change (millions)

111, Total reserves absorbed by:
A. Private demand deposits. ... ... .. .. L1 sl
8. Interbank demand deposits...... 2.7 280
C. U.S. Goverament demand deposits. 0 3
D. Large, negotiable CO's.. ... _.._.. 3.6 k1{ ]
E. M-Z time and savings deposits._. 4.5 466
. Nondeposit tiems. .. 0 -3
o g e e 0 =
ondum: Im| 2 reserve accounting

L ToRaY resarves ... .. oo e aeieaceiccccnacanacmaccmcecccmaceaamenennmanas 1287
2. Reserves against private demand deposits..._.... . -6
3. Reserves against M-2 time and savings deposits. _. - 121
4. All cther items subject to resarves_ ... . . iiiaiciecceaeeanna. : .20

1 Growth rates of reserves adjusted for discontinuities in series that result from changes in regulations D and M.

1 Includes vault cash of nonmember banks.

8 Reflects change in total reserves during period attributable to fact that sequired reserves are based on deposits 2 weeks
earlier, rather than on deposits contemporaneous with reserves. Thus, adjusted to a basis contemporaneous with do‘gm
gz;dh {ur:l'? sdo&hmbor to December, total reserves would have expanded $287,000,000, or 2.8 percentage points less than

actually did. : . L

3 Under lagged accounting, banks are not r:&ulred to hold reserves against deposits until
two weeks later. With required reserves fixed at that time, the Federal Reserve in its
operations is limited in its ability to control total reserves within a given week (since
the total of reserves 1s determined by required reserves and banks’ excess reserves), but
can more readily determine whether the banking system satisfies its reserve requirement
through the availability of nonborrowed reserves, or {8 forced to turn to the discount
window (or to reduce excess reserves, though most banks are usually close to minimal
levels in that respect). .
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There were a number of reasons for the much more rapid growth in reserves’
and the base than in the monetary aggregates. Only about 1 percentage point of
the 13% percent annual rate of increase in total reserves supported growth in the

~ member bank demand deposit component of M-1 (as may be seen from line
~ IIL.A of the table). An additional 4}4 percentage g}t;ints supported the member

Thus less than half of the
inerease in reserves supported expansion in targeted monetary aggregates. More
than half of the reserves supported expansion in interbank demand deposits, ex-
8. If these reserves had not been supphed,

wth in M-1 and M—2 would have been much slower. In fact, actual growth in
-1 and M-2 was a bit slower than targeted, though not less than the Committee

bank interest-bearing component of M-2 (line III

~ found acceptable.f

= Ag this example from recent experience helps demonstrate, the behavior of

. reserve measures in relation to money can be expected to vary with shifts in the

currency and deposit mix, with changes in bank demands for excess reserves and
borrowing, and with timing problems related to lagged reserve accounting. But
even in evaluating money irowth itself, which the Federal Open Market Com-
mittee sets as a target in the policy process, recognition has to be given to the
likelihood that money growth can vary substantially on a month-to-month basis
in view of inherently large and erratic money flows in so vast and complex an
€conomy as ours. .

Senator BENTSEN. Thank you very much, Mr. Volcker.

You and I certainly agree on the need for monetary and fiscal
prudence and restraint, and I think the public shares that view, too.
And I think we agree to a very substantial degree on the question of
increasing productivity and how serious a problem it is for this

_count;

: Ourr{asic disagreement, I think, is in the timing. It is my personal
viewpoint that the longer we wait, the more pro%lems we will have
like the steel industry, and the more difficult it will be to get a response
and to turn the situation around ; the more we will have lost our market
share in the world, and the more difficult it will be to regain that
market share. It is always much easier to sustain it than to go back and
reestablish it. ' .
As I said earlier, I just chaired a series of Joint Economic hearing
in the Far East, and I was amazed by the response of American busi-

- nessmen over there who are on the cutting edge—I am not talkin,

about executives back here but those who are out there trying to sell.:
It is of deep concern to me that it is an exploding trade area. Trade

. out there is e?anding at the rate of about 20 percent compounded

each year. And we find our two-way trade with them is now passi
that of Europe, and again we see our market share decreasing.
think that is because we are not staying up in & competitive way with

. the processes of production.

The Japanese modernize their production facilities about every 10
years now; we do it about every 30 years. You don’t have to be a
genius to know their people are going to have more effective tools

_than ours. :

" quarter reflected, on the Ma
: boxrowlpg by bani

It is not going to turn around overnight. And regardless of what
we try to do by tax measures and otherwise e‘\;t incentives out there
for modernization, it is going to take time. We all agree with that.

But I think it is one of the essential tools we have to defeat inflation.

¢ Moreover, the relatively rapid expansion in reserve measures was not associated with
strength in bank credit, which In the fourth quarter grew at only about a 3 percent annual
rate, well below its earlier gace. The slow expansion in bank credit during the fourth
1lity side, a sharp reduction in the outstanding amount of

s through Euro-dollars, federal funds, and repurchase agreements. .
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Now, back to a more definitive question. It is my understanding
that you supported the policy of a.ccommodatinithe OPEC increases
in price by a one-shot increase in the growth of the money aggregates;
is that correct? ‘ .

Mr. VorLceeR. Noj; I think that would be a misinterpretation.

Senator BENTSEN. Is that an oversimplification?

Mr. Vorcker. I think it is not only an oversimplification, but I
really would not recognize the position as you stated it. I don’t think
we can take the view that any so-called shock that comes along to
affect the price level should be met with a response on the part of the

~ monetary authorities of jacking up the money suppli'. ‘
* - Senator BENTSEN. That was of concern to me, and I was trying to
find out your rationale.
- Mr. VoLcker. I had commented at one point in an earlier hearing
some months ago that if we have a very large increase in oil prices—
I was thinking then in terms of an increase perhaps even larger than
what we have had, which is very large—that is one of the factors that
has to be taken into account, along with a variety of other factors,
- in setting these targets. I can’t say to you—take the extreme opposite
position—that it would never have eny influence on the target that
.. we set. But I did not mean that to be interpreted as supporting any
mechanical formula, as I say, to simply raise the money supply in
proportion to any external shock. <
enator BENTSEN. Thank you for that clarification of the statement.

Congresswoman Heckler.

Representative HEckLER. Thank you, Mr. Chairman. -

Mr. Volcker, I'd like to say to you I welcome you and am delighted
to see {?u in this 'Fositlon today. : g

Mr. VoLckeRr. Thank you.

Representative HEcKLER. At the Banking Committee, we have
used your advice on many occasions, and now we have a chance to
question you from a different perspective.

I'd like to question you on questions I receive from Main Street.
These are some of the questions being raised by the people, and some-
times they are harder to answer than some of the more esoteric ques-
tions. .

' Mr. Vorcxker. I sit here fearful. : S
" Representative HECKLER. Not at all. The fact of the matter is this
_committee has been discussing recession and so forth, the contours
of recession, the duration, the depth, et cetera. We heard this mormns
. that we have experienced a siﬁmﬁcant increase in unemployment an:
" a dip in employment, and the fact is that is an onerous.signal of
~ difficulty. I am wondering: Would you say that we are in a recession
. now? What type of recession is it? How long is it likely to last? - .

I know there are many factors that come into an analysis of that, = . -
but the recession that we have anticipated—is it upon us? Is it going -
to be mild, as some economists have said? From your vantage point,

" how would you view this? , : o LI
"Mr. VoLckER. Let me repeat the point I made right at the start;
the essence of the situation in which we find ourselves is that we
shouldn’t be too certain about the answers to questions of the sort
- you ask. We are likely to make policy mistakes if we approach them -
with great certainty. The essence of policy today is coping with un-/
eertamty. - - o . o T e e

. PR : g [
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Are we in a recession now? I don’t know. If we are, it started in a

- matter of weeks. You can’t meke a pronouncement in that circum-
* stance. The only thing I can fairgy say is that there are factors in the
e

economy that make us vulnerable, particularly the relationship be-
tween consumption end income, Savings are low. We have been
expecting consumption to be weaker then it was, weaker than it has
been for some time; it hasn’t been, partly because of inflationa
the savings rate is going to increase this quarter or next quarter and
consumption is going to be down; for all I know I might have said
that two or three quarters ago and it didn’t happen and may not
happen for some more quarters. .

Given those vulnerabilities which I think we should recognize, I
suppose my general judgment would be that as a consequence of the
international disturbances—and, if necessary, a review of the defense
spending outlook—the prospects or the risks of substantial acculu-
lating downturn are reduced. The difference in the situation today as
compered to evaluations some time ago is that I think you now have
to weigh more strongly the fact that if we have a recession it will be
milder, or the chances of avoiding it altogether might still exist. That

does not mean I think, that all the vulnerabilities in the economy

have disappeared; they clearly have not. :
Representative HEcKLER. Then you are saying that if we are having
a recession, it’s goinito be a mild one; is that correct?
Mr. VoLcker. I t.
l:gvpothesis upon which I would work now. But I don’t exclude either
e possibility of no recession or of a more serious affair; it can only
Ye evalueted as time passes. . .
Representative HEckLER, Of course, one of the questions we'd have
in terms of monetary policy would be a credit crunch and the impact
on small business in that likelihood. As we know, traditionally, when-

“ever credit tightens, small businesses suffer and have a harder time

meeting their needs, and therefore find it more difficult to survive,
Have you heard any reports from any of your regional offices of

. pressures on small businesses, or any small business dimension to the

present credit policies? ;

_ Mr. Vorcker. That is an area in which we try to keep ourselves
up to date, but we are forced to rely on (fretty informal indications
that we get through the district banks and otherwise. :

- My judgment would be that many small businesses are feeling more -

pressures now than earlier. You can say that about a lot of sectors of
the economy, ‘ ‘

.. I do not have the sense now of disproggrtionat{e pressiires,_ s0 to
" speak. The pressures are certainlﬁ' there. T'

mostly, but not entirely informal—that rates on small business loans
have not gone ullx) nearly as fast as the prime rate did last fall, let’s say.
.- One thing I have been struck by, Mrs. Heckler, is the paucity of

very precise information that we have on that. We are putting some

effort into collecting more information, even at the expense of tempo-

ink that is a reasonable working hypothesis, a

ere are some indications—

=

rarily creating a little heavier reporting burden, but that takes time, by =

the nature of the problem. We are talking about small businesses and

- small banks. You can’t get the information generated easily in &

hurry, but I hope to have more information some months from now.

. We afways talk about this problem, but I find there is almost really
:-: no hard analytic evidence on it. Lo oo

(R
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Representative HEckvLER. I think it would be useful if you could set,
.. up & mechanism to collect that kind of evidence because the problem
comes to Congress ultimately, as you know, and it always comes after
- the agony has set in, and it is excruciating. And I think if we could
: il:ge a mechanism to anticipate such situations, some redress could be
' on. : . :
Mr. VoLckER, Let me say this, which applies not only to small
businesses but also, I think, to the homebuilding industry in general -
which feels the pressures of the immediate situation. My point 1s, there
i8 no escape from the problem, as I see it, by accepting inflation. It is
- the inflationary Frocess that has given rise to this situation in the first
place. A kind of easy, surface reaction of saying let’s deal with this
~ problem by easing money gener.\ly in an effort to relieve the pres-
sures has the implication that we don’t deal with inflation. It seems to
~me absolutely inevitable that if we don’t deal with inflation, these
problems will intensify over time; they won’t ease. These industries,
In particular, have an enormous stake in dealing with the inflationary
problem. I have been interested, and I suppose encourage, by the
number of small businessmen and those involved in the housing
industry that have made precisely that point to me.
Representative HeckLER. Thank you. \
Representative Reuss [presiding]. Thank you, Chai fvolclger.
- Asyou pointed out, your post-October 6 monetary poHcy is working
.. and is anti-inflationary. You are the monetary policy people and you
- do not fault your monetary policy. I don't fault it either.
* Mr. VoLckEer. No; I thmi‘ we got & bad break, to some extent,
because these external developments arose. ) o
. Representative REuss. As you say, inflation continues at a dis-
astrous rate. So my question is this: The faults of our response to
+ inflation—since it isn’t, in the view of yourself and myself, the mone-
: ta.rr policy—must lie in other policies—structural, import, tax, con-
trol, whatever. s . . '
.- What should the administration be doing right now that it is not
doing in order that we may arrest this disastrous inflation? ;
. Mr. Vorcker. I think maybe your comment doesn’t emphasize
_ sufficiently that there is a pure timing problem here. You say monet:
" policy is perfect—I overstate your position perhaps a little bit—an
~ therefore, inflation must come from other factors. Well, & brief _penoci
. of time has elapsed; we wouldn’t have expected any obvious impact
- on inflation in this period of time. I am not going to argue that mone-
-, tary policy takes no responsibilitg for the 'mﬂatlonar()ir situation that
we have found ourselves in that has built up over a decade or more; .
. other policies are also responsible. It is not a case where, if you put a
~ whole series of effective policies into place all at once, you are going
to see that situation unravel very promptly. i L
In that context, I do think the most mYlortanb single contribution
can be made through responsible fiscal policies and working on that
‘ budﬁetary problem that has been so chronic and difficult. L
The real dilemma we have, to which the Senator was referring, is
on the need for tax measures to deal with the productivity problem,
the cost problem, the incentive problem. Those measures could make
a great contribution, but I simply don’t think, on balance, they can
make a contribution at the expense of a big revenue loss when the
l:l\lldget isn't in shape or if such measures would put the budget out of
ape. - .
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“So the quicker we can get into a budgetary position that permits
that kind of action, the happier I will be. It is a long-term problem, but
I think that is the most important thing that can be done in terms of
the inflationary outlook. ' ' '

- Representative REuss. You don’t see, then—I don’t want to mis-
read you—anything that can be done by the non-Federal Reserve
Suthgrities of this country to stop inflation which is not now being

one '

* Mr. VorckeR. Virtually every day I can see instances of actions
that could be taken. In the regulatory area, I think there are a whole
series of things that either promote inflation or detract from the possi-
bility of reducing inflation. I'd like to see that whole situation cleaned
up in 3 days. I know it is not going to be; it is something that takes
time. It is another urgent area where the faster the administration and
the Congress and the public can get together, the better.

But that is something that takes time. But I don’t want to suggest
_ that it is not important, or we should not be working on it as & matter
of urgency. :

. If you are suggesting there is some rabbit I can pull out of the hat
some policy that the administration and everybody else has overlooked
that is going to dramatically change the inflation outlook right here
and now, I haven’t got that rabbit.

Representative REuss. I wasn’t suggesting a rabbit. I was simply
asking: Is the administration doing everything right now that in
your judgment ought to be done in order to make the day when we
will get a handle on inflation come sooner? : <

Mr. VoLckeR. Of course, from where I sit, I would be delighted if
many of the things that the administration und Congress hava
referred to quite rightly could be done with even more intensity than -
I see at present. The two areas rexgxirin intensity, I think, are the’
fiscal and regulatory side, both of which have been emphasized in the
" President’s own report, so it is simply a matter of, 1n a sense, the
intensity with which that course is pursued. '

Representative REuss. My time 1s up.

Senator Proxmire. r *

Senator PrRoxMIRE. Mr. Volcker, before a subcommittee of the
Senate Banking Committee, Barry Bosworth appeared and, as you
know, he is an eminent economist now at Brookings, and he was our
principal income &olicy executive in our Government until recently. I .
think he can speak & little more freely now, and he said this: *

There is no policy that can break the current momentum of the wage-price -
spiral without high costs. A mild recession is too ‘weak and voluntary incomes
programs have lost their credibility. Given a desire to slow the inflation, the
choice is rapidly being reduced to one of severe recession versus wage-price
controls. . ’ ' E

What is your reaction to that? It looks pretty grim to me if we have
that choice. , : ,

Mr. VoLckER. Let me take up the latter alternative that he pre-
sented first, the wage-price controls. . Cw ”

I don’t think that is an alternative in and of itself. It is counter-
productive, in my judgment—apart from all its other difficulties—if
1t is not accompanied by the kind of monetary or budgetary policies
that I have referred to. :
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. If it is accompanied by those policies, you could argue somewhat
- differently. But the lesson of history has been that controls are con-
sidered substitutes. I don’t want to put any words in your mouth or
Mr. Bosworth’s mouth, but if there 1s any sense in which these wage
and price controls are somehow considered substitutes for other
policies, I think that would be unfortunate. .
~ Now, the Senator, in inviting me to come to these hearings, posed a
question in general terms that was: How much do you have to rely
. upon slack in the economy to deal with inflation, and how much can
you rely on a change in inflationary expectations?
- . It is not so easy to separate these factors, but I thought it was an
interesting question because I think a great deal does depend upon
- expectations. If people are convinced that the outlook for inflation is
improving, in the sense of lower wage and price increases, that will
affect their behavior.,

Senator ProxMirg. All right. Now, what do we do about that?
" Mr. VoLckeR. They are not going to become convinced, I think,
" unless they see, over a period of time, the fact that public policies in
- general—and I think monetary policies more importantly, but also
in general—and I think monetary policies more importantly, but

bu %etary policies and some of these other policies, also very impor-
. tantly—are directed toward that end.

" Senator PrRoXMIRE. Isn’t it true that fiscal policy is most generally

by the ﬁeneral public than monetary policy, and wouldn’t a surplus
balanced budget or a surplus in the budget 1‘-1‘;311{) convince people that

we meant business and therefore lower their-inflationary expectations?
* Mr. VoLckEer. I would agree with that.

Senator Proxmire. Would you favor a balanced budget in 19817

Mr. Vorcker. If we could get a balanced budget in 1981, I would
favor it. Now, I don’t consider the President’s budget in any sense
irresponsible——

Senator ProxmiIRE. Neither do I.

. Mr. VoLcker [continuing]. In that he is moving as fast as he thinks
is possible. - ‘ :

Senator PrRoxMIRE. It is so close to a balanced budget now—$16
, billion or $15.9 billion of out a $160 billion budget—it seems to me it

wouldn’t take a great deal to bring into balance one way or the other.
- And the psychological benefits of having a balanced budget, it seems
to me, would be very substantial.
Mr. Vorcker. There certainly would be psychologicel benefits.
- But let me say that while I think generally it is a responsible budget, it
seems to me to have essential vulnerabilities on the side of a larger
© deficit instead of a smaller one, as I look ahead. That vulnerability is
- on the side of defense spending, which obviously is-a priority, too. .
So there is a question, I suppose, of what is practical. I wouldn't
want to see the prospect of & balanced budget helI()i out if it turned out
~ Shoé‘pll)i’lx to be very unrealistic; I don’t think that would be good for our
credibility. ' '

Senator ProxMIRrE. On October 6 you started a historic new mone-
tary policy. Since that time the discount rate has not changed. Member
banks have borrowed when the rate became tight. This undercuts your
. ability to control reserves and also provides a pretty large subsidy to
" banks who are borrowing. They borrow from you at 12 percent and
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relend it at 15 percent or more, Why hasn’t the Fed kept its word . -

about flexibility in discount?

Mr. Vorcker. This gets into & quite complicated, technical situa-
tion that I think ]you will find discussed—not the particular discount-
rate point at any length, but the framework for these decisions—in the
attachment to my prepared statement. s *
" 'We approached these decisions during this period in & manner that

of course reflects constant assessment of what is going on. After the

first few weeks of the new policies, it seemed to us pretty clear that -

the monetary aggregates were on track, and we were exerting a degree

of restraint on the banking system and on the markets that Wwas con- ,‘

sistent with our objective.

Under those circumstances, we could not feel that an increase in the ™

discount rate was necessarily appropriate, but rather under those
gartlcular circumstances it may have led to more pressure on the mar-
et than was consistent with our objectives. There are some interesting
technical analyses which support that conclusion; we could get into
them in more detail if you want to. _ -
Senator ProxMIRE. Well, my time is up, but would you give an
answer in writing to Representative Reuss and myself so that we have
" & report on that? ) : o
r. VoLckeR, Yes. This statement, as I say, goes a good distance
in that direction, but I can simply supplement it with a very short
statement on the relevance of the discount rate in that area. :
Senator Proxmire. Thank you. S
record :]
. BoARD OF GOVERNORS OF THE -
FEDERAL RESERVE SysTEM,
Washington, D.C., February 11, 1980.
Hon. WiLLIAM PROXMIRE, ;
U.8. Senate,
Washington, D.C. : : co
DeAR SENATOR PROXMIRE: At the recent hearings held by the Joint Economie
Committee you asked why the discount rate has not been more flexible since the

Octcber 8 policy shift—in particular, why it was not raised when member bank - -

borrowing surged and money market conditions tightened further in the latter
part of October. : :

[The following information was subsequeﬁtly supplied fon: fhg .

The sharp rise in member bank borrowing in the last half of October ocourred

because the demand for reserves to meet expanded required reserves of banks -

—reflecting strong deposit and money growth—exceeded the amounts of reserves
being supplied through open mearket operations. The need to raise the discount

by banks and the public that will bring growth in total reserves and money baock

toward FOMC targets are seen to be in process,

%

. rate under such circumstances depends in large part on whether or not adjustments .

Growth in deposits had been particularly strong in the first half of Octobéi.
Because of lagl ed reserve accounting—with required reserves based on deposits

two weeks earlier—the accom snyigﬁ expansion in demand for reserves was not
reflected in markets until the last half of the month. At that time, banks had no
choice but to find funds needed to meet the large rise in required reserves that

were given by earlier deposit levels. Since these reserves were not being supplied . .

through open market operations, the banking system had to find the reserves

either through an increase in borrowing at the discount window or by ‘reducing

excess reserves. In practice, banks keep excess reserves near minimal levels, so

that the needed reserves under the circumstances generally have to be obtained by

an increase in member bank borrowing. - L
In the second half of October member bank borrowing rose to around $3 billion

from about $1} billion at mid-month. At the same time, the federal funds rite

and other short-term rates rose further, with the funds rate reaching a
around 18 percent (on a weekly average basis). Thisriss in borroyving would ve

i
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) ocourrefs,egiven lagged reserve accounting, whether or not the discount rate had 4
been raised from its 12 percent level. Banks simplf' had no choice except to borrow
to obtain the required reserves generated by earlier deposit expansion, given the

. limited reserve supply through open market operations. If the discount rate had
been increased under the circumstances, there would have been virtually no
change in borrowing at that time, but short-term market interest rates would
have risen even further. ’

Therefore, the decision about whether a rise in the discount rate was needed for
the most part hinged on whether added upward pressure on short-term rates,
beyond those that were already in train, were desirable. An important factor in

. that decision was evaluation of the response of banks to the pressure on their
regerve positions and of ongoing behavior of the money supply.

Since short-term market rates were rising further, it seemed clear that the

. banking system was making other adjustments that would probably constrain
monegredgrowth, though necessarily adding to their borrowing to meet current

uired reserves. These adjustments took forms, such as tightening lending terms

and selling securities, that were generating upward interest rate pressures and that
would tend to reduce deposit growth. In fact, in the latter part of Gctober, money

- growth weakened considerab! {‘and the monetary aggregates moved back onto

- the target track set by the FOMC at the October 6 meeting. Thus, no further rise
in the discount rate seemed necessary, and member bank borrowing, as well as
short-term market interest rates, subsequently declined as demand for money
and bank reserves eased.

I realize that strong arguments have been made for more flexible use of the
discount rate as a monetary policy instrument, or, on the other hand, for tying the -
rate to market rates. Our recent experience suggests to me the complexity of the
issues involved. The various issues are being evaluated in a comprehensive stafl
study that is under way of the relationship between our new open market operating
procedures and the management of the discount window and discount rate.

I trust these comments help to clarify policy considerations affecting recent
discount policy. As you suggested, a copy of this letter is also being sent to Con-
gressman Reuss, y; -

Sincerely,

. Paur A, Vorcxer, Chairman.

" Representative REvuss. Senator Javits. . ‘
_ Senator Javits. Mr. Volcker, first may I greet you—it is the first
time you have testified before us as Chairman—as an old friend and

» 1 congratulate you. ,

. Mr. Vorcker. Thank you. ) .

" Senator JaviTs. And second, I apologize for being absent when you
gave your testimony. I went out, on behalf of Lake Placid, N.Y., to
greet the Olympic flame that had just arrived. C -

Mr. VorckeR. I have been worried about whether there’s enough
snow at Lake Placid. .
. Senator Javirs. I think there is now, and we have great confidence
in Lake Placid’s temperature, and also the fact that they can supple-
ment the snow. . 4 ) '

- But it is so important that it always be successful, as we won't

“ be—1I hope that we will be in Moscow and that the Russians will

~ pull out of Afghanistan, but it doesn’t look very likely.

. May I ask, Mr. Volcker, knowing you well, whether you’d feel free
to answer a foew questions on the international monetary situation.
This worries me very much, and I'd like to lay my concerns before you.

For many years now, since 1973-74, the nonoil LDC’s have been

. essentially carried _b{_lll:ankg, including U.S. banks, and we always felt
that it was well within their capital, so if they were engaged in risk-
taking, no depositors would be hurt, ) Co

_Now, that has continued a long time. These nonoil LDC’s are very -

~ heavily loaned up. We hear estimates as high as $230, $250 billion.
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They have now got & new drain, $50 billion, an imbalance with the
gi.}t-_producmg countries, instead of the $30 billion, which they had
ore.. - . ‘ :
..We are in the process of materially increasing IMF capital. As a
matter of fact, the fact that the U.S, tranche has not yet been appro-
priated is & very worrisome thing. o
Seeing where you are and in the great spirit of your predecessor
- Arthur Burns, whom I always felt that we had a right to call 6n as a
world authority on money, could you tell us: One, whether we would
want to reconsider what would seem to be the judgment in the Presi-
dent’s Economic Report that things will go on as they were, that the
banks will be around to lend the money, and we can take.a rather
calm view of the wholp situation; and, second, whether this does not
call for some massive negotiation with the OPEC countries in order
to deal with the solvency of the whole world’s monetary system in
view of the other strains which have just been put on it in connection -
with the international emerglency in Afghanistan, the freezing of
Iranian assets, and the general condition of prices in the world. ~ -
Mr. VoLcker. So far as the LDC ﬁproblem, or the seneral problem
of financing balance-of-payments deficits, is concerned, you are quite
right that an increase in the oil grice will increase the magnitude of
the deficits this year and presumably even beyond this year. We make
judgments and analyses of this as time passes, but we are in a rapidly
changing kind of situation when the oil price is as much out of con-
trol as it seems to be. Anything I say goes with the caveat that these
potential strains obviously become more difficult the more the oil

price goes up, and there is going to be some point where those strains, -

In some sense—in some more discrete way—Ilead to breakdowns. But
I don't think that necessarily follows, and I don’t think it will follow
from what has happened so far. : .

In very Lﬁener terms—and I think consistent with the figure you

seem unreasonable to think that adequate sources of financing will .
develop consistent with the institutional structure we now have and
consistent, in general terms, with the bank lending practices that have
developed. Specifically, I am not sure that American banks would be
. called upon to increase their foreign lending at a much greater rate
than has been true the last few years. o o
. Now that has been a substantial rate, but not an alarming rate, in
my judgment, over this period of time, and the institutional limita-
tions that you referred to are not likely to be sharp in the time period
that I’'m talking about. ‘ : Co S
One of the reasons I come to that conclusion is that in recent years -
- developing countries, as 8 whole, have been increasing their reserves -

C deficits in the aggregate for 1980, at least—it does not -

quite rapidly, and if they simply, for a time, did not increase their re-

sohrveg so rapidly, that would in a sense make up for some of the higher

oil prices. S o L

K Iprecognize that what looks reasonable for one year, or maybe a

_ little be{ond one year, in the aggregate leaves you with the question
of what happens as the trend continues out to the future. It also leaves

" you with particular questions about tgm'ticuls.r countries. I think that
comes back to the question of whether we get this energy situation

under control, which has a lot to do with our own energy policies, and
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the very hifghpriority that must be attached to that, not just in the

interests of the world monetary system but in the interests of the
United States directly; and in that sense the interests coincide, °

I do not see, frankly, the possibility of some grand monetary con-
ference resolving all these conflicting interests easily or in a negotiated
¢ framework nor some grand new institution being put in place
promptly. I should say that one of the reasons why I think this is
a manageable situation, with increasing pressure, 1s that the IMF
itself now is in a quite iiquid position, and a completion of that ex-
ercise you referred to will improve that situation further.

The IMF, essentially, has not been lending in recent years; in fact,
I think they have more repayments. So they are in good position to
deal with potential and actual sources of strain for some time. The
resources are available in that public institution to deal with fore-
seeable problems, in my judgment.

‘We have the challenge—perhaps too little progress has been made
in meeting it—of finding some procedures, some methods of coopera-
tion between the IMF and the banks, so that to%ether their leverage,
in a sense, could be maximized in terms of usefulness in dealing with
the problem. I think that is an area in which some fruitful work
could be done. -

Senator Javirs. May I have one more question?

Representative Reuss. Certainly.

Senator Javirs. I just want to ask you about the banks and the
IMF. Don’t you think it’s time we consider some institutional link
for a closer relationship between them, especially as you yourself
agree that we are looking at the very short term, relatively speaking,
in saying it is menageable? We just had another price increase
yesterday.

And, second, don't you think that emphasizes the need for us to
explain to America what is the link between IMF’s ability to ste%nm
when nations are really in trouble and the need for a close relationship
between the IMF and the commercial banks—what is the need for
that in terms of U.S. money? Why are we so interested? Or is this
Lust some hygothetical idea out in the wild, blue yonder that o' few

ankers and Senators who are interested fuss around with?

Mr. VoLckER. We are interested in the health of the world economy
and the health of our financial system as well as the international
system. You said institutional link, I don’t know whether you meant
to convey a new institution.

Senator Javits. No.

Mr, VoLCKER. A relationship.

Senator JaviTs, Yes.

Mr. Vorcker. There are relationships now, so I don’t want to
suggest we are starting from ground zero, But for a variety of reasons—
including matters of sensitivity of borrowing countries—these rela-
tionships have not been developed to the extent they might be useful.
- I think that should be reviewed and pressed during this period.

Senator Javirs. And also what about the increase in the IMF’s
cagliital? How important is that to our own situation, to U.S. money?
. Mr. VoLcker. It is important for the reasons I suggested. Increas-
uﬁg the quota of the IMF obviously does not have a direct and visible
effect on the average American citizen, but I think he or she is affected
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by the repercussions of & breakdown in international monetary co-
operation and a breakdown in orderly international flows of funds.
And our quota of partici{mtion is obviously essential to the whole;
{ou can’t manage the IMF without the U.S. proportional contri-

utions, so it is essential to the viability of the wgo]e process.

Senator JaviTs. So would you therefore put a high priority on it in
terms of U.S. legislation?

Mr. VoLckER. No question about it.

Senator Javits. Thank you.

Representative Reuss. Thank you, Mr. Volcker. We very much
appreciate your testimony.

e will stand in recess now until next Tuesday at 10 a.m,

{Whereupon, at 12:35 p.m., the committee recessed, to reconvene
at 10 a.m., Tuesday, February 5, 1980.]

{The following written questions and answers were subsequently
supplied for the record:]

RespoNseE oF Hon. PAavL A. VOLCKER TO ADDITIONAL WRITTEN QUESTIONS
PosEp BY REPRESENTATIVE BRowN

Mr. Chairman, On January 31, a number of Minority Members of this Com-
mittee had breakfast with Dr. Martin Feldstein of Harvard.

Dr. Feldstein said that interest rates were very misleading. They look high, but
they are barely above the rate of inflation, which is now 11 to 13 percent, depend-
ing on which index you use. Borrowers can repay their loans in cheaper dollars,
while savers see the value of their savings slipping away. Thus, the real cost of
borrowing and the real reward to saving is about zero.

He went further. Interest paid is tax deductible. Interest earned is taxed. After
taxes, for someone in the 25 percent tax bracket, a 12 percent mortgage costs only
9 percent, and the real cost of money after taxes is a negative 3 percent. The
same is true for savers. If they earn 12 percent on a Treasury bill, they keep 9
percent after taxes, and lose 3 percent in real terms.

Dr. Feldstein said that we were punishing savers and subsidizing borrowers,
and beating investment over the head with inadequate depreciation allowances.
The inflation, in other words, is reducing the nation’s savings, and steering most
of our available savings into consumer borrowing and away from investment in
plant and equipment, which cripples productivity and opens the door to imgort's.
(Business borrowers also see a lower real interest rate, but this is offset by a lower
rate of return on investment.)

We have sharply lowered the incentive to save since the late 1960’s In 1967,
Treasury bills were paying 4 to 5 percent. Inflation was just under 3 percent. There
was a 1 to 2 percent real interest rate (before taxes) for both borrowers and lenders.
There was even a % to 114 percent real interest rate after taxes to both borrowers
and lenders, depending on their tax bracket. Saving was encouraged, at least a
little. Today, the real interest rate is zero before taxes, and 2 to 6 percent below
zero after taxes, depending on the tax bracket. Yet we thought interest rates were
low in 1967, and we think they are high today. Is it any wonder that saving was
7.5 percent of personal income in 1967, and only 4.5 percent in 1979 (3.5 percent
by Cyear-end 1979)?

hairman Volcker, I have three questions:

First, is monetary policy tight or isn't it, judging from real after-tax interest
rates; and is it really fighting inflation?

Second, hadn’t we better make room in the budget to reduce the tax burden
on savers if we want to get more economic growth?

Third, hadn’t we better make room in the budget to do something about the
depreciation problem?

BoArRD OF GOVERNORS OF THE
FEpERAL RESERVE SYSTEM,
Washington, D.C., March 17, 1980.
Hon. CLARENCE J. BROWN,
House of Representatives,
Washington, D.C.

DEear MR. BrRowN: I am pleased to respond to the questions you raised in

regard to Professor Feldstein's remarks at your recent hearings.
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With respect 10 the first question, I must note that it is very difficult in practice
to assess the level of *‘real’ interest rates, since they involve the expectations of the
the public about inflation and these cannot be measured. Actual inflation rates are
only a crude proxy-—one based on the overly simple assumption that people expect
future price increases to match those in the current period. Moreover, in terms of
assessing the impact of any given level of interest rates on aggregate demand and
thus on inflationary pressures, it is necessary to ask whether, after taking all the
risks into consideration, businessmen and consumers view the expected real returns
on investments as exceeding the real costs of credit. In a sense, the only real test
of whether monetary policy is “tight” enough or not is whether excessive bor-
rowing and inadequate savings are contributing to the inflationary process.
Certainly the performance of the economy and inflationary pressures at this time
would be difficult to reconcile with overly tight policies.

More generally, monetary policy—as represented by the ranges we have speci-
fied for the monetary aggregates—should exert sustained restraint on inflationar
forces in the months ahead. As the Federal Reserve pursues its monetary growt
objectives, there will be a tendency for interest rates to move in an ‘‘aytomatically
stabilizing” fashion—that is, as inflation or inflationary expectations rise and
credit demands intensify, there will be a tendency for interest rates to rise and
thereby exert some restraint on borrowing and spending.

Your second question deals with the effects of taxes on saving and borrowing.
It is quite clear that higher levels of saving are necessary to free additional
resources for capital formation. Higher after-tax rates of return should promote
increased saving, and the kind of problem that Dr. Feldstein indicates seems to
me serious indeed. I should note that voluminous research over the years has not
indicated that as a practical matter personal saving is higher responsive to changes
in interest rates, but those studies do not reflect a peried of high inflation and
interest rates when the difference between before- and after-tax yields is so large.
While some tax relief for savers could be helpful in enhancing capital formation
I would caution the Congress to look very closely at the design of any propose(i
incentives. Many that have Leen mentioned, including the exemption for interest
and dividends agreed to recently by the conference committee on the windfall
profits tax, would likely produce very little additional saving in the aggregate
while giving up sizable amounts of federal revenue.

1 believe that a more cost-effective means of enhancing business capital for-
mation is likely to be found by improving incentives for investment, There are
any number of devices that might be used. More generous depreciation allow-
ances may be one of the more desirable options-—and they do represent one
indirect way of compensating for the impact of inflation on corporate tax
burdens—but others should be considered as well. Unfortunately, however, this
does not appear to be an appropriate time for tax actions that will cut into federal
revenues and enlarge the government’s budget deficit. A deeper deficit would
add to inflationary forces and to pressures on credit markets. Neither of these
developments would be favorable to capital formation. I would hope that some-
time soon, having turned the corner on our present difficulties and having achieved
adequate restraint on the spending side of the federal budget, there will be an
opportunity to modify the structure of taxation in such a way as to promote
greater investment.

Finally, I must say that the present problem for savers has become so acute
because of the strength of inflationary pressures. Getting control of that situation
is the first priority today.

Sincerely,
Pavr A. VOLCKER,
Chairman.
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CoxGrEss oF THE UNITED STATES,
JoinT EcoNvoymic COMMITTEE,
Washington, D.C.

The committee met, pursuant to recess, at 10:10 a.m., in room 2212,
Rayburn House Office gui]ding, Hon. Lloyd Bentsen (chairman of the
committee) presiding. )

Present: Senators Bentsen and Javits; and Representatives Reuss,
Brown, and Rousselot.

Also present: John M. Albertine, executive director; Charles H.
Bradford, minority counsel; William R. Buechner and Mayanne
Karmin, professional staff members; Mark R. Policinski and Stephen
J. Entin, minority professional staff members; and Betty Mn({dox,
administrative assistant.

OPENING STATEMENT OF SENATOR BENTSEN, CHAIRMAN

Senator BENTSEN. This hearing will come to order.

This is the Joint Economic Committee’s third day of hearings on
the short- and the medium-term prospects for the American economy.

The Economic Report of the President and the fiscal 1981 budget
mejsage make up the administration’s economic game plan for 1980
and 1981.

Mr. Schultze, looking at that plan it doesn’t look like the plan of a
team that wants to play offense. The numbers are not good. You
know it. Inflation is as high as we have seen since 1946. Unemployment
is on the way up. Productivity is down.

From what Iphnve seen in the administration’s recommendations
thus far, I think they are just going to guarantee more of the same.

The administration is pinning its hopes on trying to curb inflation
by demand restraint. Yet, there seems to be widespread agreement
that the only way you get serious demand restraint is with a very
serious recession.

We saw, following the 1974-75 recession, that that kind of relief
is really temporary. When it comes to long-range policy, aggressive
policy, bold policy that I think has to be made in order to turn this
thing around and really get some long-term effects where we finally
break it out and really curb inflation, I don’t see anything in the
President’s Economic Report for real productivity gains. That disturbs
‘me very much,

I think the administration compromised for the short-term gains
that they think are necessary in this year and next year. I think we
have to pay a price in this country in the way of moderate tax cuts, I
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think that targeted tax cuts very definitely are in order to encourage
the kind of investment that’s necessary to turn this economy around.

I really believe that one of the best ways to curb inflation is to put
more products on the shell cheaper amf more efficiently and more
comgetitively.

I have just returned from chairing a Joint Economic Committee
series of hearings in the Far East. In that area, trade is just exploding,
It’s increasing at a compounded rate of some 20 percent. I watched
some of those countries over there with their productivity gains as
compared to us, and they are just really beating our ears off.

I think that the American people, with the kind of numbers we are
looking at today, want something bold, something that wiil provide
them some hope, that we are not going to see a decline in the standard
of living of the American people.

We can turn this problem of productivity around, and we can
" encourage the kind of business investment that is necessary to modern-
ize the productive capacity of this country.

While I was there, I was told the Japanese are modernizing, turnin
over their industrial base once every 10 years. Back in the Unitec
States, we are turning ours over once every 30 years. It doesn’t take
any economic genius to understand that before long the Japanese
workers, and some of those other countries, are going to have more
effective, more efficient tools in their hands than ours.

I know the argument that people aren’t going to invest u:.less the
see stable economy out there and a growing economy; but I don't thinl‘;
this kind of policy is going to get you that, either. I think the adminis-
tration’s poricy is one that 1s not going to accomplish these goals.
Today, the American people could be asked and would accept some-
thing much more substantial and much more aggressive.

Frankly, Mr. Schultze, I think it would be good politics, too. I think
t%e mood is there and the time is right to bring about that kind of
change.

I would like to defer to my colleague, Congressman Brown, for any
comment he might have.

OPENING STATEMENT OF REPRESENTATIVE BROWN

Representative Brow~. Thank you, Mr. Chairman. First, let me
echo everything the chairman said and pick up on his terminating
remark with my own thought about the political advantage of a policy
of growth and expansion in this country. I, too, am disappointed there
is no provision in the President’s proposals for a tax cut of the nature
that has been most publicized currently; that’s the tax cut for business
depreciations; but I am also disappointed there isn’t a tax cut designed
to specifically stimulate savings in the United States. I think any
careful study of the proposals with reference to savings is backstopped
by the fact that the Germans, the Japanese, and, as a matter of fact,
most of the other growing economies in the world, are those that are
enjoying high rates of savings.

e seem to be discouraging that by the very inflation and tax
folicies that we have in this country. That’s the political advantage
think that both this administration or another administration could
take advantage of by encouraging tax cuts; but that’s not the major
purpose of a tax cut.



99

The major purpose is to get the country turned around so we are a
growing economy. Therefore, it seems to me it mukes it graceful for
you to change the policy. In the last decade, the average American
was not a great deal better off at the end than he was at the beginning
of that decade. The situation literally is that his income has doubled;
but he is no better off becnuse of the inflation increases and the tax
increases that he has experienced.

If you will look at the tax increases implicit in this budget, he's
going to be a great deal worse off. The inﬁution bonus for Govern-
ment comes out of somebody’s hide, und it’s the taxpayer’s. You will
find that he is going to be a great deal worse off in tLe years ahead if
that trend continues.

The idea of little or no or only a muarginal improvement in one's
life and living standard in the last decade seems to me is not aceceptable
to most Americans. There is u political advantage in our tryving to
improve that situation. I see the flurry of activity. I am sure you are
trying to find statistics that disprove my allegations. I will be glad to
go toe-to-toe with you on that 1ssue as we get into questions.

Thank you, Mr. Chairman,

Senator BExTseN. Mr. Schultze, please proceed.

STATEMENT OF HON. CHARLES L. SCHULTZE, CHAIRMAN,
COUNCIL OF ECONOMIC ADVISERS

Mr. Scuurtze. Thank you for the introduction, Mr. Chairman.

Let me just note to start—in a departure from the normal pro-
cedure—the three major fiscal officers of the Federal Government, the
Secretary of the Treasury, the Chairman of the Council of Economic
Advisers, and the Director of OMB, have put together a joint pre-
pared statement, together with 26 exhibits, for our appearances this
year in discussing the President’s budget and economie report; and 1
would like to submit that statement, i}‘I could, for the record.!

Senator BExTsEN. We are delighted to have it.

Mr. Scrurtze. 1 had planned to go through some britliant ex-
temporaneous testimony based on the exhibits to the joint prepsared
statement. After that introduction, maybe I better start with still a
third fallback and discuss directly what your introduction implies.

First, let me note thut while I am far from an expert on football,
I noticed in your opening remarks that our program does not sound
like a team that’s on the offense. I had not thought that offense was
solely throwing a long bomb; winning a football game and possibly
even winning the ﬁgﬁt‘ against inflation requires a combination of
good defense and a good, solid offense that can last, that can deal with
the problem that has been with us for 10 to 12 years; and it isn’t
hix}nged on just one single solution.

irst, let me start by saying there is absolutely no substitute, there
is no substitute in the situation we now confront for some demand
restraint. We face a world in which largely, but by no means solely,
on account of an explosion of oil prices we have had a year in which
inflation has been running—depending on how you measure it—with
the CPI, 13 percent; if you substitute another measure of housing
costs, 10% to 11 percent—and a world in which wages have been going
up at 8/ percent

1 See the joint prepared statement, together with exhlbits 1 to 26, beglaning on p. 141
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It is absolutely essential in order to prevent an acceleration of our
underlying rate of inflation in 1980 to have an economic policy which
provides such demand restraint so that those 1979 price increases do
not slop over, spill over into the rest of the economy and become a
double digit price-wage spiral in 1980 and/or 1981. As I say, there is
no escape from the painful need for demand restraint. .

At the same time, Mr. Chairman, the administration does have a
fairly substantial set of policies either in being or on the way toward
being, which deal with our longer run problems on the suppf’y side of
this economy. Let me note some of them.

There’s obviously nothing more important than energy. In terms
of our Nation’s productivity in the years ahead, in the most funda-
mental sense of the term, ti)ere is probably nothing more important
than a program which adjusts us smoothly, efficiently, and as rapidly
as possible to a world of scarcer energy resources and higher energy

rices.

P Similarly, such a program holds out the promise not of eliminating
but of reducing our dependence on importe(? oil, and thereby reducing
our vulnerability to outside inflationary shocks. Dealing with the
longrun problem of inflation, Mr. Chairman, it is & question of pos-
sibly long-term demand restraint, of measures to improve our pro-
ductivity and efficiency, and of measures to reduce our vulnerability
to outside shocks. -

Energy and an energy program dealing with both the conservation
and supply side goes nﬁer both of those last two objectives: improving
efficiency and reducing our vulnerability.

As an intermediate step in this energy process, let me also note that
in chapter 3 of the Economic Report, we make a very rough estimate
that the energy programs and changes in energy prices already under-
way would probably add—in additional investment in the energy
area—something like 1 percent, probably a little bit more, of our
GNP on top of our other requirements and other demands for in-
vestment goods. -

I can’t stress too much the interrelationship of that energy program
with a long-term program dealing with our Nation’s staiifity and
economic_growth, as I said, both on the productivity and on the
vulnerability side.

As a second major set of efforts in this direction on which the ad-
ministration and the Congress are working very closely together, I
call your attention to a relatively large deregulation agenda. %‘Ve have
seen it in airlines. We saw it work. It is now underway in terms of
administration proposals and congressional work in the area of truck-
ing, rail, communications, and banking. In turn, the productivity
and efficiency consequences of that can be quite substantial, again
as we saw in the case of airlines; and as one who has looked at it can
surely tell in the case of trucking, in the case of communications, and
in the case of banking.

A third major area in terms of long run policies to improve our
efficiency is improving the efficiency of our labor markets. To the
extent that we, in effect, have imperfect labor markets which waste
the potential skills or which in effect underutilize the skills, or which
underprovide the skills for specific groups in our economy—and partic-
ularly the minority, particularly the poor and disadvantaged—to
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the extent that that happens, we literally are losing productivity as a
nation. We are misusing one of our major resources.

