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THE 1984 ECONOMIC REPORT OF THE
PRESIDENT

THURSDAY, JANUARY 26, 1984

CONGRESS OF THE UNITED STATES,
JoINT EcoNnoMic COMMITTEE,
Washington, DC.

The commlttee met, pursuant to notice, at 10 a.m., in room SD-
562, Dirksen Senate Office Building, Hon. Roger W. Jepsen (chair-
man of the committee) presiding.

Present: Senators Jepsen, Abdnor, and Proxmire; and Represent-
atives Hamilton, Mitchell, Obey, Holt, and Snowe.

Also present: Bruce R. Bartlett, executive director; James K. Gal-
braith, deputy director; and Charles H. Bradford, assistant director;
and William R. Buechner Christopher J. Frenze and Dale Jahr
professional staff members.

OPENING STATEMENT OF SENATOR JEPSEN, CHAIRMAN

Senator JEPSEN. Welcome, Secretary Regan. It is a privilege to
have you appear before us today as the leadoff witness for the
Joint Economic Committee hearings on the economic report. Your
testimony will be a timely follow-up to the President’s state of the
Union address of last night.

We are all genuinely excited about the recovery so far. The
slower pace of GNP growth—4.5 percent in the fourth quarter of
1983—was a welcome sign that the recovery is on a firm founda-
tion and that there are no dangers of overheating. Clearly, infla-
tion has been reigned in. The 3.8-percent increase in the Consumer
Price Index in 1983 was the smallest rise in consumer prices since
1972. Unemployment is declining much faster than anyone thought
possible a year ago. The 2.5 percentage point drop in the civilian
unemployment rate from 10.7 in December 1982 to 8.2 percent in
December 1983 represents the sharpest 1-year drop in unemploy-
ment in the post-war years. But even more importantly, 4 million
more Americans are working now than they were in 1982. This is
the largest single increase in civilian employment in the post-war
years. All of these important economic indicators tell us that we
have made great progress in the past year and that the economic
outlook is very bright; the economic recovery is sustainable.

But the one black cloud looming over the horizon is the large
budget deficit. I think we all agree that Federal deficits are a
major economic problem. What we must decide is how we should
deal with that problem. We, in Congress, have two choices. We can
either spend less or tax more. But when we begin to make this
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choice, we must consider what is best for the economy. A major tax
increase would be dangerous in terms of its effect on the recovery.
What we must do, instead, is stop the excessive Federal spending
which has created these deficits.

Mr. Secretary, we hope that you can enlighten us on the budget
deficit problem and the prospect for good economic news in the
years ahead and we look forward to your “state of the economy”
report.

Congresswoman Holt, do you have any comments?

Representative HoLt. No, Mr. Chairman. I really have no com-
ments. I would like to welcome the Secretary. I, too, am deeply con-
cerned about the size of the deficit and am opposed to increasing
taxes, and I was pleased to hear the President say that he is going
to really encourage a bipartisan effort to sharpen the tools to de-
crease that deficit. So I look forward to hearing your comments
today.

Senator JEPSEN. Senator Proxmire.

OPENING STATEMENT OF SENATOR PROXMIRE

Senator PrRoxmMire. Well, Mr. Chairman and Mr. Secretary, I
wish I could join in this love. feast, but unfortunately I cannot. I
think the President is living in a dream world, a never-never land.
There is just no way, it seems to me, that any objective, informed
person could welcome the kind of economy we are in right now.

It is true that we have had a recovery from the recession. Of
course, we have recovered from all recessions in the past. We will
again. When we spend as much as we are spending and reduce rev-
enues at the same time, of course, we have this kind of recovery
with terrific deficits stimulating it. But it is like a fellow Jumping
out of a 20-story building and he is doing great when he passes the
10th floor on the way down. The bad news is going to be coming up
and coming up with a vengeance in the future. .

It seems to me the most serious mistake that we make and that
the President made is in claiming any credit for getting inflation
under control. The Federal Reserve Board has done something in
that respect. The recession did a lot more and, of course, the real
reason for inflation coming under control is, as I say, the recession.
But this has been the most irresponsible combination of a Presi-
dent and a Congress that I have ever seen in the 26 years I have
been here. It is a policy that certainly in the future is going to be
inflationary and for us to take comfort in the fact that in the last
year or so inflation has been behaving well it seems to me is ridicu-
lous. If we had a Democratic President and you were on the out-
side, I think that you would have quite a different view of a policy
that has brought us to this kind of a situation. I do not expect you
to agree with what I have just said, but I am looking forward to
the questions.

Senator JepPSEN. Congressman Hamilton. A

Representative HaMILTON. 1 have no statement, Mr. Chairman, I
welcome the Secretary and I am glad to have him here.

Senator JEPSEN. Mr. Secretary, please proceed.
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STATEMENT OF HON. DONALD T. REGAN, SECRETARY OF THE
’ TREASURY

Secretary REcaN. Well, thank you, Mr. Chairman and members
of the committee.

It is a pleasure to meet with you to discuss the state of the econo-
my and the near-term economic outlook. The main features of the
administration’s economic approach were described last night by
the President in his state of the Union message. Details on the
budget for fiscal year 1985 and the President’s 1984 Economic
Report will be available next week. I will concentrate this morning
on broad features of the current economic situation and our view of
the future.

The rise last year in producer prices was the lowest in nearly 20
years. The increase in consumer prices in 1982 and 1983 were the
lowest in more than a decade. Yet the economy grew strongly last
year and the decline during the year in the rate of unemployment
was larger than during any year in more than three decades. Un-
employment remains too high, but is being reduced rapidly by the
dynamic growth in the private sector.

It is too easily forgotten just how difficult the economic situation
had become by the beginning of this decade and how much
progress has been made in a few short years. While not all indica-
tors showed improvement, the magnitude of the gains since 1980 in
most key areas is striking indeed.

During 1980, real GNP actually fell. During 1983, it rose by 6.1
percent. Only 2 years in the last 20 have posted a larger gain.

During 1980, employment fell by about 400,000 persons. During
1983, it rose by 4 million, the second largest rise during a calendar
year in more than three decades. Over 104 million Americans are
at work, a record number.

In 1980, money compensation per hour—that is, wages plus
fringes—rose by about 10.5 percent but that apparent gain and
more besides was chewed up by inflation. Real compensation before
taxes fell by about 2.5 percent in 1980 and by an estimated 3 per-
cent in terms of take-home pay. Real compensation rose by 2.5 per-
cent during 1983 before taxes and by more than 3 percent in terms
of take-home pay. The real wage gains posted in 1982 and 1983
were the first since a narrow pretax increase was recorded in 1978.

During 1980, consumer prices rose by nearly 12'% percent.
During last year, the rise was 3.8 percent. Chart 1 shows this is the
best since 1972 when prices were artificially held down by price
controls, and the best since 1967 for a year without price controls.
As chart 2 shows, the rise in producer prices, or the Wholesale
index, was only 0.6 percent in 1983, the best in nearly 20 years.
You can see here, Mr. Chairman, how it actually slipped below the
zero line in the early 1960’s, then began to rise and continued to
rise dramatically during that period of 1973 and 1974, decelerated
again by the 1976 period, rose again by 1980, and since then the
producer price index has fallen dramatically, almost to zero—0.6 of
1 percent.

In 1980, the bank prime rate of interest hit a peak of 21.5 per-
cent by year end. Today the prime rate is 11 percent.
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The administration emphasis on the control of inflation and the
stimulation of private sector growth are paying dividends now in
the form of more jobs and a rising standard of living. By 1980 we
could only look back on a decade of steadily accelerating inflation
and a declining rate of real growth. The prospects for the future
were for more of the same. Now, there is a genuine basis for opti-
mism in the U.S. economic future. _ :

We believe the economic recovery is sustainable. The 6.1 percent
real growth in 1983 was a good performance for the first year of
the economic recovery.

Mr. Chairman, I am going to point now to chart 4 in the charts
that you have, skipping over chart 3 for brevity.

This shows changes in real GNP over the quarters starting in
1982 and running to the present. You can see the sharp decline in
early 1982, a slight recovery, then down again, and this I think is
the more important thing, a rate of growth in 1983 that has been
declining to a sustainable level.

Now in conjunction with a good inflation performance, this
should reduce any concern that the economy is growing too fast.
You can see it from 9.7 to 7.6 to the 4.5-percent range at that
period. » )

The current situation is still complicated by large Federal budget
deficits and large out-year deficit projections. It would be difficult
to demonstrate that these deficits exerted any harmful effects last
year or are very likely to do so this year, but at some stage, as the
economy approaches capacity, there could be an unattractive
choice between the crowding out of private borrowers or the mone-
tization of Federal deficits. This unpalatable choice must be avoid-
ed by reducing the excessively high rate of growth in Federal
spending.

Federal spending has been rising steadily as a proportion of
GNP. Genuine lasting reduction in the growth rate of Federal
spending has been very difficult to achieve. It will be doubly diffi-
cult in an election year for reasons which hardly require extended
elaboration. Nonetheless, we must make a beginning, a downpay-
ment, to show our continued determination to bring the outyear
deficits down, but we must do so in a way consistent with the con-
tinuation of economic growth.

The President, Mr. Chairman, is sincerely interested in making a
downpayment. That is why he called last night for bipartisan de-
velopment of a downpayment deficit reduction plan. He would like
this to be comprised of some of the less contentious spending cuts
still pending before the Congress, combined with certain measures
to close tax loopholes and additional outlay savings based on the
Grace Commission. This downpayment could reduce the deficit by
at least $100 billion over the next 3 years. Several suggestions will
be forthcoming in the President’s budget next week. Additional
suggestions from the Congress would be welcome.

Assuming that this downpayment is made and that the Federal
budget moves toward balance and that the Federal Reserve can
achieve and maintain a relatively steady and moderate rate of ad-
vance of money, the opportunity will exist for a lengthy, sustained
economic expansion. Now with a cyclical recovery well underway,
it is time to give more attention to the long-run performance of the
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economy. We need to shape our policies over the longer term to re-
invigorate the private sector. Some crucial steps have already been
taken, primarily in the tax area.

Marginal income tax rates have been sharply reduced from the
levels they would have reached under prior law, although some of
the reductions from 1980 levels have already been offset by bracket
creep and higher payroll tax rates. Work, saving and investment
incentives have been enhanced, and the use of tax shelters and the
underground economy discouraged.