Here again a longer term policy of targeted measures dealing with
employment and training and skills and education for the disad-
vantaged is a major element in long-term economic progress. This
year, despite a tight budget, the administration is launching an addi-
tional major initiative in the area of youth employment which
combines both education and job opportunities as an initial step in
this area. I might note that over the past < years, from fiscal 1977 to
the fiscal 1981 budgets, budgets which in general have been relatively
restrained, there is more than a twofold expansion in inflation-adjusted
terms in these kind of programs for youth,

Let me talk about investment. I share your view, to a point at least,
that a necessary condition—a necessary condition, not a sufficient
condition, but a necessary comlition—-?o improving the growth of
productivity in the United States is an increase in investment. We
devote a significant portion of our economic report to looking at invest-
ment requirements in the future.

Let me also note, however, that a program of tax reduction aimed
at investment taken at the right time can be (a) supportive of the
economy; and (b} anti-inflationary in the sense of bezinning to move
us toward increased productivity.

However, taken at the wrong time—taken at a time where it con-
flicts with the needs of demand restraint—it can, in fact, add to
inflation.

Over time, as we continue to control expenditures, tax reduction
will be possible, will be necessary, will be desirable. The President has
indicated, we have indicated in our economic report that as that time
comes, major emphasis has to be given to tax reduction devoted
toward improving investments. It will work no miracles. The impact
on productivity of relatively large increments of investment is positive,
but it's not miraculously large. Nevertheless, it has to be done.

We agree with you it has to be done. We believe that the necessity
of the immediate fight against inflation means it cannot be done right
now.

Research and development is another element. There is no magic
connection between research and development and productivity, but
clearly it is an important relationship. Starting in 1976, a 10-year
decline in inflation-adjusted support for R. & D. 1n the Federal budget
began to be turned around. This administration picked that up and
turned it around even further, with particular emphasis on basic re-
search and development. And that support continues, and in real
terms, has expanded in this relatively tigﬁt budget.

These are the major elements and perhaps—not the only elements,
but the major elements—of a concerted program, a longrun program
aimed at improving the efficiency of our economy and reducing our
vulnerability to outside shocks.

In that latter respect, I did leave out one item which has kind of an
unsung story. That 1s the farmer-owned grain reserves.

You may recall back in 1972-73 the massive impact on food prices,
on inflation of a worldwide crop shortage. Starting several years ago
as part of our farm program, we began to build up this farmer-owne
grain reserve. This year when the Soviet crop shortage hit, and imports
into the Soviet Union increased rapidly, there only was a small and
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temporary run up in 1prices that quickly reversed itself. Conversely,
when the suspension of the Soviet grain ([Zelivery was announced by the
President, that same mechanism—putting grain into the reserve—is
picking up that slack.

Itis, as I say, an unsung addition to policy which I think holds some
important promise for stability of prices and for anti-inflationary
efforts in the future.

Mr. Chairman, while we do need demand restraint, it is absolutely
critical in the period ahead that faces us, that we realize that it must
be supported by a series of longer run measures aimed at improving our
productivity, our efficiency, and to the extent we can, reducing our
vunerability to outside inflation.

Thank you.

Senator BExTsEN. Mr. Schultze, in your joint prepared statement
that I looked at, you reported some $80 billion worth of restraint that
you ere talking about, with the budget and oil prices. That is a very
substantial amount of restraint. I lhink it could certainly take care
of a $25 billion tax cut, properly targeted, without a contribution to
inflation. I say, if it’s properly targeted.

I ‘certainly am not one who says that you do all that you have to
do about productivity just by encouraging business investment. Obvi-
ously, that’s just one of the things that you have to do.

One of the other things you have to do, obviously, is a better job
of job training and targeted job training, particularly for blacks,
Hispanics, for other minorities. They just aren’t finding jobs, and they
aren’t finding a productive role in our society. That’s one of the
tragedies of what’s happening to our economy.

I fully support the 1dea that we have followed now for the last 30
years a philosop}a' that’s developed us into a bunch of demand junkies
In this country. We have to try to turn that around.

One of the ways to br'ng about some of the restraint that you are
talking about is through savings. I have a savings amendment over
here that I got passed through the Senate. It squeaked through by a
vote of 94 to 4. It does have some support. I looked at 30 different
ways to encourage people to save. Take away regulation W; but that
has to be done over the next 10 years, so the savings institutions can
accommodate to it.

Others say, let’s make it incremental savings because otherwise
you are just rewarding people who are already saving. It’s about time
somebody rewarded people who are already saving. TTley are beginning
to pull their savings out. Some of the institutions in the East are
perticularly having a difficult time today holding on to savings.

I have not been able to get support out of the administration for this
savings measure. If you don’t ﬁnve one that's simple and easy to
understand, people aren’t going to utilize it. If they have to go down
to their nccounting firm to decide whether or not they qualify for it,
they are not going to use it.

Insofar as deregulation is concerned, I have been a long supporter of
deregulation. From the time I came to the Senate, I have supported it.
The Pearson-Bentsen deregulation bill on gas was passed. In Texas,
we call it Bentsen-Pearson. We don’t have brownouts on gas. That
tlk;ing is working. There were a lot of problems getting support on
that one.
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In 1975, I came out for putting a 35-cent tux on gasoline, We would
utilize those funds for alternative sources of energy, all of that.
We would be a long way down the road today if we had done that.
It would have been a great thing to have done. I got bales of mail
over that condemning me for it.

I remember when I went before the Democratic Policy Committee
and recommended it. I remember Senator John Pastore saying: “Not
me, [loyd, not me.” I said: “Why?” He said: “When I was Governor
of Rhode Island, I passed a 1-cent tax and they named the darned
thing after me.” [Laughter.] Those are some of the problems. I think
the mood is right to do some of these very major things.

When it comes to basic research, I am deeply disturbed—as I
understand you are—by what is happening in tixis country. Part of
that, a big part of it, I believe is management’s fault. What we are
seeing today is a change in management, different from what we have
seen in the past. You are seeing professional managers who job-hop
and who really are interested in this year’s stock bonus or this year’s
cash bonus and this year’s bottom line, and maybe next year's bottom
line. They are not sure of the year after that because they might be
working for somebody else.

They won’t do the long-term R. & D. that is necessary in this
country. Yet we are seelng our competitors in other places-—the
J}?panese, in particular—doing a magnificent job on some of these
things.

1 %eall_v think that we must have some major substantive changes,
and we are not going to be able to tiptoe into this. I get the feeling
that’s what we are doing. When you talk about demand restraint, if
that’s all we really do, then I don’t see much on the supply side. Then
I think we are playing the thing like they did in 1974. That obviously
wasn't successful. )

I want you to comment on this. I value your opinion. I am deeply
disturbed over the fact that I don’t think we are doing substantive,
major changes. I have not been so concerned about this economy at
any time I can remember in the past.

fr. ScuurtzE. Let me back up a bit in terms of concern and saf', of
course, I share your concern. When you look back at the decade of
the 1970’s and see what you have that causes one concern, I think the
problems are superable. They are superable only with patience,
determination, and stick-to-itiveness. ’

Let me talk about demand restraint for a moment in another con-
text. You noted that in the economic report and also in one of the
charts in our exhibits we note a combined fiscal and oil restraint of some
$80 billion on the economy by, in effect, between the fourth quarter
of 1978 and the fourth quarter of 1980—over that 2-year period.
That’s a large amount. You note in that context, why not $20- or
$25-billion worth of tax cut? Given that restraint, why would that be
harmful on the demand side?

The first proposition is, if you look at those numbers, you find
through the grst quarter of 1979, we had 360 billion worth of restraint
and the economy, while it did slow, was amazingly resilient in the
face of that.

You look ahead to 1980. You do have to deal with the problem of
what I guess maybe you could best describe as an imbalance of risks.
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Suppose you forecast, as we have done, a recession. You say, well,
what the heck, in that kind of situation, why not go ahead and have
your tax cuts, accomplish a lot of good purposes with it, investment,
whatever else you want. You are forecasting recession, so surely that
should be no problem. Suppose then, you are wrong?

Virtuelly every forecaster has been wrong about the second half
of 1979. We didn’t have a recession. Everybody forecast we would. If
you are wrong under the circumstances we face, if you are wrong
under those circumstances, you have built in some additional inflation
that may take 2, 3, 4, or 5 years to get rid of. If you hold your fire
and wait until the timing is right, and maybe you even wait n little
too long, it's easy—it’s easier to reverse that kind of mistake than to
reverse a mistake on the inflationary side. Once inflation gets in it’s
hard to wring out, as we are now finding out.

There is a reason, Mr. Chariman, why, in the face of that restraint,
we still urge no tax cut—and I think there is very substantial support
for this, although I haven’t done a poll. Our primary objective is to
provide the amount of restraint needed to get at this inflation. Ob-
viously we are not going to bury our head in the sand. If economic
conditions do deteriorate, we are prepared to come in and make rec-
ommendations. We surely can't take that kind of chance right now.

Senator BExTseN. Congressman Brown.

Representative BrRow~. Thank you, Mr. Chairman.

Mr. Schultze, first let me say that you are one of my favorite people
in the administration because I respect you as a professional. I think
that you are a pretty well-informed fellow and probably are ~tuck with
some of the things that you have to do. I still want to make you a
convert to some of the things that have been recommended by this
committee.

Mr. ScuuLtzE. We both have been trying.

Representative BRow~. Let me first just note for the record that
this is not now a new administration. This is an administration that’s
been in power for 3 years. It is an administration that—as all ad-
ministrations do—obviously inherited what went before it. It is an
administration that clearly is seeking to continue itself, that is in the
form of the reelection of the president for another 4 years, and for all
we know, it may be successful in that regard. .

Just one statistic, that has to impress you as it impresses me, 1s
that this administration now enjoys, for fiscal year 19081, almost a
50-percent increase in tax receipts, from what it had when it came into
Eower, or rather the year after it came into power in 1978. Those

gures are $615.8 billion for fiscal year 1981, and $414.7 billion for
fiscal year 1978,

That's, in effect, $200 billion over that 3-year period, which is a
fairly imgressive increase in the amount of resources that the Gov-
ernment has to work with; and within that, certain adjustments, it
seems to me, could have been made in both spending po{icy and also
taxing policy. I have to reject the notion that we can’t have changes
in the tax structure within that amount of variation of income.

In your joint prepared statement, you state:

The proPortion of our national output devoted to increasing and modernizing
our capital stock is well below that of most other major industrial countries. It is
also below the amount required to assure long-run improvement in produetivit

and to meet increased needs for energy and the requirement of environmental,
health, and safety regulations.
A Y
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I am glad you recognize that, but we also recognize it, and this
committee in its landmark report last year called for expanding the
capacity of the economy to produce goods and services efficiently.
This is the most effective policy to combat the major economic ill of
our time—stagflation,

We went on to point out that much of the demand-oriented approach
which became so fashionable in the Great Depression of the 1930's
is now outdated by the economic evaluation of the past four decades.
Modern economists have discovered the supply side of the economic
model. The recommendations of the Joint Economic Committee
reflect this by calling for increased capital formation, labor produc-
tivity, and output for the fight against inflation and unemployment.

e will repeat that message in the upcoming Joint Economic
Committee report. Let me nsﬁ, since you recognized the problem,
and you have our recommendation, a joint recommendation of a
rather politically diverse and philosophically diverse group of Members
of Congress, what do you intend to do about it, if you are not going
to do what we suggest you do, in terms of the tax reductions and the
direction of those tax reductions?

Mr, Scauvtze. Let me again, at the risk of boring you, note that
supply-side ‘economics is not just investment-oriented tax cuts.
We are talking about energy; almost all of that is supply-side eco-
nomics. We are talking about regulation; that’s a structure of the
economy. We are talking about labor markets. We are talking about
R. & D., and about agriculture.

What we disagree agout—nnd we don’t disagree in the longer pull—
is the need for tax cuts. When the time is proper we both support
tax cuts oriented toward investment. We are arguing about whether
or not the economy is now in a situation that proposing a tax cut
would make sense 1n the context of our inflationary problem. It's a
matter of priorities. Clearly additional investment helps on the
longer pull on productivity and therefore, most probably, on inflation.

In the short run a tax cut, we believe, would hurt.

Representative BRow~. I am lost. It's always tomorrow, tomorrow,
tomorrow.

Mr. ScrurTzE. Noj; it isn’t,

Representative Browx. It’s like the balanced budget. It's out there
someplace. We aren’t reaching——

Mr. ScrurtzE. Here is an administration that’s been in power for
3 years. We had one tax cut. The administration recommended it, the
Congress passed—in different form but with roughly the same ma%;
nitude—a tax reduction, a larger than historical proportion of whic
went to business,

Representative BRown. And focused more than the administration
originally recommended in the investment area.

Mr. Scrurrze. That is not the case. Differently, but not more.
What we recommended was in the same bnllpark—{ don’t remember
to the 0.1 or 0.2—was what in Congress was in a different form. You
had capital gains heavily weighted in there.

In any event, my point is we have already done it. Our report
spells out, the President’s state of the Union message to the Congress
spells out, the budget spells out the fact that as time is proper for a
tax reduction, we believe a large part of it ought to go there.

Representative Brown~. With all due respect to that tax reduction,
it was eaten up by inflation and social security tax increases.
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Mr. ScuuLTzE. Not the investment-oriented part of it.

Representative BRowN. The magnitude of it was, through under-
depreciation. Let’s look at where we are this year. You mentioned
energy. You say in the report that last year’s oil price increases acted
like a $53 billion tax on the American economy. Last year inflation-
induced taxes were about $17 billion. I think we can argue about
$2 billion of that—$15 billion, $17 billion, $14 billion—additional
taxes going to social security from the 1977 amendments were $7
billion. Underdepreciation and inventory evaluation adjustment
ca(\ilsed an overpayment of taxes by $25 billion last year by American
industry. :

You know I am, in real life, in business-—not the san.c business
some of my colleagues apparently are in—in the ne ¥spaper business,
where we have to replace presses from time to time. I face that
probably within the next couple of years. Those presses are going to
cost me three to four times what I was allowed to taﬁe in depreciation, I
have got to get that money somewhere. The problem is that we pa
taxes on pro%ts that were not real because we are underdepreciated.
At any rate, that’s $25 billion.

If you add that all up, that’s a total tax increase over 1978 of
$102 billion. Yet we can’t find room for a tax cut somewhere? I think
there's got to be a tax cut available in that $102 billion of tax increases
just to balance it out.

Mr. ScaurtzE. Look at it another way if you want, Congressman
Brown. In 1977, or 1978, take your pick—they are the same numbers
roughly—budget receipts were 21.8 or 21.9 1percent of GNP. In 1981,
we estimate they will be higher; they will be 22.3 percent. That's
0.4 percent higher. We are asking that that be devoted, in effect,
toward reducing the deficit rather than toward a tax cut.

It is higher; you are quite right. Inflation has pushed people into
higher brackets, offsetting—in this period—more than all of the tax
cut we had in 1979. Nevertheless, we are talking about a 0.4 per-
certage point of GNP. While I think it’s important, and we want to
get that down—and we will—it is a matter of timing.

Representative BRow~. Can I translate that for you into a simple
term? That is that we are going to balance the budget by increasing
taxes, in other words, increasing receipts to the Federal Government.
That means we are going to take it out of the pockets of people, give
it to the Government, and balance the budget. That's not going to
improve the circumstances.

{f I may say so, that falls into a trap that I think some of my Re-
publican colleagues and even I in the past thought was a meritorious
policy. As long as you balanced the budget, everything would be right
with the worls. It is not. That’s simplistic. We can’t just do that.

1 hope somebody is keeping time. {) don’t want to overrun my time
and be rude to my colleagues.

Your prediction is for unemployment at 7.5 percent in the fourth
quarter of 1980. That would be a higher rate than President Carter
had when he came into office. Not quite?

Mr. ScuurtzE. No. I think 7.9 percent in November or December
" of 1976; 7.7 for the quarter before he came in. It's close.

Representative Brown, It’s about the same rate. I am sure you
haven’t overstated unemployment. I do not think you would do that.



107

The upshot of it is that we are back to unemployment as a means
of solving the problem of inflation. x

In effect, what we are doing is taking care of the inflation situation
by balancing it with unemployment. In the past, we have seen the
cycles over the last few years every time we have unemployment, it
hits a higher peak in order to take the inflation out of the economy, but
it doesn’t take out as much of the inflation as inflation hits a higher
peak as it previously did; and our inflation trough, that is the best
rate of inflation we can get, is always higher than the last one.

I must say that that is as a result of the exercise of demand control
or demand management in the economy, and it is leading us straight
to disaster. I’'m not trying to make this a partisan issue, because I
don't think it has been partisan over the last few years. I think the
previous administration to President Carter's followed some of that
demand management approach and it didn’t work. Isn’t that so?
Higher unemployment? ?ﬁgher inflation?

Mr. ScrurtzE. Compared to what?

Representative Brown. At the best of times. We have been through
what are supposed to be good times with reference to growth of t%ne
economy and jobs, and yet the best unemployment rate we got was
still higﬂer than the last unemployment trougg.m \

Mr. Scuurrze. Congressman Brown, let me point out the fact that
we had an econom(f' which, looked at in late 1978, needed to slow its
growth but could have continued to grow without additional
inflationary pressure of some moderate amount.

Representative BRow~. Growth I won’t accept—slowing inflation,
yes. I can’t accept slowing growth.

Mr. Scuuvrrze. You have to accept slowing growth. You couldn’t
have continued to run at 5 percent growth as we did in 1977-78.

Representative Brow~. It seems to me, Mr. Schultze—and I
don’t want to get off of this, because my time is up—but growth is a
function of the expansion of the economy to provide jobs for people.
If you look at that minority unemployment thing, it is just a disaster.
At the best of times, it is horrible; at the worst of times, it is a social
time bomb for us. .

Mr. Scrurrze. I won’t argue with you. Let me withdraw my preface.
I want to make another point,

That is that this economy was hit by a massive OPEC oil tax.
That has two effects. It poses a dilemma for every government in the
world. We are not the only government facing this problem. Every
government is facing it. Some with better productivity growth to
start with than ours. Some not so good. Every government is facing
this dilemma,

That oil price impact drives up, necessarily, any kind of price im-
gact. It drives up the cost of living; sometimes it gets overstated,

ut basically it drives it up. It sets in motion the problem of a new
double-digit wage-price spiral as people try to catch up with it.

Similarly, because it’s & tax and withdraws purchasing power, it
depresses the economy. That’s what's mainly depressing this economy,
Query: Given those two facts of life, shouk{ we walk in with tax cuts
or cheap money or both or some combination of the two and stimulate
the economy to prevent that temporary reduction? Either stabilization
or reduction in output? I say iP you do you risk very strongly the
danger of having, outside of energy, instead of 8 percent inflation, maybe
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8Y% percent, having 10, 11, or even 12. You will never get out of it, or
at least it will take years. This is the dilemma. It’s not Democratic,
Republican, It's not even American. It’s & problem every government
in the world is faced with.,

What we are arguing about is the proper timing for what we all
agree is going to be needed: is more emphasis on investment through
tax reduction. I am saying the oil thing puts us in the situation where
it makes it very difficult to do right now.

Representative BRowN. I will come back. My time is up. I will
address precisely that point.

Senator BENTsEN. Congressman Reuss.

Representative REuss. Thank you, Mr. Chairman.

Welcome, Chairman Schultze.

I have a lot of problems with the administration’s anti-inflation

olicy. I think most members of this committee believe that the
E’ederal Reserve is doing its part, and has the monetary aggregates at
last under control. But when you look at the other gamut of policies,
those which the administration controls, I really don’t see an anti-
inflation policy in place adequate to deal with the 13 percent inflation
that now plagues us.

The budget is not in balance. There’s still a deficit at this late stage;
and indeed, military expenditures hint that the deficit will be increased.

The wage-price incomes policy is weakened. The description of that
ends up with the statement from your joint prepared statement that
“As this report went to press, the Pay Committee has just recom-
mended a basic pay standard that would establish a range of allowable
pay increases.”” Those allowable ag increases are, of course, greater in
many instances than what we had. So that’s weaker.

No attempt, by gasoline rationing or by a sharp increase in the excise
tax, to limit the discretionary nonessential element in American trans-
portation, and thus cut down on the cost of our imports and strengthen
the dollar and fight inflation by enabling us to cut down on the real
cost of our imports.

Finally, T find that the section on the structure of the economy,
quoting again, “Improving the structural performance of the eco-
omy,” has just two very short paragraphs in it. Nothing, as far as I
can see, is said about the problems of steel, of automobiles, of semi-
conductors, of railroads, of mass transit, and the half hundred other
American industries which, in my judgment, really need a sectoral
appgloach such as the Germans and Japanese have been giving their
problems.

So I am disappointed with the anti-inflationary program; but if I
am unnecessarily dour, I wish you would cheer me up.

Mr. Scuurtze. I will try. Let me start with a brief note, that improv-
ing the structural performance of the economy, which as you note has
two paragraphs, was meant to be a two-paragraph introduction to a
51-page exercise. You may disagree with the subjects we picked out
that are important. We didn’t think we were smart enough to pick out
exactly which industries ought to be pushed but we did talk impor-
tantly about investment, labor markets, agriculture, and energy—the
key big sectors of the economy.

epresentative Reuss. If I may, let’s stop there. Who is smart
enough? There really ought to be somebody in the Government who is
putting his mind on avoiding future Rock Island-Milwaukee roads,



109

avoiding future Chryslers and Fords, avoiding the disappearance of
our steel industry.

Mr. ScuurtzE. I thought we had something called the market. That
 doesn’t mean the Government should never intervene. My own judg-

- ment is that we are probably better off intervening very occasionalfy
and on an ad hoc basis with some very tough hurdles to cross just
because if we tried to do it on some systematic basis, quite frankly, I
don't think this is a major area in which the Federal Government can
do anything but harm when it mucks around. A

Again, like any statement of a generalization, it has exceptions. I
realize that. You may have to exercise it by exceptions.

Representative REeuss. At least you, with your characteristic
honesty, have stated the issue. There is surely an issue between me and
you in that I think that the Germans and Japanese have made the
market work by the specific sectoral approach that tries to remove
market rigidities and tries to give industry, the private sector, a matrix
in which 1t can make its plans. ~
* Mr. ScauLTzE. Removing market rigidities, I must say I agree with
you. We are engaged in that. I must say—maybe this shows my
1gnorance of the subject—while I do realize the Japanese have adminis-
trative guidance of various kinds, on the other hand, the German
“success” has been pretty much in letting it go. Letting the market
do it; with exceptions. .

Let me note what you might be able to do in this area. Just as_a
very quickie exercise, I asked someone to take a look at the 20 fastest
growing industries in the United States for 1967 to 1977 to ask myself
“Qee, could I have picked those out 10 years ago?”’ .
~__ I had tufted carpets, wines and brandy, poultry raising, utility

vehicles; yes, microprocessing was on there. I am exaggerating in

the sense of maybe I am overdoing this; but I am not sure% think our
solution is a kind of a policy whereby the Federal Government picks
the industries that are going to be the winners and subsidizes them.

We need to do a lot of things in labor markets, in energy; we have to
worry about our whole trade policy. All of that I realize. I am sure you
and I agree on most of it. I do have a little difficulty in trying to focus
on doing this by industry.

Representative REuss. Let’s take a minute to do that. Suppose in
1975, . Government labor-management team, with people like Messrs,
Greenspan, Rostow, or Thurow on it—just to talk about present
company—or yourself, had gone out to Detroit in 1975. You would
have observed that not only were we not doing anything much about
the then fivefold increase in OPEC prices, but we were seeing our
gas-saving compact automobile industry spirited away—before we
ever got it—tc Germany, France, Italy, and, notably, Japan.

I would have though that such a team, without interfering with the
market, would have put on its thinking cap and decided what financial,
what regulatory, wgat labor market devices were needed to bring
Detroit to its senses.

Had it done that, we wouldn’t now have a Chrysler; we wouldn’t
even now have a Ford, which is losing about $1 billion a year on its
domestic business; and we wouldn’t be in the thrall of OPEC to
anywhere near the extent we are.

think we should come down off our psychological high horses and
concede that maybe the Germans and tﬁe Japanese have been doing

v
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something right. Germany has 4-percent inflation. They don’t produce
any oil at home. They must be dloing something sensible.

Mr. Scuurtze. It’s not subsidizing individual industries or having
teams go in to decide for them.

Representative Reuss, Who said anything about subsidies? Let me
disabuse you of any neo-RF(C. Not at all. All I favor is somebody
putting his best thought on it, which I would think would not involve
o Chrysler bailout or a New York rescue

Mr. Scuurtze. I guess what you are suggesting——

Representative Reuss [continuing]. But preventive measures.

Mr. SchuLtzE. I guess what you are suggesting is that all these
industries need help from Government people in terms of thinking
what their future ought to be, It’s har(} for me to say advice isn’t
always helpful, but I doubt that that would change much. Advice is
always good, useful.

Representative Reuss. Well, we didn’t do it. Such a Presidential
Tripartite Commission did not visit Detroit in 1975, nor did it visit
Gary and Youngstown in 1978, nor the Midwest railroads in 1979.

When I besought them to do that, somebody always got lost in the
macroeconomics.

Mr. Scuurrze, We have had the Government in the railroad busi-
ness one way or the other for years. That has not produced very much.

Representative REeuss. Because it’s been fundamentully faulty,
because the ICC resists attempts of the railroads, including the—
breathing its last—Milwaukee road, to nationalize themselves.

Mr. Scuurrze. Maybe it'’s this wny, Congressman Reuss: If you
and I were the ones afwnys on that tripartite team, with our wisdom
at this, maybe it would work. As a general proposition. I don’t believe
that it’s going to give you very much. From hindsight, one can always
go back and pick up things you should have seen. There are always
things we should have seen. That’s true. I am not sure we would have
seen them.

Representative REuss [presiding]. I have a list of foresight things
I think we should attend to now. I have taken my 5 minutes.

Congressman Rousselot.

Representative RousseLor. Thank you, Congressman.

Mr. Schultze, we appreciate your being here to share some of your
thoughts about the budget and so forth. I would like to know how you
came, in the administration, to the views you have on tax reduction
as only appropriate as a countercyclical tool in the face of- & very
serious downturn. T

We heard many testimonies last week before the Ways and Means
Committee to the effect that to increase incentives in the private
sector, we need all kinds of tax reductions in various areas, especially
to improve productivity and investment, and so forth.

Why do you feel we have to wait for a heavy downturn before we
consider a tax reduction? I do realize that, despite your struggle
with trying to put a cap on them, expenditures are very high. I am
not sure your effort is a good one or that the majority of Congress
will be any better, thougﬁ I would like to see it better. However,
assuming we can resist some of the expenditure increases that are listed
in the budget, why can’t we have some kind of tax reductions? -

Mr. ScaurtzE. Several points, Congressman Rousselot. In the
first place, I do not believe, and the administration does not believe,
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that the only time for tax reduction is a downturn. You may recall,
we proposed and the Congress acted in a different form in having a
tax reduction in 1978-79, not in the middle of a recession. That isn’t
the point.

The point is, as I engaged in an earlier colloquy with Congressman
Brown, we and every other nation in the world are faced with a situa-
tion in which, on the one hand, a very large increase in OPEC prices
in 1979 drove up consumer prices. It wasn’t the only thing.

Representative RousseLor. It clearly wasn’t the only thing.

Mr. Scuurrzie. That price increase, under normal circumstances,
could very well lead, not to 8)% percent wage increases, which is what
we had in 1979, but—to the extent people try fully to keep up with
it on wages, salaries, and profits, try to catch up with it—it could
lead you to a double-digit inflation in areas outside of energy which
would be hard as heck to get rid of.

We do need a period of demand restraint. We need a period in
which we have to have a tight budget in order to make sure that
that inflation of 1979 isn’t translated in the longer term to double-
digit inflation. It means tax cuts which might otherwise have been
appropriate are not, at the moment.

The administration is forecasting a relatively mild recession. We
are about in the middle of the pack in forecasts. However, that's a
very uncertain forecast. Six months ago everybody was forecasting a
recession, but it didn’t occur. Output Hattened mainly because of the
downturn in the second quarter. Qutput in the second half of this
year continued to rise, not by any huge leap, but fairly steadily.

Suppose we are wrong again? Suppose we are wrong again? It seems
to me, given the fact that once you Il))uild inflation into the system it's
hard to get it out, that you have to play it relatively cautiously. You
have no option but to play the balance of risks on the cautious side.
That's essentially what we are saying.

Representative Rousseror. All the testimony we got in the Ways
and Means Committee last week in favor of tax cuts aimed to supply
side incentives was backed up not only historically, but by other
substantial verification. Past tax cuts have led to improvements in the
economy. Take the reduction in the capital gains tax, which actually
generated an improvement in the economy, investments, savings, as
well as an improvement in capital effort. Why don’t we ever look at
that side of the equation instead of always believing tax reductions
will create a huge deficit? In actuality, case histories show that this
has not 0ccurrec¥:

Mr. Scuurtze. Again, I have to disagree to some extent. If you are
f{ayi’ng that when you cut taxes, you get the revenues all back, you

on’t.

Representative Rousseror, I didn’t say you got them all back
immediately. You get some back immediately. You also generate
real economic growth that has meaning. It creates jobs.

Mr. ScuurtzE. To some extent, you do, that's quite right. The
question is the timing.

Representative RousseLoT. I could take a lot of your writings to
show that's what happened.

Mr. Scrurtze. If you do that——

Representative Roussevror. I did last year before this committee.
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Mr. SchuuLTzE. You have to distinguish between two impacts of a
tax cut.

Representative Rousseror. I understand that. It isn’t all negative
on the revenue side.

Mr. ScuurtzE. Of course it isn't.

Representative RousseLor. I am sure we could find the areas to
resist the increase in expenditure. That’s a pretty huge increase in
the expenditure level. Percentagewise, it is very great on the Federal
level, which in many cases discourages investment.

Mr. ScuurLtzE. Let me address myself for a moment to that.
Adjusted for inflation, tothal spending—Federal spending during the
1960’s—rose 4 percent a year. From 1970 to 1977, the first 7 years of
the 1970’s, it rose 3 percent a year. Despite the increase in Defense
budgets in the last 4 years, 1977 to 1981, it’s 1.3 percent.

It’s & major flattening out of that curve.

Representative Rousseror. The Government expenditure curve?

Mr. ScuurtzE. That's correct. Inflation is such that with indexed
programs, with keeping the Defense Department up with and a little
ahead of inflation, you do have very large numbers. What I am sug-
gesting, however, is in terms of the real claim——

Representative RousseLor. As you know, the Defense part of the
bult\lfet is 24 percent. We never talk about the other part.

r. Scaurrzi. I am saying, with the indexing of programs, with
the impact of inflation on them. I call your attention, at your conveni-
ence, to I think the table on page 613 of the budget, w“;ich provides
these in inflation—adjusted terms. There really was a massive mo-
mentum going through the 1960’s and the early 1970’s. That has not
been fully stopped, but substantially turned around.

Representative RousseLor. Anyway, I hope you will look again at
tax cuts. ’

Mr. ScaurTzE. We continue to look.

Representative Rousseror. Tax cuts in areas where they really
will stimulate incentive and encourage, rather than discourage,
investment. Our steel industry alone will tell you that this lack of
incentive is one of the reasons they have not invested in new equip-
ment here. We can’t keep up with our competitors overseas. The
chairman and I had a chance to meet with American friends overseas
who are trying to sell their products and services. We can’t compete
with Germany, Japan, and Korea. These countries have better tax
policies relative to investment and we are hamstrung in our ability to
compete with them, for this very reason.

Mr. Scrurrze. Congressman Rousselot, we don't disagree.

Representative RousseLor. Let’s get at it and start recommending
some good tax cuts.

Mr. ScHuLtzE. We don’t disagree in our evaluation of tax cuts
directed toward investment incentives. We disagree on the timing.
Right now, we have to concentrate on reducing that deficit.

n 1978 we proposed and you enacted substantial investment
incentives.

Representative RousseLor. OK,

Representative Reuss. Thank you very much, Mr. Schultze. We
appreciate your helpfulness today, as always. We wish you luck.

Representative REuss. Mr. Thurow, please proceed.
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_STATEMENT OF LESTER C. THUROW, PROFESSOR OF ECONOMICS
AND MANAGEMENT, MASSACHUSETTS INSTITUTE OF TECH-
NOLOGY, CAMBRIDGE, MASS, AND VISITING PROFESSOR OF
ECONOMICS, UNIVERSITY OF ARIZONA, TUCSON, ARIZ.

Mr. Taurow. Thank you, Congressman.

However you rate the performance of the economy during the first
half of the 1970’s, the performance during the first half of the 1980’s is
apt to be worse. Inflation, high unemployment, slow productivity
growth, exploding energlf' prices, and erratic supplies, a fal.ing dollar—
in each case the probability of a worse performance is higher than that
of a better performance.

Part of the cause is found in the subject matter of these hearings.
At no point in the (f)ast decade has any administration, Republicpn
or Democratic, had a long-run strategy for curing the Nation’s
economic ills. Each administration has been preoccupied with short-
ryn fire fighting.

Our economic problems have been with us for the past decade and
will be with us for the next decade because none of them has a short-
run cure. Some of them cannot even begin to be solved unless others
are first solved. The 1980’s are going ro require a national bipartisan
long-run startegy and the patience to stick with it.

ur most basic problem is slow productivity growth. Productivity
determines the increase in our rea{) standard of living and the ease
with which the country can shoulder a larger defense burden. If
productivity is growing at an acceptable rate the country can survive
its other problems. Without productivity growth the country will
inevitably slip into economic oblivion even if the other problems are
solved. While our per capita GNP is not a perfect measure of economic
performance, the United States has already slipped to fifth among
industrial nations. And whatever America’s current absolute position
its growth of productivity is far below that of most other industrial
countries.

With menufacturing productivity growing at a rate one-half that
of Germany and one-third that of Japan, the value of the dollar can
only fall. Monetary policies, such as those adopted in October, can
only provide a shortrun respite, but they cannot prevent the in-
evitable. The dollar will fall as long as ou productivity is growing
much more slowly than that of our major trading partners an
competitors. .

Faster productivity growth will require fundamental changes in
the way that we operate our economy. There are a number of current
practices that we are going to have to stop. The Japanese have a
conscious national economic policy of getting out of sunset industries
and into sunrise industries. If you look at American economic policies
over the past decade, this country has adopted exactly the opposite
strategy. ..

Our recent history is one of using tariffs, quotas, informal marketing
agreements, subsidies, and a host of other policies to protect our sun-
set industries. But in doing so we imprison ourselves in low produc-
tivity. Protection is & policy that has got to be reversed. But this
means much better policies for directing workers and capital into the
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new sunrise industries. Without the promise of new industries and new
jobs, no country is able to close down its old obsolete industries.

Higher productivity growth will also require a different anti-
inflationary strategy. A case can be made for fighting inflation with
recession, if inflation can be easily and quickly conquered; but it makes
no sense if the anti-inflationary fight is going to be difficult and slow,
No one is going to increase investment 1if they have large amounts of
idle capit~] capacity and the prospects of little or no economic growth,
To spend the next decade fighting inflation with recession is to guaran-
tee a decade of bad productivity performance. Most studies indicate
251'tq 30 percent of our current productivity decline stems from these
policies.

The country needs economic policies that guarantee a period of
sustained real economic growth. Only then will people be willing to
make the longrun plans and investments necessary to cure the pro-
ductivity problem. While more savings and investment will not cure
the productivity problem by themselves, they are certainly necessary
ingredients of any solution. If you believe that Germans, Japanese,
and Americans are equally smart, then the economy that invests 20
percent of its GNP in plant and equipment, the Japanese, is going
to do better than the economy that invests 15 percent, the German;
and both are going to do better than the economy that invests 10
percent, ourselves.

But before policies can be designed to stimulate saving and invest-
ment, a decision has to be made about an issue that now stands im-
plicitly in the background. Does America want to increase savings
and investment with policies that will make the distribution of income
more unequal, or does it want to achieve this result with policies that

reserve the current distribution of income and wealth? Savings and
Investment can be increased either way. But to follow the first course
seems guaranteed to generate so much controversy that the issue of
more investment will get lost in the argument as to whether Govern-
ment should have conscious policies to make the distribution of in-
come more unequal.

If we want more savings and investment it is not necessary to have
a more unequal distribution of income. On the investment side the
correct solution is to abolish the corporate income tax and to com-
pletely integrate corporate and personal income taxation. The corpo-
rate income tax would be abolished, but each year the corporation
would send every stockholder the equivalent of a W-2 form telling him
how much had been earned on his behalf. The income would be added
into the shareholder’s other sources of personal income to determine
how much personal tax he or she should pay. This improves the pro-
gressivity of the personal income tax, since each shareholder is now
paying taxes at a rate commensurate with their own personal situation
and not at some common corporate rate; but it is also a powerful
incentive for more investment since the after-tax rate of return on
corporate investment almost doubles.

ut the major difficulty is not found in the precise incentives for
more investment. If investment goes up as a fraction of the GNP by a
major amount, then something else must come down. Given the in-
increases that are likely to occur in the defense budget, it is not going
to be possible to simply cut taxes and Government expenditures to
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stimulate investment. There is going to have to be a conscious national
policy of reducing consumption.

. Cutting consumption is the essence of increasing investment. How
is this to be done? Unless you are prepared to answer that question
you are not really an advocate of more investment.

The answer, 1f there is one, is to be found in a progressive value
added tax. In a progressive value added tax the tax is imposed at some
rate, let’s say 10 percent, but there is also an offsetting income tax
credit, let’s say $1,000. Thus the family with $10,000 in expenditures .
pays an extra $1,000 in value added tax, but gets $1,000 back in the
form of an income tax credit. The family spending $15,000 pays $1,500
in value added taxes, gets $1,000 back in income tax credits, and is a
net taxpayer of $500. Such a tax can be used to reduce consumption in
accordance with whatever your judgments are as to how the economic
burdens of increasing investment should be shared across the
population,

ut let me return to the strategy for fighting inflation. While many
{actors have contributed to our current inflation problem, inflation is
now being driven by the price of energy. Each energy shock has driven
the inflation rate to higher levels in the 1970’s and there is every reason
to believe that each shock during the 1980’s will drive it to yet higher
levels. As long as these shocks continue to occur, no one is going to
cure the inflation problem:.

To control inflation we must control the price of energy. This means
energy independence and developing alternative domestic sources of
energy.

Since Germany and Switzerland are often held up as countries that
have cured their inflation problems without curing the energy prob-
lem, let me examine the price that they have been willing to pay;
or more accurately, let me examine the price that they have been
willing to force others to pay.

There is no doubt that a major recession will reduce the rate of
inflation even in the face of an energy shock. And there is also no
doubt that Germany has been willing to engineer a major recession.
In the third quarter of 1979, Germany industrial employment was
12 ({)ercent lower than what it was in 1973. If American employment
had fallen 12 percent from 1973 to 1979, we would now have a 28
Eercent unemployment rate. Germany and Switzerland do not have

igh unemployment rates because they have been willing to send
hundreds o}) thousands of guest workers back to their homes in Italy,
Spain, Turkey, and Yugoslavia. Between 1972 and 1978 the Swiss
deported 10 percent of their labor force. To do the same we would
have to deport over 10 million workers.

Inflation can be controlled with recession, but only if you are
willing to pay an enormous cost. Short recessions are not going to do
the job. And every new oil shock requires n new recession.

Energy is the key to inflation. But the United States does not now
have an energy policy. It has not agreed on what fuels will be used to
provide alternative sources of energy and it does not have a realistic
timetable for achieving energy independence. Moving to world
energy prices is at best the removal of a bad policy. It eliminates the
subsidy to consume energy and increases the incentive to produce
domestic energy; but America is going to have to be willing to take
the hard step;gt{mt most other industrial countries have already taken.
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Most countries levy a large tax on gasoline to increase its selling
price far beyond that of world petroleum prices. Many of these taxes
are between $1 and $2 per gallon. To solve the energy problem we will
have to do the same. To prevent the tax from making inflation worse
it should be refunded to the States on a dollar for dollar basis, to the
extent that they reduce sales or property taxes. This also has the
advantage or making it clear to voters that a gasoline tax is not a
net increase in taxation. It is simply a device to drastically discourage
§asol§ne consumption until alternative sources of liquid energy can be
ound.

Energy also ties back into the productivity problem. The U.S, sav-
ings rate has fallen dramatically in the last half of the 1970’s. Some
of this is due to inflation and low interest rates on the savings accounts
of small savers, but some of it is also due to the energy tax that has
been levied by OPEC. At current oil prices OPEC will take almost 4
percent of the GNP during 1980. This is beginning to approath our
defense spending. At 1972 prices current oil imports would be ab-
sorbing less than 0.3 percent of our GNP. When someones levies a
tax on a necessity that ends up taking almost 4 percent of the GNP,
it would be very surprising if the average American family did not
pay part of this tax out of its savings. To some extent our savings
are down because we are giving them to OPEC.

To solve the inflation, falling dollar, and unemployment problems
we are first going to have to solve the energy and productivity prob-
lems. Inflation cannot be controlled without controf!ing energy prices,
The dollar cannot be rescued without a better productivity perform-
ance. With a more rapidly growing GNP and more investment, the
unemployment problem will gradually shrink. But both energy and
productivity are going to confront us with a difficult problem. Both
energy and productivity require that we devote a much larger frac-
tion of the (E)NP to investment.  And this is going to have to occur in
an envircnment where a much larger fraction of the GNP will also
have to be devoted to defense. This 1s only possible if we consume less,

In the long run, increasing the proportion of our GNP devoted to
investment will increase our consumption standards, but in the short
run it is necessary to cut consumption to raise investment. Reaching
agreement on cutting consumption is going to be the key policy ques-
tion of the 1980’s. If we cannot agree on how to cut consumption,
we are not going to be solving any of our problems.

Representative REuss. Thank yoeu very much, Mr. Thurow.

Senator Javits. Congressman, may I say before Mr. Greenspan
starts, that I beg the witnesses to excuse me? I came to hear them
especially, but I just had word I have to go back to the Senate floor
for an amendment.

Thank you. I will read everything with great interest.

Representative REuss. Mr. Greenspan, please,

STATEMENT OF ALAN GREENSPAN, PRESIDENT, TOWNSEND-
GREENSPAN & CO., INC, NEW YORK, N.Y.

Mr. GreexspaN. Thank you, sir.

I would like to address myself somewhat to the shortrun issues, but
I will, by implication and explicit expression, confront some of what
I think are the critical longer term policies of this Nation.
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Despite the rising unemployment rate of 6.2 percent for January,
there 1s still no compelling evidence that the economy has as yet
moved off the remarkably stable plateau which began in March
1979, Since April, industrial production has ranged within less than
1 percent of the March peak. Moreover, January 1980 output does
not appear to have shown a significant change from December, either
plus or minus.

Payroll employment continued to move higher in January in the
most recent data, and there is little change shown for the month of
February. The uptick in the unemployment rate occurred as a conse-
quence of declines in agricultural employment and number of domestic
service workers. Both declines appear suspiciously like sample aber-
rations. The growth in employment in the context of stagnant pro-
duction, of course, reflects the continuing poor productivity picture.

Although admittedly unimpressive during the past year, economic
activity has been better than the economic forecasting profession as
a whole had anticipated. A recession has been expected to begin almost
momentarily, by at least some forecasters, since late 1978. The econ-
omy has, in fact, hung in" there, owing to far stronger consumer
spending than forecasters in general suspected could be the case.

Over the past quarter century the personal savings rate has rarely
ventured outside a narrow 5-to-8-;1)ercent range. Hence, once the
savings rate slipped below 5 percent late in 1978, an upturn became a
reasonable expectation. Granted the general sluggishness of capital
goods, inventory, and construction markets, a flattening in the savings
rate would have been enough to tilt the economy downward; but this
did not happen. Instead, the savings rate fell to 3.3 percent during
the fourth quarter of 1979 and to a low 2.6 percent in December.
There was little change evident for the month of January.

This is the arithmetic source of the failure of the economy to turn
down. The question of course is, Why is the savings rate declining?
That can be inferred by disaggregating the consumer balance sheet.
The results are, in fact, quite revealing.

Prior to 1970, net increases in home mortgages on single-family
homes rarely exceeded $15 billion annually. Most of the time it was -
significantly less. During the past 3 years, however, increases have
aﬁ)proache $100 billion annually. Moreover, when we disa%%regato
the mortgage debt increases, it becomes clear that virtually all of the
increase in net additions resulted from realized capital gains on existing
homes rather than any quickening in new single-family home sales.
The reason is fairly straig(ixtforwargz with the rapid escalation of home
. prices, the average capital gain per house sale has been approximately

$25,000. We estimate that prior to turning down late last year, realized
capital gains on homes reached the $100 million annual rate level,
reflecting an average gain of $25,000 per sale on an annual sales turn-
over of approximately 4 million homes. '

It turns out, as best we can judge, that the new mortgage taken out
by the home buyer tended to exceed the mortgage canceled. by the
home seller by a?pproximatel the realized ‘capital gain on the home.
The seller therefore received a large block olf) cash representing not
only the increase in the mortgage debt on the home that he hag just
,sold, but also his original downpayment plus any amortization of the
‘mortgage which he had held during his ownership. After the down-
payment on a new home, there was still substantial cash available on
1 o
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average for savings or purchases of goods and services, and the sig-
nificant part of this cash apparently went into the purchase of goods
and services,

This means that in recent years there have evolved two sources of
purchasing power: The usual disposable personal income and, secondly,
the cash raised through mortgage debt extensions as a consequence of
the turnover and capital gain realizations on existing homes.

While consumption expenditures financed out of the latter are
reflected in total consumer outlays, the purchasing power source is not.
By convention, realized capital gains are excluded from personal
income and, of course, the debt used to finance them is not considered
income. Thus, the calculation of savings as disposable personal income
minus consumer outlays is artificially low and could even turn out to
be negative sometime in the future.

This, however, is not to say that the average househo d perceives
itself as having a low savings rate. To the extent that there are realized
capital gains available, savings behavior can be perceived as quite
normal by the average househo'd even though tEe Department of
Commerce official statistics report an unusually low savings rate.