Starting in 1985, taxpayers no longer will be pushed into higher
and higher tax brackets by the combination of inflation and a pro-
gressive tax structure. We will not permit inflation to undo the in-
centives we have created.

The rates on capital gains have been reduced again on top of the
reductions passed in 1978. This should greatly assist the private
sector in raising needed capital.

The tax treatment of depreciation has been restructured so as to
encourage capital spending. Formerly, the combination of inflation
and historic cost accounting meant that depreciation allowances
failed to keep pace with the rising replacement costs of capital.

ECONOMIC OUTLOOK

The strength of last year’s recovery and the progress made
against inflation reflect the flexibility and adaptability of our eco-
nomic system when proper policies are followed. If the same policy
direction is maintained in future years, the current recovery can be
extended and a clear break can be made with the past. The long
period of sluggish growth and rising inflation can be brought to an
end.

The outlook for 1984 is very encouraging. The broad outlines of
our economic projections have already been released and can be
summarized briefly. Further details will be provided in the forth-
coming 1985 budget and the economic report of the President.

Real GNP is projected to grow 4.5 percent between the fourth
quarter of 1983 and the fourth quarter of 1984 and inflation of 5
percent is expected during 1984 as measured by the GNP deflator.
There are no signs of any new outbreak of inflation.

The rate of unemployment is projected to decline further in 1984.
The forecast shows the unemployment rate at 7.7 percent by the
fourth quarter of the year. It is crucially important to keep the un-
employment rate declining. High rates of unemployment impose
heavy costs on individuals and the families involved.

SAVINGS FLOWS AND THE BUDGET DEFICIT

The Federal deficit was financed in 1983 without undue difficulty
or extreme pressure on the financial markets. The financing needs
of U.S. businesses and consumers have readily been met despite
the deficit financing demands of the U.S. Government.

Improvement in the corporate financial picture has been a major
influence. Corporate cash flow more than covered corporate capital
expenditures last year and corporations sold a record volume of
new stock issues. Hence, corporations were able to improve their



6

balance sheets and increase their liquidity without making heavy
net demands on the debt market.

Difficulties would indeed arise if the Federal deficit were to
remain very large at a time when private demands for credit were
also high and rising. This appears quite unlikely to be the case in
1984 and may not be the case in 1985, but the risk is there and
should be avoided.

Our ability to deal effectively with the deficit problem has been
hampered by basic confusion over the cause of the deficits. About
half of the current Federal budget deficit is due to lingering effects
of the recession. That portion of the deficit need not be a cause for
lasting concern since it can be removed by the gradual recovery of
the economy. However, the remaining deficit—sometimes termed
structural—would be left to deal with even after a cyclical recov-
ery. Unfortunately, this remaining structural deficit will rise over
the next several years unless action is taken to curb it.

The structural deficit is not due to the 1981 tax cuts. Those tax
cuts simply held the ratio of receipts to GNP in an accustomed his-
torical range—18 to 20 percent of GNP. Taxes would have climbed
to about 24 percent of GNP by 1988 in the absence of the 1981 tax
cut and tax indexing. Reversal of those tax cuts would only impede
the recovery.

The same important point can be made in very practical terms
for individual taxpayers. Chart 9 of the charts you have, Mr. Chair-
man, and in my prepared statement, shows the situation for a
family of four with a $25,000 income. If the 1980 tax law had
simply been extended forward—that is the orange line—the real
tax burden in 1982 dollars would have increased by nearly 25 per-
cent by 1988, a rise of about $1,000 in 1982 dollars.

Under current law, the real tax burden of the family remains ap-
proximately constant as a proportion of income at about the 1980
level. Here is the 1980 level right across here, and you can see in
this blue line that the tax cuts brought that down. Although there
has been a slight rise in the outyears here, it stays in the 1980
range. That is the point I am making, Mr. Chairman, that these
tax cuts have really kept the burden on the average taxpayer in
the historical range. It has not been a real massive tax cut.

The deficit problem has been created by a failure to control Gov-
ernment spending, which has taken a steadily rising share of GNP.
An accompanying table, table 6, summarizes the fiscal situation.
The data are based on the midsession 1983 budget revisions with
the contingency tax removed, and will differ only slightly from the
numbers to be released next week. Receipts will average at or
above historical levels over the next 5 years in spite of the Reagan
tax cuts. Outlays are substantially above historical levels. High
outlays, through a failure to control the growth of Federal spend-
ing and low GNP because of the recession are the source of the pro-
Jjected deficits.

The best way to cure the outyear budget deficit problem is to cut
the growth of spending. Tax increases can be counterproductive.
They reduce the aggregate pool of savings from which deficits must
be financed and they reduce the growth of output by lowering the
after-tax rate of return in the private sector. Similarly, Federal
borrowing preempts a larger portion of the savings pool for Federal



7

use and reduces the share of the savings pool available for the pri-
vate sector investment and growth. The choice between taxing and
borrowing is a choice between two undesirable alternatives. The
necessities for that choice would not arise if Government spending
were placed under effective control. The budgetary problem must
be solved primarily on the spending side.

At the same time, we must encourage private sector savings to
help finance the deficit and economic growth. The total savings
pool will expand in the context of a prosperous economy which pro-
vides adequate incentives to work and save. In addition, there are
steps which can be taken to expand the savings pool further.

Among the several tax initiatives in the President’s budget for
fiscal year 1985 are improvements in the tax treatment of women’s
retirement savings. We recommend that individual retirement ac-
counts, the IRA’s, that under current law are limited to $2,250 in
the case of a married couple with only one earning spouse, be in-
creased so that one-earner married couples may contribute up to
$4,000 annually. This places the housewife on a par with those
women employed in the marketplace. Further, the administration
proposes that divorced individuals be permitted to treat taxable ali-
mony as compensation in determining the IRA limitation.

Other major steps toward promoting savings incentives, efficien-
cy and tax fairness can and should be taken in the years ahead.
Yesterday, in his state of the Union message, the President direct-
ed me to develop a plan of action to simplify the entire tax code so
all taxpayers, big and small, are treated more fairly. The objectives
of this plan include improved compliance and a broader tax base so
that tax rates can be lowered. I will present a set of specific recom-
mendations consistent with these objectives to the President by De-
cember 1984. :

The dismal vision of a rising Federal deficit and a fixed amount
of savings is faulty. But the deficit problem is real enough and it
will not go away automatically. Further intensive efforts are
needed on the spending side of the budget equation.

As the President stated last night, better control over Govern-
ment spending can be achieved if better tools are made available.
Toward that end, the President is requesting a constitutional
amendment to require a balanced budget and a constitutional
amendment to provide him with line item veto authority.

MONETARY POLICY AND THE ECONOMY

Monetary policy has contributed greatly toward reducing infla-
tion. This was not costless, however. Sharp reductions in money
growth are typically followed by declines in real output and em-
ployment, as well as prices. The reduction of inflation since 1980
may be the decisive turning point in a move back toward relative
price stability, but more needs to be done by the Federal Reserve to
avoid short-term volatility of money growth. The administration
supports moderate, stable, noninflationary money growth rates.
This is not always easy to achieve, but it is essential. In the latest
episode, M1 grew at a very rapid 13'% percent rate between July
1982 and July 1983. Since July 1983, growth in M1 has slowed to a
3 to 4 percent annual rate. The Federal Reserve needs to avoid
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these extremes in monetary growth and also to remember that
money affects the economy only after a lag in time, variously esti-
mated but averaging somewhere from 3 to 6 months. The abrupt
deceleration of growth in M1 after mid-1983 threatens to begin to
exert a dampening influence on real economic activity.
. I think you can see that, Mr. Chairman, in chart 12 of my pre-
pared statement which shows the growth rate of real GNP and the
money supply. The money supply is in red; real GNP is lagged by
about 5 months. You can see how they tracked each other.

Now this chart only goes to the end of 1983. In the month of De-
cember, the money supply started to turn up. Whether or not that
is permanent, only time will tell. That is, this line here has turned
up [indicating], and that might mean that again we will have the
leveling off that we predicted in the earlier charts for the growth
in real GNP which we are estimating to be at about 4.5 fourth
quarter 1984 over fourth quarter 1983.

Current economic statistics cannot guide us here. We must look
ahead. Changing growth rates in money exert their main effect
upon future levels of activity. By the time the problem appears in
the current statistics, the damage has already been done. In spite
of definitional changes in the last few years, M1 has tracked real
GNP much more closely than M2 or M3.

Currently, the recovery shows no signs of overheating. A stable
moderate growth rate of money and credit is important to keep the
recovery proceeding at its recent sustainable, noninflationary pace.

Now in conclusion, Mr. Chairman, the groundwork for a period
of long-term prosperity has been laid. The control of inflation and
the tax cuts are beginning to generate a much more favorable cli-
mate for investment and growth. The economy is on an upward
course and inflation has been greatly reduced. Unemployment fell
sharply last year, but remains at too high a level.

Given the achievement of a stable rate of monetary growth and
success in reducing an excessive rate of growth in spending, the
economy can continue to prosper in the years ahead. The hard part
is now behind us and the outlook for the future is better than it
has been in many years.

Thank you, Mr. Chairman.

[The prepared statement of Secretary Regan follows:]
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PrePARED STATEMENT OF HoN. DoNaLD T. REGAN

Mr. Chairman and Members of the Committee:

It is a pleasure to meet with you to discuss the state of
the economy and the near-term economic outlook. The main features
of the Administration's economic approach were described last
night by the President in-his State of the Union Message. Details
on the Budget for Fiscal Year 1985 and the President's 1984
Economic Report will be available next week. I will concentrate
this morning on broad features of the ‘current economic situation
and our view of the future.

The economy has made a strong recovery and is poised for a
long period of expansion without a return to high and rising
rates of inflation. This assumes that monetary policy will be
geared to the long-run control of the price level and will aveid
the wide short-run swings in monetary growth which have been so
destabilizing in the past. Fiscal policy must aim at a gradual
reduction of the Federal budget deficit by restraining the growth
of spending and thereby enlarging the scope* for private sector
activity which is the only long-term source of growth in the tax
base. -

The foundation for a sustained period of economic expansion
is now in place. The rise last year in producer prices was the
lowest in nearly twenty years. The increases in consumer prices
in 1982 and 1983 were the lowest in more than a decade.  Yet
the economy grew strongly last year and the decline during the
year in the rate of unemployment was larger than during any year
in more than three decades. Unemployment remains too high but '
is being reduced rapidly by the dynamic growth of the private
sector. Productive jobs are being created, rather than the make-
work charades under government auspices which have proved so
ineffective in the past.
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Economic Overview

It is too easily forgotten just how difficult the economic
situation had become by the beginning of this decade and how
much progress has been made in a few short years. Some key
comparisons are summarized in an attached table (Table 1).