While realized capital gains have bolstered consumer outlays and
the economy, they are unlikely to continue to do so in the months
ahead. Indeed, in the case of higher mortgage interest rates, home
sales are already declining. So is mortgage debt financing. Accordingly,
I would expect consumer outlays and business activity generally to
ease off in tEe months ahead. In this context, a policy of fiscal stimulus
would be most ill advised. Past policies have been too stimulative,

"generating a substantial acceleration in inflation. Unless far greater
problems are to exist in the future, substantial reining in of Federal
credit creation is necessary.

Inflation-based capital gains are acting as the basis of massive
acceleration in debt creation and spending. They are creating the type
of economic stimulus with which large Federal deficits used to Ee
associated. In fact, the stimulus coming from the financial sector—
that is from the monetarization of a good part of the residential
capital gains—is afgregated with deficit spending of fiscal policy; the
economy has clearly been exposed to excessive stimulus.

This 1s even more the case if the impact of fiscal policy is broadened
from the full-employment or high-employment concept to the wider
concept which embodies all credit creating and preempting activities of
the Federal Government when initiated through deficit spending, credit
guarantees, or—as a consequence—a Federal regulatory initiative.

Although the borrowing associated with Federal on-budget activities
is projected in the current budget to fall to only $16 billion in fiscal
1981, off-budget credit requirements, especially through the Federal
Financing Bank, add another $18 billion which, after minor adjust-
ments, brings official Federal borrewing from the public for fiscal 1981
to $33 billion. There is, furthermore, $41 billion scheduled for net
Government-guaranteed borrowing and an additional $12 billion for
net Government-sponsored borrowing, bringing aggregate Federal and
federally assisted borrowing budgeted for fiscal 1981 to $86 billion.

This compares with $81 billion for fiscal 1979 and a scheduled $92
billion for fiscal 1980. However, before heralding the decline in fiscal
1981, let us remember that a year ago fiscal 1980 was projected at
$81 billion. In fact, there is every reasonable expectation that total
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Federal and federally assisted borrowing in fiscal 1981 will far exceed
the budgeted $86 billion and could easily approach the record fiscal
1976 levels of $98 billion.

Thus, although the Federal budget deficit has fallen sharply from
its historic peak of $66 billion in fiscal 1976 to $28 billion in fiscal 1979,
total Federal and federally assisted borrowing has come down only
marginally This suggests that the degree of fiscal stimulus coming
from Federal activities is far greater than that implied by on-budget
borrowing alone. I not am saying that Federal credit guarantees stimu-
late the economy dollar for dollar as much as direct Treasury borrowing
does. Nonetheless, even if we significantly discount the impact of
credit guarantees, the conclusion cannot be avoided that aggregate
stimulus from the Federal sector, when combined with large credit
infusion resulting from high levels of realized capital gains on homes,
has been excessive.!

Moreover, there is every reason to believe that the current budget
put together prior to the Soviet incursion into Afghanistan is largely
obsolete and significant increases in Defense Department total obliga-
tional authority will be forthcoming, either through congressionally
initiated add-ons or through a formal supplemental appropriation
initiated by the administration.

However, the major short-term threat to the Defense Department’s
programed outlays is not increasing budget authority, which is unlikely
to have significant impact in most areas right away, but rather the
evident reversal of the mysterious shortfalls in Federal spending of a
few years ago. Budget authority for procurement items for fiscal
years 1979 and 1980 as reported in the just released budget document
1s close to the authority programed a year ago.

Outlays, however, have shown a significant upward revision; and
for fiscal 1979, as I recall, a year ago, outlays were programed at $22.5
billion. That was last January. They actually ended up at $25.4 billion;
and so far, scheduled fiscal 1980 outlays are exhibiting the same
pattern. This is without any change in obligational authority or any
apparent change in the structure of the underlying defense programs,

A couple of years ago DOD couldn’t seemingly spend its obligations.
Now they seem to be running ahead of schedule. If one compares
the qunrterl;\; pattern of total defense expenditures as programed a
year ago with what actually occurred, it’s apparent that they began to
accelerate relative to early schedules last fall and have since shown
even wider gaps. This suggests that even without additional budget
authorities, defense outlays could very well run several billion dollars
higher than currently anticipated.

I might add, parenthetically, with the budget authorities that I
expect to occur, we could find ourselves moving into the type of
budget-chasing-budget expenditures calculations that we unfor-
_ tunately were exposed to in the midsixties as the Vietnam war began
to accelerate.

Thus, although I do believe that a modest recession will probably
start sometime in the early spring and last through at least the rest of .
this year, I would be most hesitant to engage in policies whose basic
purpose was restimulation of the economy. On the contrarI\;, a major
attempt at restraint of nondefense expenditures is going to have to be

1 There is some double countlng of stimulus since mortgage credit guarantees have
probably accelerated home price increases and assoclated capital gains.
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initiated, and although I would not rule out tax cuts currently aimed
at longer term productivity improvements, any revenue Josses need
to be offset by further reductions of nondefense Federal outlays. We
cannot—I might add—look at the budget as we usually have in recent

years. ) .
Finally, it is clear from the foregoing analysis that a renewed focus

on constraining the growth in Federal guarantee programs will have to
be initiated. In short, Mr. Chairman, while I do favor your basic
program of tax cuts to enhance productivity—as I always have—I
think that we are in a different context. We have to recognize that we
are in a new defense budget environment, and that we do not have the
choice to do both. We must, in fact, increase the defense budget; and
we must engage in the type of program toward enhancing capital
investment which this committee has proposed.

In order to do that, however, we must reset our priorities and recog-
nize that domestic social program expansion as usual is no longer
feasible,

Representative Reuss. Senator Bentsen.

Senator BENTSEN [presiding]. Yes.

Representative REuss. At the request of Senator Javits, who had
to leave, I would like to ask unanimous consent that the Senator’s
written opening statement be included in the record at this point.

Senator BexTsEN. Without objection, so ordered.

[The written opening statement of Senator Javits follows:]

WRITTEN OPENING STATEMENT oF HoN. JacoB K. JaviTs

The administration has offered an exceedingly grim economic forecast for the
near term and really for much of the decade. A recession with unemployment
reaching 7' percent is expected—indeed counted upon to deal with the worst
annual inflation rate (13.3 percent) since 1944—and severe inflation is projected
to continue unabated. Meanwhile the key to J)rice stability, tc wit: Productivity,
which was negative in 1979 for only the second time in the postwar era, is expected
to remain stagnant for some time. We are confronting today the economic “triple
threat”” of double digit inflation; double digit unemployment; and stagnant
productivit‘y;. '

Indeed, the Humphrey Hawkins Act medium term goals of 4 percent unemploy-
ment and 3 percent inflation, which were to have been reached in 1983 have now
been postponed until 1985 and 1988, respectively.

The difficulty with this Economic Report is not what it tells us; it is what it
fails to tell us. I do not take issue because it contains bad news; candor is a neces-
sary virtue in times like these, even if it hurts to hear it. The real shortcoming
is that we are not given the blueprint for dealing satisfactorily with the antici-
pated gloomy prospect. The Economic Report is bereft of the elementary con-
tingency planning that is needed right now more than ever!

I want to remind the administration that the key element of the Humphrey-
Hawkins Full Employment and Balanced Growth Act of 1978 was its provision
for indicative planning, which had its genesis in the Humphrey-Javits Balanced
Growth and Economic Planning Act of 1975. The full employment, price stability
and other numerical goals were intended to keep us pointed in the right directions;
they were to help us chart our course for balanced economic growth for the 1980’s.
It was then to be the responsibility of the President to develop the program
necessary to achieve those goals.

Preamble of Public Law 95-523 reads as follow:

“An Act * * * to assert the responsibility of the Federal Gov-
ernment to use all practicable programs and policies to promote
full emploment, production and real income, balanced growth
adequate productivity growth, proper attention to national
priorities, .nd reasonable price stability”” {Emphasis added.]
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What so deeply disturbs me about this Economic Report, therefore, is that
there is no planning for anticipated stresses and crises—the prescription is not
equal to the illness,

We're going to have productivity stagnation for some time; other than in-
creased R. & D. spending where is the President’s program: what are we going to
do about it?

Price stability is not expected until 1688; 8 years from now-—so what are we
going to do about it other than hope for a recession—a discouraging idea, indeed.

Unemployment is expected to rise to 7)4 percent next year and could hit 8%
percent in 1981 according to CBO, amid a very severe recession—so what are we
going to do about it other than continue to hope that the recession will be shallow?

In short, therefore, we have a Report that is very grim, perhaps the gloomiest
such Economic Report in history. But where is the remedy? All we are told is that
we must go through the wringer of recession—with all that entails—and that we
must be bled dry perhaps, until we are purged of the illness. This is a very high
risk policy and could easily turn out to be only a preseription for continued
stagnation~—for letting the illness run its course.

he Humphrey-Hawkins Act and the Employment Act of 1946 gives this
administration not one but two responsibilities: (1), to tell us the facts as ac-
curately as they can be foreseen; and (£), to recommend a program equal to that
contingency. The latter has not been done and this represents a serious abdica-
tion of responsibility.

I urge the administration to go back to the drawing board and return with
a better articulated plan before too long for meeting the emergency in which we
could find ourselves. Congress could treat this plan solely as standby authority,
if you will, and we need not implement the plan until the situation warrants it.
But the Congress and the American people should at least know in greater detail
today the administration’s intentions with respect to capital investment stimulus;
or savings incentives; or publie service jobs; or public works; or countercyclical
revenue sharing.

We need to brace ourselves for the worst this year and in 1981, but everything
in the Economic Report is tentative and very qualified. It does not, in my judg-
ment, measure up to the perilous condition this administration fully expects
for our country for the foreseeable future. ’

Senator BExTsEN. Congressman Reuss, my understanding is that
questions are going to be asked of all the witnesses.

Representative REuss. Yes, Senator,

Senator BENTSEN. Professor Rostow.

STATEMENT OF WALT W. ROSTOW, PROFESSOR OF ECONOMICS,
UNIVERSITY OF TEXAS AT AUSTIN

Mr. Rostow. Mr. Chairman, I believe our economy—and our
national life—is caught in a trap. The purpose of m¥ testimony is to
describe the trap, to explain why current policies will not extricate us
from it, and outline a route of escape. At the end, I shall pull back
and try to explain in broad terms the historical reasons for our diffi-
cult{‘ and for the necessary remedy.

I have o prepared statement for the record, and the first part de-
scribes the trap as stemming from the rise in the international oil
price, its effects on inflation, and the rate of growth of real income,
and the slowing down of the increase in productivity. It is a chain
of causation quite familiar to you.

If present policies continue, the 1980's could be a decade of progres-
sively slower growth, progressively higcher unemployment, continued
high inflation and stagnant productivity, accompanied by progressive
erosion of public services and progressive weakening of our stratagic
position on the world scene, which an increase in military hardware
alone cannot correct.

.
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How, then, do we break out of the trap?

The answer lies in elaborating and acting on the concept which
the Joint Economic Committee has helped to pioneer. I refer to the
theme enunciated in your report of March 19, 1979, reinforced in the
midyear report and staff study of August; namely that ‘“* * * the
basic economic problems * * * for the foreseeable future are not on
the demand but rather on the supply side of the economy.”

Within this broad concept, the place to start is with the task of
reducing the Nation’s paralyzing reliance on oil imports. This will
require not only redoubtable efforts to conserve energy but also an
all-out energy production effort, including a massive effort in what can
broadly be defined as synthetics. The first table in my prepared state-
ment, comparing quite similar projections down to 1990 made by
the Energy Information Administration—RIA—and the Bureau of
Economic Geology of the University of Texas at Austin, exhibits the
basis for this conclusion. T shall not elaborate the assumptions under-
lying these estimates now, but would be pleased to answer any ques-
tions they may raise. I would only say that, on the basis of recent
U.S. performance, the assumptions are optimistic.

The first point I wish to drive home is that the required investment
in U.S. production and conservation needed to reduce oil imports
is so large that it would, in itself, bring the economy back to sustained
full employment. This is the key linkage between macro and micro-
economics.

The technical basis for this judgment is published in a piece of mine
entitled ‘“‘Energy and Full Employment” which appears in Charles
Hitch is “Energy Conservation and Economic Growth.” Taking into
account infrastructure as well as plant and equipment requirements,
I would estimate that we require during the 1980’s something like an
extra 3 percent of GNP allocated to investment in eneriy production,
conservation, and conversion of utilities to coal. This linkage of invest-
ment requirements on the supply side to a return to sustained full
employment is the missing element in the Joint Economic Committee’s
1979 report. And it is a critical element, because, once the linkage is
perceived, it should be possible to unite business and labor in support
of a supply-side program, including the minority groups which have
suffered such disproportionately high unemployment rates.

The second necessary elaboration of supply-side economics relates
to {)roductivity. As we all know, the slowdown in productivity has
multiple causes. But, as I argued on July 25, 1979, before a hearing of
your “Special Study on Economic Change,” the most important is the
slowdown in the investment rate. The working force has been increas-
ing quite rapidly, but the capital/labor ratio has fallen. The low invest-
ment rate, in turn, is the result of the stop-and-go policies we have
explerienced since 1973, plus the deceleration or decline in consumer
outlays.

We may well need special tax incentives to stimulate investment,
notably in the modernization of industrial plant; but the experience
of France and other countries indicates that private investment only
expands substantially in an environment of sustained high growth and
expected high growth. Only then are business firms prepared to make
the long-term commitments to new plant and new, more efficient
technologies.
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. In this context, the sessions you are now holding are of particular
importance. They should design the national strategy for the next

——sustained period of economic expansion. The recession now underway

is releasing labor and increasing idle industrial capacity. That labor
and capacity should be set to work in the next boom not in response to
enlarged consumers outlays, induced by an income tax cut or otherwise
enlarged Federal deficits; but by enlarged investment outlays for
energy production and conservation, for the modernization of indus-
trial plant, and for other necessary supply-side purposes.

As for inflation, the dollar will begin to strengthen from the day the
world’s financial centers conclude t%e United gtates has adopted an
energy policy capable, in time, of substantially reducing oil imports.
And that will damp some of the inflationury pressure arising from an
undervalued dollar. But in the end, we shalF require & much more
redoubtable effort than any yet attempted to negotiate arrangements—
equitable for business anc{ labor alike—to link money wage increases
to the average rate of productivity increase. Such arrangements should
be easier to negotiate if labor is convinced that energy-related invest-
ment is underway on a scale which promises sustained full employment
in the short run and a removal of the international oil constraint on

- our economy when the energy investment program is completed.

How long will that take? The lead times for various types of energy
investment, conventionally measured, vary, of course, as the second
chart in my prepared statement indicates. But those lead times could
be cut radically if the energy production and conservation effort were
to be undertaken on essentiaﬁy a wartime basis.

The 1975 modifications in the Defense Production Act of 1950 pro-
vide to the President some of the tools to do the job. Congress might
extend its provisions, if necessary. I would guess that if we rolled up
our sleeves and decided to recapture control over our destiny, our
energy situation could be significantly improved in 2 years and radi-
cally transformed for the better within 5 years. But we would have to
mean it as much as we did when Franklin Roosevelt set the target of
Eroducing 50,000 planes a year and the Nation delivered. In fact, I

ave reluctantly concluded that the strategic, economic, and social
consequences of our excessive dependence on oil imports are so greve
that, with the agreement of the Congress, the President should insti-
tute a state of emergency.

But, more generally, I am arguing that the route out of the trap—
and the heart of supply-side economics—is a massive investment
program to reduce oil imports; that such a program would strengthen
the dollar and our balance of payments; supplemented by tax incen-
tives for the modernization of industrial plant, it would accelerate the
increase in productivity; and it would provide a setting—a political,
social, psychological setting—in which we ought to be able to get
control ofy the 8 percent or so element of wage-push inflation which
bedevils us all, including labor.

I should like to conclude, however, not with these operational
recommendations but by suggesting as an economic historian why we
face this extraordinary challenge. ’

The reason is that we enjoyed but did not understand the ireat
boom of the 1950's and 1960’s. That boom was made possible by a
25-percent improvement in our terms of trade; that is, import prices
fell relative to export prices by that amount. The rise in real income
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we therefore enjoyed permitted us to expand consumers purchases of
goods and services; to expand public services, notably in education and
health; and also to enlarge transfers to the less advantaged. Our econo-
mists and the politicians they advised came to regard this state of
affairs as permanent, perhaps even the result of the magic of Keynesian
revolution.

But the underpinnings of this majestic boom were eroding in the
1960’s: world grain stocks in relation to consumption declined; U.S.
oil and gas reserves relative to consumption declined and production
peaked out in 1970-71. There was degeneration also in the other
supply-side sectors. We discovered that large allocations of resources
were required to maintain reasonably clean air and water; we failed to
maintain a minimally viable rail transport system; we failed to recog-
nize and act to redress a decline in water reserves in certain regions of
the country.

Then, starting at the close of 1972 with the leap in grain prices, the
terms of trade radically reversed. They have since shifted about 25
percent against us and other advanced industrial countries. The
dxs{)roportlonate rise in import prices accelerated inflation, cut into
real wages, and, in effect, turned off the the great boom of the 1950’s
and 1960’s. Although I shall not burden you today with the evidence,
this was-the fifth time in the past two centuries that something like
this had happened.

It is the unfavorable shift in the terms of trade which signals the
coming of a supply- rather than demand-oriented phase in our national
life and, indeed, in the world economy as a whole.

I would note, Mr. Chairman, although I haven’t had a chance to
study it, the first thing I looked for was to see whether the Economic
Report of the President to the Congress, this year at least, contains
terms of trade figures. I regret to report that this absolutely critical
index appears not to be included in the data.

In the past, such phases of favorable and unfavorable relative prices
have lasted 20 years or so. They were periods when the direction of
investment shifted to expand supply in the séctors where relative

rices had risen and the profitability of investment thereby increased.

or example, the price of wheat increased by 2.5 times between 1844
and 1855. The response of the world economy was to pour capital,
from Britain as well as the Northeast, into the opening up of the
American Middle West by building a railway net beyond the Appa-
lachians and encouraging & massive flow of immigrants from North-
west Europe. The process continued out to the Pacific after the Civil
War. Although business cycles continued, the years of railway building
across the continent were, by and large, prosperous. There was a rise
in the overall investment rate and some pressure, in the 1850’s, on
urban real wages.

I cite this case because it suggests in a rough-and-ready way what
is likely to happen if we face up to our supply-side tasks. To free
ourselves from dependence on oil imports is, reﬁltive to the size of our
economy, quite as big an enterprise as building the transcontinental
railroads 130 years ago. It will require the mobilization of capital and
technology on a grand scale. It will provide jobs. We may still face,
for a while, pressure on real earnings; but that should lift as the price
of energy is rou%ht under control and productivity resumes a decent
rate of increase. The spirit of common purpose and unity such a great
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\
nationel enterprise would generate should ease many problems which |
now seem unmanageable, notably the problem of controlling wage- |
push inflation.

Thus, the stakes are high for all of us in the success or failure of this
committee in translating supply-side economics into a viable set of
operating policies.

Thank you.

Senator BENTsEN. Thenk you, Mr. Rostow.

[The prepared statement of M. Rostow follows:]

PREPARED STATEMENT OF WaLT W. RosTow
1

I believe our economy—and our national life—is caught in a trap. Current
olicies in no way promise to get us out of that trap. The purpose of my testimony
s briefly to describe the trap; to explain why current policies will not extricate us
from it; and to outline a route of escape. In the end I shall pull back and try to
explain in broad terms the historical reasons for our difficulty and for the necessary
remedy.
i g

Although it has deeper causes I shall come to, the trap was sprung by the rise
in oil prices in the autumn of 1973 and the failure of the Executive Branch under
three presidents and the failure of the Congress to generate a policy capahble of
reducing oil imports. This extraordinary failure over 6 years produced not only
successive balance of payments deficits, but also a dollar undervalued by about
30 percent relative to the other major currencies; that is, the exchange rate is
about that much lower than the dollar's relative purchasing power would suggest.
The weakness of the dollar, in turn, threatened the barely viable system of inter-
national trade and payments which emerged after the collapse of the Bretton
Woods arrangements in 1971. In 1879 we were forced to cope with the crisis by
bringing about a recession which is now under way. Output is declining and unem-

loyment may well rise above 8 percent in 1980. Average gross real weekly earnings
n the nonagricultural sector, which increased at an annual average rate of 1.8
percent between 1952 and 1972, declined at an annual rate of 1.4 percent between
1972 and the third quarter of 1979. There was, in fact, a decline of 4 percent
between September 1978 and September 1979. The recession will worsen this
situation. It will also lower investment and Prevent the rise in the capital/labor
ratio necessary to restore momentum to our agﬁing rate of productivitir increase.
The recession, in addition, will increase the federal budget deficit by simultaneously
reducing revenues and increasing social welfare outlays.

Meanwhile, the failure to deal with energy combined with a gap of about 8
percent between the rate of increase in groductivity and the rate of increase in
money wages appears to guarantee an inflation rate of over 10 percent during the
recession year 1980. The recession will have only a minor effect on the rate of
?rice increase due to the nature of the inflationary forces we confront. A reduetion

n aggregate demand will not greatly abate the wage-push and raw material-

ush inflation which now grilps the country. So far as energy 1s concerned, we
ave not faced up to the requirements for increasing coal, nuclear, synthetics, and
solar energy production sufficiently to permit us to cut oil imports substantially.
Nor have we increased the incentives for oil and natural gas drilling enough to slow
down the inevitable decline in production as much as we could. We have done
rather well in energy conservation, cutting the marginal energy/ GNP ratio from
almost 1 to 0.6 percent. There is more to do; but it is evident that conservation
cannot do the job on its own. Indeed, it will take heroic efforts to hold the marginal
energy/ GNP ratio at 0.6,

In the very short run, economies induced by high energy prices and recession
may yield a temporary oil glut; but the prospects for global oil demand and
production do not appear compatible with high or even modest growth rates in
the United States, Western Europe, and Japan over the years ahead. This is the
somber conclusion of the CIA assessment of last August. We face the prospect,
therefore, of being plunged promptly into another and perhaps deeper recession
after a brief and incomplete recovery from the present recession.

If present policies continue, the 1980’s could, then, be a decade of in‘ogressively
slower growth, progressively 'hlgher unemployment, continued high inflation and

64-123 0 - 80 ~ 9
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stagnant productivity, accompanied b progressive erosion of public services and
Progressive weakening of our strategic position on the world scene, which an |
ncrease in military hardware alone cannot correct. !

I

How, then, do we break out of the trap?

The answer lies in elaborating and acting on the concept which the Joint Eco-
nomic Committee has helped to pioneer. I refer to the theme enunciated in your
report of March 19, 1979, reinforced in the Midyear Report and Staff Stua{y of
August; namely, that . . . the basic economic problems . . . for the foreseeable
future are not the demand but rather on the supply side of the economy.”

Within this broad concept, the place to start is with the task of reducing the
nation’s paralyzing reliance on oil imports. This will require not only redoubtable
efforts to conserve energy but also an all-out energy production effort, including
& massive effort in what can broadly be defined as synthetics, The accompanying
table, comparing quite similar projections down to 1990 made by the Ener,
Information Administration (EIA) and the Bureau of Economic Geology of the
University of Texas at Austin, exhibits the basis for this conclusion. I shall not
elaborate the assumptions underlying these estimates now, but would be pleased
to answer any questions they may raise. I would only say that, on the basis of
recent U.S. performance, the assumptions are optimistic.

U.S. ENERGY PERFORMANCE, PROSPECTS AND POSSIBILITIES, 1972-90

{In mmboed]
EIA-C
1978 1990 1990 Recent performance Assumptions, 1978-90
Total ener, 36.9 46.8 51.2 1975-78, 3.5 percent, 1977-78, (ncrease at2 percent per annum
consumption. 2.4 percent. .
0il and NGL production.. 9.8 1.7 9.4 1972-76, ~3.7 percent. Decline Decrease at 2 percent per annum,
resumed after North Slope
oll came on stream (last
uarter, 1978).
MNaturalgas..........._ 9.1 8.1 7.9 1973-78, —2.7 percent. Reduced Decrease at ] percent per annum,
’ to —1 percent. 1975-78, due .
tl? intrastate market incen-
ves.
[>T R, 2.1 1.4 13.0 1973-77, 2.7 percent with de- [Increase at 4 percent per annum,
cline fn 1978 dus to strike.
Nuclear......coveen . 1.4 4.4 4.9 Rasld Increase 1972-77 (from Assumes present impasse will
.3 to 1.3 mb«d? with new  be overcome and current plang
starts now virtually halted. are consummated,
Other............._.. 1.4 2.0 2 S
Total production.. 28§ 33.6  37.6 1973-78, —0.72 {omnt but Comes to 1.3 percent increase
stagnant 1975-78, per annum s o to n
decline between 1973 and 1978,
Ex.gom ................ .9 .9 | O
Netimports.. ...._..._ 8.9 13.2 13.8 1973-77, 8.4 percent with tem- Comes fo 3.3 percent incresse
R potary decline in 1978 due to  per annum, - -
g?mlng on stream of North
ope,
Synthetics program  _._._... L1 A X
required for 4.5
mmboed imports.

Source: 1930 estimates from Bureau of Economic Geology, University of Texas at Austin.

w

The first point I wish to drive home is that the required investment in U.8.
B:oductlon and conservation needed to reduce oil imports is so large that it would

itself, bri
basis for this )ud

the economy back to sustained full emplo;

ent. (The technica

ent is published in a piece of mine entitled **Energy and Full

Employment” which appears in Charles Hitch [ed.]. Energy Conservation and
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Economic Growth.) Taking into account infrastructure as well as plant and equip-
ment requirements, I would estimate that we require during the 1980’s some?hing
like an extra 3 Sercent of GNP allocated to investment in energy production,
conservation, and conversion of utilities to coal. This linkage of investment require-
ments on the sugply side to a return to sustained full employment is the missing
elements in the Joint Economic Committee’s 1979 report. And it is a critical ele-
ment, because, once the linkage is perceived, it should be possible to unite business
and labor in support of a supply side program, including the minority groups which
have suffered such disproportionately high unemployment rates.

The second necessary elaboration of supply side economics relates to %roductl-
vity. As we all know, the slowdown in productivity has multiple causes. But, as I
argued on July 25, 1979, before your special study committee on economic change,
the most important is the stowdown in the investment rate. The working force
has been increasing quite rapidly, but the capital/labor ratio has fallen. The low
investment rate, in turn, is the result of the stop and go policies we have exper-
ienced since 1973 plus the deceleration or decline in consumer outlays. We ma
well need special tax incentives to stimulate investment, notably in the moderni-
zation of industrial plant; but the experience of France and other countries in-
dicates that private investment only expands substantially in an environment of
sustained high growth and expected high growth, Only then are business firms
-. prepared to make the long-term commitments to new plant and new, more efficient
technologies.

In this context, the sessions you are now holding are of particular importance.
They should design the national strategy for the next sustained period of economiec
exgansion. The recession now under way is releasing labor and increasing idle
industrial capacity. That labor and capacity should be set to work in the next
boom not in response to enlarged consumers outlays, induced by an income tax
cut or otherwise enlarged federal deficits; but by enlarged investment outlays for
energy production and conservation, for the modernization of industrial plant,
and for other necessary supply-side purposes.

As for inflation, the dollar will begin to strengthen from the day the world’s
financial centers conclude the United States has a oc{)ted an energy policy capable,
in time, of substantially reducing oil imports. And that will damp some of the
inflationary pressure arising from an undervalued dollar. But in the end, we shall
require a much more redoubtable effort than any yet attempted to negotiate
arrangements—equitable for business and labor alike—to link money wage in-
creases to the average rate of productivity increase. Such arrangements should
be easier to negotiate if labor is convinced that energy-related investment is
under way on a scale which promises sustained full employment in the short run
and a removal of the international oil constraint on our economy when the energy
investment program is completed.

How long will that take? The lead times for various types of energy investment,
conventionally measured, vary, of course, as the accompanying chart indicates.
But those lead times could be cut radically if the energy production and conser-
vation effort were to be undertaken on, essentially, a wartime basis. The 1975
modifications in the Defense Production Act of 1950 provide to the President some
of the tools to do the job. Congress might extend its provisions, if necessary. I
would guess that, if we rolled up our sleeves and decided to recapture control over
our destiny, our energy situation could be significantly improved in 2 years and
radically transformed for the better within 5 years. But we would have to mean it
as much as we did when Franklin Roosevelt set the target of producing 50,000
planes a year and the nation delivered. In fact, I have reluctantly concluded that
the strategic, economiec, and social consequences of our excessive dependence on
oil im(forts are so grave that, with the agreement of the Congress, the President
should institute a state of emergency.
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But, more generally, I am arguing that the route out of the trap—and the heart
of supply-side economics—is a massive investment program to reduce oil imports;
that such a program would strengthen the dollar and our balance of payments;
supplemented by tax incentives for the modernization of industrial plant, it would
gecelerate the increase in productivity; and it would provide a setting in which
we ought to be able to get control of the 8 percent or so element of wage-push
inflation which bedevils us all, including labor. ‘

1 should like to conclude, however, not with these operational recommendations
bg:u by suggesting as an economic historian why we face this extraordinary
challenge.

The reason is that we enjoyed but did not understand the great boom of the
1950’s and 1960’s. That boom was made possible by a 25 percent improvement in
our terms of trade; that is, import prices fell relative to export prices by that
amount. The rise in real incomes we therefore enjoyed permitted us to expand
consumers purchases of goods and services; to expand public services, notably in
education and health; and also to enlarge transfers to the less advantaged. Our
economists and the politicians they advised came to regard this state of affairs
as permanent, perhaps even the result of the magic of the Keynesian revolution.

ut the underpinnings of this majestic boom were eroding in the 1960’s: world
grain stocks in relation to consumption declined; U.S. oil and gas reserves relative
to consumption declined and Yroduction peaked out in 1970-71. There was
degeneration also in other sup;e)({-side sectors., We discovered that large alloca-
tions of resources where recﬁnr to maintain reasonably clean air and water; we
failed to maintain a minimally viable rail transport system; we failed to recognize
and act to redress a decline in water reserves in certain regions of the country.

Then, starting at the close of 1972 with the leap in grain prices, the terms of
trade radically reversed. They have since shifted about 25 percent against us and
other advanced industrial countries. The disproportionate rise in import prices
accelerated inflation, cut into real wages, and, in effect, turned off the great hoom
of the 1950’s and 1960's. Although I s all not burden you today with the evidence
}lhis wasdt!le fifth time in the past two centuries that something like this had

appened.

i'rhe evidence for this view is contalned in my The World Economy: History and
Prospect, Austin: University of Texas Press, 1978, Part three.
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It is the unfavorable shift in the terms of trade which signals the coming of a
xa.;pplg- rather than demand-oriented phase in our national life and, indeed, fn the

orld economy as a whole.

Such phases in the past have lasted 20 years or so. They were periods when the
direction of investment shifted to expand supply in the sectors where relative
prices had risen and the profitability of investment thereby increased. For example,
the price of wheat increased by 2% times between 1844 and 1855. The response of
the world economy was to pour capital (from Britain as well as the northeast) into
the (:Sening up of the American middle west by building a railway net beyond the

- Appalachians and encouraging a massive flow of immigrants from northwest
Europe. The process continued out to the Pacific after the Civil War. Although
business cycles continued, the years of railway building across the continent were,
by and large, prosperous. There was a rise in the over-all investment rate and some
pressure, in the 1850’s, on urban real wages.

I cite this case because it suggest in a rough-and-ready way what is likely to
happen if we face up to our supply-side tasks. To free ourselves from dependence
on oil imports is, relative to the size of our economy, quite as big an enterprise g3
building the transcontinental railroads 130 years ago. It will require the mobilizﬁ-l
tion of capital and technology on a grand scale. It will provide jobs. We may st
face, for a while, pressure on real earnings; but that should lift as the price of
energy is brought under control and productivity resumes 2 decent rate of increase.
The spirit of common purpose and unity such a great national enterprise would
generate should ease many problems which now seem unmanageable, notably the
problem of controlling wage-push inflation,

Thus, the stakes are high for all of us in the success or failure of this committee
in translating supply-side economics into a viahle set of operating policies.

Senator BENTSEN. Professor Rostow, your comments on the massive

expenditure needed on the supply side for energy are very interesting.

'm on the “Tax Conference.” We agreed to a tax of $227 billion, but

we all know it’s going to be a lot more than that. We know our assump-

tions are out of date insofar as the price of oil and the way it will

robably be rising. We are talking about a massive amount of money to
e expended for developing alternative sources of energy.

I don’t know of anyone who has really raade an evaluation that’s
up to date on what that means to the economy and what it means to
employment in this country. Do you have anything on that?

Mr. Rostow. Yes, sir, the estimates that I made, I have not
brought up to date. I hope that I can induce some of my colleagues to
work with me on it. We made estimates by using all manner of sources,
from the private sector and the public sector. We tried to estimate the
amount of investment required over a 9-year period down to 1985
to achieve President Carter’s initial target of cutting oil imports
down to 6 million barrels a day or so by 1985.

The estimates, on a plant and equipment basis, in 1976 dollars in-
dicated on extra 2.5 percent of GNP would have to be invested in
energy production and conservation,

Then two other colleagues of mine, Dean George Kozmetsky of
our business school and Eugene Konecci, made estimates which in-
cluded some, but not all of the infrastructure required. Their figures
indicated something like an extra 3 percent of GNP would be required.

That was for, as I say, a 9-year period, 1977-85 inclusive. It’s on
the basis of these figures, which checked out tolerably well with some
Bechtel did out in San Francisco, that provided a feel at least, for
the order of magnitude of the problem.

Without having updated the calculations for the 1980’s and the
4 million barrel per day target for 1990. I would guess the figure is
likely to be higher for this reason: It now seems clear that we will
have to lgo on a large scale for synthetics from coal and shale, as sub-
stitutes for gasoline. That’s a very capital-intensive business.
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One of the things that emerge, Mr. Chairman, that I think we all
ought to remember, is that energy conservation is also capital inten-
sive. We tend to think of energy conservation as keeping the car
home, getting the children to close the icebox door, setting the thermo-
- stat lower; but seriously to alter industrial processes takes a lot of
capital. We are doing it.

n fact our best Eerformance has been on the conservation side,
where we brought the marginal energy GNP raiio down to 0.6 per-
cent. Conservation investment accounted for something like 20 to 30
percent of our total.

Incidentally, the original title of my talk was “Energﬁy, Full Em-
Eloyment, and Regional Develoi)ment.” We broke our figures down

regions. It turned out that all of the capital would not go to the

ountain States and the Southwest; that the extra amount required
in the Northeast, for example, would be, on a plant and equipment
basis, about $100 billion, and about the same for the industrial Middle
West. This fits rather well the estimate made by the Northeast Gov-
ernors’ Conference in support of their submission to the Congress of
the plan for the Northeast Energy Corporation. They figured that

an extra $120 billion of energy investment would be necessary for the

Northeast. They included some infrastructure.

As we go for synthetics including, hopefully, the Middle Western
shale, the regional direction of energy investment is quite good. I
think it is the miSSill\lf dynamic element for the revival of the North-
east and industrial Middle West.

You were talking earlier, Congressman Reuss, about the steel
industry. I have looked at the Bechtel detailed requirements for
energy-related investment. They break down to specific requirements
for materials and types of labor. I have a hunch that if wa ever take
energy seriously as a nation we are going to find an interesting transi-
tion. If you will forgive my speaking for a moment as an_economic
historian, in the 1880’s there was a bad patch for the steel industry
when railroad building stopped. Railroad steel was initially 80 to 90
percent of total production. The producers formed an international
cartel because they had idle capacity. In 10 years it was gone. They
found new markets for steel in steel ships, buildings, and bridges. I
believe wo are also going to find new markets for steel. Automobile
steel requirements are declining as cars get smaller. But we will have
enormcus requirements for steel for t'ie supply-side tasks that I am
talking about: energy production and conservation and, I would add,
for the making of a minimally viable railroad system, for slurry
pipelines, and so forth. If we get on with energy, I think that idle
steel plant will find uses. :

Senator BENTSEN. Well, I am very deeply concerned about the steel
industry. It’s not that major a part of the economy in my State, but
for the Nation it’s terribly important. I see some of the steel industry

in the process of liquidation; and using what capital they have for

diversification. I have a deep concern over that. »

Let me ask Mr, Greenspan, in 1974 and 1975 in the recession, as I
recall we had other major countries in the world also in recession.
Each contributed to the others. What do you see this time? Most of

ou gentlomen are talking about some modest recession this year.
or the other countries is it %;)ing to be a plus or a minus? How will
they influence our situation, the major countries?

|
|
|
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Mr. GreensPaN. Mr. Chairman, it looked for a while as though if
the United States dipped into a recession and got it over with some-
time late this year, that we would be out of phase with any difficulties
that could conceivably occur either in Germeny or Japan which would,
in a sense, be the major forces in the rest of the world.

-It’s no longer clear. We do not as yet fully understand the extent to
which the shift in the Defense budget will impact upon the timing of
the cycle and its degree of depth here in the United States. If we run
into troubles here we will, in a sense, create problems for those abroad.
In part, the weakness in the United States can be transmitted rather
quickly to the major European and Japanese markets.

At this particular stage, if the recession is as modest as it appears in
the United States, then we are not looking at any si%niﬁcant Interac-
tion; but I hesitate to make that forecast without qualification, largely
because the dynamics of international finance—especially as it’s been
working its way through the Eurocurrency system—is at this stage
largely unknown to us; and many things, I might add, happened in

" 1974 which seemed very peculiar.

Let me give you one very interesting example. I remember when
Helmut Schmidt came over here to discuss the economic outlock with
President Ford—we compared notes. What was remarkable was that
the German economy fell apart the same week that the United States
economy fell apart. There is no way for international flows of goods and
services to create that.

Senator BENTSEN. You mean you think you can be that precise,
when you say ‘“that week they fell apart?”

Mr. GreenspaN. We know it. You could see it in the insured unem-
ployment system in the United States. It was some week in October
where all of & sudden we f'umped very sharply, and the whole econom
began to fade very rapidly. It's one of those very rare events in whic
when the economy falls apart in any severe recession it apparently does
it very rapidly. That was the case both here and in Germany. What
I am saying is we never did find out why that happened. It could not
be explained in terms of the normal flows of goods and services. It
largely occurred, as best I can judge, as a consequence of the inter-
national financial system operating in a manner which does things
we do not as yet understand.

So I merely offer a large element of questioning with respect to the
answer I have given you, because our beliefs, our understandings of the
interaction of international events in the short run, is less than it
should be.

Senator BENTsEN. Congressman Reuss.

- Representative REuss. Thank you, Mr. Chairman.

Let me ask each member of the panel a question which I hope can be
answered yes or no. The question: Mr. Rostow, do you find the anti-
inflationary economic program of the administration adequate?

Mr. Rostow. No. :

Representative REuss. Mr. Greenspan, do you?

Mr. GreenspaN. No.

Representative Reuss.-And you, Mr. Thurow?

Mr. Taurow. No. [Laughter.]

Representative REUss. A very interesting point you made, Mr.
Greensian, which you have made before about all of the ca?itgll ains
people have realized when they sell their homes at today’s inflated
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prices and you set forth some numbers about the stimulative effect
of Federal direct borrowing—when you throw in all of the off-budget,
the Federal Financing Bank, assisted borrowing, it comes to somethin,

like $86 billion for the next fiscal year, to use your figure. "

Can you ﬁve us a figure for the monetarization which occurs in the
private “sell your home and realize a handsome capital gain” or
‘don’t sell your home, but up the mortgage’’ and use that?

What are we dealing with here? Who has what share of the total
monetization?

Mr. GREENsPAN. First, let me say that these two processes are not
unduﬁplicated totals. A very substantial part of the guaranteeing by
the Federal Government, needless to say, is in the mortgage market.
The mortgage market has been unquestionably the most explosive
element in the financial structure of the United States in the last 5
years,

Representative REuss. With that caveat against double-counting—
which is always a good one—what is your mortgage market guess?

Mr. GreenspaN. The mortgage market increase at this stage is
running, for one- to four-family homes, at an annual rate in excess of
$100 billion.

Representative Reuss. For what kind of homes?

Mr. GReENSPAN. One- to four-family homes. .

I might add that is true up to the third quarter. In the fourth
quarter, on the basis of fragmentary data, it’s somewhat less. That is
not true monetization, I might add. That is merely the aggregative
borrowing on homes. It is & very large number; and unquestionably,
to the extent that it has put pressure on the financial systems, and put
pressure indirectly on the commercial banks, part of it has been
monetized; and that unquestionably has been a factor of critical
significance in pressuring money supply growth and, in turn, obviously
has been a factor in the inflation base of the country.

Representative REuss. When you say “monetized,” exactly what
do you mean? I have a house that I bought for $35,000; it's got a
$30,000 mortgage on it. It's now worth $100,000 at fair market value.

Case No. 1, Isellit. Is that monetization?

Mr. GreenspaN. No. Not technically.

Representative REuss. That’s direct cash in hand, isn’t it?

Mr. GREENsPAN, True enough. I merely tend to use the term ‘“mon-
etization” as it’s technically used by must economists, in the sense of
debt creation working its wa{/Ithrough the financial system to create
money, that is either M~1 or M-2 or some specific form.

Representative Reuss. That you would get—please check me if I am
wrong—when I, the owner of a house for which I paid $35,000, which
has a $30,000 mortgage on it, but which is now worth $100,000, that
monetization would occur when I either enlarge or switch my existing
$30,000 mortgage for o $70,000 mortgage? Isn’t that the process you
. are talking about? .

Mr. GreENnspaN. It most certainly is the process. My quibble is
only a minor definitional question. There is no question that the mere
turnover of existing homes, running at about a 4 million annual rate
now, in and of itself creates a huge increase in debt on existing homes.
That particular phenomenon has been so extensive that it has domi-
nated the domestic financial structure of this country for the last 3
yeers. . Soe s Co
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Re;l))resentntive REeuss. You said with respect to 1979 and its rate
that the increase in value of existing one- to four-family dwelfiligs was
on the order of $100 billiori. Are you talking about the increase in mort-
gaﬁ debt on one- to four-family homes?

r. GREENSPAN, I was talking about two things. One, realized
capital gains from the sale of a home; and mortgage debt. It turns out
that one is runnin%very close to the other. ‘

Representative Reuss. Together they make $100 billion?

. Mr. GReENsPAN. Both. Realized capital gains on the one hand are
$100 billion and the mortgage debt increase because of those realized
gains is $100 billion.

Representative Reuss. Well, I will say wow. You are telling me that
monetization, this dreadful thing which I have been beaten around
the head with for 20 years, is twice as bad in the private sector, one- to
four-family homes, as it is in the Federal Government even with all
its monstrous, swollen, semifraudulent, off-budget monetization?

Mr. GrReEnspPAN. The problem, however, is that a substantial part
of that capital gain and the credit associated with it probably occurs
as a consequence of the various types of mortgage expansion programs
that are part of the Federal system; so that while thers is no doubt that
if you wish to look at the balance sheet of the U.S. economy and ask,
where are the sources of demand for funds coming from, in a strictly
numerical sense, it i3 certainly true that if you look at the size of
Federal borrowing for Treasury securities, on the one hand, and the
iﬁngrease in mortgage debt on the other, the latter is a multiple of the

t.

I would not, however, conclude that inflation is caused by the pri-
vate sector, because one must then ask what’s causing the mortgage
debt system to increase. To get into that, Representative Reuss, 1
suspect you would find that it in itself reflected substantial expan-
sionary policies of the Federal Government in the mortgage area.

Representative REuss. Let us suppose what is an absurd supposition
that the Government stood up to the homebuilders, the mort; age
bankers, the savings and loans, and, I might add, to at least half the
people in the United States—and stopped further mortgage stimula-

_tion. We will would have one hell of a problem, wouldn’t we? Because
if your figures are right, we’ve got a source of mad money in place that
is grotesquely larger than all the monetization that zany public finance
has produced?

r. GREENSPAN, Congressman Reuss, if we initiated the particular
program you have in mind, I would venture to say that a substantial
part of the aggregative mortgage market would disappear; and I fear,

- alarge segment of the constituents of both Houses of the Congress——

Representative REvss. No doubt. No doubt of that.

This is a cheery thought. We are lashed to the log and heading for
the sawmill. I will yield back the balance of my time and clear out.

Senator BENTSEN. Thank you very much, Congressman. You
gentlemen have really posed some interesting questions. I'm not

. going to add to them, but I do hope that we can find some way of

evaluating what we have wrought when we get through this tax bill
on oil and the amount of money that would be raised there. When you
speak of a target of limitations on imports that’s one thing. But we
are legislating here without any real analysis, when we get the whole
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thing put together, of what we are going to end up with in terms of
brinﬁmg on alternative sources and the stimulation of jobs

I hope there is some way we can get a handle on that, get a better
understanding by the time we get the package finally passed.

Gentlemen, thank you very much. We appreciate it.

The committee is recessed. = -

{Whereupv%n, at 12:15 p.m., the committee recessed, to reconvens at
at 10 a.m., Wednesday, February 6, 1980.]



THE 1980 ECONOMIC REPORT OF THE PRESIDENT

WEDNESDAY, FEBRUARY 6, 1980

CoxGREss OF THE UNITED STATES,
Joint Econoyic COMMITTEE,
Washington, D.C.

The committee met, pursuant to recess, at 10 a.m., in room 2212,
Rayburn House Office Building, Hon. Clarence J. Brown (member of
the committee) presiding.

Present: Representatives Brown and Rousselot.

Also present: Mayanne Karmin and Paul B. Manchester, profes-
sional staff members; Betty Maddox, administrative assistant;
Charles H. Bradfoid, minority counsel; and Stephen J. Entin and
Mark R. Policinski, minority professional staff members.

OPENING STATEMENT OF REPRESENTATIVE BrowN, PRESIDING

Representative Brown. The committee will please come to order.

We have as our first witness today Hon. James T. McIntyre,
Director of the Office of Management and Budget.

Senator Bentsen, the chairman of the Joint Kconomic Committee,
is unable to be with us this morning, and in his place I have been
asked to chair this morning’s hearing.

Senator Bentsen in his announcement of the meeting today said
that we would assess the impact of the President’s budget on the
economy, and further went on to say:

The committee also wants to know administration plans to increase produe
tivity, including government productivity. In addition, we will ask for and examine
the administration’s view of the need for a regulatory budget.