In interpreting that table it should be recognized that 1980
was a year of recession and 1983 was a year of recovery.
While not all indicators showed improvement, the magnitude of
the gains since 1980 in most key areas is striking indeed.

o During 1980, real GNP actually fell. During 1983
it rose by 6.1 percent. Only two years in the
last twenty have posted a larger gain..

o During 1980, employment fell by about 400
thousand persons. During 1983 it rose by
4 million, the second largest rise during a
calendar year in more than three decades.-
Over 104 million Americans are at work, a
record number.

o In 1980, money compensation per hour (wages plus
fringes) rose by about 10-1/2 percent but that
apparent gain and more besides was chewed up by
inflation. Real compensation before taxes fell
by about 2-1/2 percent in 1980 and by an estimated
3 percent in terms of take~home pay. Real.com-
pensation rose by 2-1/2 percent during 1983 before
tax and by more than 3 percent in terms of take-
home pay. The real wage gains posted in 1982
and 1983 were the first since a narrow pre-tax
increase was recorded in 1978,

o During 19806, consumer prices rose by nearly 12~1/2
percent. During last year the rise was 3.8 percent,
the best sincé 1972, when prices were artificially
held down by price controls, and the best since 1967
for a year without price controls (Chart 1). The
rise in producer prices was only 0.6 percent, the
best in nearly twenty years {Chart 2).

o In 1980, the-.bank §rime rate of interest averaged
16.7 percent and hit a peak of 21-1/2 percent by
year end. The prime rate is currently 11 percent.

The Administration emphasis on the control of inflation and
the stimulation of private sector growth are paying dividends
now in the form of more jobs and a rising standard of living.
By 1980 we could only look back on a decade of steadily acceler-~
ating inflation and a declining rate of real growth. The prospects
for the future were for more of the same. Now there is a genuine
basis for optimism in the U.S. economic future.
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The change for the better is clearly reflected in the per-
formance of the U.S. stock market, up about 60 percent from mid-
1982 and 80 percent from its 1980 lows. Confidence in the
Administration's ability to continue restraining inflation,
plus the more favorable tax treatment of income from capital
and the outlock for high returns from economic growth have also
induced a substantial net inflow of capital from abroad into a
wide range of real and financial investments in this country.
This inflow from abroad has expanded the pool of national savings
and eased the pressure on our financial markets. More importantly,
it reflects a fundamental judgment by foreign investors that U.S.
economic policies are sound and that longer-term U.S. economic
prospects have improved greatly in recent years.

The current situation is still complicated by the fact of
large Federal budget deficits and the existence of large out-year
deficit projections. It would be difficult to demonstrate that

.these deficits exerted any very harmful effects last year, or are
likely to do so this year. But, large Federal budget deficits

are potentially harmful as the economy approaches full utilization
of its real and financial resources. At some stage, there could
be an unattractive choice between the crowding-out of private
borrowers on a sizable scale or the monetization of Federal
deficits. This choice between unattractive alternatives must

be avoided by reducing the excessively high raté of growth in
Federal spending.

Federal spending has been rising steadily as a proportion
of GNP. Genuine lasting reduction in the growth rate of Federal
spending has proved to be very difficult to achieve. It would
be doubly difficult in an election year for reasons which hardly
require ‘extended elaboration. But a beginning should be made, a
sort of downpayment to show a continued determination to bring
the outyear deficits down in a way consistent with the continua-
tion of economic growth.

Monetary policy has contributed greatly toward the reduction
of inflation. The reduction of inflation since '1980 may very
well prove to have been the decisive turning point in a move back
toward relative price stability. But more needs to be done by
the Federal Reserve to avoid short-term volatility of monetary
growth so that economic expansion may continue to generate rising
employment, rising living standards, and rising Federal revenue.

Assuming that the Federal Reserve can achieve a relatively
steady and moderate rate of advance in money and that the Federal
budget can gradually be moved toward balance, the opportunity
will exist for a lengthy, sustained expansion. It is time now
with a cyclical recovery well under way to give more attention
to the long-run performance of the economy. We need to shape
our policies over the longer term to reinvigorate the private
sector. Some crucial steps have already been taken, primarily
in the tax area: .-

o Marginal income tax rates have been sharply reduced
from levels they otherwise would have reached under
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prior law, although some of the reductions from 1980
levels have already been offset by bracket creep and
higher payroll tax rates. Work, saving and invest-
ment incentives have been enhanced, and the use of tax
shelters and the underground economy discouraged.

O Starting in 1985, taxpayers no longer will be pushed
into higher and higher tax brackets by the combination
of inflation and a progressive tax structure. We will
not permit inflation to undo the incentives we have
created.

o The top income tax bracket rate has been reduced to
50 percent. Very high marginal tax rates merely
result in reduced effort, or else drive effort off
the books. .

o The rates on capital gains have been reduced again
on top of the reductions put through in 1978. This
should greatly assist the private sector in raising
needed capital.

o The tax treatment of depreciation has been restructured
so as to encourage capital spending. Formerly, the
combination of inflation and historic cost accounting
meant that depreciation allowances failed to keep pace
with the rising replacement costs of capital.

All in all, those rules of the economic game relating to
rewards and incentives have been rewritten to bring them more
in line with the needs of a market oriented economy, largely
dependent upon private sector initiative. Similarly, the gradual
drift toward greater and greater concentration of rule-making
and decision-making in Washington is being reversed. There have
been notable successes in deregulation -- of financial intermedi-
aries, of energy prices, of trucking, and of airlines. Some of
these were started by previous Administrations, but this Adminis-
tration has pushed the deregulation program forward vigorously.
The number of rules and regulations and the paper flow.to
Washington generally have been curbed in a substantial way.
The year 1984 will be one of further reductions in Washington's
involvement in the marketplace. The best insurance for strong
long~-run economic performance is to rely increasingly on market
signals, not on a stream of bureaucratic directives from Washington.

Economic Recovery in 1983

Last year demonstrated the effectiveness of the Administra-
tion approach. The economy grew rapidly as it typically does in
the first year of recovery and progress against inflation continued.
As a result, the cycle of accelerating inflation that began in
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the mid-1960's has been interrupted. As shown in an accompany-
ing chart (Chart 3), the rise in prices and unit labor costs was
less last year than in the first year of any cyclical recovery
since the upsurge in inflation began in the mid-1960's.

The rise last year in real GNP of 6 percent exceeded expecta-
tions. At the beginning of the year it was expected that real
growth would be held down by the height of real interest rates
which some traced to the size of the Federal budget deficit,
and others to prior episodes of monetary volatility. While
interest rates remained relatively high, they were down from 1981
and 1982 levels and the economy expanded vigorously. The
quarterly pattern of growth in real GNP during 1982 and 1983 is
shown in an accompanying chart (Chart 4).

At the beginning of 1983, the consensus of the private
forecasting community was for real growth of roughly 4 percent
.during 1983. The Administration was even more cautious with a
forecast of only a little over 3 percent real growth, although
by mid-year we pushed our estimate up to 5-1/2 percent. The
final result for the year was slightly above 6 percent. Real
growth moderated to a 4-1/2 percent annual rate by the fourth
quarter. In conjunction with good inflation performance, this
should reduce any concern that may be felt about the economy's
growing too fast. ’

At the beginning of last year the private consensus was that
prices, as measured by the GNP deflator and the consumer price
index would rise by 5 percent or a little more. The Administra-
tion shared that view. Actual performance was considerably
better. The GNP deflator rose only a bit more than 4 percent
during 1983. As mentioned earlier, the rise in consumer prices
during the year was 3.8 percent, the best performance since 1972.
The rise in producer prices was only 0.6 percent, the best in
nearly twenty years (Table 2).

Last January the unemployment rate was close to 10-1/2
percent. Private forecasters projected a decline to the 10
percent range by the fourth quarter of last year. With its
slower growth forecast, the Administration was also projecting
an unemployment rate above 10 percent. Actual performance
was, as we know, quite different. The rate for all workers,
including the resident armed forces, hit 8.1 percent by  December.
The consensus economic forecast -- as exemplified by the projec-
tions of the Blue Chip panel of economists at major financial
institutions, business corporations and academic research organ-
izations ~-- did not call for our reaching those levels of the
unemployment rate by the end of 1984, let alone 1983.

The bo*tom line of concern to workers and employers is
the behavior of real wages and productivity. Workers want
real wage gains, not the wheel-spinning that is characteristic
of the inflationary process. For example, between 1972 and

34-871 0 - 84 - 2
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1982 real compensation per hour in the nonfarm business sector
(wages plus fringes) did not rise at all on a pre-tax basis
and actually fell after taxes despite a rise of about 130
percent in compensation expressed in money terms. For their
part, employers are anxious to see gains in productivity since
otherwise increases in money wages are reflected in rising
prices, which the competitive situation may not permit, or
come directly out of profits, which can eventually lead to
business failure.

A dramatic change for the better has been taking place.
As shown in an accompanying table (Table 3), both employees
and employers gained in 1983. Growth in money compensation
slowed but real wages rose -- as they did in 1982. This con-
trasts sharply with a double digit increase in money compensation
in 1980 and an actual decline in real wages. Productivity gains
increased in 1983 and the rise in unit labor costs was held to
less than 2 percent -- a far cry from unit labor cost increases
in the 10 to 1l percent range in 1979 and 1980.

Despite a widespread belief at the beginning of last
year that the current expansion would be stunted, the actual
performance compares favorably with earlier cyclical recoveries.
An accompanying chart {(Chart 5), compares last year's record
for some key statistics with the average of post—Korean recov-
eries, excluding the short-lived 1980 recovery.

o 1Industrial production rose 15 percent in 1983,
slightly more than the 13.5 percent gain averaged
in previous recoveries.

o The composite index of leading indicators rose
16.2 percent in 1983, slightly more than the
15.5 percent averaged in previous recoveries.

o Manufacturing employment was up 5.8 percent,
exceeding the 3.7 percent rise in earlier
recoveries.

o Real retail sales were up 6.8 percent last
year but are running a little behind the pace
in earlier recoveries. Consumer confidence is
at the highest level in more than a decade
and the pace of consumer spending may pick
up further. :

Concern has also been expressed that the current expansion
would be severely unbalanced because of the height of interest
rates. Interest rates are higher than we would like to see
them, but it seems that the downward movement of interest rates
since early 1982 was more important than their levels. Consequently,
the expansion during 1983 seemed to follow previous cyclical
patterns fairly closely in terms of the contribution to total
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growth from the major sectors of the economy. A&n accompanying
table (Table 4) shows the contributions to a typical recovery by
real GNP components during the first year of cyclical recovery
and the record in 1983. The differences in 1983 from the typical
cyclical pattern were relatively minor except for net exports
which were substantially- lower than in prior recoveries.

Typically, the early stages of recovery are powered by:
(1) a swing in inventory investment; (2) a resurgence in home-
building activity; and (3) an increase in consumer spending.
All three contributed importantly to growth in 1983. Business
capital spending typically contributes but little to the early
stages of recovery, but was stronger than normal last year, and
can be expected to post a strong gain this year. To this point,
there is little indication that the current expansion is unbalanced
despite the fact that interest rates are at relatively high levels.
The recovery should remain balanced if interest rates can resume
their decline.

Credit Flows and Financial Markets

Interest rates were lower at the beginning of 1983 than at
the beginning of 1982 and generally remained at those lower
levels until about mid~year. At that time, however, rates rose
somewhat and ended the year slightly higher, with most rates
ending the year about 75 to 125 basis points above year earlier
levels. For example, at year end, the 3-month Treasury bill
rate stood at 8.97 percent, compared with B.02 percent at the
end of 1982. The 3-month commercial paper rate, representing
the cost of short-term funds for business borrowers, was 9,51
percent at the end of the year, in contrast to 8,60 percent at
the close of 1982. And the rate for new Aa-rated corporate bonds
ended 1983 at 12,82 percent, up 75 basis points on balance over
the year. Long-term Treasury bond yields, as represented by the
20-year rate, were up about 130 basis points over the course of
1983, and municipal bond yields rose only about 20 basis points
in 1983.

Some rates did decline in 1983 however. The prime rate,
for example, was 1l percent at year end, down from 11-1/2 per-
cent at the end of 1982; and the rate for new conventional home
mortgages declined from 13.62 percent to 13.48 percent over
the year. .

Although interest rate changes were relatively small on
balance over 1983, credit markets were able to absorb a heavy
volume of new borrowing in the year. 1In the first three quarters
of the year -- the latest data available -- domestic nonfinancial
borrowings were at an annual rate of $494 billion, about $100
billion above such borrowings in 1982. (See Table 5.) Most of
the increase in domestic nonfinancial borrowing in 1983 repre-
sented a sharp rise in demands by households, largely in the
form of home mortgages and consumer credit, and in borrowing by
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the U.S. Government., As may be seen in Table 5, the funds for
the 1983 rise in borrowings by domestic nonfinancial concerns
came primarily through financial intermediation at commercial
banks and savings institutions, both of which benefitted from
very heavy inflows of funds to new deposit accounts, especially
MMDA's, in the first half of the year. More fundamentally, the
larger supplies of funds to credit markets in 1983 reflected the
ability of an expanding economy to generate large saving flows,
even though the saving rate remained relatively low in 1983,

An important feature of the economic expansion up to now
has been what might be termed its capacity for self-financing.
The financing needs of U.S. businesses and consumers have readily
been met in the financial markets, despite the deficit financing
demands of the U.S. Government. Improvement in the corporate
financial picture has been a major influence (Chart 5). Corporate
cash flow more than covered corporate capital expenditures during
the first three quarters of 1983; and, moreover, corporations
sold a record volume of new stock issues. Hence, corporations
were able to improve their balance sheets and increase their
liquidity without making heavy net demands on the debt markets.

The health of business balance sheets has been one reason
‘why those people who said large Federal deficits inevitably
meant "crowding out" have been proven wrong. Those are the
people who failed to recognize that the type of changes we have
instituted in the tax laws -- shortened depreciation lives,
liberalized tax credits, lowered capital gains taxes, and reduced
marginal tax rates -- crowd in business profits. That situation
may gradually change as corporate credit demands increase, but
the 1983 experience should stand as an object lesson to -those
who view Federal deficits as a growing charge against a fixed
amount of savings. In a dynamic, growing economy, the pool of
savings is constantly being enlarged.

The Economic Outlook

The strength of last year's recovery and the progress made
against inflation reflects the flexibility and adaptability of
our economic system when proper policies are followed. The
foundation for further expansion is securely in place. 1If the
same policy direction is maintained in future years, the current
recovery can be extended and a clear break can be made with the
past. The long period of sluggish growth and rising inflation
can be brought to an end.

The outlook for 1984 is very encouraging. The broad outlines
of our economic projections have already been released and can
be summarized briefly. Fuller details will be provided in the
forthcoming 1985 Budget and the Economic Report of the President.
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O Real GNP is projected to grow 4-1/2 percent between
the fourth quarter of 1983 and the fourth quarter of
1984. That happens to be much the same real growth rate

- being carried in the Blue Chip consensus -- the panel

of private economists at financial institutions, business
corporations and academic research organizations. Some
modest slowdown in growth is normal in the second year
of cyclical expansions. The average rise of 6.8 percent
in the first year of five previous expansions -- excluding
the Korean War period and the short-lived 1980 recovery
-~ was followed by an average 3.8 percent advance in
the second year. An economy as complex as ours does
not run to a rigid cyclical timetable, but all things
considered real growth in the 4-1/2 percent range over
the four quarters of this year would appear to be a
plausible outcome, assuming no international or monetary
shocks.

o Inflation as measured by the GNP deflator is expected
to edge up a little and a rise of 5 percent is expected
during 1984, roughly a percentage point above this
year's result. Some favorable factors, particularly
in the food and energy areas, may not be present to
the same degree in 1984 that they were this year.
There are no signs, however, of any new outbreak of
inflation. Productivity is rising and wage increases
have moderated. While these factors are important,
over any protracted period of time the key determinant
of inflation is the rate of growth in money. If the
Federal Reserve maintains a steady, moderate rate of
growth "in money, the recent good record of inflation
can be extended.

o The rate of unemployment is projected to decline
further in 1984. The forecast shows the unemployment
rate at 7.7 percent by the fourth quarter of the year.
It is crucially important to keep the unemployment rate
declining. High rates of unemployment impose heavy
costs on the individuals and families involved.

The composition of this year's gain in real output will
probably change somewhat. The first year of an expansion typically
receives a large boost from inventory investment. During 1983
inventory investment accounted for about two-fifths of the total
rise in real GNP and a more modest contribution is likely this
year. Residential constructidn is also unlikely to post gains
on anything approaching last year's scale and may be relatively
flat as is typical of the second year of expansion. On the
other hand, business capital spending is gaining momentum and
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should make a strong contribution to growth in 1984. Net exports
have been a large negative influence in recent quarters but
should be less of a drag during the course of the year. State
and local governments have moved into surplus and their expendi-
tures may begin to grow a bit more rapidly. Growth in Federal
outlays, on the other hand, will be under continuing downward
pressure in view of the size of the deficit although the pattern
of Commodity Credit Corporation outlays can sometimes obscure the
underlying picture for short periods of time. The consumer, the
driving force behind any strong economy, has benefitted from

real wage gains and rising employment in addition to reduced
marginal tax rates. High levels of consumer confidence and a
reduced consumer debt burden suggest that the consumer sector
will continue to be strong during 1984.

It must be obvious to all of us that economic forecasting is
an uncertain art. There is always the potential for surprise.
One can always draw up a list of things that could go wrong.

In the present situation it might include such familiar items
as: monetary slowdown and recession, an unexpected surge in
budget deficits and crowding out or some international financial
shock with domestic effects. These are not possibilities that
can be dismissed out of hand, but they are not likely to happen
either, and they surely do not constitute a barrier to continued
expansion as long as policy reactions are sensible. C(ertainly,
1984 can be a very good year for the economy.

Savings Flows and the Budget Deficit

The Federal deficit was financed in 1983 without undue
difficulty or extreme pressure on the financial markets. Most
financial experts anticipate that 1984 will be a similar situa-
tion., Federal borrowing typically rises in recessions as tax
receipts decline, but there is a compensating decline in private
borrowing. The c¢yclical pattern is shown in an attached chart
(Chart 7). In the early years of recovery, net corporate financing
requirements remain modest and Federal borrowing requirements
decline, or should decline with appropriate controls over Federal
spending. This cyclical pattern is complicated in the current
setting by longer-range projections of an enduring Pederal deficit
-- a so-called structural deficit. Difficulties would indeed
arise if the Federal deficit were to remain very large at a time
when private demands for credit were also high and rising. This
appears quite unlikely to be the case in 1984, and may not be in
1985, but the risk is there and should be avoided.

Our ability to deal effectively with the deficit problem
has been hampered by basic confusion over the cause of the
deficits. About half of the current Federal budget deficit is
due to lingering effects of the recession. That portion of the
deficit need not be a cause for lasting concern since it can be
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removed by the gradual recovery of the economy. However, the
remaining deficit -- sometimes termed structural -- would be

left to deal with even after a cyclical recovery. Unfortunately,
this remaining structural deficit will rise over the next several
years unless action is taken to curb it.

The structural deficit is not due to the 1981 tax cuts.
Those tax cuts simply held the ratio of receipts to GNP in an
accustomed historical range -- 18% to 20% of GNP. Reversal
of those tax cuts would only impede the recovery and turn
the fiscal clock back to 1980. An accompanying chart (Chart 8)
shows the rising Federal tax claim on GNP. By 1980 that claim
had reached 20.1 percent of GNP and would have risen further to
about 24 percent by 1988 in the absence of the 1981-82 tax cuts.
The 1981  tax cuts and the tax indexing which becomes effective
next year forestalled a further upward surge in the tax-GNpP
ratio but did not lower it below normal levels.