On my own behalf I would like to make the following statement:

As we begin the fourth day of Joint Economic Committee annual
hearings, an ominous theme and message is coming through loud and
clear. The message is the administration is either insensitive or doesn’t
understand what is needed to promote long run economic growth and
increase living standards in the United States.

I was stunned yesterday when the Chairman of the Council of
Economic Advisers, Charles Schultze, for whom I have a good deal
of respect as a professional, said that we need to slow down economic
growth in order to curb inflation.

I wonder if the administration is aware of studies and the wide-
spread agreemeut that even a severe recession will only make a dent
in the inflation rate.

I wonder if the administration has read the 1979 JEC consensus
report that said:

Much of the demand-oriented approach, which became so fashionable in the
great depression of the 1930’s, is now outdated by the economic evolution of the
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past four decades. Modern economists have rediscovered the supply side of the
economic model. The recommendations in the Joint Economic Committee report
reflect this by calling for increased capital formation, labor productivity, and
output for the fight against both inflation and unemployment. :

xpanding the capacity of the economy to produce goods and services effi-
ciently is the most effective policy to combat the major economic ill of our time—
stagflation,

Mr. McIntyre, I hope you appreciate that tax policy is a correr-
stone to savings and investment in the United States. I hope you will
be responsive to the fact that last year’s oil price increases acted like
a $53 billion tax on the American economy. Last year inflation-induced
taxes were about $17 billion. Additional taxes going to social security
from the 1977 amendments to the social security law were about $7
billion. Underdepreciation and inventory valuation adjustment caused
an overpayment of taxes by about $25 billion last year. That is a
total of $102 billion in tax increases that the Federal Government
has received and taken out of the pockets of Americans over 1978.
And yet the administration can’t find room for a tax cut. Why not?

The administration has for the Yast 3 years been telling us that
real tax reductions and reforms will have to be put off 1 more year.
The administration promised us a balanced budget this fiscal year,
but instead the deficit will be $40 billion, which is larger than last
year’s deficit.

The administration has promised a budget this year that is reason-
able and responsible. But the bottom line on this budget is that 1
year from now the best this administration can give us is 10.5-percent
inflation and 7.5-percent unemployment under your own estimates.

I me the administration will shed itself of its economic myopia
and will get with the longrun needs of the 1980’s—the need to expand
savings, expand investment, increase productivity, and solve some of
our niost pressing economic problems by aggressive real economic
growth.

I'm glad to welcome here today Frank Lindsay, chairman of Itek
CoxB., and trustee of the Committee for Economic Development. The
CED has just released a study on research and development, techno-
logical innovation, and how to get new technology into our factories.
The study concludes that inflation has reduced the rate of return to
R. & D. and investment, and that some form of accelerated or replace-
ment-cost depreciation must be adopted. The committee also recom-
mends significant changes in Government support for R. & D. tax
treatment of R. & D. and patent law.

Mr. Mclntyre, this is just an example of the sort of things that
Government should be looking at and putting into practice without
further delay.

If we had saved and invested a bit more; if we had grown only 1%
percent faster each year since 1950 than has been the case historically,
we would now have a $3} trillion economy instead of just over
$2¥% trillion. Incomes would be 50 percent higher than they are now.
Jobs would be plentiful. We would have $250 billion more in Federal
revenues, balanced budgets would be possible, stable prices would be
part of our environment, income and payroll tex cuts would be in-
cluded in the budget, and national heaﬂh insurance and some of the
other social programs that this administration has indicated it favors
would be within our grasp. There would be a 50-percent higher living
standard, millions more jobs, and a solvent social security system. We
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would have an ultramodern productive economy three times the size
of the Soviet Union’s instead of twice, and unquestioned military .
superiority because we’d have the resources for that. The Russian
economy simply could not have kept up with us. ‘

Faster growth, higher incomes, and plentiful jobs are exactly what
the unemployed, underprivileged, and the minorities of this country
have been seeking for many years. It is no accident that the greatest
gains in income, jobs, and dignity for minority workers have come
during periods of rapid expansion.

Growth is critical, and saving is critical to growth. We have thrown
away 30 years. The hour is very late. It is high time we got started if
we are to accomplish the objectives of not only this administration
but all previous and perhaps all future administrations in our society.

I don’t need to lay that on you as too heavy an admonition for your
testimony this morning, and I don’t want to throw you completely
off your testimony, but we might as well know where the focus of our
concern will be expressed this morning as we get started.

STATEMENT OF HON. JAMES T. McINTYRE, JR., DIRECTOR, OF-
FICE OF MANAGEMENT AND BUDGET, ACCOMPANIED BY
VAN DOORN OOMS, ASSISTANT DIRECTOR, ECONOMIC POLICY;
DALE R. McOMBER, ASSISTANT DIRECTOR, BUDGET REVIEW;
AND W. BOWMAN CUTTER, EXECUTIVE ASSOCIATE DIRECTOR,
BUDGET '

Mr. McInTYRE. I will review the President’s budget briefly this
morning but I want to reserve most of the time for questions and
aqswgrs, and for a discussion of the issues Representative Brown has
raised.

___Let me say I am concerned about the hypothetical examples that
are being used. If we had assumed an even higher level of growth than
you had assumed in your hypothetical statement, we’d be even better
off. I think we have to deal with what has actually happened in the
world and in this country, and particularly how we can deal with our
own economy without exacerbating inflation. This is a concern that
you share with the President and me. We have to deal with inflation
ra}ii{dly in this country.

epresentative Brown. I will try not to interrupt you except to
say that this committee has recently toured another part of the world,
the markets in the Far East, and in every one of those markets—the
Philippines, the Hong Kong community—they are vastly different
in terms of their approaches to government; the Governments of free
China, Taiwan, and Seoul, Korea—in every one of those communities
the economy has been growing much more ragidly than ours, as they
have been in other industrial parts of the world, notably Germany and
Japan. So while we are fully concerned and conscious about the rest
of the world, you'd think there would be some things we could learn
from the rest of the world about how to conduct our economic situa-
tion.

Mr. McInTyYRE. I don’t think we have the universal font of knowl-
edge here in this country, and we look at what others are doing and
constantly consult with others outside the Federal Government t

-~

try to bring in new ideas. :
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I think many of the points you have made are very appropriate
points, and mi comment about the hypothetical situations with re-
spect to growth was not in any way to your points. I simply wanted
to emphasize that if things had been better than in your hypothetical
example, we would be even better off than you stated. I think we have
to deal with things that are actually before us,

Let me briefly go over the budget for you, Congressmen Brown, and
give you some of the highlights and try to relate some of the aspects
of the budget to particular things such as research and development
and how we have treated them, and then I'd be glad to go into some of
the questions you have raised and answer them. ‘

It is a pleasure to appear before you todai\; to testify on the Presi-
dent’s budget for the following year. As you know, we have taken the
unusual step this year of preparing a joint prepared statement repre-
senting my views and those of Secretary Miller and Mr. Schultze. And
with your permission, Congressman, I'd like to submit that joint
prepared statement for the record.!

epresentative BRown. It will be included in the record.

Mr. McINTYRE. You have already received testimony from Mr.
Schultze and Secretary Miller on the outlook for the 1980’s and the
administration’s economic policy for reducing inflation.

My own brief oral testimony will summarize some of the highlights
of ltihe President’s 1981 budget and its relation to fiscal and economic
policy.

I would like to refer to some of the exhibits that have been passed
out. I would like to start at exhibit 12 for my presentation.

The figures on exhibit 12 give you the budget totals, the actual
totals for 1979, the estimated totals for 1980 and 1981, as well as
future projections for 1982 and 1983.

I'd like to focus for just a moment on 1980 and 1981.

The economic assumptions incorporate a mild recession in 1980, and
thus our estimates for outlays for 1980 are increased to reflect the
effects of some of those economic assumptions. The deficit increases to
about $40 billion for 1980.

In 1981 we see an increase of $52 billion in expenditures over 1980.
The resulting deficit is approximately $16 billion. Actually, it’s $15.8
billion. Of that $52 billion increase, $37 billion goes to fund the non-
controllable items in the budget—the entitlement programs, interest
on the debt, and prior year contractual obligations, and so forth.

b ’ghe remaining $15 billion is reflected In increases in the defense
udget.

ow, obviously the budget has other increases in other programs,
but we have tried to offset those increases with reductions in other
prs)[grams throughout the budget. ) .

0 look at the real growth in the 1981 budget as one illustration of
whether or not the budget is restrained or expansionary, you will see
thet there is virtually no real growth. In fact, according to our esti-
mates, it is about 0.2 of 1 percent real growth in the 1981 budget, even
thouglfl real growth in defense will be 3.3 percent.

So I think that if you look at the 1981 budget in that sense, it reflects
the administration’s determination that we should continue on a course
of fiscal restraint. '

18ee the jolnt prepared statement, together with exhibits 1 to 26, beginning on p. 141.
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And obviously that. is one of the most important ways in which we
feel we have to deal with inflation.

If you look at the next chart, it contains the current budget esti-
mates for 1980 and 1981 by department and agency. Let me highlight
two or three of those changes.

In 1980 there is a large increase in the budget for the Department of
Agriculture. That increase reflects the cost of the President’s decision
to embargo the shipment of grain to the Soviet Union and his further
commitment to purchase grain contracts from the dealers and to
expand the foreign-owned reserve program. Thetotal amount weexpect
. tt,)hoat program to cost is about $2 billion. That is reflected in our 1980

udget.

The cost of that same program in 1981 is about $800 million and that
amount is also reflected in the Department of Agriculture’s budget.

If you look at the Department of Defense, you see that the total
obligation authority or the budget authority for that agency increases
by about $20 billion. That is over 5 percent real growth in total obli-
gational authority. The reason for tﬁat is important. We fully fund
major acquisitions such as ships and weapon systems in the Defense
Department, and therefore that budget authority constitutes the true
planned program level for the Department of Defense.

Outlays are increased by over 3 percent in real terms going from
$127.4 billion to $142.7 billion.

There are major increases in the Department of Health and Human
Services. Those increases are primarily increases in the entitlement
grograms such as social security, medicare, medicaid, and black lung

enefits, and other similar programs.

There appears to be a large decrease in budget authority for the
Treasury Department in 1981 over 1980. That results because there
will be a large nonrecurring 1980 increase in budget authority for the
Energy Security Corporation. There is no bulge in ongoing Treasury
prograims.

In the foreign assistance budget, I would point out that a number
of the activities that are included in the foreign assistance function
are spread over the State Department and other agencies.

The apparent decrease in foreign assistance basically reflects tech-
nical changes in the treatment of the foreign military sales trust fund
and in the multilateral development banks.

Let me next turn to various ways in which we can measure the
stringency or the relationship of this budget to such things as the
gross national product or to outlook. :

If you look at exhibit 14, you will see that we have heen on a track
of getting the budget deficit down as a percentage of GNP. In 1981
the budget deficit as a percentage of the gross national product will
be 0.6 of 1 percent, in contrast to the deficit in fiscal year 1976, which
was 4.1 percent of the GNP. We are continuing to make progress in

etting the deficit down; I personally think that is very important.
%Jventually we have the goalpof balancing the budget.

The next exhibit shows another way to look at the relative tightness
of the budget. Exhibit 15 displays current services estimates for 1981.

There have been increases and decreases throughout the budget in
various programs. The net effect of those increases and decreases is to
increase the budget by about $3.8 billion over what would otherwise
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be the current services level; that is what it would require merely to
carry out those services that are authorized by existing law. I think
the fact that we were able to increase the defense program by $5.4
billion and still keep the total increase in current services down to
$3.8 billion is a remarkable accomplishment.

Last year we began to look at the multiyear budget effects of cur-
rent policy. We have tried to display what will happen to the budget
over a 3-year period. If you look at exhibit 16 you will see that be-
tween now and 1982 the budget could be expected to increase by
$211 billion. That is a lot of money. And in the current economic
environment we find ourselves, it raises a lot of questions about
whether we should reexamine certain Federal programs,

We are all committed to improving our national defense, and the
$55 billion increase as reflected in this chart for an increase in national
defense is consistent with the President’s defense plan.

The uncontrollable programs grow by almost $100 billion. Other
nondefense programs grow by about $36 billion, and the President’s
national health proposal will cost about $24 billion.

The point I want to make from this exhibit is that we must start
looking at.the effects of the budget over a longer period of time than
just 1 year. And I think that is important from this committee’s
perspective if we are going to have a rational economic policy to deal
with some of the problems of the economy.

Exhibit 17 reflects what has happened to budget outlays in constant
1981 dollars from 1950 to 1981.

The most striking thing to me about this exhibit is the tremendous
growth in payments for individuals and grants. That particular pro-
gram area has grown by 592 percent since 1955, whereas other pro-
grams such as national defense have actually declined in constant
dollars. This gives you some idea of what is really driving the Federal
budget increases that we are experiencing.

The next exhibit shows what has happened to military programs
from 1950 through 1983 in current and constant dollars.

The next exhibit shows what is happening in the area of Federal
expenditures for basic research. This administration is committed to
increase real spending for basic research. The total amount estimated
in 1981 for basic research is $5.1 billion, an increase of almost $600
million over 1980, and an increase of $1 billion over 1979. The total
research and development expenditures increase by about 14 percent in
1981. Our expenditures on basic research increase by about 12 percent
in 1981. :

Exhibit 19 illustrates where these research dollars are flowing: to the
National Institutes of Health, the National Science Foundation, the
National Aeronautics and Space Administration, the Department of
Energy, the Department of Defense, and other agencies.

The final point I would like to make about the budget is that we
have limited the number of new initiatives recommended in the budget.
There is only one major new initiative: & program for youth training
and employment. One of the most difficult problems we have had to
deal with 1s trying to reduce youth unemployment, particulerly of
minority youth. V%hile. we have made much progress in reducin,
unemployment and in creating new jobs over the past 3 years, we sti
face unaccepatably high rates of minority youth unemployment.
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The President has recommended a youth initiative that will both '
provide young people with jobs and require that they continue their
education and obtain certain basic skills that are absolutely crucial
if, as adults, they are to attain permanent positions in the workplace.
We think this is an important initiative. We worked hard to squeeze
it in the budget in what is otherwise a tight fiscal policy.

Mr. Chairman, I know you have some questions about taxes. We
have stated in our budget that we believe that over the period of
1982-85 there will have to be reductions in taxes. The tax burdens
cannot be allowed to continue to increase, and we will have to take
major steps. We did not think, in putting this budget together, that
the time was appropriate to recommend tax reductions, particularly
in a time when very high inflation requires that we hold down Federal
spending and Federal deficits and continue a tight fiscal policy.

With that, Congressman Brown, I will conclude my statement, but
I will be glad to answer questions of the committee,

. [The joint prepared statement of Mr. MclIntyre, Mr. Miller, and
Mr. Schultze, together with exhibits 1 to 286, follows:]

JoIiNT PREPARED STATEMENT OF HoN, James T. McIntyre, Jr,, Hon. G.
WiLLiaM MiILLeER, aAND HoN., CHARLES L. ScHULTZE

I. ECONOMIC PROGRAM AND THE OUTLOOK

The 1970’s were a decade of economic turmoil. The price of oil rose more than
tenfold. The world’s cost of importing oil swelled from less than $25 billion at the
beginning of the decade to almost $300 billion at the end. In the middle of the
decade the world experienced the largest recession of the past forty years. In-
flation averaged much higher than in the prior two decades; inflationary expecta-
tions became embedded in the consciousness of consumers and businesses; and
the decade closed with inflation running in double-digit figures. Finally, the pace
of {)roductivity, upon which the advance of our real income and living standards
ultimately depends, slowed sharply.

As we enter the 1980’s, economic policy has to concentrate on three major
priorities: controlling and then reducing inflation; adjusting to a world of higher
energy prices, and reducing our dangerous dependence on foreign oil; imﬁroving
the structure and functioning of the American economy so as to restore a healthy
growth in productivity and real incomes.

While the problems and challenges that confront economic policy are difficult
ones, it is reassuring to recall that the American economy has made substantial
progress on many fronts during the past several years.

Output and employment during the expansion

Three years ago our economy was suffering from very high unemployment and
idle plant capacity. Recovery from the severe recession of 1974-75 was still
far from complete, Major progress has been made during the past three years in
bringing the Nation’s human and capital resources back into production.

Real output is almost 12 percent above its level 3 years earlier, Adjusted for
inflation, after-tax income per capita has increased 7% percent. Increased use of
plant capacity was accompanied by a heartening rise of business investment in
the new plant and equipment we need for future growth of output and better
productivity performance.

Gains in employment over these past 3 years—4.1 million new jobs in 1977;
3 million in 19'}!)3, and 2,1 million more in 1979-—have been phenomenal, Employ-
ment growth in recent years has no parallel in the postwar period,

Two particular features of the employment expansion have been particularly
encouraging. First, job creation has been concentrated in the private sector.
Employment at private nonfarm establishments climbed 14 percent over the past
three years, while state and local government employment increased 4 percent
and Federal employment was essentially level.

Second, employment gains have been largest for those groups most in need of
jobs. For every 100 black adults holding a job in late 1976, there are now 116
gainfully employed. For every 100 black teenagers at work then, 115 are at work
now. For every 100 Hispanics with jobs three years ago, there are now 120,

64-123 0 - 80 - 10
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As idle resources were increasingly put to work, it became necessary to shift
policy towards restraint in order to moderate economic growth, We reached that
point over a year ago, when accelerating inflation also required greater fiscal and
monetary discipline. The pace of economic expansion in 1979 slowed more than
expected, however, largely because of the heavy blow to the economy from rising
OPEC oil prices.

The economic effect of higher oil prices on the economy is similar to that of an
excise tax. Because prices are increased, real purchasing power of consumers is
drained away. The higher revenues of OPE8 oil producers and domestic oil
companies are only gradually spent on additional imports and investment projects.
The economy suffers a net reduction in demand and output. The Council of
Economic Advisers estimates that the net drag on the economy imposed by last
gear’s rising oil prices was equivalent, by the fourth quarter, to a tax increase of

53 billion, far larger than the tax relief provided by the Revenue Act of 1978.
Of course the increase in the price of imported oil was unlike an excise tax in one
crucial respect: it extracted real wealth from our economy, an effect not reversible
by domestic tax reductions or spending.

TABLE 1.-~GROWTH OF MAJOR COMPONENTS OF REAL GNP
{4th quarter to 4th quarter]

Percent change

1978 1979

LT L R 4.8 - 0.8
Personal consumption expenditures..___.._.... 4.5 1.6

. Businass fixed investment..._...... 10.5 1.7
Residential construction. ... ____..___ (l; -8.3
Government purchases of goods and serv 1. .1
Domestic final sales 43 .9

" tnventory accumulation.._
Net exports

(lg -0.6

¥ Less than 0,05,

The drain of purchasing power was so large that the total after-tax income
of consumers, adjusted for inflation, remained unchanged over the four quarters
of last year. Since consumers were willing to reduce their rate of saving substan-
tially, however, consumption expenditures in real terms continued to increase,
but more slowly than in 1978. Other major categories of demand also weakened
in 1979. The rise of business capital spending also slowed, and residential con-
struction declined. Businesses curtailed their orders and proeduction to keep
inventories in balance with slowing sales; consequently, the rate of inventory
accumulation at the end of 1979 was below the year-earlier level. Net exports of
goods and services rose in 1979, however, as the volume of exports rose substan-
tially more than the volume of imports.

though, as shown in Table 1, real output rose less than 1 percent during 1979,
emﬁloyment continued to increase strongly. Demand for labor was sustained by
a sharp decline in productivity that aggravated inflation and put a squeeze on
the profit margins of most American businesses outside of oil companies. The
profit share of total output originating in nonfinancial corporate businesses other
ichan petroleum and coal companies fell 15 percent during the first 3 quarters of
ast year. -

Declining profit margins, a gradual increase in excess capacity, and concerns
about the possibility of recession contributed to the substantial slowdown in the
pace of business capital formation last year. Business purchases of cars and trucks
declined sharply. Since the growth of real GNP slowed even more than the rise
in business fixed investment, the share of total real output devoted to business
outlays for new plant and equipment was a little higher last year than in 1978.
But the proportion of our national output devoted to increasing and modernizing
our capital stock is well below that of most other major industrial countries. It
is also below the amount required to assure long-run improvement in productivit
and to meet increased needs for energy and the requirements of environmental,
health, and safety regulations.
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Inflation

Developments on the inflation front were the most significant disappointment in
the 1979 economic performance. At the beginning of the year, it was widely ex-
pected that inflation would moderate. Those hopes were destroyed, however, by
skyrocketing energy prices.

ast ycar, the consumer price index rose by over 13 percent. Within the index,
energy J.rices rose b{ 37.4 Fercent. Had energy prices risen at the previous year’'s
rate of 8 percent, the CP1 would have increased by 2} percentage points less,
considering only the direct effects of energy prices on the index.

Sharply rising costs of home purchase and finance also added a large element
to CPI inflation. The way the CPI treats the cost of purchasing a home, and the
associated costs of home financing, teuds to overstate the rise in the cost of living
to the average consumer when home prices and mortgage interest rates increase
rapidly. Beginning with the December CPI, the Bureau of Labor Statistics has
begun to release data that provide additional perspective on changes in consumer

rices. For example, the Department has calculated the cost of home ownershi

a way that makes it roughly equivalent to rent. If this rent index is substi-
tuted for the homeownership and finance component of the CPI, the rise in
consumer prices last year is found to be 10.8 percent. And when energy is removed,
;cllllel éa'}téez'native index rises only about 8 percentage points in 1979, the same as

The President’s program of voluntary standards for pay and price increases
could not prevent the rise in OPEC oil prices or the increases in housing and
home finance costs. But they were instrumental in keeping the rising inflation in
those areas from setting off a major acceleration of price and wage increases
elsewhere. Compliance with the program was widespread. Although the overall
rate of inflation rose to 13 percent, increases in wages and fringe benefits were
no higher than in 1978. The rise in prices of goods and services outside of energy,
housing and home finance was less than the rise in the unit costs of production,
and as pointed out earlier, very little greater than in 1978. Had the huge increase
in energy prices spilled over into the broad structure of industrial wages and
prices, our basic inflation problem would have worsened for many years to come.

Why the economy avoided recession in 1979

The economy'’s resilience in the face of dramatic increases in oil prices and the
attendant worsening of inflation was one of the more surprising features of eco-
nomic developments in 1979. Forecasts of impending recession were becomin
frequent by late 1978, long before the magnitude of the 1979 rise in OPEC oi
prices was perceived. .’By the middle of 1979, they were common. Yet, the char-
acteristics of cumulating recession are still not in evidence at the present time.

The reasons why the economy was able to absorb the shocks of rising oil prices,
a substantial acceleration of inflation and sharply rising interest rates without
going into a steep decline are only partially understood. Three factors, however,
have played & role, R

First, individuals as consumers and homebuyers appear to be more strongly
affected by inflationary expectations now than in the past. Such expectations help
account for the further decline in the personal saving rate during 1979, and for
the continued strength of housing sales until late last year, despite a rise of
mortgage interest rates to unprecegented heights. -

Second, monetary restraint no longer produces the abrupt changes in availa-
bility of credit to borrowers that used to bring an end to economic expansion. A
number of changes have taken place in financial markets during recent years that
have removed or reduced the constraints which used to limit access to credit by
some borrowers during periods of general credit restraint. The most recent of
these—the introduction in mid-1978 of money market certificates of deposit sold
by banks end thrift institutions—has been a major factor sustaining credit flows
to housing. Because of these developments in financial markets, monetary policy
- mow works more through changes in interest rates that affect a borrower’s willing-
ness to incur debt, and less through changes in his ability to obtair credit. For
this reason, monetary restraint now tends to affect aggregate demand less abruptly
and with a less uneven impact across major economic sectors. As events in finan-
cial markets late last year attest, however, significant changes in monetary policy
may still lead to constraints on the availability of credit, particularly for housing.

ird, the continued growth of the economy last year reflects the relative
absence of cyclical imbalances characteristic of earlier periods of economic expan-
sion. Most notable in this regard is the fact that inventories have remained in good
balance with sales throughout the expansion. When consumer spending declined
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in the second quarter of last year, therefore, businesses did not find themselves
seriously overstocked. To be sure, auto inventories, particularly for large cars,
increased substantially, and major auto producers are still trying to redress the
balance hetween stocks and sales. In other industries, however, production cut-
backs to reduce excess stocks remained modest in 1979,

Economic outlook

The unsettled state of world oil markets and the unexpected resilience of the
economy last year make forecasting in 1980 an unusually hazardous exercise. The
factors that sustained growth in 1979 will continue to affect economic performance
in 1980. But it is unlikely that they will cushion the economy’s response to shocks
to the same extent that they did in 1979.

Key elements of the economic forecast underlying the fiscal year 1981 Budget
are shown in Table 2 below.

TABLE 2.—KEY ELEMENTS OF THE ADMINISTRATION'S ECONOMIC FORCE

Real GNP growth (Q4/Q4, percent) -1.0
Unemployment rate (Q4, percent). .. ... .__.__ 1.5
Increase in the CPI (D ber/D b t 0.4

Over the four quarters of 1980, real GNP is forecast to decline by 1 percent;
in 1981, an increase of 2.8 percent is expected, as indicated in the table. This fore-
cast is broadly in line with many others, including that of the Congressional Budget
Office. The decline in real GNP this year is expected to be accompanied by an in-
crease in the unemployment rate to about 714 percent in late 1980. Resumption
of economic expansion next year, however, is expected to bring unemployment
down to 714 percent by the end of 1981.

The forecast assumes that the economy will head into a mild recession in the
first half of this year. Housing starts turned down in the fourth quarter of last
year and may decline somewhat further. New car sales also fell, and auto com-
panies have curtailed their production schedules for the first quarter of 1980 to
reduce abnormally large inventories, especially of large, fuel-inefficient models.
The downward pressure on consumers’ real incomes, resulting from rising oil
prices and increasing marginal tax rates caused by inflation, is continuing. With
the personal saving rate already at exceptionally low levels, slow growth of real
income is likely to mean sluggish consumer markets. Current indicators suggest,
moreover, that real business fixed capital spending will turn down moderately
in 1980. As final demand weakens, the rate of inventory accumulation may also
fall somewhat further.

If a recession does occur early this year, it is likely to be brief, mild and largely
over by midyear. A large cutback in production to reduce inventories has often
magnified recessionary forces in the past. Such a development is unlikely this
year because the cautious inventory policies followed by most business firms have

revented a large buildup of undesired stocks. Interest rates are likely to decline
Eecause of the abatement of credit demands in a weakening economy. This would
permit housing starts to turn up in response to strong underlying demands.

The rise in consumer prices is expected to slow somewhat this year to ahout
1014 percent. This moderation of inflation during the course of 1980 will contribute
to strengthening consumer purchasing power. Early this year, we will continue
to face the shock effects of the latest round of OPEC oil price increases. Once those
effects wear off, the rise in energy prices is expected to moderate. Moreover, in a
weak economy, cost increases will be more difficult to pass through to product

rices. Mortgage interest rates may also come down from their very high present
evels. Next year, a further reduction of inflation to around 8%4 percent is forecast.
By '?ll};l 'hi}ftorical yardstick, however, inflation next year will still be extraordi-
narily high.

. The prosress against inflation we expect, and which we sorely need, would not
be achieved if last year’s sharp increase in energy prices and the costs of home pur-
chase and finance were to spill over into wages, costs, and the broad range of in-
dustrial and service prices. Preventing that from happening is the first priority
for economic policy in our country in 1980. The problem is not ours alone. Every
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oil importing country around the world is facing starkly higher energy prices and
a potentially dangerous acceleration of inflation. :

0 one can be satisfied with an economic outlook for this year that implies
declining real output, rising unemployment, and continuing very high inflation.
Appropriate economic policies can help the economy adjust to the impact of
recent OPEC oil price increases. But no policies can change the realities which
those increases impose.

Economic policy at the present time must hold firm against inflation, despite
the prospect of a weakening economy. The Administration recognizes, however,
that fiscal policies cannot be set on an unswerving course regard?ess of how eco-
nomic developments unfold. We will monitor developments closely this year. If
economic conditions and prospects deteriorate significantly, we will be prepared
;oﬂtake corrective action in ways and under circumstances that do not aggravate
nflation.

II. THE 1981 BUDGET AND FISCAL POLICY

The fiscal policy in the 1981 budget recognizes that inflation remains our
paramount economic problem. If we do not deal effectively with inflation, the
very substantial economic progress achieved under this Administration will be
reversed, and our long-term goals of balanced growth with full employment and
price stability will be even more difficult to achieve. The 1981 budget is, therefore,
a restrictive budget. The growth of budget outlays is held to the lowest rate
consistent with our national security and energy security objectives and the most
urgent domestic requirements. Budget increases for less critical needs have been
rejected. There are no major tax reductions. This austere budgetary policy is a
necessary condition for controlling inflation.

Reasons for fiscal restraint

A restrained budget is necessary to lower inflationary expectations. There have
recently been disquieting signs that consumers expect high inflation to continue
indefinitely, as a permanent fixture of economic life. Workers and businesses
increasingly appear to make their wage and price decisions on the basis of that
expectation. Such expectations could become self-fulfilling, leading to a dangerous
wage-price spiral which would do permanent damage to the economy. The publio
must be convinced that this will not happen, and make their price, wage, borrowing .
and expenditure decisions accordingly.

Budget restraint is also necessary because forecasts are highly uncertain, and
there are risks to any policy. Under present circumstances, the risks of a restrained
fiscal policy are far less than the risks of fiscal stimulus. Expansive policies are
difficult to reverse, and the long-term infiationary damage resulting from a mis-
takenly expansive policy would be severe. On the other hand, if economic condi-
tions should significantly worsen, changing to a policy of less restraint would be
less difficult.

A restrained budget is also necessary to preserve the international confidence
in the dollar required to prevent destabilizing and inflationary exchange rate
changes. A bloated 1981 budget would be a signal to the world that the United
States has accepted double-digit inflation and 1s unwilling to make the sacrifices
needed to restore price stability. This could be damaging not only for the United
States, but for the world trading and financial system as well.

For the longer-term, budgetarK restraint is required to generate the savings and
capital formation required for higher productivity growth, lower inflation, and
rising employment and living standards. Federal spending must be held down
to make resources available for additional capital formation, and this will be
especially difficult at a time when demands on the budget from energy and national
security requirements are growing. Because of the difficulties In controlling
expenditures in the short-term, this long-term problem must be addressed now, in
the 1981 budget. -

Restraint in the 1981 budget

- This budget recommends outlays for 1981 of $615.8 billion. This is effectively
a zero-growth budget; after allowing for inflation, 1981 outlays are at virtually
the same level as 1980. Receipts are estimated at $600 billion, and the recom-
mended deficit is $15.8 billion, the lowest in 7 years. Because of the urgent
necessity for fiscal restraint, tax reductions are not proposed. The only major
tax proposal included in the budget is the windfall profit tax.
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TABLE 3.—BUDGET TOTALS
{1n billions of dollars}

Estimated
1979 actval 1980 1981 1982 1983
Budget receipts___ . ___.___..__...__.. 465.9 523.8 . 600.0 691.1 798.8
Budget outlays. ... ... ............... 493.7 563.6 615.8 686.3 74,3
Surplus or deficit (—)......._... -=21.7 -39.8 -15.8 +4.8 +24.5
Budget authorlly........_..; .......... §56.7 654.0 696.1 . 775.1 868.5

It is regrettable that }frescnt difficult economic conditions do not permit a
balanced 1981 budget. However, the proposed 1981 deficit marks substantial
- progress toward that goal. The deficit proposed for 1981 is $50 billion lower than
when President Carter tan for President. As a percentage of the budget and of the
GNP, the proposed deficit is the second lowest of the preceding decade, and less
than a third of the average for the 1970’s, If, contrary to our expectation, the
economy were to expaud rapidly enough to keep the unemployment rate at its
current level, the 1981 budget would be in surplus by about $15 billion.

A common measure of fiscal stimulus or restraint is the change in the high-
employment budget surplus or deficit, a measure which excludes the budgetary
effects of changes in the degree of resource utilization. This measure of fiscal re-
straint increases from a $12 billion deficit during fiscal year 1979 to a surplus of $5
billion in 1980 and a surplus of $57 billion in 1981. The 1981 budget thus con-
tinues—and intensifies—the policy of fiscal restraint begun earlier. The increase
in the high employment surplus from 1979 to 1981 is over 134 percent of GNP—a
vexg' substantial degree of restraint.

udgetary stringency can also be measured by examining proposed budget
outlays in comparison with current services, the level of spending required to
maintain existing program levels. The level of outlays in fiscal.year 1981 is only
0.6 percent above the level needed to maintain the current level of services. The
$3.7 billion difference is more than accounted for by $6.3 bhillion of increased
spending on defense and energy, which are critical to our national security. The
rest of the budget shows a reduction of $2.5 billion below current services.

Because the 1981 budget is restrictive, the pressures to expand it will be strong.
Unemployment later in 1980 and in 1981 is expected to be higher than it is today.
Businesses will need greater incentives to invest in plant and equipment. Worth-
while social programs will seem to require additional funding. Many of these nceds
are legitimate, and under other circumstances they might deserve room in the
budget. But the harsh reality of inflation makes it critical for the Congress to
" resist those pressures, as the Administration has done.

Magjor budget priorities

* The budget is more than an instrument of macroeconomic policy. It is also a
means of addressing the needs of our society and the ordering of national priorities.
Although spending growth has been held to a minimum in tais budget, the Presi-
dent has recommended program increases in a few critical areas. The most im-
portant of these in 1981 are defense, energy, basic research, and the development
of our young people.

Defense.—When the Administration assumed office, real defense spending had
declined for almost a decade. Even in 1978, outlays for defense largely reflected
decisions of the previous Administration. In real terms, those outlays were lower
than they had heen 4 years earlier. In the 1979 budget, the President proposed a
long term policy of substantial and sustained growth in real defense spending.
Developments in Iran and Afghanistan during recent months attest to this need.
Therefore, this budget proposes a defense program in 1981 of $158.2 billion in
budget authority, an increase of over 5 percent in real terms. Outlays for defense
will be $142.7 billion, a real increase of over 3 percent. With this budget, spending
on defense will have increased by 9.4 percent in real terms since 1978, This Ad-
ministration is committed as a matter of fundamental policy to continued large
real increases in defense spending beyond 1981.

Energy.—Solutions to our energy problem are essential for both economic
progress and national security. This budget reflects the important progress bein
made by this Administraticn, in cooperation with the Congress, through a broa
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and practicaigro am addressing the energy problems the Nation is facing in
this new decade. The 1981 budget assumes that, early in the 1980 session, the
Congress will pass the crucial measures proposed last year: the windfall profit
tax, the Energ Security Corporation, the conservation measures and the Energy
Mobilization Board.

The energy program supported in the 1981 Budget is comprehensive and bal-
- anced, addressing both production and conservation. To stimulate production, it
recommends resources for the Energy Security Corporation that would help to
create a synthetic fuels industry, and it supports major increases for solar, fossil,
and fusion energy. It provides for an ambitious gasohol program and emphasizes
safety and the solving of current problems in nuclear fission programs. Overall
spending on energy programs will increase to $8.1 billion in 1981, an increase o
over 90 percent during the first four years of this Administration.

As the Nation adjusts to energy scarcity, we must protect those who are most
vulnerable. Much of this J)rotection is achieved automatically, through programs
such as social security and retirement which are indexed to the cost of living. The
1981 budget expands this protection, providing funds for the poor for weatheriza-
tion of their homes, and for energy cash and crisis assistance. In all, the 1981 bud-
get groposes $2.4 billion in energy assistance for the disadvantaged, an increase
of 50 percent over the 1980 level.

Youth Employment.—Despite the economic gains that have been made over
the past 3 years, youth unemployment, especially for minorities, remains dis-
tressingly high. When youth have significant employment problems upon leaving
school, their employment and earnings may be adversely affected for a lifetime.
To eliminate this waste of national resources, this budget proposes a major new
education and employment initiative designed to prepare today’s youth for the
labor market of the 1980’s. This program will help schools to provide disadvan-
taged youth with the basic skills needed to get and keep jobs, and to reinforce
those skills with job experience in the Yrivate sector. Disadvantaged youth out
of school would acquire these basic skills in improved training and employment
grograms. By 1982 this program will add $2 billion to the over $4 billion currently

eing spent on education and employment programs for 14 to 21 year old dis-
advantaged youth,

Basic Research.—Between 1968 and 1975, Federal spending for basic research,
measured in constant dollars, declined substantially. In order to maintain our
Nation’s position as a leader in the development of new technology, the budgets
of this Administration have increased real spending on basic research cach year.
The 1981 budget continues this policy and provides for major and sustained
increases above the rate of inflation for all reszarch and development programs.
Obligations for research and development will increase by 13 percent; for basic
research by 12 percent. Since 1978, obligations for basic research will have in-
creased by 40 percent, or 9 percent in real terms.

Agriculture.—Because of the aggression of the Soviet Union against Afghanistan
the President has significantly limited Soviet grain purchases from the ‘Uniteé
States, while at the same time taking steps to ensure that the burden of the export
limitation does not fall disproportionately on farmers. Specifically, the Secretary
of Agriculture will:

Purchase from shippers contracts entered into with the Soviet Union and sell
&he contracts back into export markets only at prices above those prevailing on

anuary 4.

If n;{essary, take title to the grain intended for export to the Soviet Union and
isolate it from the market.

Purchase up to 4 million metric tons of wheat for an international food aid
reserve.

Increase the loan level for feed grains and wheat by 10 and 15 cents per bushel
respectively. .

xpand CCC export credit guarantee coverage to include full commercial risk,

Modify the farmer-owned grain reserve to encourage farmers to place additional
grain in their reserve.

Purchase grain in local markets to stabilize markets and relieve the congestion
of Prain in transit to major ports.

t is estimated that these measures will increase outlays by $2.0 billion in 1980
and $0.8 billion in 1981, In addition, the President will propose additional funding
for Public Law 480 for fiscal year 1980 and fiscal year 1981 of $100 million per year.
The administration stands ready to take further steps if these actions prove
insufficient, taking ca‘e, however, to avoid long-term distortions in our basio farm

policies.
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Initiatives to reduce federal spending

These initiatives of high national priority have been propos:d in the context of
overall budgetary restraint. The required restraint has made it essential to propose
a number of reductions in Federal programs. Restraint has been applied carefully.
For the third consecutive year, zero-base budgeting has been used to establish
priorities that put taxpayers’ dollars to best use. Desirable new programs have
been deferred. Increases in existing programs have been limited. Past efforts to
achieve grogram efficiencies and improve management are beginning to pay off,
and further efforts in this direction are undertaken in this budget. Reductions in
lower priority programs have been proposad, and this budget contains specific
outlay reduction: of $9.7 billion from current service levels.

A substantial purtion of these reductions take the form of legislative proposals
that would reduce Federal spending. Together, these legislative proposals will
reduce Federal spending by $5.6 billion in 1981 and by significantly larger amounts
in subsequent years. Savings would be achieved through several health-related
proposals, modification of entitlement programs to relate benefits more closely
to need or to earned rights, increased administrative efficiencies, and reduction of
waste, fraud, and abuse. In addition, this budget contains proposals to reform
Federal compensation practices and procedures, place the railroad retirement
system on a solid financial footing, and dispose of excess materials in the national
stockpile of strategic materials.

Large spending reductions are extraordinarily difficult to achieve in the’immedi-
ate budget year, because so much of the budget is relatively uncontrollable in
the near-term. In the 1981 budget, fully 77 percent of outlays are classified as
relatively uncontrollable, and these will account for $37 billion of the $52 billion
increase in total outlays between 1980 and 1981, The remaining $15 billion will be
due entirely to increased spending for national defense. The rest of the budget, in
total, has been held at the 1980 level. For every increase in spending for controlla-
ble,d non-defense programs an offsetting reduction within other programs has been
made, -

As inflation gradually comes down, its severe impact on the growth of budget
outlays will be mitigated. But future spending levels can only be held down by
efforts begun now—in 1981—to hold the lid on spending initiatives.,

Receipts

Total receipts for 1981 are estimated to be $600 billion, $76.2 billion more than

in 1980.
TABLE 4.—ESTIMATED UNIFIED BUDGET RECEIPTS

[Fiscal years; In billions of doliars]

1879 1980 1981

Individual income tax 217.8 238.7 274.4
Corporation Income tax. . ..... 65.7 72.3 71.6
Contributions for soctal insuranc 1416 162.2 187.4
Other receipts 40.3 50.6 66.6
B 7 465.9 523.8 600.0

These estimates assume a windfall profit tax which, on a net basis, produces
excise tax receipts of $5.5 billion in 1980 and $13.9 billion in 1981, The windfall
profit tax will ensure that the burden of higher energy costs is equitably shared
and will provide additional receipts to finance energy programs essential to our
economic well-being and national security.

Because the windfall profit tax is deductible, it will reduce the corporation
income tax liabilities of oil firms. This, combined with lower growth in corporate

rofits due to a sluggish 1980 economy, results in a slight reduction in corporation
Income tax receipts in 1981,

Control of Federal credit aclivities

In recent years, direct loans and loan guarantees have come to play an increas-
ingly important role in economic polic{. Unfortunately, too much of this activity
has ‘escaped the normal discipline of the budget process. In the 1980 budget, we
announced our intention to institute a system to control the use of Federal credit.
This system, which is now in place, recommends specific credit limitations for
most credit programs. It also provides estimates of the new direct loan obliga-
tions and new loan guarantee commitments to be made in the coming fiscal year.
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TABLE 5—CREDIT BUDGET TOTALS
[In biltions of dollars]

1979 1980 1981
New direct loan obligations. ... ... . e S1.4 59.7 60.7
New loan guarantee commitments. ... ... oiiiioicaeeo-- .7 75.2 81.4

L 126.1 134.9 u2.1

In 1981, new direct loan obligations increase by 1.7 percent over 1980 compared
with a 16.1 percent increase in the previous year. Loan guaraniee commitments
on the other hand, increase 8.3 percent in 1981 after increasing only a small
amount in 1980. The total increase for direct loans and loan guarantees together
is 6.3 percent in 1981.

The credit control system is anp important improvement of Federal budgeting
practices. The new system has three long-run goals:

To ensure that credit programs meet the purposes for which they were in-
tended, that they do so effectively, and that the level of resources is justified.

To provide a closer examination of the allocation of credit and real resources
across broad sectors of the economy.

To encourage more careful consideration of the imgact of total Federal credit
activity on the private economy as a whole—on the borrowing needs of the pri-
vate sector, and on economic growth, inflation and unemgloyment.

This new system of credit control, in conjunction with zero based budgeting
and multiyear planning, will help ensure that the government runs more intelli-
gently and efficiently.

11I. OTHER MEASURES TO FIGHT INFLATION

Budgetary restraint, of course, is not the only anti-inflationary policy at our
disposal. But it is a necessary condition for the success of other policies. Fiscal
discipline must be combined with responsible monetary policy to provide the
economic environment necessary to reduce inflation. But more is required. In-
flation has been building in our country for 15 years, and its momentum is very
strong. Reducing inflation cannot be accomplished by traditional macroeconomic
policies alone without enormous losses of output and jobs. Maintenance of effec-
tive standards for pay and price restraint is essential. We must also attack other
structural causes of inflation, especially those related to energy and low produc-
tivity growth.

Monetary policy

Policies of monetary restraint are never popular. They hit some sectors harder
than others. They are associated with shortages of credit and high interest rates,
even though those developments stem principally from the forces of inflation
that dictate monetar{ restraint, rather than from those policies themselves.
However, inflation will not come down unless the growth of money and credit
is .%r&duall reduced to a rate consistent with lower inflation.

he Federal Reserve has been pursuing a responsible course. Growth of the
major monetary aggregates was within the established target ranges last year.
When an excessive pace of monetary growth did emerge in mid-1979 the Federal
Reserve took steps to deal with the situation.

In the first few weeks following the Federal Reserve’s October 6 actions, there
was considerable turmoil in financial markets. Interest rates rose sharply, and
uncertainties were created in the minds of lenders and borrowers regarding the
outlook for the cost and availability of credit. Mortgage markets were most
severely affected.

Subsequently, however, interest rates on market securities began to decline,
Credit has now begun to flow more freely to mortgage borrowers, and mor‘tn;aﬁe
interest rates have declined somewhdt In some reﬁions of the country. While
housing starts have been adversely affected, the decline has been much less sub-
stantial than in previous cycles. Moreover, mortg&ge credit flows and housing
construction will be sustained early this year by the temporary Federal preemp-
tion of State usury ceilings.

These ;})lainful effects of monetary restraint are a grice that has to be paid to
prevent the excess growth in money and credit which would aggravate inflation.
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By placing greater emphasis on the supply of bank reserves, the Federal Reserve's
present operating strategy will allow more effective control over the growth of
money and credit. Growth in virtually all of the monetary aggregates fell back
to a moderate pace during the closing months of last year, and interest rates
have shown remarkable stability recently.

If the pace of economic activity slackens next year, a modest decline in interest
rates should accompany reduced demand for credit. However, a significant and
la%ting decline in interest rates cannot be achieved without progress in reducing
inflation.

The relatively small deficit that will result from the Administration’s 1981
budget will help to relieve pressures in financial markets. Net Federal borrowing
from the public will be an estimated $33 billion in fiscal year 1981, compared with
$34 billion in fiscal year 1979, and $44 billion in fiscal year 1980. Private credit
demands in 1980, however, are expected to decline by more than the increase in
net Federal borrowing.

Pay and price policies

Dealing effectively with inflation requires policies aimed directly at promoting
restraint in wage and price increases in the private sector. The cooperation of
business and labor in adhering to voluntary wage and price standards is essential
in this endeavor. Standards for wages and prices are not only a means of reducing
inflation; to the extent that they succeed, they reduce the burden on monetary
and fiscal policies in fighting inflation, and thus make increased employment and
output possible,

he standards have a critical role to play in 1980. Our most immediate problem
this year is to prevent last year’s large price increases in energy and housing from
spilling over into wages, costs, and the broad range of industrial and service
prices. Should that happen, inflation could worsen for many years to come.

To promote continued coo%ration with the standards, the Administration and
organized labor arrived at a National Accord announced on September 28, 1979.
The Accord called for the creation of two advisory committees, one on pay and
one on prices. The Pay Advisory Committee consists of representatives from
labor, business and the public and has already recommended a number of modifi-
cations in the pay standard. For the basic pay standard, the recommendation
contemplates that pay inecreases in normal circumstances would average 8% per-
cent, with possible variation within a range of 7% to 9% percent. The Council
on Wage and Price Stability is now reviewing this recommendation.

Energy

All of our efforts to defeat inflation will be severely compromised if we expe-
rience continued shocks from sharp increases in oil prices.

Price controls on domestic energy supplies were a sigrificant factor behind our
excess reliance on imported oil. Price controls encouraged the wasteful use of
energy and discouraged the development of domestic energy sources. As a result,
oil imports increased from about 2.2 million barrels a day in 1967 to a peak of
8.5 million barrels a day in 1977.

- Inorder to reverse this trend, to encourage conservation and stimulate domestic
production, the Administration has begun phased decontrol of domestic oil and
gas prices.

Higher energy prices have already begun to reduce energ?r cousumption dra-
matically. Since 1973, the rise in per capita use of energy has slowed substantiall{.
Had the trend of the 6 years prior to 1973 continued, oil imports in 1978 would
have been nearly 6 million barrels a day higher than they were. In 1979, efforts
by Americans to conserve energy accelerated. Consumption of gasoline in the
fourth quarter of last year, for example, was 10 percent below a year earlier.

Decontrol is an essential part, but only one part, of our program to stimulate
conservation and encourage domestic production of energy. Other conservation
efforts, as well as programs to develop conventional energy sources, renewable
energy resources and synthetic fuels, are also urgently needed.

We have proposed two important pieces of legislation that would promote
domestic energy production. The first of these, the Energy Security Corporation,
would facilitate private sector development of synthetic fuels to substitute for
imported oil. The second, the Energy Mobilization Board, would help to reduce
the regulatory delay involved in building new energy facilities. It is essential
thatv Congress complete action expeditiously on both of these proposals. .

Legislation will soon be sent to the Congress setting targets for reduced oil
use by electric utilities. To enable utilities to meet these goals, financial assist-
ance will be proposed to facilitate their conversion to coal. There will also be
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submitted to Congress a standby gasoline rationing plan which could be put into
place quickly in case of a severe energy shortage. ‘

The United States is working with other oil importing nations, through the
International Energy Agreement, to coordinate import policies to avert a costly
scramble for oil when supplies are short. In 1977, the United States used 8.5
mmb/d of imported oil. President Carter set a limit of 8.2 mmb/d for U.S. oil
imports during 1979 and this goal has been continued for 1980, If discussions in
the IEA produce a fair and equitable agreement for sharing import reductions,
the President is prepared to lower the 1980 target.

Agricultural policy

Periodic scarcities of food have often occasioned an acceleration of inflation.
The history of the past 15 years indicates clearly that price shocks stemming
from temporary scarcities of food or energy can have a lasting effect on inflation,
because they tend to become built into the structure of wages and other costs
and thus into the underlying inflation rate. .

Prior to 1972, agricultural policy had concentrated on stngort,ing prices and
controlling excess supply through production adjustments. The Food and Agri-
cultural Act of 1977 established a system of farmer-owned reserves designed to
protect both producers and consumers against volatile food prices, while pro-
moting intensive use of U.8. agricultural productive capacity.

The reserve system has been successful during its short existence. Grain prices
began to rise during the spring of 1979 when export demand was projected to rise
sharply. This increase was moderated, and an inflationary spurt in food prices
avoided, by a substantial release of stocks from the reserve. When grain shipments
to the Soviet Union were suspended in response to that country’s invasion of
Afghanistan, increased incentives to place grain in reserve served as an important
line of defense to protect farmers against a precipitous decline in prices.

Hospital cost containment

Inflation must also be attacked directly in the health care sector. The costs of
medical care have been rising faster than prices of all other consumer goods and
services for & number of years. The costs of hospital care have risen even faster
than the rise in costs of other health care services. These costs affect consumers
both directly and through the higher taxes needed to pay for public health services.

Aggregate demand policies have very little effect in this sector of the economy.
Furthermore, we cannot expect market forces to work effectively in this sector.
Often buyers or sellers of medical services lack the incentive or information neces-
sary to take actions that would limit the rise in medical costs to the levels that
would exist in a competitive market.

The Administration therefore, will continue to urge enactment of its important
initiatives to restrain unnecessary spending and help contain hospital costs.
Passage of the Administration’s hospital cost containment legislation is one of the
most important steps Congress can take now to fight inflation.

Improving productivity -

The disappointing performance of productivity has been an important factor
behind the inflation of the last few years. In the early 1960's, productivity gains
- aven:iged more than 3 percent per year. In recent years, productivity increases have
dwindled to about 1 percent, and a sizable decline occurred in 1979. .

Improvement in productivity growth would obviously have highly beneficial

- effects. Besides reducing the rise of costs and prices, increased productivity would
mean higher real output and improved living standards for Americans, However,
bettering our productivity performance cannot be achieved quickly or at low
cost.

Indeed, since we do not fully understand the causes of the slowdown in produc-
tivity, we are hampered in our efforts to deal with it. We do know, however, that
basic research and development and a stronger pace of business investment in new
pgnit and equipment are indispensable ingredients for increased economic
efficiency.

Increased investment will enhance the productivity of workers in two ways:
first, by giving them more capital to work with; second, and perhaps more im-
portantly, by putting the latest technological advances into practice. .

The budget for 1981, as noted earlier, contains additional funds for basic
research and development, continuing the strong Federal backing for basic
research that began in fiscal 1978. The budget does not contain new tax incentives
for investment. Reductions of significant magnitude in business taxation would
have been inconsistent with the gasic policy of fiscal restraint that characterizes
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this budget. Tax incentives will not result in increased investment unless investors
can be confident that we will have a strong and stable economy. A lean budget
feared to reducing inflation is the most important step we can take now to stimu-
ate investment. Furthermore, as explained in the Economic Report, higher
national savings and capital formation will not be compatible with large budgetary
deficits over the longer term.

In the years immediately ahead, tax reduction will become possible if the Ad-
ministration and the Congress work together to hold the line on growth in Federal
spending. When that time comes, the Administration will give very high priority
to tax changes that will stimulate investment and direct a larger fraction of our
national resources to capital formation.

Dealing with structural unemployment

Investment in human capital is as important to enhancement of productivity
as investment in physical assets. At the present time, our nation is wasting a
sifniﬁcant part of our human resources. Unemployment among blacks and minori-
ities is still unacceptably high. By improving employment opportunities for these
groups, the supply of goods and services will be increased and, efficiency in resource
use will be improved.

Reducing unemployment and increasing the earnings of these groups eannot
be accomplished merely by stimulating the economy. Attempting to do so would
add to inflation while yielding, at best, minimal benefits to those suffering special
employment problems. Instead we must have targeted programs to enable these
groups to expand their skills and give them the opportunity to work.

This Administration has already increased expenditures on employment and
training programs for the disadvantaged by 73 percent and spending on special
Erogmms for youth threefold. The most significant new domestic initiative the

resident is sending the Congress this year deals with the problem of teenage
unemployment. As discussed earlier, this program will emphasize improved
classroom provision of basic skills and useful work experience for low achieving
youth still in school; disadvantaged out-of-school youth will be given such skills
through redesigned and improved training and employment programs.

The Administration’s welfare reform proposals also contain important initiatives
for improving the employment and wages of principal wage earners in low-income
families with children.

In the years ahead, efforts to promote productive employment for the struc-
turally unemployed must continue. We are learning from experience which
programs provide lasting benefits to workers while avoiding waste and unnecessary
expenditures of public funds. We will strongly emphasize, as we have with several
of the new programs developed recently, the active involvement of the private
sector in hiring and training the disadvantaged.

Regulatory reform

Unnecessary and sometimes countexl?roductive government regulation has
added to inflation. Recognizing this, the President, working with the Congress, has
started to dismantle economic regulations that contribute to inflation. The first
step was the deregulation of the airline industry. The Administration is now work-
ing with the Congress to eliminate costly and inefficient aspects of regulation in -
the trucking, raiiroad, and communications industries. We are also proposing the
reform of regulations over financial institutions to promote equity for small savers
maintain the viability of our thrift institutions, and enhance competition and

. efficiency in financial markets.

In fulfilling environmental, health, safety, and other social objectives, govern-
mental regulations serve a function that cannot be performed by the market
place. In these areas, important cost savings are possible by improving the design
of individuai regulations, setting standards that will meet objectives without being
unnecessarily stringent, and encouraging the most cost-effective approach to
meeting those standards.

The Administration has taken steps of fundamental importance to the long-run
impact of social regulations on costs, productivity, and inflation. Executive Order
12044 established a regulatory analysis review procedure that requires policymakers
in regulatory sgencies to give greater attention to the cost of regulations. A
regulatory council has also been established to help achieve better coordination
of important regulations issued by the various executive branch and independent
agencies, and to develop a calendar of important regulations that will provide a
broad overview of the potential impact of re%:xlations on the economy. Moreover,

. the reiulatory analysis procedure undertaken under Executive Order 12044
would be made permanent, and extended to the independent regulatory agencies,
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by the regulatory reform legislation that the Administration has sent to the Con-
ress. Prompt passage of that legislation is a high priority in the Administration’s
egislative agenda for 1980. ! .

1V, U.8. INTERNATIONAL ECONOMIC POLICY

Our fight against inflation must include international as well as domestic policy
initiatives. A stable dollar is essential to avoid additional inflationary pressures.
A fair and open system of international trade and investment promotes competi-
tion within our own economy. Food and commodity prices can be stabilized through
international action. Intensive cooperation with both industrialized and develop-
ing countries can help to promote our economic objectives in today’s interdependent
"~ world economy. :

The U.S. economy is inextricably linked to the other industrial economies, and
is increasingly affected by the developing nations as well. We depend on the world
economy:

To gurchase the production from 1 in 7 U.S. manufacturing jobs and 1 in 3 acres
of U.S. farmland;

To provide almost 1 in 3 dollars of U.S. corporate profits;

To provide one-fifth of our total energy requirements;

To assure a wide variety of consumer choice, promote efficient production at
home, and stimulate competition in our markets;

To supply essential inputs for U.8. industries, including more than one-fourth
of U.S. consumption of 12 of the 15 key industrial raw materials.

U.S. economic policy must therefore be developed in full recognition of the
linkages between our own economy and the rest of the world,

A strong, stable dollar is fundamental to the stability of both our own economy
and the international financial system. Changes in the value of the dollar have
an important effect on jobs, investment, inflation and growth at home. Maintaining
a stable dollar is particularly important in our fight against inflation, because a
strong dollar holds down the price of imports and promotes domestic competition.

During the period of exchange market instability in the autumn of 1978 the
United States took strong measures, including monetary actions and the mobiliza-
tion of adequate resources for forceful intervention in exchange markets. The
effectiveness of those measures has been enhanced recently by continued monetary
discipline and strengthened cooperation between U.S. monetary authorities and
those in other major nations. The emphasis of our economic policy on eliminating
inflation and reducing our dependence on imported oil will make an essential con-
tribution toward maintaining a sound and stable dollar,

A sound dollar is aided by a stable international monetary system, the goal of
- the International Monetary Fund. The IMF promotes the adoption and mainte-
nance of appropriate economic policies by member countries, both those in balance
of payments surplus and deficit, The IMF also maintains multilateral surveillance
over the world finan:ial system as a whole. In addition, the United States has
itself borrowed from the Fund during the past year to augment the resources
available for exchange market intervention. The Fund thus provides direct sup-
port for fundamental U.S, interests, and is an integral part of our overall economic
policy strategy. ‘

A stable monetary system is important not only in its own right, but because
it helps to preserve and strengihen the prospects for open and fair international
trade and investment, which are vital for our economic interests. American in-
dustry and agriculture must expand their exports aggressively if we are to have a
stable dollar, and American consumers must have access to competitive foreign
products if we are to check inflation,

To foster open and fair trade, U.S. policy must continue to seek the freest
g)ssible international market. The Multilateral Trade Agreements signed in

ecember 1979 sets the stage for significant reduction or elimination of both
tariff and nontariff trade barriers in all key trading nations, More than ever before,
U.S. business must look to export market as a means of increasing production,
providing jobs, and paying for essential U.S. imports.

As both a major producer and consumer of raw materials, the United States
also has an important interest in international commodity markets. We seek to
mitigate the effects of commodity price instability through international com-
modity agreements. Properly constructed arrangements can provide benefits to
both producers and consumers by reducing inflationary pressures, promoting
greater stability of commodity export earnings, and increasinf incentives for
primary commodity production. The recently negotiated Natural Rubber Agree-
ment provides an excellent example of an international commodity arrangement
which balances producer and consumer interests to their mutual benefit.
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Finally, our national dependence on the world economy requires us to cooperate
closely with both industrialized and developing nations across a whole range of
international economic issues. Economic summit meetings, the IMP, GATT, and
OECD are simply a few of the institutions through which we carry out such
cooperation.

he multilateral development banks—the World Bank and the similar regional
institutions—are the centerpiece of internationsl efforts to mobilize resources to
aid developing countries. Our fundamental national interests require a reasonable
ro%(ram of foreign assistance, and participation in the multilateral development
Ban 8 is a particularly cost-effective approach to development cooperation. For
example, the World Bank has lent $50 for every $1 which we have paid into it.

The development banks are efficient instruments of development cooperation.
During their 35-year history, developing country growth has considerabg' exceeded
their historical experience or reasonable expectation. Part of the credit for this

rowth must go to the catalytic effect of external assistance flows, including those
rom the banks, Positive support for these institutions enhances the likelihood of
constructive LDC cooperation in other global institutions which are addressing
problems of key importance to the United States.

Each of these individual initiatives forms part of a comprehensive and cohesive
U.S. international economic strategy, which supports stable prices and increased
employment at home. We can ensure that other countries respond to our vital
concerns only if we also respond to their interests. Qur own domestic economy can
prosper at home only if we maintain, and indeed intensify, our joint efforts with
other countrics to improve the collective management of the world economy.

V. CONCLUSION

In sum, the 1981 budget is a key element of the Administration’s comprehen-
sive program for containing and reducing inflation. This budget attacks inflation
in two ways: first, through overall fiscal discipline; second by emphasizing pro-
grams which ensure our national security and lay the foundation for a more
efficient and productive economy.
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Exhibit 1

Economic Gains, 1977—1979

Percent change
1976 Q4 to 1979 Q4
Real Business Fixed Investment
208
20— - — 20
Real Profits
After Taxes ¥
15— 147 15
Employment
104
—10
—5
o

* Percent Change from 1976 Q4 t0 1979 Q3.
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Employment and Unemb—icf)yment»

Exhibit 2

Percent

Increase in Employment 1976 Q4 to 1979 Q4
20 Women = Minorities Minority Youth —20
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Exhibit 3

Real Inventory/Sales Ratio, Nonfarm Business

RATIO

SEASONALLY ADJUSTED

-

o4nlu|||nlu|lu||n|||ul|ulu|l1|_lllullnlulllulnnlnlllulullullu>
1960 62 64 66 68 70 72 74 76 78

NOTE: RATIO OF REAL INVENTORIES AT END OF QUARTER TO ANNUAL RATE OF REAL FINAL
SALES FOR QUARTER.
SOURCE: DEPARTMENT OF COMMERCE.
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Measures of Inflation 1977—79

Percent Change Fourth Quarter to Fourth Quarter
Percent

Exhibit 4

Percent
18 18
CPI Department of Department of
Commerce Index* Commerce Index,
127 Excluding Energy*
12 108 — 12
90 .
80 80 80
6.6
6.1
Gm 6.0 I I —6
0= 1977 1978 1979 1977 1978 1979 1977 1978 1979 -0

* Fixed-weight price index for personal consumption expenditures.
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Wage Increases, 1977—79 -

Percent Change
Percent Percent
-] Average Hourly Employment |

Earnings IndexV Cost Index®

g | 84 80 80 77 g

4 I : —4

c e, R R R o
1977 1978 1979 1977 1978 1979

¥Measured Q4 to Q4
¥Measured Q3 to Q3
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Exhibit 8

Productivity Adjusted for Cydicél Variation

PERCENT CHANGE FROM FOUR QUARTERS EARLIER

4

UM,

SRR RN NN NN RSN NN RERIENINS TR NENINNCI RTINS INIY

1965 66 67 68 69 70 71 72 73 74 75 76 77 78 79

NOTE: DATA ARE FOR PRIVATE NONFARM BUSINESS SECTOR. ALL PERSONS.
SOURCE: COUNCIL OF ECONOMIC ADVISERS.
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Exhibit 7

Fiscal and Oil Price Restraint

Billions of Dollars
Change from 1978 Q4:
To1979Q4 To1980Q4 To 1981 Q4
Fiscal Restraint! 20 34 74
Oil Price Restraint? 42 45 42

Total - 62 79 116

¥ Changes in the high empioyment surplus.

2 Net of respending by OPEC countries and by domestic oil companies
out of the additional revenues from higher oil prices. Excludes windfall
profits tax and corporate taxes due to higher oil prices; they are
included in fiscal restraint.
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Exhibit 8

_Personal Saving Rate

:ERCENT

SEASONALLY ADJUSTED
10 |- . —
5 -
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1969 70 n 72 73 74 75 7. 77 7% 79
SOURCE: DEPARTMENT OF COMMERCE.
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Key Elements of the Economic Forecast

Exhibit 9

'1979Y 1980 1981
~ Change in Real GNP 08 -10 28
- (Percent, Q4/Q4)
Unemployment Rate 59 75 73
(Percent, Q4)
Change in Consumer Prices, 133 104 86

(Percent, December/December)

Y Actual
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ngh Employment Budget Surplus (+) or Deficit (—) =

Unified Budget Basis
Billions of Dollars Billions of Dollars
60 — 565 [~ 60

-29.1
1974 1975 1976 1977 1978 1979 1980 1981

Fiscal Years
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Exhibit 11

High Employment Budget Surplus (+) or
Deficit (—) as a Percent of High Employment GNP
Percent ' Percent

-2 | 1 | | ! | -2
1974 1975 1976 1977 1978 1979 1980 1981

Fiscal Years
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The Budget at a Glance

(In Billions of Dollars)

Exhibit 12

1979 1980 1981 1982 1983
item Actual Estimate | Estimate | Estimate Estimate
Receipts 466 524 600 691 799
Outlays 494 564 | 616 | 686 774
Surpiusor
Deficit (—) —28 —40 —16 5 25
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Exhibit 13

Current Budget Estimates
(In Billions of Dollars)

1980 1981
Department/ Agency BA tlays BA Outlays
Agriculture . ......... ... ... .. 247 23.6 24.6 20.1
Commerce ................... 3.7 3.6 34 3.4
Defense—Military . .. ........... 138.6 27.4 158.2 142.7
Education .................... 13.9 j 12.9 155 135
Energy ...................... 105 | 77 10.2 8.7
Health and Human Services . . . . . .. 1954 1937 2229 2193
Housing and Urban Development . .. 35.7 ' 11.5 40.4 11.8
Interior ... ...... S 46 | 4.2 4.7 4.2
Justice ................ ... ... 25 | 26 27 2.7
Labor ....................... 281 1275 33.0 31.8
State .. .................... .. 21 | 20 2.3 2.2
Transportation. . ... ............ 17.8 . 17.3 20.5 17.9
Treasury . .................... 94.1 "75.8 80.9 80.3
Environmental Protection Agency . . . 4.7 5.0 5.3 5.2
National Aeronautics and Space 7
Administration .. . ... .. . . .. 5.3 5.0 5.7 5.4
Veterans Administration. . .. . ... .. 21.2 20.7 22.7 21.7
Foreign Assistance . . . . . ... ... ... 82 6.0 5.8 4.7
AllOther . . ... ............. .. 428 16.9 37.2 20.2

Total. . .............. 6540 5636 696.1 6158
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Budget Deficits as a Percent of Gh}l

Exhibit 14

Percent

5

¥:::

t i

1971 72 73 74 75

76

Fiscal Years

77 78 79 80 81

Estimate
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Current Services Estimates for 1981
(In Billions of Dollars)

Current Services . ............... ...

Major Increases:
Defense Program Increases . ...................
EnergyPrograms . .. ... ... ... ... .. ... .......
Countercyclical Fiscal Assistance .. ..............
Contingencies and Welfare Reform . . ... ..........
Low Income Heating BillAid . . . .......... ... ....
Energy-Efficient Transportation .. ...............
Other ..... ... . ... . . . i
Subtotal ............ ... ... ... .. ...
Major Decreases: (—)
PayReform ............... ... ... ... .. ..., .
Hospital Cost Containment Savings . .............
Interest . ..... ... .. ... .. ...
Export Credit Sales(CCC) .. ...................
HigherEducation . . . ... ......................
Other ...... ... .. ... . .. . . . . ..
Subtotal ....... ... ... . ... .. ... ...

Administration Request . ... ....................

Exhibit 15
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Increases in Budget Outlays from 1980

$ Billions
250

Exhibit 16

$ Billions

200 —
150 —
100 —

50 —

$52
Increase
from

$88 Increase $211
from  Total Increase

$71
Increase
from
1981

z,

& N \\ B

1982 from 1980

[~— National Health Plan

Nondefense

<—— Other Programs

~~—— Uncontrollable
Programs *

-—— National Defense

250

— 200

— 150

— 100

1981e

82e

83e 80-83e

Fiscal Years

* Excludes Outlays from Prior Year Contracts
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Budget Outlays - Constant 1981 Dollars

$ Billions

700

65

Fiscal Years

70

N
Individuals and\
Grants
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Exhibit 18

Military Programs, 1950-1983*

$ Billions $ Billions

240 240
‘ Constant 1981 Dollars

200 o . 200
] “\

160 — — 160
120 — 120
80 — 80

Current Dollars
40 — 40
0. | | ] 0
1950 55 60 65 70 75 80 83
Fiscal Years Estimate

*Total Obligational Authority
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Federal Obligations for Basic Research

$Billions $Billions
6 6
5.1
5 -5
45 <——— All Other
4.1 ~— Department of
4 - ' Defense — 4
<—— Department of
Energy
<—— National Aeronautics
3 and Space —3
Administration
-—— National Science
2 - Foundation 2
1— -<—— National Institutes L1
of Health
0 0
FiscalYears1979 1980 1981
Actual Estimate Estimate

Extibit 19
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Youth Training and Employment Programs

$ Billions $ Billions
8 8
— 7
Youth Initiative —6
—~ 5
Special — 4
Youth Programs
— 3
Labor
Dept. -2
Training &
Work Programs
Ed. — 1
Dept.
0

77 79 8le 83e
Fiscal Years

Exhibit 20
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World Oil Prices D |

Average OPEC Price in Nominal Dollars per Barrel, FAS

Price in Nominal $/Barrel Price in Nominal $/Barrel
2685
25 25
20— 20
15— ~15
10 —10
5 -5

7o| 1971 | 1972 | 1973 | 1974 | 1975 | 1976 | 1977 | 178| 1979 | 1980

Note: Before 1974 OPEC oil usually cost about 60% of posted price. Such discounts phased out during 1974.
p indicates posted reference price.
e, first quarter 1960 estimate.
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US. Imported Oil Bill 1970—79

Nominal Dollars, Balance of Payments Basis

Billions of Dollars

29 36 45

84

60(est.)

1970 1971 1972 1973 1974 1975 1976 1977 1978 1979
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Exhibit 23

Principal Elements of Energy Supply Programs *
$ Billions $ Billions
200 200

) 1977 Tax

D 1980 — = Expenditures

1981 |
150 < —1.50
]
(]
1.00— —1.00
— ~— Outlays
50— .50
0 l— — 0
Fusion Fission Solar Fossil Geothermal

* Includes Programs in Other Functions, Excludes Power Marketing and Other
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Effect of Administration’s Oil Import Reduction

Miltions of Barrels per Day

14

14
Import Trend

12 -
Increased Domestic Supply

Reductions due to

— 12

Conservation o

ttiarn
RN

Calendar Years
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US. Oil Imports 1970—79*

Imports in Millions of Barreis per day

8 784 5000 8

74 y -7

57 -5

4 —4
316

3 3

2. —2

1970 1971 1972 1973 1974 1975 1976 1977 1978 1979
*Department of Energy basis. Net of exports. Excludes imports for strategic petroleum reserve.

Exhibit 25
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Energy Use per Unit of Real GNP, 1970—79
70 ‘

Energy to GNP Ratio 1000 BTU per 1972 $ of Output

622 616 612 604
60 w288 584 57, 559 542

1970 1971 1972 1973 1974 1975 1976 1977 1978 1979

Exhibit 26
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Representative BRowN. Mr. MclIntyre, I thank you for a really
very effective capsulization of a very involved budget, and an involved
job. And I want you to know that we do, on this committee, appreei-
ate the devotion and specialization that you have developed in this
field, and we know that you are under certain admonitions from the
administration and those that make the decisions in the administra-
tion, wherever and whoever they are, to do certain things and not do
other things. And so you will understand that our questioning doesn’t
represent any personal criticism of you but rather a criticism of policy
decisions that have been taken in certain areas.

Now, you said that you had to work within political reality, and I
am going to try to kee m{ questions—TI trust somebody on the staff
will admonish me—as brief as possible in order to allow Congressman
Rousselot of California, who is with us this morning and who is a spe-
cialist in the budget area from the congressional standpoint, to get in
plenty of time for his questions. You said you had to work within
political reality, and the Washington Post, I think within the last
day or so, in an article by Robert Samuelson, said: “Calling much
spending uncontrollable usually signifies an unwillingness, not an
inability, to control it.”

Would you comment on that for us, please.

Mr. McInrYRE. Would you read the last part of his quote?

Representative BrRown. It says, ‘‘Calling much spending uncon-
pé'?}la le usually signifies an unwillingness, not an inability, to control
it.

Mr. McInTYRE. I don’t know whether Mr. Samuelson has ever
tried to control Federal spending; I have. And I would say to you
that last year we made recommendations to the Congress specifically
on some of the entitlement programs, to try to change the effects of
provisions that have been long standing. Frankly, the results of that
effort were discouraging. As I have been quoted saying before, some
of those proposals are buried so deep in committee t{ey will never see
the light of day—at least this year. But that doesn’t mean and is not
mteél] ed to mean that we should not continue to try to deal with those
problems.

When we call some spending items relatively uncontrollable, it has
o specific meaning. It means that they are uncontrollable under
the laws by which those programs are currently authorized. Certainly
the Congress can come back and change those laws and can change the
effects of those laws. But I don’t think even you, Mr. Brown, would
quarrel with the fact that if we go out and borrow money and agree to
pay a certain rate of interest on that money, we have to pay that rate
of interest. '

If we enter into a contract to build a ship, then we must continue
to fund that contract. Those items are also part of those uncontrol-
lables. To change those kinds of decisions means we would have to
reverse policies that we have all agreed upon. It also means you have
to violate a contract. And I think our Constitution protects the im-
pairment of an obligation of a contract. But even so, where you have
clauses to get out of a contract, it costs the Government money.

So those are the things we are referring to in the budget; those
you can change by legislation are not in the purest sense of the word
uncontrollable, but from a budget peint of view we have to fund those
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programs unless the law is changed. And to that extent they are not
controllable by us.

Representative BRown. The President has inferred that we can
move into the defense area with spending and in some other areas
with continual increase in spending without giving us a very strong
admonition that we must reduce the expenditures in other areas in
order to accomplish a balanced budget. And some of my colleagues in
the Congress have said much the same thing.

I must say to you that I think perhaps then we need more than
passive leadership, if I can call it that, in this area; that a really
vigorous force ol attempting to get the Congress to address this
problem—it is, after all, the President’s Congress in terms of its
political orientation—is called for at this point and into the future.

I don’t know why the President couldn’t have asked, for instance,
in certain areas of Government manaﬁement, for a reduction of, say,
3, 5 percent. After all, on a budget that exceeds $600 billion, a per-
centage savin% of that degree might be significant. And if we could
then lay on the further savings of some of the so-called uncontrol-
lables, we might be better off.

Can we anticipate any such kind of vigorous effort by the President?

Mr. McInTYRE. Well, I think this budget represents the President’s
decision as to what, in his best judgment, is the appropriate fiscal
plan for the Federal Government. It takes into account a number of
changes that were made by the Office of Management and Budget
in terms of including management efficiencies, looking at various
levels of management efficiency and making decisions as to what
level we would fund those. It incorporates those kinds of reductions
and changes throughout the Government.

Furthermore, the President has made a number of recommendations
for savings in this budget that require legislation. I hope that the
Congress will act expeditiously on those savings so that we can enjoy
the benefits of them.

Let me give you some figures.

The annual real growth of Federal Government spending between
1950 and 1960 was about 3.5 percent. Between 1960 and 1970 it was
3.7 percent. From 1970 to 1977 it was 3.1 percent. The annual real
growth between 1977 and 1981:is expected to be 1.1 percent. ,

Now, that shows a dramatic slowdown in the rate of Federal spend-
ing, which is what you’re talking about, Congressman Brown. I think
we have held down this growth in spite of the tremendous pressure
put on us from the so-called noncontrollable programs as well as
increased defense spending. That represents some real reduction
somewhere. -. Lo

Representative BRowN. I must tell you I have a son who is in
colleie who is a discus thrower and a weight lifter, and his growth
rate has slowed down some but it doesn’t stop him from being & little
bit unusual in terms of his size. And like him, I think we need to be
more aggressive about the prospect of a diet for the Government.

We have talked about t%e realism of the budget, and I am not
again, trying to suggest any duplicity on your part, but you mentione
interest. You've got an interest reduction in your current services
estiméte for 1081, exhibit 15, of $1.2 billion. You have hospital cost
containment savings of $0.8 billion, and higher education reduction -

et o
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of $0.8 billion. And I guess my question is: How realistic do you
think those savings are?

Mr. McInTYRE. Congressman Brown, you can’t criticize me in one
breath for not coming up with changes in the uncontrollables and in
the next raise questions about the realism of making changes in some
of the uncontrollables, such as hospital cost containment.

Representative BrRowN. Sure, you can, because hospital cost con-
tainment has been fought and fought and fought, and the adminis-
tration has not won the battle, because the Congress is apparently
unwilling to address the problem,

Now, you also just reversed the argument on me a moment ago and
said clearly we couldn’t reduce interest payments, and then I look at
the schedule and see we are reducing interest payments.

Mr. McI~ntyYre. That’s right, and the reason for that is very simple.
We would expect that that is consistent with our assumptions that
inflation will abate in 1981, and therefore our interest rate should go
down some, and we have taken that into account. That is simply
consistent with our economic assumptions.

And as my associate, Mr. McOmber, points out, there is also a
difference in the size of the deficits that will be financed, which also
reduces interest outlays in the 1981 budget.

So I think that is consistent.

Our point about hospital cost containment

Representative RousseLor. Will the gentleman yield just briefly?

Representative Brown. Sureli\fI.

Representative Rousseror. How can you show a reduction in
interest when the borrowing is going to go up? Your interest rates
aren’t going to come down that much. ’Fhat is what I have never
‘understood 1n the whole budget proposal for 1981, -

Mr. McInTYRE. That is because the proposed deficit is lower than
the current services deficit.

Representative RousseLor. But the actual debt will go up by at
least $15 million.

Mr. McOMBER. By more.

Mr. McINTYRE. Mr. McOmber can speak to this.

Mr. McOMBER. Mr. Rousselot, the interest does in fact increase.
‘What you are looking at, what Congressman Brown called attention
to, is a reduction in current services, that is, a reduction that shows
gpﬁ because the current services deficit is higher than the budget

eficit.

Representative RousseLor. But it is a reduction in interest cost
only 1n current services, not in overall budget, and that is the misnomer.

Mr. McOmBER. Yes, Mr. Rousselot, the actual interest payment
will increase in the budget, no question about it. _

Representative RousseLor. Thénk you.

Representative BrowN. In your opening statement you talked
about political reality, and I am trying to address political reality in
a couple of different ways here. The reality, I assume, is that a major-
ity of the House has sponsored 10-5-3 legislation, that is, the legisla-
tion to increase the amount of depreciation allowable to certain
industries in the country under certain different bases, for building,
equipment, and so forth. And the majority of the Senate has co-
sponsored or endorsed similar support for 10-5-3. o
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On the basis of political reality, it seems to me, then, that it is
aﬁ)propriate to suggest that the administration might want to endorse
that proposal as a means of stimulating industrial expansion because,
with that kind of a depreciation rate, it occurs to me we might have
a very positive investment in industrial modernization in this country,
in other words, a capital boom, at the same time we are anticipating
a recession in our productivity of goods and services, which is implicit
in your budget, and that those two things, if they were to balance
out, might make for more optimistic assumptions in your judgment
" of what%la pens with the budget. Do you follow what I’m suggesting?

Mr. McINTYRE. I think I understand. I will make a general state-
ment and ask Mr. Van Ooms, my chief economist, to elaborate on it.

First of all, we do not think the time is ripe right now for tax reduc-
tions. If and when a tax reduction becomes appropriate, one of the
things the administration would have high on its list to look at would
be some simplification and improvements in the way that we deal
with depreciation. But now the time is not appropriate for tax reduc-
tion. en it is, then we will look at it.

Between 1982 and 1985 the tax burden will be increasing sub-
stantially. Eventually, action will have to be taken to reduce the tax
burden. Do not misunderstand, no one has foreclosed the idea that
something needs to be done. I would have some quarrel with the
10-5-3 concept. Severe distortions would result in 1t if we go that
route.

Let Mr. Ooms make a comment on it.

Mr. Ooms. Congressman Brown, I would comment in addition
only to say I think this is very much a question of timing. The timing
of a tax cut is critical. One would run an extremely grave risk of
overstimulating the economy by recommending a tax cut at this time
0191 the assumption that the economy would be a good deal weaker in
1981.

Forecasts have been wrong. To assume we are going to have a weaker
economy and to find out, as the administration and forecasters over
the country have found out, that the economy was a great deal
stronger would mean that we would add the in.ﬁ);tiona impetus of

egate demand to an economy which was not soft. We would run
the risk of passing through the oil price increases that we have seen in
the inflation rate in 1979 into permanent double-digit inflation. We
feel that would be too great a risE to take. The administration does not
wish to take this risk because it does not believe people are prepared to
live with double-digit inflation as a fact of life.

To conclude, we are sympathetic, but we don’t think at this time it
would be responsible to recommend a tax reduction.

Representative Brown. We agree with you that every American
doesn’t want to live with double-digit inflation. The fact is that he is
living with it now. He is living with it now in a time that has been
considered to be a relatively good time. He is also living with higher
rates of unemlployment,, in a relatively good time, than have been
- accepted as tolerable in recessionary periods just two recessions back.

And I would suggest to you that in the current pattern of stagflation
the demand-management approach just has not worked. We never
quite break the inflation witlg the unemployment that is induced by
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Government policy recessions. And we never quite break the un-
employment rate with the Government policy stimulations of demand
that eventually follow it.

And so what we have is a ratcheting up, what I have called an
“iron-maiden” kind of economy. You twist one way and get spiked by
unemployment and twist the other way and get spiked by inflation,
and each spike goes in deeper than in the past. That is why we are
trying to find some method to break that pattern so that we can get
awlef' from that. )

y time is long since up, and I yield to the gentleman from Cali-
fornia, Mr. Rousselot.

Mr. CurreEr. May I comment on your comment on stagflation?

Representative BRowN. Surely.

Mr. CurTER. It seems to me one has to couple that remark with
a recognition that the labor markets during this decade have been
dramatically different than they have been in previous decades. I
think the rate of entry into the labor market is something like three
times, in terms of absolute numbers, in the 1970’s what it was in the
1960’s and latter part of the 1950’s. And I think you have evidence
that suggests that will slow again.

I thini the ratio of employed to the employable population, as
op{)osed to the unemployment statistics, is at a high point.

suspect if you took the rate of employment creation that we have
seen in the last few years and moved that to a different time, you'd
be able to argue that the econom! has performed better in that sense
than in a previous postwar period.

So I think while it is an important point to make, that we seem to
have throughout the 1970’s ratcheted up inflation, it is also important
to couple that with an understanding that the labor market problems
have been extremely difficult.

I don’t think one would want to argue that the 5.9 unemployment
rate that we experienced in the last year is too high, abstracting from
its distribution, some of which is highly inequita%le, particularly the
rate for minority teenagers.

Representative Brown. The %entleman from California.

Representative RousseroT. Thank you. And again let me express
my appreciation for your willingness to be ux here. You must spend
half your time testifying before Congress. And we appreciate your
willingness to, I’m sure, repeat many times, but I am grateful to you,
Mr. Mclntyre, for being here.

I want to be sure that I understand your current budget estimates
for 1981. Under ‘“Outlays” you show Treasury at $80.3 billion. That
is mostly interest charge, I assume, interest on the debt?

Mr. McInTYRE. A large portion of it.

Representative RousseLor. What is it for 19817 As I recall, it was
$64 billion.

Mr. McInTYRE. $79 billion.

) Rep;‘esentative RousseELoTr. And the $80.3 billion figure is $79
ion

Mr. McInTYRE. That is a gross figure. Seventy-nine billion dollars is
also a gross figure. We net that out because Treasury also gets interest
receipts. So that is a gross figure.
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Representative Rousserotr. Well, then, clarify for me what you
mean by a gross figure. The one that I saw—as you know, in our budget
resolution we separate out interest as a separate functional category;
you have combined it with Treasury. And so what I am trying to
identify is interest.

You say it’s $79 billion?

Mr. McInTYRE. That's the gross amount of interest that we will
pay; yes. :

. ﬂepresentative Rousseror. So you have very little for the Treasury
in there. Is that just their cost of doing business, the difference between
$79 billion and $80.3 billion?

Mr. McINTYRE. I am txg"mito find the exact ﬁ&&re for you in the
budget, and I will have to do that, Mr. Rousselot. What happens is we
net out against the gross amount of interest receipts the Treasury gets
from repayment of loans and things like that, in which the Treasury
actually receives interest payments.

. Representative RousseLor. So part of that is repayment. It is not
just pure interest charge.

Mr. McINTYRE. When you net it out. We will have to appropriate
outlays in the budget for interest payment lower than the $79 billion.

Representative RoussELoT. As I recall your budget document, it
was about $64 billion.

Mr. McInTYRE. That’s about the range. That is the figure I was
trying to find for you. And the rest of that amount in Treasury would
be for its operations, and some of it would be the multilateral develop-
ment banks.

Representative RousseLor. Which I think we should separate out.

Mr. McINTYRE. Others would be general revenue sharing.

Representative RousseLoT. That is a separate category, too.

Mr. McINTYRE. Which also shows up in the Treasury.

Representative RousseLor. I was just trying to interpret what you
have given us here.

Mr. McInTyYRE. The total outlays for interest would be $67 billion.

Representative Rousseror. $67 billion?

Mr. McInTYRE. Yes. That is the net.

Representative RousseLot. Now, coming back very quickly and
talkliﬁ about forecasts, as you know, the administration’s projections
for inflation weren’t too good. I think in your original budget it was 7
percent. It ended up being, at the end of the year, close to 14 percent.

The point was made here that we have to look at forecasts and fore-
casts sometimes can be very wrong. : -

So I think when many of us are talking about tax cuts, all the
Treasury’s forecasts on what will happen if we have tax cuts haven’t
been very good. As a matter of fact, your forecast of what would hap-
pen if we reduced the capital gains tax was just dead wrong. So your
record—the Treasury as a whole; I'm talking about going back in time
frames, not just those of you who are there now or related to it—
hasn’t been that good when the Ways and Means Committee, on
which I sit, asks for projections of what will ha%pen if we have a tax
cut here or there or somewhere else. They have been just plain lousy.
So I am not sure your projections of what would happen if we had

.
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some kind of modest tax cuts in personal taxes, corporate taxes, and
other places are all that good as to what would happen to the revenue.

I am not one of those who say that within 1, 2, or 3 years we are
going to regain everything. But again I hope you will all study the
testimony that we have had for the past weeE at the Ways and Means
Committee from an awful lot of people that have come 1n to describe
to us what their guesses are as to what will happen if we have tax cuts.

Now, I want to come back to this. Have you really looked at the
various recommended tax cuts for a long period of time, as to what the
ultimate effect will be, say an across-the-board cut in personal tax,
or some kind of reduction in a corporate tax—as to what that does in
thif neration of new potential income?

r. McINTYRE. Let me address several questions you have raised.

First of all, with respect to the accuracy of the administration’s
forecast, I might point out to you that I don’t know how many but I
would suggest that not very many forecasters were accurate on in-
flation for 1980, including the Congressional Budget Office.

Representative RousseLor. Some of us in Congress said it was
going to be far higher than 7 or 8 percent. We could see that as early
as last May and said so in the debate on the budget resolution. As a
matter of fact, in my budget proposal that I had as a concurrent resolu-
tion, I said it would be at least 10 percent.

But go ahead.

Mr. McIntyRE. We recognized it also, and in July when we pub-
lished our updated estimates we increased our estimate of inflation to
10.6 percent.

Representative RousseLor. Right. .

Mr. McInTYRE. Now, you know I don’t pretend to be a clair-
voyant. I am not an economist. I have two good economists on either
side of me, though. But I think with respect to the administration’s
estimates, there 1s one thing you can say atout them; We have been
as candid as any administration has ever been and more candid than
most with respect to our economic assumptions. That doesn’t mean
we are going to hit everything right on the nose, but we have tried to
do an honest job of forecasting. And if we had shaved the unemploy-
meéxt figures a little bit, we could have presented you a balanced
budget.

Representaiive RousseLoT, That's right, but you just didn’t influ-
ence enough members of the Democratic Party in the Congress as to
what the inflation rate would be. Because the Democratic leadership in
the House stuck with far below 10 percent. So I guess our problem is
you didn’t influence them when you came up with your estimates. And
I do recognize that your estimates were a lot better than the Demo-
cratic leadership in the House or the Senats as related to inflation
f)thilch does affect tax receipts and does affect other items in the overall

udget. .

I guess what I'm asking is: If we had some kind of tax cuts, say n
the neighborhood of $20 to $25 billion, put into the 1981 budget, it
would not mean an absolute direct loss in revenue for the whole year
of $20 to $25 billion, which is usually the response when you talk about
tax cuts.

Mr. McINTYRE. Obviously, Mr. Rousselot, over a period of time
there would be some feedback into the system as a result of that.

Representative RousseLor. You and I understand that.
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Mr. McINTYRE. As far as that first year, there would be some losses
the first year. _
o Rlepre;sentative RovusseLor. What do you usually figure would be
e loss ‘
- Mr. McInTYrE. Well, it is more than the feedback. What are your
calculations on feedback and loss?
Mr. McOmBER. Somewhere in the range of 30 and 40 percent.
- Representative XousseLor. Feedback% :
Mr. McOumBER. Yes, but not the first year.
Mr. McInTYRE. You wouldn’t get that at the end of the first year.
" Representative Rousseror. What do you think you’d have at the
- end of the first year? T
Mr. McOMBER. Something closer to 20 percent. But, Mr. Rousselot,
to back up, the reason you’d have feedback would be because of a
higher level of economic activity either in real activity or prices. It
goes back to the comment I made earlier.
Representative RousseLor. You assume all tax cuts immediately
- increase all prices? — '
" Mr. McOMBER. No; but I'm saying within a quarter or two, a tax
cut is likely to increase either consumption or investment demand by
a significant amount. - -
epresentative RousserLor. Both investment and consumption?
Mr, McOumBgR. That would depend very much on the structure of
the tax cut.
Representative RousseLor. But I'm saying it doesn’t all go to price
increases at the consumer level.
- Mr. McOuMBER. That depends on whether or not the economy is
: oPerating close to full capacity. If the economy continues to operate
close to capacity and then you cut taxes, you are running a grave risk
of accelerating the underlying inflation rate into a double-digit level.
" Representative Rousseror. It is already at double digit. It is
already at double digit; right? Isn’t that correct?
- Mr. McOwmBER. The underlying——
' Representative RousseLor. Isn’t that correct, that it is already
at double digit? ‘
Mr. McINTYRE. No; it is not.
. - Mr. McOumsER. I have been referring to the underlying inflation
‘. rate. B )
- Representative Brow~. Explain to us the distinction between the

underlying inflation rate and the current inflation rate, if you will,

that is at 13.3, I think, based on the past year. That seems to be a
fairly long period of time of high inflation. ‘ '

r. McOMBER. The 13.3 percent increase in the CPI was heavily
impacted by energy prices and by an increase in mortgage interest
rates which was part of the Federal Reserve's anti-inflationary policy.

" We do not expect those factors to continue.

- Representative Brown. You don’t expect the Federal Reserve to
have an anti-inflation policy? .
~Mr. McOMBER. We expect the Federal Reserve to maintain a policy

of continuing restraint. We do not believe that means continuing rises

" in interest rates. Abstracting from the rise in interest rates and the

rise in energy costs, the CPI rose about 9 percent last year, Our esti-
.~ mate is the underlying rate of inflation, which is the rate imbedded
. in the economy, which is in the 8- to 9-percent range. We would expect
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the actual CPI as measured to come down toward that range over
time.

The risk that we take from overly stimulative policies, from not
following a policy of restraint, is that we will ratchet up that under-
lying rate. We feel that is a risk we dare not take. ‘

Representative RousseLot. To come back to my questions relating
to what are your calculations as to what the impact is on revenues as
it relates to tax cuts, it is not a total loss of all the revenue of the tax
cut in most cases. You say that you use a 20-percent feedback factor
by the end of the first year of a tax cut going in place? '

Mr. McOumBER. It depends on the structure of the tax cut. Some
would impact more slowly and some more quickly with respect to
feedback.

Representative RousseLor. And tax cuts are not all highly infla-
tionalry. _’ghey may contribute to capacity; they may contribute to the
supply side. : : :

r. McOMBER. Over the longer term there may be very significant
contributions, and that is a point that there is no quarrel with. The
problem that we are talking about is those supply side effects tend to
take a fair amount of time to come into effect. -

Representative RousseLor. How much time do you normall
calculate they take? , : -

Mr. McOMmBER. It depends again very much on the type of tax cut.

Representative RousseLor. Let’s take the capital gains tax. We
have just dealt with that and reduced it rather substantially. Was
that a big portion of the inflation? _ g N

Mr. McOumBER. I don’t know of any estimates that have tried to
separate our the capital gains cut. - ‘ o

epresentative RousseLor. You look at it because it's a Treasury
rovenue. T .