The same importaut point can be made in very practical
terms for individual taxpayers. An accompanying chart (Chart 9)
shows the situation for a family of four with a $25,000 income.
If the 1980 tax law had simply been extended forward, their
real tax burden (in 1982 dollars) would have increased by
nearly 25% by 1988 -- a rise of about $1,000 in 1982 dollars.
Under current law, the real tax burden of the family remains
approximately constant as a proportion of income at about
1980 1levels.

The deficit problem has been created by a failure to control
government spending which has been a steadily rising ratio to GNP.
An accompanying table (Table 6), summarizes the fiscal situation.
The data are based on the Mid-Session 1983 Budget revisions (the
contingency tax has been removed) and will differ only slightly
from the numbers to be released next week. Receipts will average
at or above historical levels over the next five years in spite
of the Reagan tax cuts, Outlays are substantially above historical
levels. High outlays, through a failure to control the growth
of Federal spending, and low GNP, because of the recession, are
the source of the projected deficits.

The best way to cure the out-year budget deficit problem is
to cut the growth of spending. Spending is the ultimate source
of crowding out (Chart 10). Tax increases do not help.-in any
fundamental way. They reduce the aggregate pool of savings
from which deficits must be financed and they reduce the growth
of output by lowering the after-tax rate of return in the private
sector. Similarly, Federal borrowing reduces the amount of the
savings pool available for private sector investment and growth.
The choice between taxing and borrowing is a choice between two
undesirable alternatives. The necessity for that choice would
not arise if government spending were placed under effective
control. The budgetary problem must be solved primarily on the
spending side.
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It would appear to be very questionable how much actual
progress has been made in controlling Federal spending. There
is a widespread misapprehension that nondefense spending has
been cut back sharply. Nothing could be further from the truth.
An attached table (Table 6) compares the March 1981 budget
projections for discretionary spending (total outlays less
defense, social security, medicare and interest on the debt)
with the projections a little more than two years later in the
_ Mid-Session Review of the 1984 Budget. It shows that discretion-
ary spending continues to run from $85 to $95 billion above the
March 1981 targets. In conjunction with the recession-induced
short-fall in receipts, this would appear to account more or
less for the current budget deficit. There is still a need
for further spending restraint.

At the same time, we must encourage.private sector savings
to help finance the deficit and economic growth. The total savings
pool will expand in the context of a prosperous economy which pro-
vides adequate incentives to work and save. In addition, there
are steps which can be taken to expand the savings pool further.

For example, among the several tax initiatives in the
President's Budget for Fiscal Year 1985 are improvements in the
tax treatment of women's retirement savings. We recommend that
individual retirement accounts (IRAs), that under current law
are limited to $2,250 in the case of a married couple with only
one earning spouse, be increased so that one-earner married
couples may contribute up to $4,000 annually. This places the
housewife on a par with those women employed in the marketplace.
Further, the Administration proposes that divorced individuals
be permitted to treat taxable alimony as compensation in deter-
mining the IRA limitation. ’

Other major steps toward promoting savings incentives,
efficiency and tax fairness can and should be taken in the years
ahead. VYesterday, in his State of the Union Message, the
President directed me to develop a plan of action to simplify
the entire tax code, so all taxpayers, big and small, are treated
more fairly. The objectives of this plan include improved com-
pliance and a broader tax base so that tax rates can be lowered.
I will present a set of specific recommendations, consistent
with these objectives, to the President by December, 1984.

The Treasury Department already has spent a good deal of
time during 1982 and 1983 examining ways to make fundamental
changes in our current .tax structure. They have focused on the
consumed income tax but have also begun study of the value added
tax, a national sales tax, other forms of consumption taxes, and
various forms of broad-based, low rate income taxes such as the
flat tax. ’
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At the President's direction, our study of these alternatives
will be intensified over the next twelve months. By the end of
the year, I expect that we will have a single set of concrete
recommendations for fundamental changes in our present income
tax structure that will make our system of taxation more simple,
more fair, and more efficient.

During this year of study we will have to deal with some
very difficult issues associated with any radical transformation
of the income tax structure. Some tough and unpopular decisions
will be part of the price to pay for a simple, equitable system
of taxation.

The dismal vision of a rising Federal deficit and a fixed
amount of savings is faulty. But the deficit problem is real
enough and it will not go away automatically. Further intensive
efforts are needed on the spending-side of the budget equation.

As the President stated last night, better control over
government spending can be achieved if better tools are made
available. Toward that end, the President is requesting a
Constitutional Amendment to require a balanced budget, and a
Constitutional Amendment to provide him with line item veto
authority.

Monetary Volatility and the Economy

A stable expansion of the economy will require a steady
growth of the money supply at a moderate, non-inflationary pace.
The challenge now to the monetary authorities is to avoid the
extreme volatility of monetary growth that has been characteristic
of recent experience.

Theré can be no doubt that monetary growth has been volatile
by any standard. Empirical work at the Treasury suggests that
this monetary volatility may account for 200 to 300 basis points
(2 to 3 percentage points) of the level of short-term interest
rates., Because of monetary volatility, the Federal Reserve
target ranges for M1l have not meant as much as they could have.

In the 206 weeks since the fourth quarter of 1979 when the Federal
Reserve began to place greater emphasis on growth of the moretary
aggregates, Ml has been within the target range only 41 weeks,
just about 20 percent of the time. Monthly growth rates in M1 have
ranged from a 26 percent annual rate of increase to a -24 percent
rate. The Federal Reserve contends that very short-term fluctua-
tions in Ml, such as weekly and monthly oscillations, are of
little or no consequence. But over more extended periods of

time, the money supply has either run ahead too strongly or

slowed to a crawl. This is shown in an accompanying chart

(Chart 11).
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A few examples of these wide and destabilizing swings in
monetary growth should be noted:

o After increasing the money supply at nearly a 12 percent
annual rate in early 1981, the Federal Reserve put on
the monetary brakes. Ml grew at less than a 2 percent
annual rate from April to October 1981 (on the basis of
the data available at the time Ml actually fell) and the
economy went into recession.

o After rebounding to a 14 percent annual rate in
late 1981 and early 1982, the growth of M1 slowed
abruptly to 3 percent from January to July 1982.
Interest rates remained at very high levels and
the recession deepened.

o Instead of easing in a cautious, controlled fashion,
the Federal Reserve veered over to a very rapid
13-1/2 percent rate of growth in M1l in the next
twelve months -- July 1982 to July 1983.

o Since last July Ml has grown at only about a
2-1/2 percent annual rate. This abrupt deceleration
could begin to pose a threat to the recovery if it
were to centinue very much longer.

M1 has alternated between very high and very low growth
rates for extended periods of time. These extremes in monetary
growth should be avoided. '

It is also important to note that money affects the economy
only after a lag in time, variously estimated but averaging some-
where from three to six months. Current economic statistics can-
not guide us here; we must look ahead. By the time the problem
appears in the current statistics, the damage has already been
done.

In spite of definitional changes, Ml has tracked real GNP
much more closely than M2 or M3. Chart 12 shows the close
relationship between the growth rate of M1 and growth in real
GNP several months later. Currently, the recovery shows no
signs of overheating. A stable, moderate growth rate of money
and credit is important to keep the recovery proceeding at its
recent sustainable, non-inflationary pace. ’

The International Economy

Let me turn now to a look outside our borders. Economic
recovery has begun abroad and will be strengthening and spreading
this year., 1In 1982 real GNP in the industrial countries as a
whole did not grow at all. Last year, led by the U.S. recovery,
we estimate that real growth was over 2 percent on an annual
average basis. This year we are projecting about 4 percent
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real output growth on a weighted average basis for the industrial
world. Even excluding the United States, average growth should
be about 3 percent. This will be the best growth performance
since 1978 for the industrial countries as a whole. In fact,

it will be a more solid performance than we had in the late
1970's because the current world recovery is taking place with
sharply reduced inflation. 1In contrast, in the late 1970's
inflation was accelerating, and this accelerating inflation

soon helped to put an end to real growth. :

This is not to say that all is well. Unemployment remains
high, and has not come down yet in Europe the way it has here.
A large number of the less developed countries still suffer
from very low growth rates. Even in the case of the LDCs, though,
I am encouraged by prospects for considerably improved growth
performance this year. I should also note that the greatest
difficulties have occurred for the countries, particularly
in Latin America and Africa, which have had serious financial
problems. Most of the developing countries in Asia have been
able to record continued high growth in the last few years.
While financial problems remain for many countries, the partner-
ship of governments, banks and the IMF has been successful in
dealing with these problems. With the experience gained, it
should be possible to continue adjustment and expand growth-
this year.

The United States has played a crucial role as a catalyst
in fostering the world recovery. At the psychological level,
the strong and highly visible U.S. advance last year was an
effective counter to the pessimism about industrial country
recovery which was particularly widespread in Europe. The
optimism engendered by the U.S. recovery has, in a way that
is - difficult to quantify, stimulated domestic sources of growth
in the industrial countries abroad. While some skepticism remains,
the prospects in Europe have looked better from the second half
of 1983 on. Germany in particular has had a recovery that has
surprised many observers tliere.

The United States has also stimulated world recovery through
its growing merchandise trade deficits. 1In the first eleven
months of 1983, U.S. imports from non-OPEC LDCs rose nearly $9
billion. 1In the same period our trade balance with Western
Europe moved $5-1/2 billion in their favor. These changes have
assisted recovery in these countries. As the latest OECD report
on the U.S. economy says, “"strong non-inflationary growth in the
United States has made an important contribution to the stabiliza-
tion of the world economy.”

More and more, people are recognizing that world recovery
is underway and that the United States is a beneficial force
in it. But we are still hearing the argument that high U.S.
interest rates are hindering recovery abroad. Now if this means



24

the level of U.S. interest rates, the argument is odd indeed.
Between the end of 1980 and the end of 1983 U.S. short-term
interest rates fell by almost one-half -- a greater percentage
decline and a greater absolute decline than in any other Summit
country.

But perhaps the argument pertains to interest rate different-
ials, with the point being that other countries have had to main-
tain interest rate differentials with U.S. financial instruments
in order to protect their exchange rates. Once again the argument
is defective, since between the end of 1980 and the end of 1983
short-term interest rate differentials between the dollar and
each of the other Summit country currencies moved against the
dollar. If these countries had kept the differential between
U.S. interest rates and their own interest rates constant over
the past three years, they would have been able to lower their
own interest rates more than they did, in some cases by very
large amounts.