Mr. McOMBER. As I remember, the major support of the capital
gains tax cut was that it would lead to a 40-percent increase in stock
prices, which we have not seen. ceon o

Representative RoussgLor. I realize you probably won’t have all
the facts in on that until probably July, but I remember Treasury
testifying what the devastating effects would be of reducing the capital
gains tax—and it hasn’t turned out that way, unless you say to me that
what resulted was that it was highly inflationary. Wasit? - N

Mr. McOMBER. We have no way of separating out the effects of the
capital gains tax from the other parts of the taxes that were enacted in
1978. Lo : . I T
- Representative RousseLor. But you have testified that tax cuts
tend to be overstimulative and do stimulate inflation. That is what we
are discussing. And we have a specific capital gains tax. I realize July
will be a better time to analyze it because 1t will have a full time to run.

Mr. McIntYRe. Congressman Rousselot, we have not said that
under all circumstances and any circumstances all tax cuts are
inflationary. : TR

Representative RousseLor. I am delighted to hear that. That is
certainly progress. : - N

Mr. McInTYRE. But what we have said is that now is not the time -
to have a tax cut. : T

Representative RousseLor. Yes, it is timing you have thrown
back to me. : o
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Mr. McinTYRE. I know you have an interest in seeing Federal
spending reduced as much as [ do——
Representative Rousseror, Yes,

Mr. McINTYRE [continuing]. And want to see the budget balanced.

Representative RousseELoT. Absolutely.

. Mr. McINTYRE. You can’t cut taxes without raising the budget
deficit. Do you want to do that?

Representative RousseLot. No; I certainly don’t want to increase
deficit spending, and you know I don’t, and in all the arguments I
have made in a counterproposal that I have made in a budget resolu-
tion I have explained why I think certain tax cuts are not as infla-
tionary as some of the statistics coming out of Treasury—maybe not
your office—have tried to indicate. I realize there’s a difference in
tax cuts, that there is a different effect from different tax cuts. But I
say they don’t all go to consumption and overstimulation.

Mr. McINTYRE. The problem about people who want tax cuts right
now is for some reason they are not looking at the fact that a tax cut
is going to increase the budget deficit. And most of the people advo-
cating tax cuts right now are the very people who are trying to
balance the budget.

Representative Rousseror. Many of those people who advocate a
balanced budget with some kind of tax cut also believe that there
could be a better job done in restraining the increases in Federal
spending.

Mr. McInTYrE. Congressman Rousselot, the record to date is that
we have not been able—and I say ‘“we’ because the Congress is n
partner in this act,

Representative Rousseror. Very much a part of it.

Mr. McInTYRE. We have not been able to restrain Federal spending
any more than the President has recommended to you, and in fact
in many cases we have had to battle very hard just to hold the Presi-
dent’s restrained level.

Representative RousseLor. I want to address that issue in just
& minute. »

Representative Browx. Each of us has overused our time. _

Let me pursue the gentleman’s point because I want to ask it
specifically.

You snid that some tax cuts were less inflationary than others.
And could you give me an example of which tax cuts you think are
less inflationary and which are more influtionary?

Mr. McOMBER. Over the very long term, cYearly tax cuts which
tend to increase capacity, supply-side economics, if you like, will
tend to be less inflationary over the long run than tax cuts which are
directed only at stimulating consumption. Even here, one must be
very careful to note that consumption itself tends to be a major
force over the long term in raising the level of investment.

In the short run-—and the short run is the concern that I was ad-
dressing in the question about fiscal policy and restraint that is needed
at this time—unfortunately, you have o dilemma with respect to
investment. Investment can be as inflationary as defense spending
and consumption spending in the short run. It creates an aggregate
demand for goods and services. .

Representative BRow~. If you have open plant capacity, that is
not so true.
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d Mr. McOuMBER. That is precisely the distinction that needs to be
rawn.

Representative BRown. 1 run a business, as I noted to you in my
opening remarks. I guess I don’t run it as much as I preside over 1t
because someone else is a%gressively running it and I serve four times
o year as the chairman of the board. But if I had assurance that my
depreciation rate—and we muke one other assumption, that the
business will be profitable so I have something to take a depreciate
rate against—if the assurance is there for me that I will return to
mK business or save in my business through a better depreciation
schedule an increased amount of money—in other words, return less
to the Federal Government in taxes—then I am much more likely,
to replace old, and perhaps in terms of the technology, inefficient
equipment with new equipment.

Do you understand that? Or would you agree with that? I don’t
want to make any assumptions here that you find offensive.

Mr. McOumseR. I would agree to that, that not only with respect
to 10-5-3 but with respect to any other tax cut which raises the rate
of return on capital. .

Representative BRown. All right. So the point is I am much more
likely to invest in the replacement of that equipment sooner than
later. And that does stimulate the economy. And if we are anticipat-
ing, as I think we are currently, a recession of some kind, that 1s, a
lowered growth, then doesn’t it follow that it might be desirable to
accept 10—5-3 and the political reality of it in the Congress because
that may be the least expensive tax cut in the Federal Government?
In other words, the bite doesn’t come at one whack. It comes over a
period of years because the depreciation rate increase by a modest
amount does not reduce my taxes by that much, but it gives me some
assurance as an investor in that new piece of equipment.

Do you follow me? .

Mr. McOmsER. Certainly I follow you, Congressman. And if one
could be certain of the forecast, that would be a very defensible policy.
I simply state again that because we are uncertain of that forecast,
we feel that the risks of stimulating that investment prematurely in
an economy without that additional capacity runs grave inflationary
risks, and K)r that reason the question of timing is essential, and for
that reason the President has not recommended tax reductions.

Representative BRow~. Let me just say to you that some of the
equipment I will buy will be foreign-made equipment because we
previously, through the tax system, destroyed the industry that pro-
duces some of that equipment. I happen to %e in the printing business,
and we are not doing well in the printing business in the United States
in terms of the capital goods produced in the printing business. So I
am not tightening up any mnrf(et in the United States or any industry
in the United States that exists. And if I had the assurance that we
were going to be able to buy an American product, I'd be even more
passionate about doing it. But I'm afraid that we may have, at least
at the present time, lost some of those producers altogether because of
the nature of our tax system.

I might throw in as a matter of information that the DRI Las told
this committee that 10~-5-3 will take something like 3 percent off the
inflation rate over the next 10 years. And if that happens 'to be true,
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then it seems to me that we are at the point where we ought to be get-
ing started.

I would just like to submit a eouple of questions for the record, and
then I am going to turn back to Mr. Rousselot for a couple of minutes.

Let me just ask, Mr. McIntyre, did you endorse, or was it shoved
down your throat, the recent administration proposal for a bill for
countercyclical spending? Because it seems to me that that is an area
1\_vhere you might have gotten loud support on Capitol Hill to hold the
ine.

Representative RousseLot. It is called a controllable expense:

Mr. McINnTYRE. Going back go your opening statement also,
Congressman Brown, I have responsibility for making decisions and
making policy, and do so.

. In’that—gm‘ﬁcular case, as you well know, that recommendation was
made to the Congress last year. It was made as one of the measures
that would be available should we move into a mild recession. It was
made to help State and local governments who would be adversely
nffected. )

Frankly, that particular proposal is a direct result of my stubborn-
ness and my refusing to go along with something that would have been
probably a little more generous.

I thought that that was satisfactory and therefore I supported it.

Representative BrRown. Your ability to testify is certainly admir-
able—and with a straight face, too. [Laughter.]

Was there an adjustment in the defense spending in the budget,
either in the budget authority or outlays, after January 1, 19807

Mr. McInTYRE. Not after January 1, 1980. We had been preparing
for a fairly sizable increase in defense spending for several months.
We went mto the fall process with that in mind. We looked at the
overall program. We had already planned, for example, for such
things as enhancing our rapid deployment force capabilities, So we
felt that we had a high level of expenditure already planned in the
budget, and therefore the budget would be adequate to deal with
current situations.

Representative Brown. So the Afghanistan invasion did not modify
your defense budget, in fact? .

Mr. MclIxtYRE. We had already, in my judgment——

Representative Browx. Anticipated the Afghanistan invasion?

Mr. McIxTYRE. No, I did not say that. We had already included
in the budget a very high level of defense program and expenditures.
This budget is not a budget designed to fight a war.

Representative Rousseror. We understand that.

Mr. McIxryRE. It is not designed to do that. But it is designed to
enhance our military capability.

Representative BRowN. I understand that and admire you for it.
The Afghanistan invasion did not cause a modification of the budget?

Mr. McIntyYRE. It did modify the budget. For instance, it increased
the budget because of the grain embargo decision. So there were some
modifications in the budget. Increases in Public Law 480.

Representative BrRowN. But not the defense budget?

Mr. McInTYRE. Not the defense budget.

Representative Browx. Just one more question, and then Con-
gressman Rousselot.



194

Just as a matter of summarizing in a very limited way the argu-
ments that Congressman Rousselot and I have been trying to present
this morning, you state with some pride the increase in the Federal
obligations for basic research. That 1s exhibit 19. In your budget it is
only $600 million in a $600 billion budget, so I appreciate that we are
not arguing here about a terribly significant amount of money.

But my question really is this—and it goes to a matter of phiYosophy:
Would we be better off if we gave tax credits to industry and private
individuals for research and development and didn’t spend Kederal
money on that, in other words, a direct trade-off in terms of budget
revenues and in terms of private control of the budgets?

I have had, as I am sure all of us in the room have had, a couple
of rather tragic family circumstances related to the loss of loved ones
to cancer. And I must tell you that I don’t have a great deal of confi-
dence in the centralization of research in the prevention of cancer in
the National Institutes of Health—not that I have a lack of confidence
in the National Institutes of Health. I just don’t like the concept of a
school solution in some of these areas.

I also happen to have a Government installation in my district that
does a fair amount of research, which I think may be well called for,
But in that area it does not dominate the research activities of those
research environments in which the research is done.

And T guess it is a matter of philosophy, but from 1979 to 1981,
Federal research has had a billion dollar increase. Wouldn’t we have
been better off to give a billion dollar tax credit, not spend the billion
dollars, and encourage private industry and ‘Private investors to do
comparable amounts of research on their own?

r. McInTYRE. I think that is a very good question. It is a question
that we have studied in the administration as we made decisions about
this budget. .

I would like to make a couple of general comments and then ask
Mr. Cutter if he would amplify those.

First of all, the information I received during the process of our
analysis whether to have tax cuts or expenditures for basic research
led me to conclude that we got more for direct expenditures in the
area of basic research than we probably would get for an equal amount
or an equal expenditure on the tax side.

Second, a large portion of the research done throughout the Federal
Government is contracted research, not necessarily in-house research,
and is done by a very broad-based base of organizations throughout
this country.

Even in the case of the National Institutes of Health, 2 good bit of
that research is contracted out and not necessarily centralized in any
one place.

Let me ask Mr. Cutter—he and Mr. Ooms helped to put together
the basic information on which we based our decisions on basic re-
search—to amplify on some of the details.

Mr. Currer. We have made a distinction in our discussion between
basic research and research and development. We argued that a gieat
deal of basic research is never going to be done by the private sector,
because it is not, in the jargon, ‘“‘appropriable.” Its results are so
generalizable that no given firm will get the benefit from the invest-
ment made in it. Therefore, society as a whole will underinvest in
basic research.
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And we believe that quite strongly. We believe the Federal Govern-
ment has a direct and important role in funding investments in the
basic research. That role itself can be decentralized, and we have tried
to foster competition and we have tried to foster it in terms of grants
and contracts rather than having Government in-house agencies do
all of it. We agree with you there.

Representative BRown. Except that the grants are controlled by
people who have a school solution to the problem. The current cancer

ant is all viral research, and it may be right and it may not. But the

act is that in polio research, it all tended to one direction, and the
system you use does not embrace the system embraced by Federal
overnment grant-directed research.

Mr. Curter. We say the Federal Government must invest in
basic research, but on the other end of the spectrum in development
work we think that is clearly the province of the private sector. The
Government ought to stay out of it as much as possible. We fought
that battle repeatedly inside the administration and Mr. McIntyre
and I have disappointed audiences from the west coast to the east
coast when we made that argument outside the Government.

There is clearly a gray area where those two come together. When
it is argued that developmental investments are in fact basic or that
there are specific situations when the private sector would invest in
regardless of whether we gave them credits. We believe there is a
spectrum. At one end there is a clear, definable private-sector role
which the public sector has no business in, and on the other end a role
for the public sector.

Representative RousseLoT. As a follow up on that, Mr. McIntyre,
have you done an analysis of the topic in enough detail that you can
show us what your formula is by which you decide a dollar spent by
the ngeral Government is a doﬁnr better spent than a private dollar
spent

er. McINTYRE. Oh, come on, Congressman Rousselot. I said we’d
presented the results of our R. & D. proposals——

Representative RousseLor. Believe it or not, I have read your
documents.

Mr. McInTYRE. I wish more people did.

Representative RousseLor. Me, too, especially here in Congress.

Mr. McInTYRE. Obviously we don’t have such a sophisticated
formula.

Representative RousseLor. Well, a formula.

Mr. McInTYRE. I think it gets down to a question, as Mr. Cutter
said, of what type of research is more appropriate.

Representative RousseLor. Is most productive.

Mr. McINTYRE. Is most appropriate for the Federal Government to
sponsor and which is to be done by the private sector.

Representative Rousseror. If 'you have arrived at a mechanical
method of arriving at that or some way of making those decisions,
and if you say you have defined it pretty well in the budget thing, fine,
I'll look at it again.

Mr. McIntYre. Mr. Rousselot, we have to take each individual
request for expenditures and examine it in the budget process like we
do not for just R. & D. but all expenditures. We try to examine it in
light of a whole range of questions.
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Representative RousseLor. Maybe I shouldn’t have picked up on
that because I may have misheard you, that dollar for dollar you have
arrived at a way to allocate what the Federal Government should
spend and what the private sector should spend.

Mr. McINTYRE. In a judgmental manner. We all have judgments.
You have judgments. -

Representative RousseLoT. Of course. .

Representative Brown. It is just my hope that we get the other two
witnesses along at 11:30, and they will summarize their testimony and
that will let us go on. I want to urge both Congressman Rousselot and
the witness to sharpen their questions and their answers so we can get
to some other point.

And we will probably go a little past noon with the other witnesses.

Representative RousserLot. I'll move on.

On your chart, exhibit 17, you show the payments for individuals
and grants, which is obviously the biggest c[‘)lunk of the budget. And
we got into a discussion a little earlier about the problem of entitle-
ments which I recognize as a problem that you have to deal with. Part
of the problem is that most of the open-ende entitlements are in that
portion of the budget—payments for individuals and grants.

Mr. McIxtYRE. That's right.

Representative RousseLoT. Whereas, when you talk about buying
a ship that becomes n pretty steady thing, which you gave as an
example that you can’t stop the payment in the middle of construction
of, say, an aircraft corrier. And we recognize that.

Have you done a lot of work in finding out what we es a Congress
could do to help you reduce the open-ended entitlements and heavy
level of expenditure in that area? One way to reduce the deficit is to
restrain the increases in expenditures. And, since this is one of the
biggest areas of increase in expenditures since 1975 on your exhibit,
we obviously have a tremendous amount of work to do as a Congress
in this area, and I’d like all the help I can get from you. When I was on
the Budget Committee I spent a lot of time in that area and we didn’t
get much help from Congress as a majority.

Mr. McIntYRE. Congressman Rousselot, as I said earlier, we did
make some recommendations last year for some changes in the en-
titlements programs. We have made recommendations for legislative
savings that amount to over $5 billion in 1981,

Representative Roussevor. In just this area?

Mr. McInTYRE. No, not in just that area. For example, the hospital
cost containment is in that area. Some of it is in that area. And we are
going to push hard on that.

Representative Rousseror. How about food stamps?

Mr. McInTYRE. Food stamps is in that area.

Representative RousseLoT. You have made several suggestions on
the entitlement problem.

Mr. McIntyYRE. There have been several suggestions in the budget.

Representative Rousseror. Is Mr. Foley listening?

Mr. McInTYRE. Well, we are going to work hard on it. We don’t
know if we can get a majority of the Congress to agree with us. We
think they are reasonable recommendations,

Representative RousseLor. Do you still believe we should have a
cap on food stamps?
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Mr. McInTyRE. Listen, the question of the cap—you and I both
know that even with a cap that program is going to be funded by the
Congress as an entitlement program.

Representative RousseLor. Well, try us, We may improve in our
educational ability of understanding it.

Mr. McInTYRE. We have made a number of recommendations that
would in effect save the taxpayers money in the short and long term.
Our recommendation to change the way we approach pay compara-
bility for Federal employees is very important. We are not necessarily
going to cut Federal LFay but we will look at the definition of com-
parability and try to determine what pay increases Federal employees
should have each year to keep up with pay in the private sector. We
ought to compare total compensation, including wages, salaties, and
fringe benefits.

Representative Roussevor. Liks parking, say.

Mr. McI~nTYRE. That is not a fringe benefit in the executive branch
anymore, Congressman Rousselot. [Laughter.]

Representative RousseLor. I know that,

Mr. McI~ntyYre. In fact, it was a very difficult decision, but it is
tough decisions of this sort that characterize the entire budget process.

Now, if you don’t like what we have recommendéd, we have given
you some alternative proposals back here.

Representative Rousseror. I like a lot of things you've
recommended.

Mr. McIxTYRE. There are some other alternatives.

Mr. McOuBeR. One group totals about $20 billion and another
group about $4 billion.

I}F resentative Rousseror. Of which document? The big budget
itself?

Mr. McINTYRE. Yes. We don’t think those changes are desirable.
If we did, we would have made them., But there they are for you to
consider. They represent the tough trade-offs the President has to
make in putting together his recommendations for the Federal budget .

Representative RousseLor. Let me say to you as one who has
tried to look very carefully at the expenditures side of the Federal
Government—and I have spent a lot of time on it as well as the
revenue side relating to taxes—I just think there is a tremendous
amount of work that we both need to do, especially the Congress, in
storping the open-ended entitlements. We have in so many programs,
and that presents a real problem for you to be able to pay the bills.

Mr. McInTYRE. After trying last year, I concluded that the first
step in achieving that goal is to increase the public’s consciousness
about the effects of these programs. Only then can the Congress come
to grips with the oroblem in politically realistic terms.

epresentative RousseLor. We did it in California.

Mr. McIxtyYRE. I don’t think the Congress is going to have the
incentive to move until there is a higher level of public awareness
about this.

So we have begun to take steps to raise that level of awareness.

Representative RousseLor. Well, we raised the level of awareness
in California as it relates to the State government by proposition 13,
and proposition 4, though it isn’t a perfect mechanism, and now we
will Pace in June cutting the income tax in half, assuming that the
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polls are right. And I have always believed if you cut down some of
the money you begin to force real recognition that these entitlements
that you have talked ubout need to be looked at very seriously. I'd
be glad to help you in your effort on entitlements.

Mr. McIntYrE. Thanks,

Representative BRown. Mr. MclIntyre, the budget-maker’s life is
not a happy one, and I am not sure that we have made it any happier
for you today. You have done very well in your testimony and we
appreciate your directness very much. We have not, unfortunately,
completed one of the agenda items I enunciated when I opened the
hearing, and that is comments on the regulatory budget. Senator
Bentsen and I are both very serious about it. And {would like to ask
you to give us in some written version—and I don’t think you have
done so previously—your comments on the proposal for regulatory .
budget embraced 1n the Bentsen-Brown bills.

Could you do that for us?

Mr. McINTYRE. Yes. And if you have any other questions that
ou did not get to ask, Congressman, we will be glad to submit them
or the record.

Representative BRown. I appreciate that. We will in all likelihood
have some questions submitted by members who are not here, and
we will have an additional series of questions based on your comments
on the Bentsen-Brown bills, and I’d be pleased if you’d send your
response in duplicate form to Senator Bentsen at the committee and
me at my office. ’

Mr. McIntyre. We will, and we will answer promptly.

[T}:le] following information was subsequently supplied for the
record:

REespoNse oF How. James T. McINTYRE, JR.,, TO REPRESENTATIVE BROWN’S
REQUEST FOR AN EvaLuaTioN ofF S. 51, REGULATORY BUDGET LEGISLATION

You requested OMB views on S. 51 to establish a regulatory budget for cach
Federal agency that would set a maximum cost of compliance for all rules and
regulations issued by the agency.

We share your concern thut regulatory decisions be made on the most cost-
effective and efficient basis possible. That is the purpose of our regulatory reform
program that include 8. 755, now under consideration in the Senate Judiciary
and Governmental Affairs Committees. The Administration does not believe that
we are now in a position to adopt a regulatory budget as a government-wide
requirement.

One of the difficulties is our current limited ability to measure the costs and
benefits of regulation. Mecasuring even the direct costs of regulation is a difficult
task that we are not yet cquipped to undertake on a routine basis, To deal with
this problem, the Administration is considering several options and the resources
that would be required to improve agency cost estimation procedures.

We are working with a number of agencies to develop the methodology needed
to increase the accuracy and reliability of compliance cost estimates. We have
been encouraged by the sups)ort and interest of the Commiittee in surmounting
the problems in developing that methodology. We do not believe, however, that
it would be possible or appropriate to implement a regulatory budget on the basis
of our current knowledge.

Representative Brow~. Thank you. We appreciate your testimony
on the one hand and, on the other hand, your comments.

Mr. McInTyrE. Thank you. .

Representative Brow~.” Our next witnesses are Mr. Franklin
Lindsay, chairman of the Research and Policy Committee of the
Committee for Economic Development, and chairman of Itek Corp.;
and Mr. Leon Keyserling, who has testified frequently before this com-
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mittee and it is alwaﬁs acpleasure to have on our panel. Mr. Keyserling
is the president of the Conference on Economic Progress, and former
chairman of the Council of Economic Advisers under President
Truman.

I am going to ask Mr. Lindsay and Mr. Keyserling both to make
their statements as brief as possible. We have prepared statements
from both of you. I had a chance to look through M.. Lindsay’s com-
ments, and we will have an opportunity to do those things we do sowell,
three things at the same time—look at Mr. Keyserling’s comments
while we are listening to both of you gentlemen.

So if you will make your opening remarks as brief as possible so we
can pursue some of the questions that your remarks raise for us.

Mr. Lindsay. '

STATEMERT OF FRANKLIN A. LINDSAY, CHAIRMAN, RESEARCH
AND POLICY COMMITTEE, COMMITTEE FOR ECONOMIC DE-
VELOPMENT; AND CHAIRMAN, ITEK CORP.

Mr. Linpsay. Thank you, Congressman Brown, I will summarize my
prepared statement which I'd like to submit for the record. In sum-
marizing, I'd simply like to say that I applauded your opening state-
ment on the one Eand; and on the other hand, I thought it said much
of what I had to say, so I will tnerefore be brief in my statement.

The plain fact is we ask more of our economy, and will certainly ask
more in the future, than hobbling restraints and competing priorities
allow it to provide—in jobs and real income, in ample and efficiently
produced goods, in international competitiveness, and in global
economic and military security. Nor, with this increasing overload, is
the economy creating that margin of surplus wealth which would
enable us to afford the quality of life we have come to expect in terms
of health, safety, and environmental standards, of income support to
the disadvantaged, and of renewed social and economie viability for our
deteriorated central cities.

Inflation is both a symptom and a major contributing cause of this
widening gap between expectations and performance. Chronic in-
flation will continue to distort and limit the economy’s performance
until we root out the underlying causes of the disorder.

Restraint of aggregate demand is clearly an essential aspect of a
corrective strategy, but fiscal and monetary discipline alone will not
overcome the serious deficiencies on the supply side of the economy.
Demand restraint will reduce the bloat, but it will not build up the
sagging muscles. The active aspects of a counterinflationary, capacity-
strengthening strategy must include, at the minimum, measures
deliberately targeted to:

One: Promote higher investment in both physical and human
cs}ﬂ{)ital in order to update and ugrade plant and skills to perform
efficiently and competitively the real economic tasks of the future;

Two: Stimulate ncreased investment in innovative technologies,
products, and manufacturing processes in order to regain the mo-
mentum and rewards of world scientific and industrial leadership for
the United States;

Three: Achieve more stringent energy conservation, faster exploita-
tion of abundant domestic energy resources, aud accelerated develop-



200

ment of synfuels in order to reduce as fast as practical vulnerabilities
to the insecurities of price and supply of imported energy; and
Four: Remove unnecessary regulatory impediments to competition,
und rationalize excessively costly regulatory regimes in order to exploit
the efficiencies of the marketplace in attaining—and financing—legiti-
mate social goals.
In a strategy for strengthening capacity, we consider the number one
riority to be accelerated capital recovery. The proposal appears to
ave widespread support, not only in the business community, but
also among academics and in Congress—and you have expressed this
¥,ourself today—as well as, in principle, in the White House. Yet, the

resident’s budget contains no such proposal, on grounds that accele-
rated depreciation would be a tax cut and should, therefore, be
considered only if the economic situation deteriorates sharply. Mr.
McIntyre repeated this in his statement today, I find it (f’iﬂ'lcult
reasoning to accept.

Among what the President’s budget has called “selected essential
increases in areas of high priority and great national concern’” ought
certainly to be include(Ftnx incentives for more rapid capital recovery.
Ahudgetary plan that balances fiscal discipline with counterinflationary
structural reform should give high priority to encouraging capital
investment to expand and modernize capacity, improve productivity,
and fight inflation over the longer run. These are structural goals that
are sound, whether or not we have a recession. Indeed, the longer the
rate of new capital investment continues to lag, the more precipitousl
will the existing capital stock deteriorate, and the more certain we will
face future supply bottlenecks which will in themselves exacerbate
inflation.

Building up_the strength and efficiency of the supply side of the
economy entails more than increased investment in new physical

lant. It also requires parallel investment in human capital, especially
or those just entering the work force and the structurally unemployed
and underemployed. Just as we cannot afford obsolete plant and equip-
ment, neither can we afford undeveloped or obsolete skills. ((IJE
trustees are convinced that the public-private partnership for on-the-
job and near-the-job skill training is making real progress by pro-
viding direct entry to permanent private jobs. It ments continuing
support of Congress.

A strategy for recapitalizing the American economy should also
include a range of measures to induce higher levels of private invest-
ment in longer term and often high-risk R. & D. leading to innovation
and its diffusion throughout the economy. The industries most directl
benefited by stepped-up and sustained R. & D. include those on whic
the Nation will increasingly depend for efficiency, international com-
petitiveness, rising real income, and national security.

I will mention two additional priorities in an effective counter-
inflationary, capacity-building strategy. One is a more energetic pro-
gram to achieve in the nearer term energy self-sufficiency. I recognize
that allowing domestic energy costs to rise to world market levels will
add to short-term inflationary pressures, but the faster the true costs
of energy are accepted as the basis for both investment and consump-
tion decisions, the sooner we will reduce our energy insecurity. The
other priority, for which there appears to be considerable support in
the administration and Congress, is regulatory reform, not for the
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purpose of abandoning reasonable health, safety, and environmental
standards, but for achieving these standards more efficiently.

In closing I do want to offer two cautions.

First, I could not help noting that the President’s budget allows for
various downside contingencies, depending on the economy’s per-
formance over the coming year. It does not, however, consider any
upside contingencies, suci”) as the possibility of a substantial rise in
defense expenditures. I would caution that, should these increases
become necessary, we must avoid our error during the Vietnam buildup
of the late 1960’s, when we thought we could have both guns and
butter, and thus created the overload which launched our now chronic
inflation. If defense costs rise, so must the revenues to pay for them.

I would caution also, in our present economic straits, against settling
on any simple, quick-fix solution to an inflation which has become

andemic throughout the society. In particular, I reject the proposal
or comprehensive wage and price controls in peacetime. Controls
would only incubate rather than cure inflation, by camouflaging real
costs, which are the most efficient means for reallocating resources.
Sole or excessive reliance on demand restraint would also, in my view,
be a simplistic and inadequate corrective to the present unsatisfactory
performance of the American economy.

1f I could leave one thought with you it is this, that the moderniza-
tion and expansion of our store of human and physical capital cannot
be treated as a countercyclical option. It is urgent to begin now and
to pursue steadfastly a redressing of the past imbelance in budgetary
})ohcy which has favored consumption at the expense of investment.
T'hank you.

[The prepared statement of Mr. Lindsay follows:]

PREPARED STATEMENT OF FRANKLIN A. LINDsay

Mr. Chairman, members of the Joint Economic Committee: On Lehalf of the
Committee for Economic Development, 1 welcome this opportunity to comment
on the present unsatisfactory state of the American economy, and on appropriate
policy remedies for the short and the long term.

The plain fact is we ask more of our economy, and will certainly ask more in
the future, than hobbling restraints and ccmpeting priorities allow it to provide—
in jobs and real income, in ample and efficiently produced goods, in international
competitiveness, and in global economic and military security. Nor, with this
increasing overload, is the economy creating that margin of surplus wealth which
would enable us to afford the quality of life we have come to expect in terms of
health, safety and environmental standards, of income support to the disad-
vantaged, and of renewed social and economic viability for our deteriorated
central cities.

Inflation is both a symptom and a major contributing cause of this widening
(gjap between expectations and performance. Chronic inflation will continue to

istort and limit the economy’s performance until we root out the underlying
causes of the disorder.

Adequate restraint of total demand is clearly a key prerequisite for bringing
inflation under control. But such measures by themselves are not sufficient to
do the job. We strongly believe that a major part of the solution must lie in
measures to strengthen the long-term productivity, supply capacity, and com-
petitiveness of our economy. Such measures should, in particular, include a
sharply increased emphasis on investment in physical and human capital; on
stimulating innovation and technological progress; on strengthening the net
availability of domestic energy resources and reducing dependence on foreign
energy supplies; and on removing impediments to efficiency through unneces-
sary or unduly costly regulations.
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The President’s cconomic messuges contain positive recommendations in each
of the areas cited, many of which we support. But we also believe that the Presi-
dent’s proposals fall well short of what is required. Our economic policy needs
to give much higher priority to strengthening the investment and supply side of
the economy than is now the case.

Before turning to supply-related issues, let me first comment on the Adminis-
tration’s proposed strategy for overall demand management., We welcome the
strong cinphasis in the President’s budget and cconomic messages on the need
for overall demand restraint. If inflation ix to be brought under control, firm
adherence of both fiscal and monetary policies to such a strategy of restraint will
be essential. We alsa applaud the introduction of the concept of a credit hudget
and of the related new system to subject federal credit activities to a disciplinary
process somewhat comparable to the process that places annual limitations on
outlays under the regular budget.

Clearly, however, many of the assumptions underlying the President’s messages
are subject to unusual uncertainties. A question can also be raised whether the
Administration’s forecast of renewed economic growth in the first half of 1981
is consistent with its projection of a sharp further tightening in the hite of fiseal
policy as a result of the scheduled large increase in Social Security taxes at the
beginning of that year. For these reasons, it is appropriate that the budget con-
tains some discussion of eontingency plans in the event that the economy should
turn cut to be significantly weaker than expecfed. I shall return to one aspect
of this discussion in a moment.

What concerns me, however, is that there is no discussion in these messages
of the contingency measures that might have to be taken if changes in the inter-
national situation and greater-than-expected increases in defensec-related expendi-
tures should risk a significant enlargement in the budget deficit over the levels
now projected, either during the current fiscal vear or in fiscal 1981. I am not
suggesting that such overruns are bound to occur. Given the very long lead periods
involved in building new weapons systems, even very significant increases in
authorizations for new miilitary hardware may not affect actual outlays for quite
some time, Moreover, 1 am persunally convinced that major improvements in
our overall defense readiness are possible through more effective allocation of
existing defense dollars. Nevertheless, if authorizations or spending for national
security related purposes turn out to le significantly larger than now bhudgeted,
the Administration and the Congress need to make certain that timely offsetting
actions are taken—either in terms of added expenditure restraints, foregone tax
reductions, or if necessary, even tax increases—to allow continued adherence to
overall fiscal restraint. In other words, thought should he given now as to what
needs to be done to avoid the disastrous mistake of the guns-plus-butter, buy-
now-pay-later fiscal policy that was followed during the escalation of the Vietnam
War in the mid-1960s.

Let me now turn to the needed policies on the supply side. Here, I think, it is
clear that no single measure is more important than the provision of more adequate
incentives for investment in new plant and equipment. There is strong evidence
that since 1973, a low rate of capital formation has contributed substantially to
our dismal productivity record; according to experts in the Bureau of Labor
Statisties, it actually was the predominant cause of that lag. Moreover, the escalat-
ing cost of energy and new environmental regulations have in many cases rendered
existing plant and equipment inadequate or ohsolete. Because of inadequate
capital formation, furthermere, we are faced with actual or potential bottlenecks
in key industries; a lag in the competitive race with foreign countries that are
installing more efficient and up-to-date equipment; and a reduced potential for
innovation and rapid technological progress,

While the lag in adequate capital investment is a long-term contributor to
inflation, the high rates of inflation since the early 19705 have themselves also been
a major factor in reducing the incentives for capital investment. This has hap-

encd because allowable depreciatinn of existing plant and equipment is based on
istorical costs, which in a period of rapid inflation is much lower than replacement
costs.

The seriotisness of the problem was described in dramatic language by Fletcher
Byrom, Chairman of the Koppers Company and Chairman of the Committee for
qunomic Development, in his testimony before this Committee last year. He
said,

“To be blunt, we are rapidly liquidating the capital hase of the core of the
nation’s economic system. This is happening because of the combination of high
fixed costs of new physical capital; the long lead time needed to expand or mod-
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ernize capacity, or to launch a new product; the unpredictability of possible added
costs created by regulatory uncertainties; outmoded accounting practices and
taxing policies; and anti-growth depreciation policies.”’

How can this problem be overcome? Our Rescarch and Policy Committee has
concluded that the number-one priority measure to stimulate investment in new
plant and equipment should be the prompt introduction of more rapid capital
recovery allowances. We believe that a substantial shortening of depreciation
schedules is the most equitable and effective way of providing the needed investment
incentives. OQur Committee arrived at this conclusion after more than a year's
intensive work on CEID)'s new policy statement ‘‘Stimulating Technology Prog-
ress’’ that has just been issued. To provide further background on the reasoning
behind our recommendations, I am submitting the summary chapte: of our new
policy statement with the request that it be included in the record.

It is striking that there is now widespread support in principle for more rapid
capital recovery allowances, not only within the business community but also
within the Congress and in the academic community. The President’s economic
messages suggest that the Administration, too, sces major merit in such an ap-
preach. Yet there is no proposal along this line in the President’s budget, on the
ground that accelerated depreciation involves a tax cut that ought to be considered
only if the economic situation and prospects should worsen sharply.

To be quite frank, Mr. Chairman, this linc of reasoning simply does not add
up. Tax incentives to encourage more capital investment are urgently needed
as & way to improve productivity and fight inflation over the long run. It makes
no sense to say that we cannot adopt such long-term structural measures unless
there is a recession. Indeed, by delaying the introduction of improved deprecia-
tion allowances, we will fall further behind in our efforts to produce the new
capital—and prevent the deterioration of existing capital—needed to avoid major
inflationary supply bottlenecks in the future.

In presenting his budget for 1981, the President sta‘ed that he is proposinq
“selected, essential increases in areas of high priority and great national concern’
but that he found a way to accommodate these increases within a framework of
sufficient overall budget restraint to cope with the danger of excessive demand.
I believe—and I think that this view is generally shared by my fellow CED
trustees—that adequate provisions for more rapid capital recovery need to be
included among the highest priority items in our fiscal program. If we are to win
the long-run battle of inflation, a way needs to be found to include such a measure
in a budgetary plan that meets the essential requirements for overall fiscal
discipline.

More rapid capital recovery allowances are, of course, only one of the steps
required to strengthen capital investiment and stimulate technological progress.
Among other needed steps arc a range of measures to encourage a high level of
private investment in longer-term, and often high-risk, ventures that lead to
innovation and its diffusion throughout the economy. Our new policy statement
presents a comprehensive set of proposals in that connection. They include a
shift to “flexible depreciation’ of R & D equipment and structures; major reforms
in the patent system to make it more efficient and effective, such as voluntary
arbitration, a single court of patent appeals, and a first-to-file patent system;
and increased public support for basie research, While the Administration has
recently also come out with a set of proposals for stimulating technological
progress—many of which we support—our own recommendations in this area
call for much more forceful and comprehensive action.

Another major impediment to investment, innovation and economic efficiency
stems from the costs and delays imposed by unnecessarily burdensome regulatory
processes. In this connection, we welcome most of the Congressional initiatives
and the Administration’s proposals for overhauling the regulatory system. Many
of these are fairly close to the recommendations in our own recent policy state-
ment on this subject.! These recommendations include:

The use of cost-benefit analyses prior to the adoption of new regulatory regimes;

Siceps to remove inconsistencies, burcaucratic delays and unnecessary paper-
work; .

A shift in emphasis toward regulatory performance standards which industry
can mect in the most cfficient way, as an alternative to regulatory practices that
dictlate tg industry exactly how and with what tools it must achieve regulatory
goals; an

Other reforms intendcd to make the regulatory climate more predictable, less
costly, and more hospitable to private initiatives and innovation.

' “Redefining the Governments Role in the Market System,” July 1979,
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We very much hope that the Administration and the Congress will move ex-
peditiously toward implementing these proposals.

My comments so far have largely focused on strengthening the physical capital
base of the private sector of the economy. We also need to face up to the serious
problem of inadequate investment in the public sector and particularly the deteri-
orating infrastructure in many of our major cities. While there is not enough time
here to discuss this issue in detail, I do want to note that CED has just started a
new study on the revitalization of America’s cities which will address this and
related issues, placing particular emphasis on the potentials for more effective
public-private partnerships to cope with our urban problems.

Next, a few comments on the critically important subject of energy. More
adequate domestic energy resources and reduced dependence on unreliable foreign
supplies will clearly be of key importance for the efficient long-term performance of
our economy. Greater efforts at energy conservation as well as intensified programs
to expand domestic energy supplies can greatly help in containing the rise in real
energy costs over the long term and preventing supply shortages and bottlenecks
that could exacerbate long-term inflation. But this does not mean that the correct
current policy is to keep energy prices artificially low. Indeed, we are convinced
that allowing energy prices to rise to levels determined by market forces is the
best way to encourage more energy conservation and production.

As Professor Thomas Schelling stated in a recent study prepared for our Com-
mittee,? ‘‘Keeping fuel prices artificially below the replacement cost of the fuels
being used subsidizes excessive consumption, inhibits exploration and develop-
ment of supply and misrepresents the worth of technological changes that econo-
mize energy.” I fully recognize that adequate ways must be found to assist those
in our society for whom very large and sudden increases in energy costs can be a
crushing economic burden. This problem, however, should be solved by direct
income supplements to those in need rather than by interference with market
prices.

Another key element for coping with the longer-term energy problem will be the
development of an initial capability for commercial-scale domestic production of
synthetic fuels. In a policy statement issued last July,® our Committee outlined a
specific approach for accomplishing this objective. That approach places primary
reliance on private sector resources and market incentives anddimits the first stage
of the program to construction of approximately ten plants that would be sufficient
to demonstrate the viability of various synthetic fuel options. We are pleased that
the legislative program now emerging in the Congress is closely in line with the
basic approach we recommended. The principal nced now is to make sure that an
effective synthetic fuel program will be passed and put into operation as soon as
possible and that its implementation does not become bogged down in delays and
uncertainties.

Finally, let me turn to the need for increased investment in human capital and
particularly for greatly intensified efforts to provide adequate skill training and
groductive jobs for the structurally unemployed and underemployed. In our

anuary 1978 policy statement on jobs for the hard-to-employ,* we called for a
major new public-private partnership to achieve these goals, placing special
emphasis on involving business much more actively in skill training of the dis-
advantaged and in fostering a better transition from school to work. We strongly
believe that such efforts are not merely desirable to aid the less fortunate in
our society but are vitally needed to make our economy more productive and to
alleviate potential future inflationary problems arising from skill shortages and
labor supply bottlenecks.

As you know, the Private Scctor Initiative Program under CETA which has
Lbeen developed by the Administration and the Congress since the time our Report
appeared closely follows the bhasic approach we recommended. We very much
welcome this effort and are pleased to have had a role in its initiation. In our view,
the program deserves continuing strong support by the Congress.

It is our impression—reinforced by what we learned at the policy forums we
held in six major cities over the last year and a half—that the Private Sector
Initiative Program is making real progress. Many of the new Private Industry
Councils now being established in communities throughout the country are be-
coming catalysts for a constructive public-private partnership. It is also clear,

2 “Thinking Through the Energy Problem,” CED Supplementary Paper, April 1979,
X 3 “l’lslpllngggngsure Our Energy Future: A Program for Developlng Synthetic Fuel Plants
Now,"” July A

¢4Jobs for the Hard-to-Employ: New Directlons for a Publlc-Private Partnership,”
January 1878,
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however, that the process of successful institution-building takes considerable
time. Hence, we believe that the Congress should allow ample time before making
detailed judgments about the performance of these Councils. There should, how-
ever, be continuous intensive monitoring of the wayv in which the Councils are
evolving to assure that they are in fact providing for really meaningful involve-
ment ot the private husiness sector in the training and jobs effort.

We also strongly favor the hasic approaches under the new Youth Employment
Initiative Program that the President has just announced, particularly the strong
ernphasis on a better transition from school to work: on providing both in-school
and out-of-school teenagers with a better chance to acquire jobs skills needed in the
private sector; and on clear performance standards for both program participants
and service providers.

While the programs T have cited are directed at the disadvantaged, the need
for improved skill training and upgrading really extends very broadly throughout
our labor force. The more we ean improve the skills of our workers at all levels,
thg greater will be the productivity of our economy and our ability to combat
infiation,

Let me conclude, Mr, Chairman, by emphasizing that my remarks today have
not been intended to cover the full range of steps that need to be included in a
successful anti-inflatiornary strategy. Our committee is continuing to devote
intensive study to the most promising approaches for dealing with the inflation

roblem. It is clear, however, that therc is no simple or one-dimensional answer.
n particular, we reject proposals for quick fixes, such as the imposition of com-
prehensive wage and price controls in peacetime. Such a step would only worsen
the longer-term inflation problem by seriously interfering with needed incentives
for efficient allocation of resources. Nor, in my view, does the answer lie in sole or
excessive reliance on demand restraint. Instead, a major part of the solution must
consist of positive steps to make the economy more productive and innovative
and to foster an environment of sustained long-term economic growth.

I want to leave one thought with you: that the modernization and expansion
of our store of human physical capital cannot be treated as a countercyclical
option. It is urgent to begin now, and to pursue steadfastly, a redressing of the
past imbalance in budgetary policy which has favored consumption at the expense
of investment.

Representative Brow~. Mr. Lindsay, thank you very much. You
have done pretty well in keeping within my 5 or 6 minutes’ admoni-
tion, and I will ask Mr. Keyserling to do the same thing now, and
then we will open it up for questions. This will give you an oppor-
tunity, Mr. Keyserling, to present your views, attack Mr. Lindsa

_if you like, attack members of the panel, or just attack in general.
Help yourself.

STATEMENT OF LEON H. KEYSERLING, PRESIDENT AND DI-
RECTOR, CONFERENCE ON ECONOMIC PROGRESS, WASHING-
TON, D.C, AND FORMER CHAIRMAN, COUNCIL OF ECONOMIC
ADVISERS

Mr. Keyseruing., Well, Congressman Brown, and members of the
committee, I am glad to be here. I will try to observe your admonition
as to time except to say that the idea that anybody who has had
public success in this field and had 47 years of experience and usually
turned out to be right on his forecasts and policy views can, within
5 minutes, do justice to this committee is optimistic indeed.

Representative Brown. You are quite right, Mr. Keyserling, and
let me apologize for the fact that unfortunately with Mr. Mclntyre
we had the whole budget to go through, and anybody who can go
through the budget in 1% hours isn't doing too bac{

Mr. KeyserLinGg. I agree. So I will be brief here today, and rely

' upon my prepared statement and charts to amplify. .
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First of all, let me say I could score some quick points about the
bud%:at views presented here today—which are most disturbing. Much
of what they say is not responsive to the facts. Much is not in accord
with their own record as (femonstrated, and much is not consistent.

To make the claim that their forecasts have been moderately good,
in view of all the difficulties, is preposterous. It is just as preposterous
as their claim that they are going to come in with only a $16 million
deficit in the fiscal year 1981 with the policies that they are following.

A year ago I published & document which said that the inflation
would be about twice as big as they then suggested, and for the reasons
I gave, and I was correct.

Second, the President’s program makes some forecasts to 1988.
To focus § much upon so-called forecasts is. utterly confusing as
to the duties and responsibilities of the Government of a great nation.
Faced with the kind of problems we have, forecasts are of some value,
but for the Government to forecast that we are going to have an 8.5
average percent rate of inflation for the next 5 years and only get
to reasonable price stability 8 yvears from now, and tell that to the
American people when we have so much experience in how to do a
better job, and when these forecasts are based upon repetition of the
same policies which are so largely responsible for the inflation of today,
is little short of irresponsible.

What I want to say in the main, though, doesn’t go to these quick
points. What I want to say in the main 1s that the Kconomic Report
and budget message are so far off the track on what to do about tte
essence of our problems at home and in the world that one doesn t
need to talk about the details. If a train is on the right track and is
going where we need to go, you can talk about improving the enginecr
or using a different kind of fuel, but if you are on the wrong track
going in the wrong direction, that becomes irrelevant until you change
your track. National policy is now on the wrong track.

Now, where national policy is utterly on the wrong track is indi-
cated by what I say, beginning on the first page of my prepared
statement:

Let us look first at the objective situation. We need to undertake a
substantially increased national security burden which imposes
increased strains upon the economy; and we should recognize the
possibility that, in the not too distant future, we may need to do far
more along these lines than we now anticipate. We need to try to meet
the competition of some oversea economies which are making great
inroads upon our domestic markets, exhibiting real economic growth
rates several times as high as ours, and with far less inflation and far
less unemployment; ang we need to recognize, despite a mass of
abstruse financial discussion, that the extent to which we are being
outdistanced in these matters is the most important single reason for
the overseas lack of confidence in the U.S. economy, that being the
main single explanation of the weakness of the dollar, the gold price
extravaganza, and powerful aspects of inflation itself. We need to
respond effectively to vast domestic needs in energy, environment, and
urban aid. Confronted by increasing poverty and neglected human
services, we need to enlarge many domestic programs.

Now, let me state what is as true as anything has ever been in
economic discourse, although this administration doesn’t appear to
see it.
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_ The fundamental way we earlier attacked problems fundamentally
similar to those today with more success, even when they were greater
than they are today, was to recognize that the real road to economic
power and wealth is to call forth the cornucopia of the capacl(‘uly of the
American economy to produce more goods and services and to use
them more intelligently. i

This involves policies and programs very different from the current
ones, and it involves those which improve the use rather than deterio-
rate the use of our full capabilities as my prepared statement says:

No amount of economists’ dialectics, obscurantism, or pure mumbo-jumbo can
be permitted to blot out this towering truth: The ultimate source and support of
all we need and attempt to do, materially speaking, is how much we produce in
goods and services and how wisely we use the product, with due regard for our
great priorities, domestic and international. All other economic efforts, urgent and
vexatious though they may be, must be made subservient to this ultimate purpose.
If we abandon or even swerve from this ultimate purpose to deal with other prob-
lems, we burn the house in the attempt to roast the pig, as the experience so
clearly shows, and also fail to roast the pig, as the record on inflation shows. Thus,
to seek price stabilization in a deliberately stunted economy is both futile and a
distorted sense of priorities.

Now, let me skip all the way over to near the end of what I have to
say and read somethmf that was uttered in a marvelous unanimous
report issued by the Joint Economic Committee 1 year ago. This
appears in its introduction:

The enormous benefits to be gained by the whole nation from rapid economic
growth have united the Joint Economic Committee Majority and Minority. This
coxlr_\mittee believes that we must and can produce our way out of our economic
policy. : :

First, policies which produce slow growth will not also produce price stability. A
slow-growth scenario for the 1980’s implies a concomitant rapid rise in the cost of
living and how true that is.

The fight against inflation can be won only by policies which increase production.
A stagnating economy means more double digit inflation. It means protracted and
rising unemployment. It means a reduced standard of living. Policies which lead to
§Alow growth will lead to many and unnecessary cruel hardships for disadvantaged

mericans.

Never before did the Joint Economic Committee more clearly state
the truth., The Joint Economic Committee now has the opportunity
to help put the administration back on the track. The President was
incorrect and in violation of law-——the Humphrey-Hawkins Act—
when he said, in support of his policies which would strike hammer
blows at the American economy, that it will take 8 years—until 1988—
to get inflation down to the moderate figure or 8 percent, and 5 years—
until 1985—to get a reduction in unemployment from 5.9 at the end of
last year to 4.0; or 2 years later than mandated for 1983 in that 1978
act.

He says that he is modifying in these respects the Humphrey-
Hawkins timetables regarding unemployment and inflation, but the
law does not permit him to modify them. The law permits him only
to bring before the Congress of the United States any proposed recom-
mendations for modification, and this only after showing that he is
still trying to reach the timetable objectives defined by the Congress.
It is then up to the Congress to reshape and modify what the President
pmﬁoses in conformity with the objectives of the act and in accord
with the JEC language which I have just read, and which represents
the greatest combination of commonsense and reason and empirical
evidence in the history of the Joint Economic Committee.
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Now, what is the President saying to America? The President is
saying to Americs, in substance: We can’t begin to do as well as Ger-
many or Japan, which is growing 4 to 5 percent a year in real terms.
‘We can grow only 2.5 percent over the next 5 to 8 years, and have a
recession first, and perhaps more than one. These countries are ex-
periencing less than half the inflation we have, but we must wait until
1988 to get even reasonable price stability.

I want to call your attention to my chart 10 in my prepared state-
ment. That is the only chart I want to call your attention to now.
Pass over quickly the top cross section of it in which I set forth my
own judgments as to what we need to do to call forth the great non-
secret weapon of America’s production and growth powers. All I can
say is that what I portray is only an effort to do nearly as well as we
did on other occasions when we had the need to do well.

Let me call your attention more particularly to the second cross
section of my chart 10, which is what the President says is his pro-

.gram for America,

First a recession; second, a figure for consumer spending represent-
ing a decline of 0.7 percent in real terms for 1979 to 1980. But the
Joint Economic Committee said in its 1979 midyear economic review
that the greatest threat to investment in 1979 was the fact that con-
sumer spending wasn’t holding up, and that the greatest threat to
inve]itment in 1980 would be if consumer spending continued to be
weak.

1 share the belief expressed by two members of the committee that
investment needs to grow faster. The President is showing for gross
})rivate domestic investment a growth rate figure for only 1 year,
rom 1979 to 1980. He shows a figure of minus 4 percent in real terms.
In terms of the impact of this upon productivity, output, and em-
ployment, this would be a terrible development.

The administration’s position as of January 1980 is just as out-
landish as in January 1979, when it came forward with the proposal
to increase unemployment to 6.2 percent in 1979. I must say they
didn’t quite make this outlandish goal. It took until January 1980 to
do what was sought in 1979. Where would we have been in 1979 on
inflation or growth or balancing the budget, through driving unem-
ployment upward—which is an index, merely an index, of how the
whole economy is doing, at what level our economy is operating
overall?

The 1980 economic report and fiscal 1981 budget message represent
a horrible repudiation of the purposes and the capabilities of America.
Domestically, they are dangerous; internationally, they could destroy
us because the{( would gradually undermine and corrode our power
to support the kind of national security program that we need.

I haven’t advanced any radical or unusual notions. I have ad-
vanced what, if the trutK were told, the American people feel is
politically feasible. I am merely saying that the uitimate source of
our strength is what we produce and how we use it.

We have not reached the last horizons. The administration’s current
program is the first time in American history, certainly the first time
since the Employment Act of 1946, when a President of the United
States has deliberately projected a recession. To say it is merely “‘an
honest forecast” is like a Joctor coming in and taking one glance at
a patient and saying, “Well, my forecast is that he is going to die.”
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That is not why the doctor is there. The doctor is trying to reverse
a fatal forecast, not embrace it. Certainly that reversal is what we
have done before in our economy every time we have had that kind
of situation and had great needs.

I also have some material here on Federal Reserve policy.

I can’t understand the Budget spokesmen. I can’t understand their
saying that, apart from the noncontrollable items, inflation isn’t so

eat. Interest rates are not a noncontrollable item. It is an arti-

ciality to say that the President and Congress can do nothing about
them. To have that come from a President who searched the country
with a fine-tooth comb and got a new head of the Reserve Board who
is committed to higher interest rates than anybody else in the coun-
try—I can’t understand the administration. To say the cost of energy
is not controllable because somebody else is doing it—we have always
had to deal with what other people were doing. During World War II,
we had to deal with a shortage of rubber, and later on with a Western
Europe infinitely worse off than now and threatened with Communist
destruction.

We can’t afford to say that we will not really cope with enormous
difficulties, and especially when they have been multiplied by the
errors of those now offering the alibis. Thank you.

[The prepared statement of Mr. Keyserling, together with the
charts referred to, follows:]

PREPARED STATEMENT OF LeoN }l. KEYSERLING!

Mr. Chairman and members of the committee, I aﬂpreeiate this opportunity
to appear once again before you. At this time, I will deal far less than is my custom
with technicalities and details, for I believe there is one overwhelming issue of a
general nature which this Committee should put above all others and treat fully
and promptly.

This issue, as I see it, is based upon my conclusion that the President’s 1980
Economic Report and Fiscal 1981 Budget Message move strongly in directions
which do not square with reason or empirical evidence; utterly violate the Hum-

hrey-Hawkins Act; evidence weakness, irresolution, and inconsistency at a
juncture which calls for strength, decisiveness, and programmatic unity; resign
themselves to evils which we have the power to overcome if only we exhibit the
will and discernment; and sell America short. The two official documents do this
by grossly underestimating the capabilities of our economy and our institutions,
at a critical juncture when a correct appraisal and full marshaling of these capa-
bilities is imperatively called for by the domestic difficulties confronting us, and
by the mounting burdens imposed upon us by the dangerous and evolving world
situation. This evolving situation is by no means limited to Iran and Afghanistan,
nor even to the Persian Gulf area. :

Let us look first at the objective situation. We need to undertake a substantially
increased national security burden which imposes increased strains upon the
economy; and we should recognize the possibility that, in the not too distant
future, we may need to do far more along these lines than we now anticipate, We
need to try to meet the competition of some overseas economies which are making
great inroads upon our domestic markets, exhibiting real economic growth rates
several times as high as ours, and with far less inflation and far less unemployment;
and we need to recognize, despite a mass of abstruse financial discussion, that the
extent to which we are being outdistanced in these matters is the most important
single reason for the overseas lack of confidence in the U.S, economy, that being
the main single explanation of the weakness of the dollar, the gold price extrava.
ganza, and powerful aspects of inflation itself. We need to respond effectively to
vast domestic needs in energy, environment, and urban aid. Confronted by in-
creasing poverty and neglected human services, we need to enlarge many domestic
programs. These needs depend for their fulfillment upon vast increased avail-

1 Chairman, Council of Economic Advisers under President Truman. President, Con-
ference on Economic Progress. -
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ability and utilization of goods and services, whether through public or private
means or some combination of the two.

What does all this call for in national policies and programs? What it calls for
in clarion tones may be determined by the simplest exercise of realistic common
sense. It may aiso be determined by candid examination of those periods in the
past when we met similar and even greater problems successfully, by following in
the main and with relatively slight exceptions the course which we should follow
now if we are not to become a second- or third-rate economic power, repudiate
the just expectations and aspirations of our own people, and greatly corrode the
very foundations of our ability to protect ourselves and hold or win the respect
of others on the international scene. What we must do today, as we have done so
successfully before, is to call forth more fully the greatest of America’s non-secret
weapons, the power to expand our real output of goods and services, and to utilize
this expansion with due regard for the urgent priorities of our domestic and
international needs. The true limits of such expansion are still very far off, view-
ing our unrivaled technology, labor force, business skills, free institutions, and
responsive citizenry, when put to reasonably full use.

o amount of economists’ dialectics, obscurantism, or pure mumbo jumbo can
be permitted to blot out this towering truth: The ultimate source and support of
all we need and attempt to do, materially speaking, is how much we produce in
goods and services and how wisely we use the produet, with due regard for our
great priorities, domestic and international. All other economic efforts, urgent and
vexatious though they may be, must be made subservient to this ultimate purpose.
If we abandon or even swerve from: this ultimate purpose to deal with other
problems, we burn the house in the attempt to roast the pig, and also fail to
roast the pig. Thus, to seek price stabilization in a deliberately stunted economy
is both futile and a distorted sense of priorities.

For a long time, as this Committee so well knows, we have not been calling
forth this great non-secret weapon of our power to enlarge our real economic
strength and to use it. My Chart 1, and I shall not linger on any of the charts in
detail, depicts the frequent periods of stagnation and recession which have caused
a serious and even dangerous shrinkage in our rates of real economic growth, from
annual averages of 4.6 percent and 5.4 percent during substantial periods without
the galvanizing effects of large scale war, to an average of only 2.9 percent during
1969-1979 and only 0.8 percent from fourth quarter 1978 to fourth quarter 1979.
My Chart 2 shows that, conservatively estimated, we have from 1953 through
1979 forfeited about 7.1 trillion 1978 dollars worth of GNP and more than 80
million man-, woman- and teenager-years of employment opportunity by the
abnormally low rate of real economic growth. My Chart 3 shows that, if we allow
these trends to persist during the years ahead, we will in the four years 1980-1983
inclusive forfeit another 707 billion 1978 dollars worth of GNP, and suffer more
than another 12 million years of loss in employment opportunity.

Reflecting some studies which I believe have not been attempted elsewhere or
before, my Chart 4 translates this into forfeitures in output, personal income, and
employment in the 12 largest cities in the U.S. during 1953-1979. And my Chart 5
estimates the forfeiture in output and employment opportunity in 20 major areas
of economic activity in the United States during the same 27 years.

But this is only one aspect of the portrayal of what we have lost. Rejecting many
of the ideas about the causes of the decline in productivity, my Chart 6 indicates
clearly that the productivity growth rate is destroyed by stagnation and recession,
and is very highly rewarding during periods of optimum or even adequate real
economic growth as generated by reasonably fuil utilization of labor force and
other productions resources. And my Chart 7 shows that, despite the recent and
current collapse of productivity as conventionally measured, we are still witnessing
a tremendous increase in the produectivity potential in a technological sense. This
means very simﬁly that, to maintain reasonably full use of our resources, the real
economic growth rate will need to average during the years ahead probably higher
than during very good periods in the past.

My Chart 8 shows what the chronic stagnation and recession syndrome has done
in terms of comparisons between our real economic growth rates and those of some
of the other nations, including Japan and West Germany, who are our most serious
competitors and are outdistancing us irone respect after another.

y Chart 9 shows, as the members of this Committee already know, that the
fundamental and primary cause of the chronic increases in the Federal deficits,
which many held to be inflationary in nature, have been and still are the shortfalls
in our real economic growth rates, for the blood of adequate Federal revenues
cannot he squeezed from the turnip of a stunted economy. These unremedied
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deficits will make it harder and harder for us to bear an increased national security
burden without increased inflationary pressures, and without translating the
legitimate problem of guns and butter into dangerous divisive conflicts among our
people. In the context of the situation today and tomorrow, there can be no viable
solution to the guns and butter problem except in an economy moving vigorously
toward and then maintaining a reasonably full use of its labor force and other
production resources.

I now come to just how the Administration’s 1980 Economic Report and Fiscal
1981 Budget Message fly blind and in defiance of our needs and capabilities, thus
selling America short and subjecting it to ever-increasing difficulties and danger.
Just about a year ago, the Economic Report and Budget Message set out delib-
erately to slow down the rate of our real economic growth, to increase unemploy-
ment, and to project for several years ahead an average rate of real GNP per-
formance consistent with only maintenance and enlar%ement of the creeping
paralysis which has afflicted us for so long. At that time, I pointed out before this
Committee and in other publications that this course of action would produce
results even worse than those forecast by the official documents. And in the main,
this came to pass. To take a few examples of many, the actual real economic
growth rate in 1979 was greatly lower than that projected by the official documents
in January 1979, and the Federal Budget deficit is very much higher. We have
gained nothing, and we have lost terrifically by attempting to do better by delib-
erately doing worse.

Instead of profiting one iota by experience during 1979 and many earlier years,
the two official documents I am now discussing project for 1980 a negative eco-
nomic growth rate of about 1 percent—an absolute recession. This is to be con-
trasted not with the mere avoidance of recession, but with the 5 to 6 percent real
economic growth rate needed during 1980 to begin to move realistically toward the
full use of our greatest non-secret weapon. The average annual real economic
growth rate projected by the official documents for 1980-1983 inclusive is less
than 2.5 percent, or tragically below any substantial number of years since the
Great Depression, and the unemployment projections are for a rate of 7.5 percent
athe e(;n)d of 1980, 5.6 percent by the end of 1983, and 4.0 percent in 1985 (see

art 10).

Viewing the policies set forth in the official documents, I now predict, as I did
correctly a year ago, that the actual economic performance wiil be in the main
much worse than the official projections now made. And calling these official
projections honest forecasts instead of %oals obscures the whole nature of the
problem. For in times of difficulty or so-called crisis, it is not the job of the Govern-
ment of this great nation supinely to accept forecasts of all the bad things
that will happen if nature is allowed to take its course, but rather to propose
programs and policies to move against these evils and to translate our general
capabilities into performance. Never before, as I reco)lect, did anyAdministration
set a recession and many years of stagnation as a goal or even accept it as a
forecast not to be overcome. Never in times as urgent and critical as these did an
Administration, in its basic policies, fold up instead of standing up.

Just think of it. The official targets or goals—which are interchangeable with
forecasts because they are officially accepted, apologized for, and made subject
to policies consistent with them—are that the real rate of economic growth be
minus 1.0 percent fror 1979 to 1980 and average only 3.0 Eercent during 1979-
1983; that from 1979 to 1980, real consumer spending decline 0.7 percent, and
real gross private domestic investment decline 4.0 percent; that productivity
decline 0.5 percent from 1979 to 1980, and grow only 1.5 percent on the average

- during 1979-1983; that CPI inflation be 10.7 percent in 1980, 8.5 percent in 1983,
and not get down to reasonable price stability at 3.0 percent until 1988—eight
long years from now; and that unemployment be 7.5 percent in 1980, 5.9 percent
in 1983, and not reach 4.0 percent until 1985—five long years from now. These
figures are on full-year bases, and not to be confused with some of the figures in
the official reports which are year-end figures (see again Chart 10). Mr, Chairman
and Members of the Committee, what a concept of America’s responsibilities at
home or perils throughout the world is it, which seems to impel our top national
leadership to tell us not only that this is where we are going but also where we
ought to go? What has happened to America, and what is going to happen to us
if we cannot do better than this? .

The excuses and alibis which the official documents evoke in support of the
insupportable defy both reason and experience. The argument that we cannot
move at a more tolerable and rewarding pace than reduction of unemployment
from 5.9 percent at the end of 1979 to 4.0 percent between five and six years later,
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the argument that we cannot get the inflation rate to 3 percent until about eight
years from now—these are horrible things to tell the American people. These
goals or forecasts have no scintilla of support in terms of carlier years when we
made much more rapid improvements, as demonstrated on some of my charts,
and as known to all informed people.

Then, the official documents offer that most discredited of all excuses, the
repeated insistence that all of these nationwide deficiencies must be perpetuated
and all of these national and international dangers aggravated in order to reduce
inflation. In the whole history of natioral economie policy, I can think of no more
sorry exhibition than the obdurate and uninformed insistence that a “‘trade-off”
between unemployment and inflation, a remedy which has failed so egregiously
for so many years, will begin to work if only it continues to be tried for another
five or eight years; the insistence that the failure of the wrong policies to date is a
reason for bringing on even more failure by using the same policies again and again.

I will not linger upon the refutation of the so-called “irade-off’” which I have
been presenting to this Committee and elsewhere since it first reared its pernicious
head circa 1953, although my Charts 11 and 12 repeat the evidence. But I will
quote a magnificent passage in the Introduction by the Chairman of this Com-
mittee to its Mid-Year Economic Review issued on August 9, 1979, as follows:

‘““The enormous benefits to be gained by the whole nation from rapid economic

rowth have united the Joint Economic Committee Majority and Minority * * *
his Committee believes that we must and can produce our way out of our econo-
mic problems. (p. 1)

“First, policies which produce slow growth will not also produce price stability.
A slow-growth scenario for the 1980s implies a concomitant rapid rise in the cost
of living. The fight against inflation can be won only by policies which increase

roduction * * * A stagnating economy means more double digit inflation * * *
t means protracted and rising unemployment * * * It means a reduced standard
of living * * * Policies which lead to slow growth will lead to many and unneces-
sary cruel hardships for disadvantaged Americans.” (pp. 2-3)
here could be no more profound antithesis than that between this sound
statement, unanimously agreed to by the Joint Economic Committee about half
a year ago, and what the official documents now propose. Those interested in the
future of America can only hope and pray that this Committee will stand by its
guns and that the Congress will likewise insist, as the Humphrey-Hawkins Act
mandates, that the goals and policies of the Administration be brought into line
with the crying needs of today and tomorrow and our true ability to meet them. To
borrow a phrase from Thomas Jefferson, *‘I shudder for the future of my country
when I consider’’ the economic and moral ideology of Dr. Schultze.

I cannot refrain from a few words about the mistaken claim made by the Presi-
dent that his deferral of the timetables in the Humphrey-Hawkins Act relating to
the reduction of unemployment and the reduction of inflation are authorized by
that Act as of the time of the January 1980 Economic Report. Nothing could be
further from the actual facts. The three points to be made are these:

(1) The Act requires the President, in his 1980 Economic Report, to review
progress under the Act and, if necessary, propose corrective actions to achieve the
goals within the original timetables (Sec. 104). The President has not done this.

(2) The Act requires that, if such corrective action is necessary, the President
shall utilize reservoir, or last-resort, employment projects, if such be necessary, as
a part of such corrective action, to meet the original timetables of the Act (éec.
206 (c)). The President has made no attempt to do this.

(3) Evenif the above two steps were taken, as mandated by the Act, The Presi-
dent w¢ uld 10t then be authorized to change the original timetables. He is author-
ized only to recommend modifications of the timetables, in which event Congress
may take such action as it deems desirable (Sec. 104) to accept or change the
President’s recommendations (Sec. 304).

In these connections, I would also call attention to the Report issued late in 1979
by the House Committee on Education and Labor, responsive to a mandate in the
Humphrey-Hawkins Act, reading as follows:

““The goals and timetables set forth in the Act are both reasonable and essential,
and should not be modified. The Act should be observed and its objectives brought
to fulfillment within the timetables in the Act. But the national programs and
policies thusfar initiated by the President in his 1979 Economic Report and Budg-
et Message, and thus far adopted by the Congress, are not at all in accord with the
explicit requirements of the Act, and indeed move in opposite directions.”
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The OPEC price increases in 1979 and in some earlier years do not conflict with
the above conclusions. The chronic rise to date in the rate of inflation since 1966
got started long before the OPEC price actions in 1979 or earlier. The underlying
rate of inflation, excluding the impact of OPEC actions, is now more than threc
times what it was during the earlier periods when we came close to a full economy,
for example 1947-1953, and 1961-1966. Some of the largest price increases have
been in areas not closely related to energy price increases.

The Congress was correct, in the Humphrey-Hawkins Aect, in proscribing the
use of the thoroughly discredited ‘“‘trade-off”’ between unemployment and inflation.
And the international situation and the greatly enlarged defense budget make it
even more urgent that we combat inflation and build our supporting economic
strength, not be continued economic slowdown, but rather by policies and pro-
grams effectively used to help achieve the 1983 goals and timetable for the reduc-
tion of unemployment, and for real GNP growth and expansion of real production
and productivity. The energy problem may make this more difficult, but also make
it more essential. And it is entirely feasible, with an adequate cnergy program
including conservation and development and other national policies to encourage
shil}s in the composition of GNP to save cnergy and responsive to priorities of
need.

Despite limitations of time, X want to call some attention to the terrible impact
of Federal Reserve Board policies upon the rste of real economic growth, the pace
of inflation, the Federal deficit, the costs imposed upon Ameriea: families, amfthe
especially severe impact upon the cost and occupancy of homes. This last is doubly
important, because housing is of such great importance in the performance of the
whole economy, and because the rate of inflation in this area has been especially
severe, and so closely traceable to monetary policies, and relatively rather remote
from the energy problem.

In these connections, my Chart 13 indicates the dangerous increase in consumer
credit and in debts, occasioned in large measure by the impact of adverse economic
trends ugon the real incomes and buying power of a majority of our people.

My Chart 14 shows, for various industries, the sharply rising ratio of debt to
total capital, aggravated in its consequences by the fantastic upward movement
of borrowing costs. My Chart 15 indicates that, measured properly in real terms,
the growth rate in the money supply has been infinitesimal on the average since
1953, and has been negative in many years leading up to stagnation and recession,
including the most recent period; and the chart also shows the effects of this upon
rates of real economic growth. My Chart 16 depicts the soaring interest rates
across the board; my Chart 17 estimates the costs imposed by this spiral upon

rivate and public borrowers; and my Chart 18 shows the extent to which the
increased interest costs imposed upon the Federal Government explain the Federal
deficit and compare with budget outlays for some of the greatest priorities of our
national needs, in part served necessarily by the Federal Budget. My Chart 19
shows the unfortunate decline of housing in relationship to the total economic per-
formance, this being a major factor in the unacceptable performance as a whole,

My Chart 20 shows the virtual tripling of interest rates on home mortgages since
1953, and my Chart 21 depicts the awful effects of this upon the costs borne by
home occupants, whether owners or renters, and indicates how this progressively
contributes to the inabliity of more and more families to enter the market for a
preponderance of the housing that is being built.

It is not historically true that national Administrations and Presidents have
not ;l)roperly and effectively concerned themselves with the management of the
})eoE e's money through the Federal Reserve System. I find it shocking and even
rightening that the current Administration, in these parlous times, is actually
encouraging a pervasive monetary policy which squares only with the current
policies of the Administration itself and, in so doing, defies what we need to do and
are well able to do.

Never in the 24 years since enactment of the Employment Act of 1946, now
reinforced mightily by the Humphrey-Hawkins Act of 1978 if only it were to be
observed, has this Committee been faced with more awesome responsibilities than
it has now, as an evaluator and potential modifier of the proposals of the Admin-
istration, as a vital guardian of the American people. I trust and believe that the
Committee, this year, will respond to the challenges confronting it.

64-123 0 - 80 - 14



CuaArT 1

THE "ROLLER-COASTER" ECONOMIC PERFORMANCE :
ECONOMIC GROWTH RATES, 1922-1929, 1941~1945, AND 1947~ 979"
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CHART 2

COST OF DEPARTURES FROM FULL ECONOMY, 1953~ 1979~
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CHART 3
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CHART 4

FORFEITURES IN OUTPUT, PERSONAL INCOME,
AND EMPLOYMENT, BY CITY, 1953-1979~
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CHART 5

FORFEITURES IN OUTPUT AND EMPLOYMENT IN VARIOUS INDUSTRIES, 1953-1979~
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CuaArt 6

IMPACT OF ECONOMIC GROWTH
UPON PRODUCTIVITY GROWTH
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CHART 7

RATIO OF VOLUME OF EMPLOYMENT
TO PHYSICAL VOLUME OF PRODUCTION

(1953 Rotio of Employment to Production =100 )
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CHART 8

COMPARATIVE REAL ECONOMIC GROWTH RATES
VARIOUS COUNTRIES, 1953~ I97XAND 1969~ I97¥-"

Averoge Annual Rates of Growth
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CHART 9

G.N.P DEFICIENCIESAND BUDGET DEFICITS
CALENDAR 1947-1979 AND FISCAL 1948-1980
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CHArT 10

GOALS TO ACHIEVE GOALS OF HUMPHRE Y-HAWKINS, COMPARED WITH
CURRENT OFFICIAL GOALS AND LIKELY RESULTS

OF CURRENT NATIONAL POLICIES

[T0 ACHIEVE HUMPHREY-HAWKINS]|—

Reql Economic Growth Consumer Spending Public Outlays Gross Private Productivity Growth Infiation Rote Federal Budget Unemployment Rate
Goods B Services Domestic (cP1) Outiays
At All Levels Investment
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[CURRENT OFFICIAL GOALSY] —
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[LIKELY RESULTS OF CURRENT NATIONAL POLICIES?]
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oo 23%  oox 235 jox 26% |90 22% 30 1s% 23% 28%
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Y6oals n mzmm‘mc Report and Fracal 1981 Budget Messoge
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CHarT 11

REAL ECONOMIC GROWTH RATES, EMPLOYMENT 8 UNEMPLOYMENT, INFLATION,
AND FEDERAL BUDGET CONDITIONS, DURING VARIOUS PERIODS, 1947-1979>

Real Ave. Ann. Ave. Annua! . Unemployment Ave, Annual Inflation Rate Ave. Ann, Surplus
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Source Economic Reports of the President, and Economic indicotors 38.3
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CHART 12

RELATIVE TRENDS IN ECONOMIC GROWTH
UNEMPLOYMENT, 8 PRICES, 1952-1979¢

PRODUCTION AND EMPLOYMENT

Totol Nationol Productionin Constant Dollars, Average Annual Rates of Change
I industriot Production, Averoge Annual Rates of Change
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.
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CHart 13

RISING CONSUMER CREDIT AND DEBT
IN RATIO TO DISPOSABLE INCOME, 1952-1979
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CHART 14

RATIO OF LONG-TERM DEBT TO TOTAL CAPITAL
VARIOUS INDUSTRIES, 1952 AND 1978
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CHART 15

COMPARATIVE TRENDS IN NON-FEDERALLY HELD
: MONEY SUPPLY. G.N.P, AND PRICES, 1955-1979>
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Crart 16

-

THE SOARING INTEREST RATES, 1953-1979"

(INDEXES SHOWN IN PARENTHESES)
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Cuarr 17 .-

INCREASES IN AVERAGE INTEREST RATES,AND
EXCESS INTEREST COSTS DUE TO THESE INCREASES, |-

1952-1979>
mmmmnsemm— COMPUTED AVERAGE INTEREST RATES,1952-1979
Up
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CHART 18

EXCESS INTEREST
COSTS IN THE
FEOERAL BUDGET

Annual Averoge
1965-1979

1979

BYOGET OUTLAYS
FOR HOUSING AND

\
)

v:ﬂ@
SHE
gy =

|
A

g

19802

Annual Averoge
1966 ~1980

COMNUNITY DEVELOPMENT .

Millions of Current Dollars

BUDGET OUTLAYS
FOR EDUCATION

i Annual Average

| 1966-1980

i

BUDGET OUILAYS

FOR
PUBLIC ASSISTANCE
AND OTHER :
INCOME SUPPLEMENTS

$33,600

EXCESS INTEF.EST COSTS IN THE FEDERAL
BUDGET 1965-1979 CONTRASTED WITH OTHER
COSTS FOR SELECTED BUDGEY PROGRAMS

BUDGET OUTLA’S
FOR HEALTH SERVICES
AND RESEARCH

Annual Averoge
1966 - 1980

BUDGET OUTLAYS
FOR MANPOWER
" PROGRAMS

At Averoge
1966-1980

19802/

Annual Avercge
1966-1980

19802/

Y interest <oats, colendor years, budget outiays, f:scal yeaes. 1979 irterest costs estimated
yh shown for fiscal 1980 in President's Budget, as revised in Mid-Session Review, July 12, 1979




CHART 19

HOUSING STARTS, INDUSTRIAL PRODUCTION
AND GROSS NATIONAL PRODUCT, I947-1979"
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CHART 20

®

INTEREST RATES ON NEW HOME MORTGAGES, 1952~ ISTX"
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NEW HOMES BUILT AT VARIOUS PRICE RANGES AND COSTS,
AND FAMILY INCOMES RELATED TO THESE COSTS, 1977
ASSUMING 30 YEAR AMORTIZATION
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Representative Brow~. Mr. Keyserling, you have done an ex-
cellent job in summarizing your testimony and expressing yourself
in terms that at least take you out of the doubtful column on this
issue,

Now I have to turn to one of our more moderate members [laugh-
ter], Congressman Rousselot, for his questions.

Representative RousseLor. I am many times in the doubtful
column, too,

Mr. Keyserling, thank you for quoting from our excellent report
of last year. We appreciate that. Then as a followup to that, you
stated that you didn’t think this advice or these proposals that we
had given in our Joint Economic Committee—you endorsed them,
but you didn’t think, as I read it, that Mr. Schultze had done too
well 1n his economic and moral ideology.

Do you have a specific as it relates to his testimony yesterday, or
a statement or something?

Mr. KEysErLING, Mayor LaGuardia once said, when he made a
mistake and had to defend it, “I almost never make a mistake but
when I do, it’s a beaut.”

One of the mistakes I made was giving Charlie Schultze a job on
the Council of Economic Advisers that I headed. That gave him his
start, and I have watched him ever since. I watched him come up
before the Congress 3 or 4 years ago when he was still in the Brookings
Institution peddling his pernicious doctrine that you couldn't get
down to 5 percent unemployment without roaring inflation. I showed
him the unanswerable evidence to the reverse, that we got the roaring
inflation by going to higher unemployment and not to lower unem-
gloyment, because you do not increase the efliciency of the economy

vy unused resources.

I would call attention to chart 6 in my prepared statement, on
productivity, which shows the positive correlation between the rate of
real economic growth and productivity growth, Yet, Charlie Schultze
is trying to explain the low productivity growth by everything under
the sun, including regulations to prevent people from breathing in
lung dust, instead or looking at the facts. I think he is utterly and com-
pletely wrong, because his whole idea is based on the proposition that
striking hammer blows at full production, full empioyment, and eco-
nomic growth is going to reduce inflation and increase productivity.
It reeks in everything he says, and it always will, and it will never be
right. It is being proved more wrong every year and every day and
every month.

I don’t like to criticize the President of the United States. I first
became a Democrat because I was born in South Carolina and, of
course, [ haven’t got the intelligence to reconsider matters.

Representative RousseLor. We'd be glad to reregister you today.
[Laughter.] We need all the help we can get.

Mr. KeEYserRLING. I am not asking for that. But I think the com-
mittee members are absolutely correct in saying the economy needs
stimulation now. I think we might have some differences of opinion as
to the details, but when you're on the wrong track, the important thing
is not whether you are using exactly the right fuel, but that if you are
on the wrong track, it wiﬁ be lucky if the trains stalls completely
because then the situation may be created where you begin to get on
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the right track. Charlie Schultze is moving in the wrong direction on
everything.

Representative RousseLor. Including tax cuts?

Mr. KEevseRLING, Ircluding tax cuts, because the economy needs
large stimulation now, and he resists that. I agree, I think it should be
some proper combination—which I can’t burden this committee with
now—of selected, pinpointed tax cuts and selective, pinpointed in-
creases in public investment.

You know, everybody says—these economists in Brookings and
everywhere around

Representative Rousseror. Personal tax cuts?

Mr. KeysErLiNG. I'd advise selective tax cuts, aimed toward the
increase of supply of the things of which we are in most short suppl
and need most. We did that in the Truman administration. We had all
kinds of pinpointed tax cuts. I'm not against tax cuts as such. These
economists who have made so much trouble are so unable to meet me
in debate that they are constantly trying to disparage me by saying
I'm a “spendthrift.”” Well, I had something to do with the economics
policy during the 7 years of the Truman administration, which was the
only time since before the Great Depression that we ran a budget
surplus, despite the fact we were fighting & war.

epresentative RousseLoT. You had two, didn’t you?

Mr. KeYsERLING. We had an average surplus during 7 years 1947-53
of $1.7 billion a year. It was good for the whole economy to have a
high real economic growth rate and a balanced budget, and stable
prices despite an inflationary postwar overhang due to bonds sold
during World War I and cashed thereafter.

So these impossible alibi guys who say to the American people,
“Wait until 1988 to have reasonable price stability’'—they ought to be
run out of government. The President is a well-meaning, honest man.
He has just been betrayed by people like Charlie Schultze.

That’s my answer on Charlie Schultze.

Representative Brown. If the gentleman will yield, I am old enough,
and I know the gentleman isn’t, to remember that at the end of World
War II it was assumed that we were headed for a rather substantial
recession because we couldn’t absorb the need for conversion from
wartime activity to peacetime activity. I just have to say that that
perhaps comes as the greatest tribute to the American economy that
there 1s, because in that time that conversion was made by the indi-
viduality, if you will, or the ability of the American people. And I
share your concern about predicting a recession.

Representative RousseLor. Well, I want to correct my part of the
record.

1Out of 7 years that Mr. Truman was in office, there were five sur-
pluses.

Mr. KeysErLiNG. That's right. :

Representative RousseLor. And to what degree you had some-
thing to do with that, I think we will compare your testimony to
Mr. Schultze—and your record.

Mr. KEYSERLING. I just want to say something about the remark——

Representative RousseLot. I was old enough to remember it.

Mr. KeEysErLING. Well, you're all babies compared with me in age.
' 1 just passed my 72d birthday. But the Congressman is right in saying
that near the end of World War II, the same kind of economists who
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are hopeless about the United States now said we had to have 8
million unemployed when the war ended. I said it was bunk and that
how many unemployed we had would depend on what we did, and
that America had the strength and genius and skill and initiative
and courage not to have 8 million unemployed, and we didn’t. We
had a quick and smooth transition, despite cutting the defense budget
about $100 billion, about $12 billion within 1 year, with very little
unemployment. This was achieved because we defined what needed
to be done and knew that it could be done and didn’t say that nothing
could be done and didn’t cite the difficulties due to mistakes as
evidence that these difficulties were insuperable. ‘

Representative Rousseror. Thank you, Mr. Keyserling, and I
appreciate your quoting so extensively {rom our report of 1979.

r. Lindsay, your statement, “Our economic policy needs to give
much higher priority to strengthening the investment and supply
side?of the economy than is now the case’”’—does that include tax
cuts?

Mr. Linpsay. It places primary emphasis on tilting the budget and
other Government policies toward increasing investment and, to the
degree necessary, reducing consumption to control inflationary pres-
sures,

Representative RousserLor. Right. Do you want to speak to the
specific area of tax cuts?

Mr. Linpsay. You have considered changes in depreciation as a
tax cut, which I'm not sure I do. I consider it a shift.

Representative RousseLor. That is the way it is considered in our
Ways and Means Committee that deals with it.

Mr. Lixnpsay. I think that is the most effective single thing that can
be done and you know far better than I whether this is politically
more acceptable. It is not a tax credit. It is not reducing the amount
of total taxes to be paid. It is, rather, Government's sharing with
industry the risks of future inflation—putting more money back into
the economy and certainly inducing industry, or causing them in their
own self-interest to relpace obsolete equipment much more rapidly
than otherwise.

Whether it is a tax cut or not, my assumption is, from what Mr.
MeclIntyre has said today, that he regards it as a tax cut, and it is too
dangerous to consider now.

Representative RousseLor. Yes.

Mr. Linpsay. I don’t believe it is too dangerous. I think we need a
multiyear strategy, and we should begin it now with investment
incentives. To the extent it is necessary to control inflation, we should
do it by reducing consumption, not investment.

Representative RousseLor. I have looked through your testimony.
Do you have some specifics? Since I serve on the Ways and Means
Committee which deals with this, do you have some specific ideas in
mind of ways in which we could legislate to do that?

Mr. Linpsay. I think both in research and development areas,
})rovidin for immediate tax writeoff of research and development,
abor and equipment costs would certainly be important.

I think the patent area is important, particularly where the Govern-
ment has supported research leading to patents. There should be a
greater incentive to private enterprise to use the fruits of this research
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in a productive way and share with the Government through tax
returns on successful new businesses created.

Representative RousseLor. I have gone over my time. Thank you
both for being here. I appreciate it.

Representative BRownN. Thank you, Congressman Rousselot.

Let me, Mr. Lindsay, ask: With reference to the regulatory burdens
and their impact on investment, can you give us some specific exam-
ples, or has your organization done any study of the specific impacts -
of these burdens upon investment?

Mr. Linpsay. Let me give you one that comes to mind, and I think
a very important one.

As you well know, we are now importing 25 percent of our metallur-
gical coke from abroad, in spite of being a nation with some of the
greatest coal reserves, and in spite of the fact that we have metallur-
gical coal mining capacity already available and not producing to full
capacity. )

astyr.light I had dinner with a director of one of the major eastern
coal companies, and he told me that that company had decided to pass
its dividend because it was unable to sell its metallurgical coal.

The reason it is unable to sell low-sulfur, high-grade coking coal is
because the coking capacity within the United States is inadequate
because environmental regulations have shut down much of our
capacity.

This does not mean that we should go back to the old types of coking
furnaces that had lots of environmental problems. Realistic regulations
on the emissions of coking coal furnaces, plus a realistic incentive for
capital recoverg, would have permitted, and can still permit, new
coke ovens to be built so that we can use domestic coal instead of
importing 25 percent of our total national requirements for coking coal
in the form of coke from abroad.

This is one example that comes to mind, and an important one.

Representative BRowN. Are you aware of anyone doing general
study on the impact of specific priorities of reducing regulation in this
area? It seems to me that that would be a very high priority item,
given our energy problems. :

Is anybody, either in private industry or that you are aware of in
the government field, or in private institutions, doing a priority study
of what is significant in this area?

Mr. Linpsay. CED has done a study of regulation and has proposed
changes in the regulatory process. We have a new study getting under-
way on improving productivity and will certainly include regulatoxg
tradeoffs. I think there are a lot of people, including our own CE
staff who can give you some material not only on what we have done,
but other private and public research organizations as well. I under-
stand you are looking for specific cases.

Representative BrRown. Yes; and prioritization of the regulation
reductions.

Mr. LinpsAY. Another one which comes to mind that bears directly
on energy is, we have a real bottleneck on heavy steel casting capacity
in the United States. That is a bottleneck in producing equipment to
expand our coal and to expand all heavy industry. It also creates a
further impact on inflation because if you have a major project under-
way and, as I'm sure you know in your own business, if you desperately
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need one piece of equi;l)ment in short suprly, it's economic to pay any
price in order to get it delivered on schedule.

Representative BRown. We are doing it right now with respect to
paper purchases in my business. We are in the process of expanding
some of our commercial printing, and suddenly we ran into a paper
shortage and it became much more economic to pay relatively exor-
bitant spot prices—I won’t suggest black-market prices because there
is no such thing in the current marketplace as a black-market price,
since prices are not in any way controlled, but they are in a way
designated or fixed within the paper-producing industry. We found 1t
is worth it to pick up somebody else’s excess paper at any price they
want in order to meet our contracts.

Mr. Linpsay. That is exactly what is happening throughout the
economy where bottlenecks are creating inflationary pressures.

I think the same thing is true in shortage of skilled manpower.
Once these bottlenecks begin to bind, then they ratchet up, as you
suggested earlier, the entire economy.

Representative BRown. I think we are at an interesting point here,
and I want to pursue that question and want your attention to the
answer. I want to ask Mr. Keyserling, because it has been a point
that we have been on: Inflation back in 1947, according to the book
of the Council of Economic Advisers, the President’s annual report,
was 14 percent. That was the really horrendous postwar period. The
reason for it clearly was that all of our domestic production had been
in the war—not all of it, but so much of it had been devoted to the
war effort that there were tremendous shortages in specific products.
Pape(xi was one example again, as I go back in my memory to that
period.

But in 1948, the statistics we have indicate the inflation rate was
only 7.8 percent, had fallen almost in half, and in 1949 prices fell by
1 percent. While we had tremendous employment adjustments be-
cause men were coming home from service and so forth, the unem-
~ ployment rates did not get radically out of hand, although they were,
ior a brief period, somewhat higher than they’d been during the

years.

I guess I have to ask: How did you move in 2 years from the
14.4 percent inflation rate to a 1-percent decline in prices during that
period of time, and the reduction to a great extent of some of the
shortages? I know not all were disposed of.

Mr. KevserLing, We did it by application of commonsense. We
did not move toward it by saying, when we had a double-digit infla-
tion rate, that it was going to take 8 years to work it out. We didn't
say that because it’s a big problem, let’s do less instead of doing more.

e had a great debate during the period I was in the Council—and
it is extremely relevant now—between those who said that the way to
cure the inflation was to cool off and slow down production and
employment and those who said the reverse. This debate became more
intense when we got into the Korean war. I remember Mr. Bernie
Baruch, who may have been a good adviser during World War I, but
who was fuzzy-minded 40-odd years later, and who claimed he was
advising every President though none was listening much to him. He
said that the way to fight the Korean war was to freeze the whole
domestic economy. In fact, at the beginning of World War II, there
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were those who said we should fight the war with the steel capacity
we had then because otherwise we’d have a big depression after
the war, ‘

At the beginning of the Korean war, which raised a greater danger
to us—and 1if there was anything I introduced into American eco-
nomics, it was the concept of real growth. I advised that real growth is
the main cure for inflation, and to build the industrial base. We made
the right kind of tax incentives available, and we projected goals for
increase in investment and for some other increases also.

So great has the productive power of the American economy been
that during the Korean war, and even during World War II when we
were, as you say, burning up half the total product in fighting the war,
we raised the living standards at home. Everybody didn’t have joy -
rides, but the fundamental living standard rose, even though half the
product was going to overseas. The reason there was a meat shortage
was not because there was less meat, but because people were eating
meat who ate nothing but rice and peas or pork fl;t efore the war.
They hadn’t been able to buy the meat, didn’t have the money.

That is what the American economy can do, and that is the basic
reason it went down.

If you will look at chart 11 in my prepared statement, although the
inflation rate was still 7.8 percent in 1947—and that is when the
Council of Economic Advisers and I come in—it averaged only 3
percent over 7 years. The most important thing is the trend. We
didn’t say, “Wait 8 years.” The inflation rate was reduced from 7.8
percent in the first year to 0.8 percent in the last year.

Well, we used some controls. You needed them during the Korean
war. But that was not the main reason for the price performance. The
main reason was the creation of abundance. Then it was said, “You
are suppressing inflation. It will burst forth after the war.” )

It didn’t burst forth. We had price stability for a long period of time
after the war, as shown on the same chart.

The inflation burst forth when the policy became effective of tryin
to fight the inflation by a great decline in the rate of real growth an
great enlargement of unused resources.

How did the term ‘“‘stagflation’ arise? It arose through recognition
by the people who have continued to do the wrong thing that it's
stagflation, not a tradeoff. Within 1973-75 we experienced the high-
est rate of inflation since the Civil War and the highest rate of unused
resources since the Great Depression. Still, instead of learning a thing,
the administration is going to “cure” inflation by having still another
recession, and by having us do worse during the next 5 years than
during the past 5 years, in the face of our tremendous international
challenges and burdens which must be financed, in the final analysis,
our output and growth. There is nothing you can do on the books
of the Government to finance that thing in real terms; it must be
supported bi real product.

ow much are you going to take out of other types of product to
do that financing, and are you going to be able to? If you do, what
will happen to inflation, because defense outlays are essentially non-
productive, even though necessary.

This is all so obvious; and the more that truth appears, the further
away the executive policymakers get from paying any attention to it.
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That is how the inflation was stopped, primarily by calling forth
again the great nonsecret weapon to which Iphnve referred. There is no
direct correlation in economic history, broadly speaking, other than
the inverse correlation between the level of economy and the amount
of inflation.

Representative Browx. Gentlemen, thank you very much. I don’t
know if we have any more questions,

Mr. Lindsay, I may want to ask you a couple of others in some detail,
and if we do, we wilfydrop you a note.

Mr. Keyserling, your aggressive testimony and dramatic testimony
has been very helpful and gives us a new argument or dedication here
to the principles that we shere, that all three of us share.

Our hearings tomorrow will be held at 10 a.m., in room 2257,
Rayburn House Office Building, and they will include the Assistant
Secretary of the Treasury for International Affairs, Mr. Burston, and
An:lbassndor Owen, our roving American Ambassador in international
trade.

Again we thank you very much and appreciate your patience in
waiting.