A key reason why interest rates have not fallen more rapidly
abroad is fear of inflation. Over the past three years, consumer
price inflation has fallen more in the United States than in any
of the other Summit countries. Monetary growth has been above
target in France, Germany and Japan, and close to the upper end
of a 7-11 percent target range in the UK. Even in countries
which have achieved low inflation rates, to have allowed more
rapid monetary growth in order to reduce interest rate levels,
might well have been considered unwise from the perspective of
inflation control.

It is far from clear that, if only U.S. interest rates were
lower, other countries could simply lower their rates. Faster
money growth abroad could conceivably produce higher interest
rates due to fears of higher inflation, rather than sustainable
real growth. It is, therefore, hard to understand the argument
that U.S. interest rates are damaging foreign economies. On the
contrary, by fostering a recovery and contributing to stronger
trade balances abroad, the United States is helping to raise,
not lower, growth in the rest of the world.

Encouraging Long-Term Growth

The groundwork for a period of long-term prosperity has
been laid. The tough issues of breaking inflation, restoring
productivity growth, returning investment and work incentives
to the marketplace through a reduced government role and putting
the economy back on a growth path have been faced. The hard
part is now behind us and the outlook for the future is better
than it has been in many years.

Yet we continue to hear cries for an industrial policy,
a vague term that some feel embodies the solution to the natural
problems of an ever-changing economic environment. Industrial
policy has been variously defined, but basically means that
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government should select certain industries for special support
to produce an industrial structure different from what the market
would have produced. Government bureaus should assist those
industries showing the greatest promise, while propping up

those having difficulties. Proponents of industrial policy
promote it as the way to assure the economy's long-term ability
to grow and adapt.

There is no argument that the sluggish economic performance
of the last decade resulted in sectoral problems and industrial
distress. Rising trade deficits brought demands for government
protection for affected industries. It was clear that there was
a need for higher rates of real growth. However, careful
examination of the industrial policy concept shows that it is
more likely to entangle the economy once again in a web of
government interference, which could only slow growth, rather
than to foster an environment in which the economy can respond
smoothly and rapidly to the changing demands of the market place.

If we examine the premises on which the case for industrial
policy is based, we will find that they are faulty and thus lead
to the faulty conclusion that industrial policy can solve the
problems faced by the U.S. economy. A first argument for the
need for industrial policy is the understandably alarming belief
that America is in process of deindustrializing -- that the U.S.
manufacturing sector is slipping relative to other nations. 1In
fact, the slower growth of manufacturing compared to overall GNP
is a pattern that has repeated itself throughout the industrial
world. Indeed, correcting for the business cycle, manufacturing
in the United States roughly held its share of GNP during the
1970's. While employment in manufacturing did decline, this
decrease was largely a result of productivity gains that freed up
labor for the dramatic expansion of employment and output in the
service sector.

Secondly, advocates of industrial policy look to the admittedly
impressive economic progress of Japan and attribute that to the
industrial policy followed by its Ministry of International Trade
and Industry (MITI). While MITI has had its successes, it has
also made serious errors, including trying to prevent Honda from
entering the auto market, attempting to discourage Sony from
focusing efforts on transistors, and devoting far more scarce
capital to-the steel industry than could profitably be employed.
The more likely sources of the admirable growth of the Japanese
economy are the nation's favorable tax treatment and resulting
high rates of saving and investment, and the ingenuity of its
private entrepreneurs,

Another point used to support the case for industrial policy
is that somehow Washington can make better business decisions
than can business. This is surely among the least plausible
arguments. Anyone who has worked in the business world, as I
have, knows the difficulty of assessing swings in consumer
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sentiment, or the impacts of technological breakthroughs, moves

by the competition both here and abroad, or erratic government
policies. It seems highly unlikely that a Federal agency would

be in a better position to make decisions regarding the fate of

an industry than those whose livelihoods are tied to that industry.

Industrial policy advocates recommend that the government be
responsible for allocation of capital to the most rewarding
"industries. They suggest that capital should be-concentrated in
high-value~added, high-wage industries. But the result of
this would be to force displaced labor to crowd into the low-tech,
low-wage jobs that would be passed over by capital allocation.

The only excuse for directing capital is to see that it would

flow to the most rewarding projects. But that is the function

of the free market, which is more sensitive to industry conditions
than any government computer and less biased than any government
bureaucrat.

Finally, there are those who seek through industrial policy
some sort of beneficent government agency that would assist
those industries showing the greater promise while propping up
those having difficulties. But in the political atmosphere which
rightfully characterizes a democracy, industrial policy would be
subjected to special interest pleadings. Even a supposedly
balanced council of government, business, and labor may have
admirable goals of maximization of financial return or humaniza-
tion of the workplace but would ultimately be at the mercy of
some 15,000 lobbyists plying their trade in Washington. A
rationally conceived tax deduction or subsidy.for one industry on
the grounds of economic efficiency would become a tax deduction
or subsidy for all on the grounds of equity. Protection for one
would become protection for all.

The views of the industrial policy advocates are not entirely
new nor untested. We already have a huge array of government
programs which build infrastructure, support education and re-
training, and direct investment funds. In 1983 budget spending
for education, training, housing, energy, transportation, community
development, public works, and commercial and agricultural sub-
sidies was more ‘than $50 billion. Federal credit programs for
these purposes include direct loans of about $47 billion and loan
guarantee commitments of about $84 billion. Special treatment
for income from, or investment in, the above areas is estimated
to amount to over $115 billion. Yet criticisms concerning the
overgrown size of Federal lending activities, the complexity of
the tax code, and the waste and inefficiency of Federal spending
are legion. How could we expect that experience with an even
broader program of industrial policy would be better?

My skepticism regarding the promise of industrial policy is
not intended to deny that problems exist.-in the U.S. economy
which need to be resolved. Unemployment remains too high and
there are industries that do not yet have a firm footing in
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recovery. But I would argue that the solutions to these problems
lie in letting the marketplace pick the winners and losers,

in a growing, dynamic economy, rather than having the Federal
government reallocate resources in the static economy of limited
resources apparently envisioned by the industrial policy advocates.

The economy is continually changing. The buggy-whip went
out with horsedrawn carriages and the adding machines with which
some of us once worked have been made obsolete by handheld
calculators and personal computers. Instead of attempting to
smooth the transitions such as these through an industrial policy,
fraught with the problems discussed above, the Administration has
chosen an incentive-oriented, free-market, pro-growth policy.

Rather than reallocating private sector resources, our
program is designed to expand them by reducing Federal spending
and government regulation. By limiting Federal intrusion in the
market place, additional funds can be relinquished to both
consumers and investors. Lowered tax rates on individuals and
business have already begun to restore incentives to work, save,
and invest. Accelerated depreciation on plant and equipment will
do much more in the long run for ailing companies than attempts
by Washington to reallocate capital. .

The results of our policies have become evident over the
past year. We have seen a sharp reduction in both inflation and
interest rates., As the fundamentals of business investment have
improved, there has been a dramatic increase in equity formation
and the generation of venture capital. Job growth has surged.

The Administration has taken other steps geared at assuring .
the economy of long-term growth. The President has appointed a
Commission on Industrial Competitiveness to review such subjects
as research and development, education and job training, among
others. The Justice Department has taken a new course in anti-
trust policy in order to promote cooperative research and develop-
ment efforts by companies in the same industry. And we are
targeting job training programs to assist in preparing the long-
term unemployed for private, rather than public sector, jobs.

These steps are geared to promote growth but not to put the
Federal government in the business of business. All evidence
points to the fact that our program is working. To attempt
greater Federal involvement through industrial policy would be a
major- step backward.

Conclusion

Substantial progress has been made during the last few years.
The control of inflation.-and the tax cuts are beginning to generate
‘a much more favorable climate for investment and growth. The
economy is on an upward course and inflation has been greatly
reduced. Unemployment fell sharply last year but remains at too
high a level. Given the achievement of a stable, moderate path
of monetary growth and success in reducing an excessive rate of
growth in spending, the economy can continue to prosper in the
years ahead. This environment of reduced inflation, higher real
growth, and improved economic incentives should facil@tate the
natural restructuring which can be expected to occur in any
healthy, dynamic econcmy. An attempt to devise an industrial
policy to be carried out by Federal agencies in Washington would
represent a tragic step backwards. An increase in goverament
intervention could only be expected to slow economic growth by
hindering the workings of the free market.



Table 1

SOME KEY COMPARISONS 1980 AND 1983

1980 1983
Growth in real GNP —0.8 - 6.1
(in percent)
Growth in civilian employment —0.3 4.0
(millions)
Growth in real wages plus fringes —1.6 2.6°
(in percent)
Rise in consumer prices - 12.4 3.8
(in percent) '
Prime rate of interest 16.7 11.0

(in percent, fourth quarter)

*Real compensation per hour.
Four quarters éndlng in 1983-111.

Janvary 25, 1884-A309
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Table 2

RECENT PROGRESS AGAINST INFLATION

{percent change during the year)*

1979 1980 1981 1982 1983
GNP: Implicit Price Deflator 8.2 10.2 8.7 4.4 4.1
Consumer price index 13.3 12.4 8.9 3.9 3.8
Producer price index 12.8 11.8 7.1 3.7 0.6

"* Fourth quarter to fourth quarter for the GNP deflator and December to 6ecember for consumer and producer prices.

January 24, 1004 A1



Table 3

COMPENSATION, PR_ODUCTlVITY AND UNIT LABOR
COSTS, NONFARM BUSINESS SECTOR, 1979 -1983

(percent change from fourth quarter of previous year)

Nominal Real Unit Labor
Compensation Compensation Productivity Costs
1978 89 —0.1 0.3 8.6
1979 9.2 —3.2 _ —2.11 11.6
1980 10.8 —1.6 0.2 10.5
1981 9.0 —0.5 1.2 7.7
1982 7.2 26 08 6.3

1983* 5.3 2.6 36 1.6

* Four quarter change ending in 1983-11l

Jawary 24, 1984 A310
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Table 4

PATTERN OF GNP GROWTH IN THE FIRST YEAR OF
PREVIOUS RECOVERIES* COMPARED WITH 1983

As Proportion of Total

In Percentage Points

Previous

Previous

Recoveries 1983 Recoveries 1983
Real GNP 6.8 6.1 —_
Consumer spending 3.6 3.6 53 59
Business capital spending 05 1.2 7 20
Residential construction 1.0 1.0 15 16
State and local purchases 05 0.1 7 2
Federal purchases —0.2 —05 —3 —8
Inventory investment 1.8 20 26 33
Net Exports —0.4 —1.4 —6 —23

* Post-Korean War recoveries excluding the shont-lived 1880 recovery.