Mr. KeyserLinGg. Congressman Brown, may I say just one word. I
would like to call the attention of you two gentlemen especially to the
last five or six of my charts which deal with money policy and the
effects that it has on the cost of living, on the dangerous increase in
consumer credit, which is twice as high relative to income as it was in
1953 ——

Representative Browx, We will indeed.

Mr. KeyserLING [continuing]. To the staggering blows being struck
to the housing industry which is so important to the whole economy,
to the increases in the Federal deficit due to the increased interest
charges which serve no really useful purpose. They are inflationary
as are all increased costs. The increased interest charges in the budget
today are greater than the whole Federal deficit a few years ago.

Representative Brow~. We will indeed go through those. I found
your charts very interesting, Mr. Keyserling, and very helpful, and
think that the two of you ought to share some information back and
forth and hope you will have that opportunity.

Representative Rousseror. Thank you for including charts on
money supply growth. Alot of them don’t talk about that.

Mr. KevseErLinGg. The data are misleading because they are ex-
pressed in current dollars, and the same Federal Reserve Board which
says interest rates should go up because inflation is going up do not
adjust money supply growth corresponding. In real terms, we have
had a negative money supply growth for several years,

Representative Brow~. I want to tell you a brief story to under-
score your concerns about what we face, and I have to do it anony-
mously because I have yet to get full information from the company
involved.

I have in my part of Ohio a com{:any that makes major industrial
equipment in one of our currently booming industries—well, it’s not
booming; it’s at least doing rather well.

They have had a traditional customer for a number of years that
has made this major production equipment investment from them.
This year they were unable to sell on a bid basis one of the pieces of
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equipment they manufactured to this regular customer, not very far
from them geographically, because the customer had gotten a better
deal on the product in terms of price and the financing of the product
from a British company with the assistance of the British (overn-
ment in terms of the subsidization of the financing, because of course
the British, as we do, have a program for assisting in the development
of underdeveloped countries. So the British are now assisting in sales
of their products to the United States to the extent that it expands
British trade and helps us develop our resources since we are doing so
poorly on our own.

Now, if you want a message about whether or not we are in trouble,
it seems to me clearly implicit in that story.

The other sad fact is that by being unable to sell the manufacture
of this company to their regular customer, the company lost 750 man-
years of employment. That is certainly not a very pretty picture in
terms of how to resolve either our current problem or the example
you have of a conversion from a wartime shortage situation in the
United States to one where we expanded our markets.

Mr. Linpsay. The committee might like to have the study that was
completed a year ago. :

Representative BRown. We have copies of it But might welcome
any updates you might have or any information on the schedule of
your future studies because we always find that CED contributes a
great deal to our thinking, and it is all good scholarly stuff, well
developed and well backgrounded.

Mr. KeyserLInNG. I want to say one word in support of what you
gentlemen have said about regulation. We might differ in detail about
what regulations to keep and what ones to drop, but I think it is
absolutely horrible when people in the Government are reaching out
to regulate more and more the private economy and completely
neglecting the job which must be theirs and always will remain theirs
and which is, without a play on words, really regulation. When you
regulate the price of money, that is regulation just as if you are regulat-
ing the price of wages. Taxes regulate where money flows. So does the
budget. They are doing this upside-down job with the budget, tl
upside-down job with money policy, and then thinking that they have
the brains and the time and the responsibility to go out and regulate
more and more of the private sector all over the country.

Representative BRow~n. Mr. Keyserling, I am going to suggest that
if one of my choices for President gets in office he inquire whether or
not you want to get back in harness. We won’t necessarily require
you to convert those traditional family beliefs that you held, but I
certainly wouldn’t want you to change any of the ideas you have on
how to run the economy.

Thank you, gentlemen, very much.

[Whereupon, at 12:27 p.m., the committee recessed, to reconvene
at 10 a.m., Thursday, February 7, 1980.]
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The committee met, pursuant to recess, at 10:10 a.m., in room 2257,
Rayburn House Office Building, Hon. John H. Rousselot (member of
the committee) presiding.

Present: Representative Rousselot.

Also present: Louis C. Krauthoff 1I, assistant director-director,
SSEC; Kent H. Hughes, Mayanne Karmin, and Paul B, Manchester,
professional staff members; Betty Maddox, administrative assistant;
Charles H. Bradford, minority counsel; and Stephen J. Entin, minority
professional staff member.

OPENING STATEMENT OF REPRESENTATIVE RoussELoT, PRESIDING

Representative Rousserot. I will call this hearing to order.

Today we have with us Henry D. Owen, Special Representative of
the President for International l?},conomic Summits, andp C. Fred Berg-
sten, Assistant Secretary of the Treasury for International Affairs,

As most know, we turn our analysis today to the international
economic situation. Senator Bentsen was unable to be here.

This is yet another area where things do not look as good as they
should. It is clearly an area where we as a committee have had a sub-
stantial amount of interest; it is very much a part of the various reports
that we produce, including our annual report.

The members of the Joint Economic Committee recently held a
series of hearings in the Philippines, Hong Kong, Taiwan, and South
Korea. Four of us, myself inciuded, were privileged to be part of this
study mission. It was an extremely enlightening experience to hear
from our American people engaged in business overseas. We also had
the opportunity to meet with many of our people in our embassies to
listen to their experiences in trying to sell our products and services
overseas.

East Asia is the most dynamic of all of the world markets. U.S.
exports to East Asia grew by 26 percent in 1978 and the U.S. two-wa,
trade with East Asia in that year was equal to our two-way trade witﬁ
Western Europe; but within these healthy aggregate figures are large
U.S. trade deficits with some Asian nations, as well as major barriers
to increased trade in some countries and with some individual
businesses.

The committee met with many U.S. businessmen who are on the
cutting edge of competition in the world markets in East Asia. They
are, indeed, very frustrated. We heard a stream of angered complaints
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over the barriers they faced—anticompetitive, unfair tax burdens,
handicaps in operating within the latter of the fore’gn corrupt practices
law, the weakening effects of applying our antitrust laws to foreign
operations, and the inadequacies in U.S. export financing arrange-
ments, all of which delight and amuse our foreign competitors who are
extremgilfv aggressive in these same markets.

The U.S. Government many times acts as a referee or umpire, de-
pending upon which sport you like, to American firms doing business
abroadgby restricting, stopping play, and penalizing our own American
enterprisers. Meanwhile foreign competitor governments serve as
coaches, or at least cheerleaders, to their business firms in fighting
for international business.

So many of us as a result of this trip think it is high time we realize
that the United States needs to expand its foreign trade to advance
our own economic growth. Heretofore our broad-based domestic
economy has made it unnecessary for U.S. businessmen to be as ag-
gressive about our overseas market. However, that day is past.

If oil and other needed imports are to be financed without reducing
American living standards, we must increase our sales and investments
abroad. To do that, we have to find ways to modernize our industrial
plant at home, remove the obvious shackles frcm firms that have the
courage to try to compete in foreign markets.

All of this boils down to adopting more incentives for creating Gov-
ernment activity in both macro- and microeconomic policies and
regulations.

Senator Bentsen wanted me to state that the President merits praise
for placing consistent emphasis on international approaches to solving
the economic problems. We are very fortunafe, as Senator Bentsen
wanted me to state, to have our Ambassador, Henry Owen, who serves
as a Special Representative of the President for International Eco-
nomic Summits.

Ambassador Owen has played a very key role in preparing the
President for three past economic summits and is now looking ahead
to the next economic summit to be held in Venice in June of this year,

We are also, of course, pleased to have the Assistant Secretary of
the Treasury for International Affairs. Both of you have been prolific
and proficient writers on a wide range of foreign economic policy
matters and we are pleased to have you with us today.

STATEMENT OF HON. HENRY D. OWEN, AMBASSADOR AT LARGE
ARD SPECIAL REPRESENTATIVE OF THE PRESIDENT FOR
INTERNATIONAL ECONOMIC SUMMITS

. Mr. Owex. I was told you were particularly interested in our speak-
mfg to the question of the interrelationship between foreign economic
affairs and domestic economic affairs, :

Representative RousseLor. Yes. I think that's the question we
asked you to speak to.

Mr. Owen. I looked at the report——

Representative RousseLor. By the way, before either one of you
start, we want you to feel free to discuss as much as you want for as
long as you want. You are also free to insert a prepared statement in
the record as well as any additional charts or other material that you
may want to include.
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Mr. OweN. Thank you, Congressman. I will be brief.

In the report which the committee issued in August, I was struck by
the three conclusions which the committee advanced: First, you
emphasized the need for more rapid growth; second, the need to reduce
our reliance on imported oil by encouraging production and by
conservation; and third, the need to increase procFuctivity.

I would like to speak to what we have been trying to do to advance
these purposes in the international arena over the last 3 years. Let me
take first the questions of growth and productivity and trace the way
our policy has changed through the last three summits at London in
1977, Bonn in 1978, Tokyo in 1979.

When the administration took office, one of the major problems was
the need for more rapid German and Japanese economic growth so that
those countries \vou}d buy more of our exports and reduce our balance
of payments deficit.

At London in 1977, the three countries, Germany, Japan and the
United States, pledged themselves to achieve specified growth targets.
Of those three countries, we were the only one to achieve our growth
targets. Both the Germans and Japanese fell short, although I am sure
that they took additional measures as a result of the conference in
London; they didn't fulfill the targets.

The lesson we drew from that was that rather than fixing specific
growth rates—because after all these are market economies and the
Government’s role is a limited one—we would specify the additional
stimulus measures each government would take.

In Bonn, in 1978, the German pledged themselves to take stimulus
measures which would add 1 percent to their GNP. They were as good
as their word in the months which immediately followed the summit.
They took the measures they had pledged. Their growth rate did rise
by 1 percent. :

Japan pledged to increase its growth rate by 1.5 percent. .Again it
fell short, although it achieved a substantial increase. It is & measure of
the difference in our own economic situation that in Bonn, rather than
pledging growth, we pledged to fight inflation and to give that the
first prority over growth,

At the Tokyo summit, still a further change was evident. Although
the three main countries, Germany, Japan, and the United States,
again pledged to follow growth policies, the main emphasis was on
policies to increase productivity, as your committee recommended. I
might just read one paragraph 1n the communique.

eorge Schultz, who was responsible {or prior summit meetings,
told me that he thought this was one of the best paragraphs in any of
the summit communiques.

We agree that we must do more to improve the long-term efficiency and
flexibility of our economies. The measures needed may include more stimulus for
investment and for research and development, steps to make it easier for capital
and labor to move from declining to new industries, regulatory policies which
avoid unnecessary impediments to investment and productivity, reduced growth
in some public sector current expenditures, and removal of impediments to the
international flow of trade and capital.

My guess is that the Venice summit will place more emphasis on
that. Increasingly the emphasis of the summit meetings will not be
on short-term growth and anti-inflation targets, but on more basic
measures to increase productivity, reduce regulation, reduce the
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growth of the public sector, and so deal with some of the long-term
obstacles to productivity which your committee identified.

That’s what we have been doing in respect of the recommendations
of the committee regarding growth and productivity.

I now turn to your other recommendation, on energy, to increase
production of alternative energy sources and reduce reliance on im-
ports of oil.

At the Bonn summit—I should start in London. In London—and
it is & measure of how far we have come—there was only a brief ref-
erence to energy, and a very general one that countries should try
to do better.

In Bonn, there was a good deal more attention to the subject. The
most important pledge at Bonn was the President’s pledge that he
would decontrol erude oil prices by December 31, 1980. This was a
pledge which was very much wanted by the other countries at Bonn.

The price of the Germans’ agreeing to the increased growth we
wanted was our agreeing to the oil decontrol they wanted. As you
know, in fact, the date for the completion of decontrol will be Sep-
tember 1981 rather than December 1980; but basically the pledge has
been fulfilled.

At Tokyo we went a good deal further. We agreed on the need for
national import ceilings for oil for 1980 and for 1985, for cach country.

We followed that up in the International Energy Agency by agree-
ing to these ceilings and to procedures under which these targets will
be reviewed quarterly. Adjustments will be made in the targets as
necessary to bring them into line with the current situation, and each
country will be carefully monitored to make sure that it is adopting
the measures that are needed to assure that it doesn’t exceed its oil
import targets.

o, instead of the countries scrambling against each other with
ever higher prices for a limited amount of oil, they will agree in ad-
vance not to go over a certain level of imports. As you know, for 1980,
the President has set our level at 8.2 and has indicated that he’s
prepared to go even further below that level if other countries will
reduce their imports, and that he’s prepared to impose an import
fee, il necessary, to assure that the import level is not exceeded.

There was one other measure taken in Tokyo. All the countries
agreed to increase resource investment in development of alternative
energy sources. They set up an international energy technology group
to make recommendations to the Venice summit as to the specific
measures that should be taken to this end.

We, of course, are already launching a large synthetic energy pro-
gram and we are urging our allies in the international energy tech-
nollogy group either to share or adopt comparable programs them-
selves.

So I think, Congressman, that in these summits and the actions
between the summits, we have tried to fulfill the injunction of the
committee: strive for higher growth, reduce the obstacles to increased
productivity, and move toward lower imports of oil and higher produc-
tion of alternative energy sources.

Our record leaves a good deal to be desired, but we are trying to
move in the directions that the committee has laid out. We are trying
to move in the only way that makes sense if those objectives are going
to be achieved: with the other countries whose cooperation is essential.
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Thank you, Congressman Rousselot.
Representative RousseLor. Thank you Ambassador Owen.
Secretary Bergsten.

STATEMENT OF C. FRED BERGSTEN, ASSISTANT SECRETARY
OF THE TREASURY FOR INTERNATIONAL AFFAIRS

Mr. BEraGsTEN. Thank you, Congressman Rousselot.

I would simply try to amplify briefly how we see the interaction
bef_ween our international economic policy and our domestic economic
policy. ‘

Asythe President indicated in his economic message 2 days ago,
we feel that there are two overwhelming problems facing the
economy : the problem of inflation and the problem of energy. They are,
of course, related to each other.

What is most pertinent for today’s discussion is the fact that these
are both global problems. Practically every country around the world
faces major inflationary difficulties. It is clear that from one side or
the other of the equation, practically every country faces major
energy problems. We, therefore, have to view our response to those
two cardinal problems in the global context. One way we have done
this, as Henry Owen outlined, 1s through the series of summit meetings
where major decisions have been made in these and other areas.

In the area of fighting inflation, two of the key aspects are what
we do with our international monetary policy and what we do with
our trade policy. In the international monetary area, it is very clear
that o depreciating dollar, a weakening dollar, adds to our inflation
at home for the simple reason that it drives up the cost of imported
goods and enables domestic industries to raise their prices with less
price competition from abroad.

Indeed, substantial depreciation of the dollar in late 1977 and much
of 1978 added at least 1} percentage points to our inflation rate in
1978, which in turn then ratchets into the economy and is more
difficult over time to eliminate.

So a stable dollar has got to be one important component of our
overall anti-inflation program. Indeed, since the dollar decline in early
1978, it has been stable. Over the past 16 months, the dollar has actuall
risen by about 6 percent against a trade-weighted average of OEC
countries, and has risen by 2 to 3 percent against the SDR, special
%‘ra\\('ling rights, the unit of account of the International Monetary

und.

That restablization of the dollar has been an important part of our
anti-inflation program. We intend to seek continuation of that stability
as part of our effort to reduce inflation at home. )

rade policy, as I mentioned, is also an imgortant aspect of fighting
inflation. If we were to raise protectionist barriers against imports,
despite the temptation to do so in particular industries, that would
clearly add to our inflation rate by driving up costs and reducing
competitive pressures on our own industries. There are now pressures
to increase trade barriers in a number of key sectors of our economy;
but if we succumb to those pressures, we would be running directly
counter to our fundamental effort to fight inflation. The administration
will countinue to resist that kind of approach.
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I might finally comment on the way that energy interrelates with
the dollar and our trade balance and come back to the trade questions,
Congressman Rousselot, that you raised at the outset.

As is well known, the United States now has a substantial trade
deficit. The figures for the full year 1979 were just released. They show
about a $30 billion trade deficit. When you dissect that just a little
bit, you get a very interesting picture. Our oil imports last year cost
us about $60 billion, up from less than $3 billion as recently as 1970.

That means that the rest of our trade balance was in surplus by
about $30 billion; and, indeed, if you look at the nonoil part of our
trade balance, the evidence is very strong that U.S. competitiveness
in the world economy has risen very substantially. The volume of our
nonagricultural exports rose last year by 12 percent, after a sharp
rise in 1978, indicating a very substantial increase in our share of
world markets for manufactured goods, the areas in which we know
the United States can compete well.

So, on the one hand, we face the huge and growing problem of oil
import costs reinforcing the need to put in place the kind of comprehen-
sive energy program that has been proposed and that Ambassador
Owen referred to. At the same time, we can take encouragement, I
think, from the fact that the rest of our trade position has been sharply
improving, not that it has done well enough, Lecause it has to go even
further in order to offset the higher cost of oil imports and assure us
of a stable dollar over time. We have, therefore, taken & number of
measures to try to stimulate export expansion yet further.

One area has been the Export-Import Bank, where over the first 2
fiscal years of this administration, the lending level of the Export-
Tiaport Bank was raised fivefold, and we are proposing—and I think
the Congress will accept—further increases for fiscal 1980 and fiscal
1981. We greatly improved the quality of Eximbank loans, matching
our foreign competitors even when they have gone beyond the present
riles that govern official export credits.

Clearly there are more things we can do. Clearly there are conflicts
between the trade objectives and other objectives of U.S. national
policy that have kept us from going all out to support exports in
every case. But the record is a good one. We are putting in place
policies that will enable the record not only to continue but to get
better. I think therein lies an important aspect of our overall fight
against inflation and our overall effort to assure a stable U.S. economy
for the future.

Thank you.

Representative RousseLot. Thank you both. Will each of you want
to submit prepared statements? You just want to rely on your oral
statements.

Thank you for your comments. I have a pile of questions here
submitted by some of my colleagues and others. Let me trf‘x' to go
through some of them if we can. It's been mentioned to me that you
have other engagements that you must participate in, so we will try
to keep this moving.

Ambassador Owen, as I understand it, the Tokyo summit in June
of last year was principally focused on reducing consumption and in-
creasing supplies of energy. Even though you have commented on it,
can you tell us what we have done to live up to our goals set by the
Tokyo summit?
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Mr. OweN. Yes, sir. The Tokyo summit set two kinds of goals for
imports: first, goals for 1980. It indicated that each of the European
Community countries would adopt a national goal. We ourselves,
Japan, and Canada also adopted national goals. Since then, the
European Community countries have adopted their national goals
for 1980, and they have pledged themselves to assure that their oil
imports in 1980 will not exceed those goals.

n addition, 1985 goals were set, and since then, by agreement
among the countries, the 1985 goals have been reduced. But I think
the most important thing, Congressman, is not merely carrying out
the work of the summit in specifying the national import targets for
each country, but setting up a procedure within the International
"Energy Agency under which those import targets will be monitored
and the ministers will come together once a quarter, one, to see whether
the targets should be changed; and, two, to see whether any country
is exceeding its target and, if so, what additional measures it should
take to restrain oil imports. ,

I think, through these agreements, we are in a fair way to having
set up machinery which will assure that the industrial countries
allocate oil among themselves in a gross amount which doesn’t exceed
the total amount of oil that's likely to be available to them.

On the supply side, we set up & group in which all the countries
that are summit members and some industrial countries that aren’t
summit members to try to figure out what additional measures each
country could take to increase the production of alternative energy
sources. I would be less than frank if I didn’t say the enthusiasm
varies for this among different countries. We are now engaged in
negotiating with them to produce a report for the Venice summit
which will enable that summit to reach agreement on additional pro-
grams by the European countries and Japan and which will match
our own very vigorous program to develop alternative energy sources.

So I think here, too, Congressman, we have a fair chance to follow
up successfully the Tokyo agreement to increase the development of
alternative energy sources and to increase the investment of resources
in that effort.

Representative Rousserot. So that will be on the agenda, you say?

Mr, OweN. Yes, sir.

Representative RousseLoT. Are there other issues likely to share
the spotlight with energy?

Mr. OweN. Yes, sir. I think there will be five issues at Venice.
One will be macroeconomic policy, where I think the main emphasis
is going to be how to improve productivity and investment over the
medium term. Second, energy, which we just discussed. Third, trade,
which I think will receive less emphasis than it did at previous sum-
mits, because we recently concluded the multilateral trade agreement.
Fourth, international monetary policy, where the summit may look
at the substitution account and may look at some new proposals the
French President is preparing; and finally, north-south relations,
where I think the main emphasis will be on how to help develoging
countries increase their energK production and increase their foo

roduction so as to help solve those global problems. I think these will
ge the five main areas at Venice,
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Representative Rousseror. Now the President, as you both
discuss, has already set an 8.2-million-barrel-a-day ceiling for U.S.
imports. He spoke of imposing an additional fee if imports threaten to
breach that ceiling.

Previously the 'administration had toyed with the idea of a quota.
The key problems, however, lie in stimulating domestic production
and constraining some domestic demand. One Presidential candidate,
as we know, has already proposed a 50-cent-a-gallon tax on gasoline,
while another has argue(f for the immediate adoption of mandatory
rationing.

What is the current administration thinking on restricting domestic
consumption to meet these targets?

Mr. BeresteEN. Well, certainly restricting domestic consumption
is one of the central elements in our whole strategy, both for dealing
with the energy problem per se, and for dealing with the inflation
and broader economic problems that I described.

We think we have in place already a number of measures that are
pushing toward that cncﬁ The decontrol of natural gas prices in 1978
on which the Congress voted and the Piesident’s action to decontrol
oil prices early last year on a phased basis are of course central steps
in that program.

In addition, the Congress has passed a number of pieces of legisla-
tion, as you well know, to mandate conservation in a number of
areas: for fuel-efficient cars, use of home appliances, and a number of
other areas.

I think there, too, the results are modestly encouraging. Despite the
continued growth of the U.S. economy last year, the use of oil declined
over 2 percent and the use of motor gasoline declined about 8 percent
in the fourth quarter of 1979 as compared with the fourth quarter of
1978. These are rather historic turnarounds in U.S. performance. Last
year was a year in which our economic growth was continuing—albeit
slowly—yet an actual decline occurred in our use of ail, and our use of
gasoline more particularly.

So I think we are beginning to see some of the impact of the conser-
vation measures already taien in the past beginning to come on
stream. We know it takes a long time to make fundamental changes in
the very structure of an economy such as are required to change the
American thirst "or energy as a whole, and oil products in particular.

That's why we think what happened last year was only the begin-
ning; and that, over time, the measures we have put in place must
continue to reduce energy use.

The other side of the equation, as you quite rightly point out, is
increased production.

Representative RousserLoTt. How are we doing on that?

Mr. BEragsTEN. I think it's probably too early to say.

In the natural gas area, however, tﬁe decontrol that took place in
1978 has already begun to sharply increase the domestic production
of natural gas.

Representative RousseLot. Decontrol has helped?

Mr. BerasTEN. No question about it. Decontrol has helped.

Representative RousseLot. All the great concerns expressed by some
of our colleagues that decontrol would be a disaster haven't actually
materialized?
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Mr. BerasTEN. Of course, when some of Xour colleagues said a
disaster, they were thinking of the fact it would raise prices.

Representative RousseLor. That’s true, obviously. :

Mr. BerasTeN. That certainly added to the rise in the Consumer
Price Index.

Representative RousseLor. How much?

Mr. BErGsTEN. The direct effect of higher energy prices last year——

Representative RousseLor. Relating to higher prices in fuel?

Mr. BerastEN. Right. They probably added about 3 percentage
points out of the 13-percent increase in the Consumer Price index.

Representative Rousseror. 14 percent?

Mr. BerasTEN. Whichever one you want to use.

Representative Rousseror. Wherever we are?

Mr. BerasTeEN. Right. A substantial part of the increase in con-
sumer prices was caused by the higher energy prices.

Representative RousseLor. Not as much as some people thought?

Mr. BeragsTEN. Well, it’s a substantial element; but viewing both
the energdy and inflation problems as longrun problems, the President
concluded it was essential to bite the energy bullet and decontrol
prices for oil.

Representative RousseLor. He promised that in his campaign in
1976. We were glad to see him follow through. In any regard, it
didn’t have the impact on inflation that many people thought it
would? It obviously had some.

Mr. BErasTEN. | think one has to say in all fairness it had had a
substantial impact in further raising prices in the short run. However,
we feel it's necessary because of the longer run needed to bring the
energy situation under control, which in turn is essential to get a longer
run hold on the energy problem.

Representative RousseLor. Well, we hear constantly that OPEC is
the cause of our payments problem, our major problem. Many of the
other nations that are in a similar condition, far more dependent on
OPEC oil imports than the United States, continue to have sub-
stantial strength and growth. Yet they import more than we do and
don’t have the inflation we do.

How do we account for that? For instance, Japan and West
Germany?

Mr. BerasTeN. That statement is perhaps not quite as true today
as it might have been several years ago.

Representative Roussevot. But it’s still true?

Mr. BerasTen. Well, if you look at 1979, Japan moved from a
current account surplus of about $16.5 billion in 1978 to a current
account deficit of about $9 billion.

Their Wholesale Price Index has been——

Representative RousseLor. Is their inflation rate as great as ours?

Mr. BERGSTEN. It’s greater.

Representative RoussevLor. Right now?

Mr. BERaGSTEN. Yes. Over the last 6 months, the Wholesale Price
Index in Japan has been rising much faster.

Representative Roussgvor. Their overall inflation rate?

Mr, BErasTEN. The Japanese Consumer Price Index lags the Whole-
sale Price Index. There the difference with the United States has been

narrowing.
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Representative Rousseror. It’s not as great as ours?
Mr. BerasTeN. Not for consumer prices, but more on wholesale
rices.
P Representative RousseLor. How do we account for that? They
import more 0il? Pay higher prices?

r, BERGSTEN. I think part of the answer is that the change in the
situation caused for us is much more dramatic than for them. They
have always been 100 percent dependent on imported energy. There-
fore, they have had much tighter use of energy than we have had.

Until recently, we were used to living on cheap, domestically pro-
duced oil. As I said, as recently as 1970, our oil import bill was less
than $3 billion, & minuscule percentage of our demand.

Representative Rousseror. In 1970, we had all kinds of rules and
regulations, too, that impacted on the domestic situation?

r. BERGSTEN. I am sure that is a part of the problem.

Representative Rousseror. Small item?

Mr. BErGsTEN. Not so small, necessarily. We got hit by a double
wha}rlqmy. Everybody got hit by the OPEC price increase. We also

ot it
& Representative RousseroT. They survived it a little better?

Mr. BErasTEN. We got hit by the leveling off and the decline,
actually, in our domestic production.

It really was a double whammy. We faced not only the higher prices
from OPEC oil, which is a 10-fold rise over the last decade, but also
a big increase in the volume of our imports, because imports had to
meet all of our increasing demand, a situation we were not used to.
So for us, the change in the situation was much greater than for Japan,
Germany, or any other country. In a sense, therefore, we were caught
unprepared, whereas the other countries, based on their wartime ex-
perience, their postwar reconstruction experience, and their tradi-
tional dependence on imports for energy, had much tighter energy
programs than we did.

e are in n sense, therefore, having to catch up with the rest of the
world. The fact is often stated

Representative Rousseror. Catch up in the price we pay?

~Mr. BerasTeN. In the price we pay. Catch up on our policies to
conserve and use oil more efficiently. It's well known we consume
twice, or more than twice, as much energy per capita as the other
major industrial countries. It's a reflection of this historical structural
situation.

So we face a much tougher change. I think that's why we have
probably been impacted more in this first 5 to 10 years of a new energy
era than other countries have been.

Representative RousseLor. Now, all of these countries save and
invest more of their income than the United States. Consequently,
they grow faster, so they add more new plants. They have more
~modern plants than we do. I don’t have to go through that litany with
you because you are well aware of that, especially as it relates to our .
steel plants.

As a result, they are able to produce and sell cheaper than we can.
They have a more favorable tax and regulatory climate. It attracts
more money from abroad.

So it seems to some of us that growth isn’t all that bad, and that the
balance of payments in their case isn’t quite as severe. Oil imports
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then seem to have just become an excuse for our bad performance. It
seems that if we had a decent domestic policy of encouraging incen-
tives to save, invest, produce—as our report pointed out last year—
we would have a greater improvement both in our domestic economy
and our international situation,

Do you disagree with that then? ,

Mr. BErGSTEN. You notice in my comments I did not use oil as
an excuse for our external situation.

Representative RousseLor. I was happy to see that.

Mr. BerasteN. I did point out it was a major factor in the overall
picture but that we have to do better than we have been doing re-
cently, in order to pay that bill.

Representative ﬁoussmo'r. And also to produce better here?

Mr. BerasTEN. Right.

Again I take some encouragement from the fact that over the last
couple of years, our share of world markets has been increasing.
Our export volumes have been rising at a very impressive rate.

Representative RousseLor. Mostly in the agricultural field?

Mr. BerasTEN. No. I carefully used nonagriculture export figures.
The volume of our nonagriculture exports grew over 8 percent in
1978, 12 percent last year.

Representative Roussevor. Eight percent is a good increase.
In dollar volume, our agricultural products have done awfully well.

Mr. BErgsTEN. They have done awfully well, there is no question.
Both are essential parts of our overall trade performance.

At the end of the day, I agree with your basic point that we have
to do better in terms of productivity growth, incentives to capital
formation, the productive strength of the economy without which
all the things we do on the directly international side, Export-Import
Bank, measures of that type, can have only a marginal effect. You
are quite right. The issues of productivity and investment capital
lie at the heart of whether we can compete effectively in the world.

Representative Roussgror. Our tax policy is related very much
to that, isn’t 1t? We learned that overseas.

Mr. BErasTEN. That'’s right. ‘

Representative RousseLor. Ambassador.

Mr. Owex. I wanted to add that you are absolutely right. The rate
of saving investment is higher in a number of industrial countries
than here. What is interesting is that it is declining in these countries
Just as it is here. All the industrial countries are facing the same
problem, which is a decline in investment and a decline in the rate of
productivity.

Representative RousseLor. For a longer period of time, if I can
interrupt, they have been much better at it than we have?

Mr. Owen. It depends how far back you go. Before the war we
were doing better. After the war they caught up and did better.

Representative RousseLor. Which war are we talking about?

Mr. Owen. World War II.

Representative Roussevor. Fine. [Laughter.] We had so many,
you understand. .

Mr. OwEN. The one I was in.

Representative Rousseror. The big war?

Mr. Owen. Exactly.
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Now all of them, we as well as they, are declining. One of the
things that strikes me is when the heads of government get together
at summits, they are all clearly in the same box, They talk about it.
I think they are puzzled as to what is producing the decline in invest-
ment and productivity.

You identified an area which I think is extremely important: The
area of overregulation. This is an area which all these countries in
varying ways are trying to do something about. As you know, the
President has a program for screening Government regulations much
more carefully.

Representative RousseLor. I just hope he screens more out.

Mr. OweN. That’s the objective of tﬁe exercise, Congressman, to
introduce fewer regulations and to screen out some of the ones that
already exist.

Even when you take an account of that, a colleague of Fred’s and
mine at Brookings, Ed Dennison, probably the leading student of
productivity, says it’s not easy to explain all the reasons why simul-
tancously in the industrial world you have a decline in productivity.

I couldn’t agree with you more. One of the major tasks of U.S.
economic policy is to try to find the answers through tax policy,
through deregulation, and otherwise to produce a climate which is
more congenial to investment and hence to increased productivity.
This is a major purpose of the President’s program.

In his economic message, he said that if and when the fiscal con-
ditions changed so as to make a tax cut advisable, one of the primary
purposes

epresentative RousseroT. If and when. That’s the big problem
now. We have had a ream of testimony in the last week be%ore Ways
and Means, on which I serve, explaining in great detail how our tax
policies are an absolute disincentive to the whole thing you are talking
about. That isn't all—it’s also regulatory policy, yet, yesterday we
had administrative policymakers up here telling us we just have no
way of having a tax cut of any kind. We were told that the timing
was bad,

Mr. BeresTEN. I would like to explain why that is.

Representative RousseLor. We would like that again.

Mr. BErasTEN. That goes back to your fundamental question. Oue
of the greatest disincentives to investment and savings is inflation.

Representative Rousseror. No doubt about that.

Mr. BErGsTEN. The savings rate, as you know, has fallen.

Representative Rousserot. Our congressional policies haven’t done
much to help.

Mr. BErGsTEN. Right. Glad to hear you say that.

Representative RousseLor. We are one of the scapegoats. There
are a couple of others involved.

Mr. BErGsTEN. The administration’s stance is based on the view
that inflation has to be the priority issue, both in terms of consumer
needs but also because it is central to getting again a solid base for
economic growth and productive investment. Because of the inflation
we have now, and the inflationary expectat’ons built into the economy,
the savings rate has dropped to just over 3 percent, an unheard of level.

Representative RousseLor. It certainly isn’t that low in the other
countries.

Mr. BEragsTEN. [t's falling there too.
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Representative RousseLor. Nowhere near to the degree it has here.
For many years they have been up much higher.

Mr. BErGsTEN. | think one lesson we have to draw

Representative RousseLor. What have they done right and what
have we done wrong?

Mr. BERGSTEN. gI‘hat’s a long story. One thing some of them have
done is have lower inflation rates than we have. Traditionally Germany
and Japan have had lower inflation rates, more incentive to save, more
productive investment.

Representative Rousseror. That's certainly a good piece of the
reason. :

Mr. BErGSTEN. That is why the President has at this point made the
judgment that reducing inflation has to be the overriding priority. We
said again and again as soon as the time is right, meaning inflation is
down substantially—and that issue is on the way to being dealt with—
then we are prepared and eager to support tax changes which would

rovide new incentive to productive investment. The President’s 1978
tax bill did that: It increased the rate of the investment tax credit or
rate of percent.

Representative RousserLor. With a little resistance. When we
wanted to reduce the capital gains tax, we had all kinds of crises. 1t
will be interesting to see in July how much the reduction of that capital
gains tax has in fact contributed to investments. We won’t be able to
tell everything. I remember ull the hues and cries from Treasury.

Mr. BErGsTEN. I know:.

Representative RousseLoT. I hope you didn’t participate in writing
some of that.
bil%{r. BERGSTEN. A number of tax cuts for business were put into that

Representative RousseLoT. Yes. Right.

Mr. BERrGSTEN. Also the reduction in the corporate tax rate. A
number of steps were taken in the last tax bill to try to improve pro-
ductive investment, provide an incentive for it. We are prepared to do
more as soon as the time is right.

Representative RousseLor. We notice in some of those countries
that money supplies are going up. Whatever the President can do, I
hope we can increase the money supply at a rapid rate. The argument
has been that interest rates should be encouraged to go up. Interest
rates alone don’t stop the heavy flow of new fresh money into the
supply which very much creates the inflation problem that we face.

ome of us feel that had the priorities been right, we would have
made room in this budget for saving—encouragements to saving,
faster depreciation, and also a little better lid on spending. Government
spending on the demand side clearly does help contribute to inflation-
ary pressures.

r. BErgsTEN. As I am sure you heard in some of the earlier
testimony, the high-employment budget mesasure of fiscal restraint
increases by about $52 billion in the proposed fiscal year 1981 Federal
Government budget as compared with fiscal year 1980. It’s a big
swing in a restrictive direction after a swing of about $17 billion in that
direction, fiscal 1980 over fiscal 1979. The Federal Government budget
is a major force in reducing inflationary pressure on the economy.

One can always say you could go further.
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Representative Rousseror. If in fact it has restricted increases
on the spending side to some degree. You and I know that the deficit
in 1981 1s going to be far more than $15 million. The Federal Govern-
ment has to go out and borrow to make up the deficit, putting addi-
gonal pressure on the market system. I realize part of tﬁe problem is

ongress.

Mr. BErasTEN. Right; but even aside from that, the net Federal
borrowing requirement on the fiscal year 1981 budget as we see it is no
greater than the fiscal year 1980 budget.

Repre<entative RousseLoT. That doesn’t make it very good.

Mr. BERGSTEN. It could be tighter.

Representative RoussgroT. It certainly could.

Does the administration have any coordinated domestic and
international economic policy? I know you have described some of it.
Bydar;ybody who understands the line, between domestic and foreign
trade

Mr. OwWEN. Let me speak to that. There is a body called the Eco-
nomic Policy Group which is chaired by Bill Miller which includes in it
the major domestic policymakers such as Fred Kahn and Charlie
Schultze, also, on the foreign side, Dick Cooper from the State De-
partment and myself. We meet at least once a week, sometimes twice a
wqel({i. The object of the exercise is to do exactly what you have in
mind.

Representative Rousseror. Are you doing it?

Mr. Owen. Procedurally we are doing it by making sure every time
we take a domestic decision we lock at the foreign consequences. Every
time we take a foreign decision, we look at the domestic consequences.
Substantively we are doing it, as I say, by focusing primarily on two
issues: One, the question of macroeconomic policy in trying to make
sure that there is some coordination between the macroeconomic
policies in the main industrial countries; and two, on energy by making
sure the main industrial countries are acting together, one, to reduce
the consumption of energy, and two, to increase the production of
alternative energy sources.

Representative RousseLor. How are we doing with our domestic
effort to increase production, other than decontrol?

Mr. BERGSTEN. As you know

Representative Rousserot. Reducing some of the restrictions?

Mr. BeresTEN. That’s right. Before the Congress, as you know,
are two major proposals to that end, the proposed Energy Security
Corporation nm? the proposed Energy Mobilization Board, the second
of which would have as 1ts purpose

Representative RoussEroT. Some of us had problems with that.
It looked like more bureaucracy.

Mr. Berasten. The objective was very much as you stated, to
try to cut through a lot of the regulatory and bureaucratic hindrance
to increase production that now exists.

Representative RousseLor. Wouldn’t it be easier to amend those?
4 Mr. BERrGsTEN. In some cases it would; in some cases that's been

one.

Representative RousseELor. Go ahead.

Mr. BerasTteN. Those were the two major additions to what we
did on the price front to try to stimulate additional production. It’s a
very concrete, very ambitious goal over the course of the next decade
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in terms of increasing our production both of fossil fuels and increas-
ingly of alternatives,

epresentative RousseLor. In our Joint Economic Committee
hearings in East Asia, we heard a great deal from U.S. businessmen
about the adverse impact of U.S. antitrust laws in organizing to do
business overseas. I am not talking about these laws as they relate to
domestic activities, We will have a report on this that I am sure you
will both look over with interest.

Do you have any reactions to this? The businessmen are not saying
that they are trying to avoid antitrust laws in this country, because
they realize there are reasons for that here. However, it becomes ex-
tremely difficult aboard, and they don’t feel always 1t should apply
in overseas ncbivity because our competition is foreiin competitors.

Mr. BerestEN. This is an issue, as I am sure you know, that has
been raised for many, many years. I must say there has not been a
convincing demonstration that our antitrust laws have been an
adverse factor in business abroad.

Representative RoussgLor. In some cases outright unfair?

Mr. BerasTEN. We do have, you know, legislation on the books,
the Webb-Pomerene Act, which provides an exception to our anti-
trust laws for export corporations. Senator Stevenson has proposed
amendments to that. I testified in support of some areas of that
liberalization.

Representative Rousseror. I think some members of this com-
mittee, both the House and Senate, are interested.

Mr. BERGSTEN. It’s an area we have been looking at—whether
Webb-Pomerene, which is the legislative vehicle for exempting export
corporations from the antitrust laws, could be improved, updated,
liberalized. The history of Webb-Pomerene is not all that brilliant
in terms of firms and industries finding it beneficial to them to set up
export corporations which are explicitly then exempt from the anti-
trust laws. Nevertheless, it has been argued that that’s because Webb-
Pomerene itself is not liberal enough. We are looking at that. We
have testified in favor of some changes. We will continue to do so.
We will look at your report with interest.

Mr. OweN. Let me add one point to that, Congressman. We have
been making a major effort to increase coal exports from the United
States to Europe and Japan. We are starting a series of discussions
with seven foreign countries for that purpose. We invited the coal
association to reconstitute themselves as o Webb-Pomerene association
to meet the problem we have in mind. They met and considered it
and concluded that they would prefer to have price competition
among themselves and that they would in the long run gain more in
the way of export markets by continuing that competition than by
going the Webb-Pomerene route, contrary to our suggestion. They
decided not to form a Webb-Pomerene association.

At least in some instances antitrust laws can’t be an awful lot of
hindrance or they wouldn’t have made that decision.

Representative RousseLor. We had a lot of discussion in these
hearings about the fact that our businesses were not able to compete
because we haven’t developed a great number of American trading
companies. In a lot of cases, our people were competing with foreign
trading companies. We don't have the size and effectiveness that they
do. Do you want to comment on that?
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Mr. BERGsTEN. Again this is an issue we have had under active
study and have already testified in favor of some aspects of proposals
for trading companies. There are some misunderstandings in this
aren. One, of course, is that the United States does have huge trading
conipanies; the grain traders are huge trading companies wlgmich don't
just trade grain but literally trade everything from soup to nuts. We
do have some trading companies of very great magnitude and success.

A second is that the Japanese trading companies, the Sogo Shosha
people often refer to, are not just trading companies. Indeed more
than 50 percent of their business is done domestically within Japan.
They are major factors within the economy.

The latest data show that the Japanese trading companies, in
nggregate, do not generate a trade surplus for Japan. They import
raw materials and other products of value as large as the manufac-
tured goods they export. Furthermore, sales of many of the products
in which Japanese export penetration has been so etfective—auto-
mobiles, steel, and electronics—have expanded wholly without any
reference to their trading companies. Thoss are not the kinds of prod-
ucts Mitsubishi, et cetera, are involved in exporting.

At the same time, we have concluded that, particularly for small-
and medium-sized U.S. firms who have not been able to break into
the exporting business, there may be something to the idea of trading
companies. Ef’)ne of our big efforts, frankly, is to sensitize the U.S,
business community and encourage the private sector on a much
wider basis than heretofore to get 1nto the exporting business. .

We have something like 30,000 U.S. manufacturing corporations
engaged in exporting; but 250 of those corporations account for about
70 percent of our total exports of manufactured goods. They are always
going to account for the bulk of it because they are the biggest share
mn value and volume terms of our economy; but if we could mobilize
an additional significant fraction of American business firms to get
into the exporting busines more effectively, it would do wonders for
our export numbers and our competitiveness.

We think a number of those firms could be competitive and we are
trying, through a variety of means, including studying the possibility
of trading companies, to mobilize them more effectively to get into
the exporting business.

Representative Rousseror. As you both are probably aware, our
businessmen overseas gave us a very, very long laundry list of laws
that make it very difficult to be exporters. There are more disincen-
tives, they feel, than there are incentives to do so. Those that have
been doing it awhile have learned to live with it all. For instance, our
tax laws, ac you know, make it very difficult to keep our own Americans
on the payroll. It’s 100 percent cheaper almost—not 100 percent, but
50 percent cheaper to hire a foreign national to carry out our over-
seus activities just because of tax laws, alone.

That’s just one area. They go through the antitrust area, the
Foreign Corrupt Practice Act and some of the problems it creates.
I think both the administration and the Congress are going to have to
look at that list. That doesn’t mean that they are right in everything
they say, but I must say that their substantial list of the tremendous
pro{lems created by domestic law was impressive. Maybe there are
reasons for these laws being imposed here, but they don’t always
apply in the international field.
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Mr. OweN. We have a study on that, Congressman, underway, an
interagency study in which we are looking at the disincentives.

Representative Rousseror. I hope you will look at our list and
testimony.

Mr. OweN. If you ask one of the staff to send it to us, we will do it.

Representative RousseLor. We will make sure you get the report.

Mr. BergsTEN. Could I say I think there is a fundamental 1ssue
here. The basic principle underlying U.S. tax law, antitrust law, and
frankly, practically every law is that what’s fair at home is fair,
abroad. Xn American working in the United States should be taxed
on the same basis as an American working abroad. The antitrust laws
that apply at home should, with that one exception, apply abroad.

That was fully understandable in a period when the United States
was basically a self-sufficient economy. Now we have moved into a
world where the United States has become dependent on the world
economy for many of its economic objectives, and where we are part
of an interdependent world economy. The question thus arises whether
the fundamental precepts underlying tax, antitrust, regulatory, and
other policies, is still the right basis. ‘

If tﬁe Treasury or a President or anybody came up here to the
Congress and proposed exempting all foreign income from taxation,
which is what some other countries do, you know what the screams
would be from many quarters.

Representative RousseLor. Yes.

Mr. BErasTEN. Unfair, If you earn money abroad, why should you
be taxed more liberally than if you earn it at home?

Representative Rousseror. I have heard those arguments.

Mr. BerestEN. I know you have. That’s the fundamental issue
being posed. Other countries operate on a different basis than we do.
The proposal in all these specific areas you mentioned gets to the
fundamental, philosophical, as well as practical question: Should our
laws as they apply to foreign activities match what our foreign com-
petitors do? Or should they be consistent with what we do at home?

That’s a very big issue; and change in all these areas that you men-
tioned—fundamental change—would require a basic change in the
philosophy that has guided U.S. policy in all those areas for two
centuries. It’s a big debate. I think it’s coming. That's really the under-
lying issue. :

Representative RousseLor. We have been told we better get at it
or we are not going to be able to compete. I must say I was impressed.
Even though we have a lot of exporters in California, I don’t think I
would have been so impressed without the trip overseas to see what
tremendous disadvantages domestic law creates for our people who
export.

he difficulties in selling and competing with Japan, with Germany,
Korea, and Taiwan are tremendous.

Mr. Owen. Congressman, in addition to the problems you cited,
there are the obstacles and hindrances which are imposed by policies
which the Congress and executive branch both think are very im-
portant. Let me just mention four of them. .

There’s the antitrust boycott legislation. There’s the anticorruption
legislation. There is the nonproliferation. There is a ceiling on arms
sales abroad.
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All four of those impose major difficulties for our exporters. What
we have to do in each of these cases is to choose priorities among our
different policies.

Representative RousseLor. Anybody have any questions?

I am sure many of our members will have additional questions. We
will probably submit those to you. I appreciate very much your being
here. If you would be kind enough to supplement your views with
additional questions, we would appreciate it.

Mr. Owen. Thank you. :

Representative RousseLor. The committee stands adjourned.

[Whereupon, at 11:10 a.m., the committee adjourned, subject to
the call of the Chair.] o