Note: Components may not add because of rounding.

Jenuary 79, 1084 ADUL
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~ Table 5

FUNDS RAISED BY DOMESTIC
NONFINANCIAL BORROWERS IN

U.S. CREDIT MARKETS
(Billions of $)

1982 1983*

Private Domestic Nonfinancial 2341 288.1
State and Local Government 36.3 427
Households 86.3 149.4
Nonfinancial Business 111.5 96.0

U. S. Government 161.3 205.9
Total - 395.4 494.0

FUNDS SUPPLIED TO DOMESTIC
NONFINANCIAL BORROWERS IN

U. S. CREDIT MARKETS

(Biliions of $)
1982 1983*
Private Financial Intermediaries 271.2 359.8
Commercial Banks 108.5 122.7
Savings Institutions 30.6 129.2
Other 1321 107.9
Private Domestic Nonfinancial
Investors ' 99.7 97.3
Other 245 36.9
Total 395.4 494.0

* First 3 quarters at a seasonally adjusted annual rate.
*  Source: Federal Reserve Flow of Funds

Janusry 24, 1384.A012



Table 6

OUTLAYS AND RECEIPTS AS PERCENT OF GNP

Receipts Outlays *
1984-1988 " 19.3 23.5
1983 } 186 25.0
1982 20.2 24.4
1981 20.8 23.5
1980 _ 20.1 229
1975-1979 (avg.) 19,0 22.1
1964-1974 (avg.) 18.7 19.8

* Including off-budget spending.
** Mid-Sesslon Review estimate. Recelpts exclude contingency tax.

January 24, 1084.-A54



" Table 7

WHERE IS THE PROGRESS
IN REDUCING SPENDING?

Discretionary Spending*
(billions of dollars)

1983 1984 1985 1986
Mid-Session 1983**  $283.3 $276.3 $286.0 $295.4
March 1981 Budget 2152 205.8 213.2 2241
Increase ($ billion) 68.1 70.5 728 713
Increase &percent) ‘ 31.6% 34.3% 341% 31.8%

*Total Federal.spending excluding defense, social security, medicare, and interest on the debt net of trust fund receipts.

** Current services basis.

January 25, 1084-A68
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Chart 1

CONSUMER PRICE INDEX

(Monthly Data, Percent Change from Year Earlier)
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Chart 2

'PRODUCER PRICE INDEX

Percent (Monthly Data, Percent Change from Year Earlier) Percent
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Chart 3

GROWTH OF PRICES AND UNIT LABOR COSTS IN THE
FIRST YEAR OF RECENT CYCLICAL RECOVERIES

Percent
12

GNP Unit

Deflator CPI Labor
Costs

10

£ R

1961- 1970- 1975- 1980- 1982- 1981- 1970- 1975- 1980- 1982- 1961- 1970- 1975- 1980- 1982-*
1962 1971 1976 1981 1983 1962 1971 1976 1981 1983 1962 1971 1976 1981 1983

First four quarters of recovery

*First three quarters of the cyclical recovery. Sy 25, 1904.A708
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Chart 4

RECENT CHANGES IN REAL GNP

{Percent change at annual rate) '
cent
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Chart 5

COMPARISON OF
THIS RECOVERY WITH PREVIOUS RECOVERIES®

Percent Change, Percent Change,

Annual Rate : } { Annual Rate
Industrial | Index of | Manufacturing | Real Retail
o5t Production |I Leading Indicators I Employment } Sales -|25
i | :
20— i } I —-{20
| | |
15} { i { 15
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4 & 14 8§ '\
il | S | \ 7’
N\ K \\ m\a i x\ m
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*post-Korean War recoverles excluding one shori-lived 1980 recovery. First 13 months for industrial production and real retall
sales,12 months for the other two series.

(e)-estimated. January 12, 1084.A44
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Chart 6

EXTERNAL CORPORATE FINANCING REQUIREMENTS

Billions of Dollars
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Chart 7

GOVERNMENT SECTOR AND PRIVATE SECTOR BORROWING*
Percent of GNP Percent of GNP
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Chart 8

FEDERAL TAX CLAIM ON GNP, 1955-1988

Percent ' . Percent
25 by

Pre ERTA and TEFRA ¢
4

V4

Current
20 ‘ ) Services—{20

0
1985 '63 73 78 ‘84 '88
. . "
Fiscal Years estimate
* For FY 84-88. From Mid-Session Review of the 1984 Budget.

January 74, 1984-A21

(44



43
Chart 9

REAL TAX BURDEN 4
(INCOME & EMPLOYEE PAYROLL TAX)

Family of Four with an Income of $25,000
Taxas  jn 1982 with Cost of Living Adjustments Real Tax
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Chart 10

GOVERNMENT SPENDING DOES THE “CROWDING OUT”

A Bigger Slice for Result: A Shrinking

Government, Smaller Pie, an Even Bigger

— Slices for Consumption Slice for Government
The Pie and Investment

Consumption

Septembor 28, 1083.A59
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M: VERSUS TARGET RANGE*
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Chart 12

GROWTH OF REAL GNP AND MONEY SUPPLY (Mi)*

Percent change, annual rate Percent change, annual rate
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Senator JEPSEN. Thank you, Mr. Secretary.

I noted that the long overdue recognition of a career homemaker
as an equal partner in the family financial endeavors is being rec-
ommended and that it be corrected in a full IRA allowance. I
would expect and hope that it will have early and quick approval
in all the committees and by both sides of the aisle in both houses.

You mentioned the necessity to have some stability in the
growth of M1. We have talked about that time and time again. We
have asked Mr. Volcker how to bring that about or why we have
these extremes where it seems we have the pedal all the way to the
floor and at the same time the brake is all the way to the floor. I
never have received a satisfactory explanation that would lead one
to believe that we can have stability in the M1 growth.

In fact, to the contrary the answers would lead one to believe
that the Fed is not sure it can provide for that.

Do you believe that the Federal Reserve can avoid these ex-
tremes in growth and, if so, how would you recommend that they
get this stability? We will be probing this again when Chairman
Volcker appears before this committee next week.

Secretary REGAaN. Well, there is no doubt this is a difficult task
in an economy as large as ours with money constantly changing or
the concept of money changing.

The Fed did have some difficulty in late 1982 and early 1983 be-
cause of the changing climate brought on by deregulation of differ-
ent types of bank accounts, and innovations from the private sector
that influenced how people could maintain their savings, all of
which affected the definition of money. Most of that is behind us,
however, at this point.

There is one thing coming up in February that may cause a little
static in the figures for a short period of time, and that is the con-
temporaneous reserve reporting wherein banks will be more on a
current basis in trying to keep their reserves in line with transac-
tions, or checkable accounts.

But I think, Mr. Chairman, that the Fed now—with all the expe-
rience it has gained since 1979—should be able to target things a
lot better. I do not say that they can keep on a week-to-week basis,
perhaps not even on a month-to-month basis, exactly on target, but
certainly they can stay within a couple of percentage points of
their target range. I do not think they have to go all the way one
way and then all the way the other way.

Senator JEPSEN. Thank you. I just have one more question, and I
will advise the committee that because of the large number of
members here and the interest, we will have a 5-minute rule. I re-
spectfully hope that we can all follow it.

Mr. Secretary, we are all confronted by the performance of the
stock market. As a former Merrill Lynch executive, perhaps you
could enlighten us. Practically every single move in the market,
however slight or great, is attributed by the media and stock
market analysis to interest rates. When the market goes up, it is
due to anticipated interest rate drops. When the market goes down,
it is due to worry about rising interest rates. If it does not move at
all, it is due to the uncertainty about which way interest rates are
going to move.
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Are interest rates the only thing that matter and, if not, what
other factors affect the market? Finally, would you please tell us
what you think the stock market will do this year?

Secretary REGAN. Mr. Chairman, based upon 35 years of follow-
ing the stock market, I have to let you in on a secret. There are a
multitude of things that affect the stock market, not just interest
rates, and no one knows for sure at any one day, except for some
unusual event, what it is that- affected the stock market that par-
ticular day. But reporters have to write, Wall Street pundits have
to put out columns, forecasters have to forecast, so they all search
for reasons. They could be right or they could be wrong about what
particular thing is affecting the market at any particular moment.

I would say at this particular time that there are two main fac-
tors affecting the stock market. As you pointed out, interest rates
are one of them. The other is earnings and what is the earnings
outlook over the future. When you buy a stock you are buying a
future stream of earnings from which you hope to get a future
stream of dividends and you have to weigh the relative value of

" what that future stream is worth.

So the market tries to analyze all of the factors—national, inter-
national, economic, psychological, and the like—in order to arrive
at conclusions. These are conclusions of millions of people, not just
one individual and not just a group of individuals. So you have in
the market a real reflection of many shades of opinion.

If the forecast that we have—which by the way is right in line
with most forecasts for this year—holds true, you are going to have
good earnings for corporations. If there are good earnings, people
will buy those earnings and probably will give them a value even
higher than they are now.

So long range, you can see that the market, based upon that type
of forecast, would do well.

Senator JEPSeEN. I thank you.

Congressman Hamilton.

Representative HaAmMiLTON. Thank you very much, My. Chairman.

We welcome you, Mr. Secretary, and I want to say that I am a
little bit confused about your position and Mr. Stockman’s position
on spending. :

You say in your prepared statement that the budgetary problem
must be solved primarily on the spending side, and certainly one of
the themes of the President’s speech last night was to be tough on
the spending side.

Now Mr. Stockman seems to be saying, in the Fortune interview
and other places, that we have already cut as much as we can cut;
we are down to what he calls the “legislative hard core”’; no major
cuts can be made. )

How do you propose to get these $200 billion to $300 billion defi-
cits down primarily on the spending side if your own budget expert
in the administration says you cannot make any more major cuts
in spending?

Secretary REGaN. Well, Congressman Hamilton, let me put it
this way. I will let Mr. Stockman describe his point of view to you
at whatever time he appears before this group.

Representative HAMILTON. It would be helpful if we had a single
administration view.
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Secretary REGan. Well, I think the President reflects the admin-
istration’s view and he enunciated that last night.

Representative HamiLToN. And Mr. Stockman does not?

Secretary REGAN. The President is the administration.

From the point of view of the budget deficits—I do not know
where you got that $300 billion figure. It does not show in any of
the data that we have. We are assuming a base line of about $200
billion. It all depends upon what the economic forecast is, how you
see interest rates over the future and the like.

Representative HAMILTON. Let us not argue about the size of the
deficit. The Congressional Budget Office, where I got the figure you
asked about, is going to come out with a projection of $325 biliion
by the end of the decade, but I do not want to argue about whether
it is $300 or $200 billion. I want to know where you are going to
get——

Secretary REcAN. I disagree with that CBO projection and I am
not even sure they are coming out with it because they declined to
confirm it when we called to ask them how they got that $325 bil-
lion figure.

Representative HamiLToN. Let us not quibble over $300 or $200
billion. What I want to know, Mr. Secretary, is where are you
going to make the major spending cuts that have to be made if you
are going to get this deficit down to a reasonable size?

Secretary REcaN. Well, now, first of all, as I said in my prepared
statement, there are two types of deficits—structural and cyclical.
Regarding the cyclical deficit, the rule of thumb is about $25 to $30
billion increase in the deficit for each 1 percentage point increase
in the unemployment rate. With unemployment now at 8.1 or 8.2
percent and full employment somewhere in the 5.5- or 6-percent
range, obviously if we were at full employment, you would drop 2.5
percentage points times $30 billion; that is nearly half of the defi-
cit, the $180 billion we have estimated.

As far as revenues are concerned, they will be rising annually, to
the 8- to 9-percent area during this same period.

Representative HaAMILTON. Mr. Secretary, the comment in your
prepared statement is that the budgetary problem must be solved
primarily on the spending side.

Secretary REGAN. I am coming to that, Congressman Hamilton, if
you will give me a chance.

Representative HaMILTON. I know that, but you are telling me
about projections on growth. I understand that. It makes all the
difference what kind of assumptions you make. You still have to
get——

Secretary REcAN. You are challenging me to come up with $200
billion in cuts, and I am telling you that $200 billion in cuts is not
needed. That is the point I am trying to get to.

Representative HAMILTON. I want to know where specifically you
are going to make the major cuts that are going to be necessary.

Secretary REGAN. I will tell you that, Congressman Hamilton, if I
may continue.

Representative HAMILTON. Very good. I am looking forward to it.

Secretary REGAN. All right. Now, Congressman Hamilton, what
we need is about $80 to $90 billion in cuts. Those cuts can be made,
in my judgment, in Federal spending as we go along. We are ap-
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proaching the trillion dollar area in spending. I think we can cut
that down by cutting throughout the budget. We can cut in all
areas of the budget. That is why we have asked to get a downpay-
ment on the deficit reduction and we have stated that everything
can be discussed.

Representative HaMiLTON. Does that include defense spending?

Secretary REGAN. Everything can be discussed and can be
worked on.

Representative HamiLToN. Where are you recommending that we
cut the budget to get $100 billion or something in that magnitude
spending cut?

Secretary REGAN. Congressman Hamilton, we are about to enter
into discussions with the Congress regarding that. We have some
specific proposals that will come out next week. I do not think I,
or the administration, should be going into negotiations with Con-
gress setting out a baseline at this particular moment, but there
are areas where cuts can be made. For example, in reconciliation,
we all saw how shifting the COLA’s affected the various pension
plans. We have shown also where there are additional cuts to be
made in some of the spending programs. We have the Grace Com-
mission which has identified over $400 billion in savings. Now
maybe some of that is pie in the sky, but nonetheless, there is
enough in the Grace Commission report that can certainly be put
into effect.

Representative HamiLToN. There are all kinds of recommenda-
tions around, Mr. Secretary, and what I am looking to from you
are specific recommendations on cutting the Federal budget by
$100 billion or whatever you think the magnitude of the cut ought
to be. And what you are telling me is that the whole budget is
open. Everybody would agree with that statement. Nobody would
take exception to it.

Thank you, Mr. Chairman.

Senator JEPSEN. Congresswoman Holt.

Representative HoLt. Thank you, Mr. Chairman.

Well, I certainly feel that the President’s message last night was
an inspiring one to all of us in the Congress to try to take a long,
hard look at the budget and the spending of the Government and
try to find ways to bring that down. I know for the 12 years I have
been here I have struggled with trying to find places that we can
reduce the rate of growth and have even prepared budgets that at-
tempted to do that. So I think it can be done and I think the key to
the whole thing—and I think this is what the Secretary said to us
this morning—is that we, as representatives of the people of this
country, have to sit down and find a way to slow down that rate of
growth without hurting the people, and I believe that we can do it.

Then when you talk about defense, that is what, 7 percent of the
gross national product, less than 30 percent of the budget—it
cannot come there. It has to come from the other spending. And I
feel very strongly that the Secretary is absolutely correct in his
statement that we cannot increase taxation at this time because it
will be a drag on the economy.

I ({eel that the way to go i1s to keep the economic growth stabi-
lized.



51

Mr. Secretary, with that soapbox statement, do you feel that
there is merit in the idea of a bipartisan commission? I know we
have one piece of legislation in the House, the Coyne-Wylie resolu-
tion, that we have 120 cosponsors for now, to set up a real biparti-
san commission along the lines of the Kissinger Commission—we
hate to resort to government by commission—but to sit down and
really take a look at how we can bring this revenue and spending
together somewhere along the line. We cannot go on at the rate
that we have been doing over the past years.

Do you think that is possible? Do you believe that we can find
ways to reconcile those two things?

Secretary REGAN. I think, Congresswoman Holt, that we can find
ways to cut the budget. My own preference would be not to have a
formal commission in the sense of a Kissinger Commission or a
Greenspan Commission which would imply a lengthy period of
time, a lot of outside pcople, a big staff, a full report, a lot of open
hearings and that type of thing.

I think we have an effective mechanism now. It is called the
Budget Committees of the House and the Senate and the Appro-
priations Committees of the House and the Senate, the Ways and
Means Committee, and the Finance Committee. I think those are
effeitive media for handling this budget if the process is allowed to
work.

That is why we have suggested this smaller working group to try
to do the thing quickly as a downpayment, to see if there is truly a
bipartisan effort whether we can get at the problem. It will take a
bipartisan approach, however. We cannot do it by ourselves. The
other side cannot do it by itself. The Congress cannot do it by itself.
It is going to take work with the administration and the adminis-
tration cannot do it alone.

I think, in reference to what Representative Hamilton was
saying about my associate, Mr. Stockman, that Mr. Stockman was
complaining more about the congressional will. I think he has
broken his lance up here a little bit over the 3 years he has been
trying to get some of these things through the Congress and he gets
a little discouraged.

Representative HoLt. Well, Mr. Secretary, we all have. That is
the point I am making. It has been almost impossible. The budget
process has not worked. The reconciliation process has not worked.
We are going to have to resort to something really stringent to
force us to sit down and decide and it seems to me that if we had a
real working group that could come back after the Presidential
election then, if President Reagan is reelected, this would be a
blueprint for him; if Mr. Mondale is elected, I am going to Switzer-
land, but anyway, he would have a plan that he could follow.

Secretary REGAN. Well, I would say that we would prefer to try
it this way. We all know that there are going to be some tough po-
litical choices that have to be made in order to cut the Federal
budget. Somebody is going to find the rate of growth in his or her
particular program is not going to be the same as he or she wants.
I do not think we have to amputate, cut off completely, any one
particular program, but I think the rate of growth in all programs
has to be moderated. This will require tough choices, and that is
what we are testing. We want to see if the Congress has the politi-
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cal will to join with us to do it. That is why we have suggested this
working group, not a full commission, but a working group com-
posed of Congressmen, and Senators, as well as people from the Ad-
ministration.

We tried it in 1982, you will recall, on maybe a little larger scale,
with “The Gang of 17.” It almost worked. At least we got the tax
side of it right. We got TEFRA out. I am not sure we got the cuts
out. But nevertheless, I think that if we try again this year and
keep the word downpayment in mind that we could get started.
Then, perhaps in 1985, when the new Congress comes back, this
Administration could then work with Congress in order to try to
get the tough decisions made in 1985.

Representative HorLt. Thank you.

Senator JEPSEN. Senator Proxmire.

Senator PRoOXMIRE. Secretary Regan, last night the President did
and you have been talking about inflation coming down and the
implication is very clear and obvious that the President is claiming
credit for that, at least considerable credit.

At the same time, we now have, as we all know, the worst deficit
by far, in the history of the United States, the worst deficit in
peacetime even in relationships to our much larger gross national
product than it has ever been, $197 billion, about 6 percent of our
gross national product.

Can you name a single action or any actions at all by the Presi-
dent that significantly reduced inflation or recommendations he
has made that have had any effect on inflation?

Secretary REGAN. Well, certainly.

Senator PROXMIRE. What?

Secretary REGaN. Well, first of all, I believe that there are some
$315 to $320 billion of domestic spending cuts that were made from
the Carter baseline of 1981. Obv1ously, we had to work with the
Congress in doing that.

I would also say that as far as monetary policy is concerned——

Senator ProxMIRE. Well, now wait, before we get on monetary
policy and fiscal policy, you say that substantial cuts were made in
the domestic—this is the entire budget. The President has recom-
mended increases in military spending so that we now have a
spending figure that is higher than it was in the Carter administra-
tion. After all, the budget is the President’s responsibility—the rec-
ommendations are the President’s responsibility right across the
board—is it not?

Secretary REGAN. Sure, but I think, Senator, that if you take a
look at the defense line, the defense spending this year will not be
far from the outlay request for fiscal year 1985 of the fiscal year
1982 Carter budget. That budget called in 1985 for something in
the neighborhood of $270 billion of spending for DOD and I suspect
that is right about what we are going to come in with in 1985.

Senator ProxMIRE. But nevertheless, we are faced with a $197
billion deficit in 1983, $180 billion deficit is the projected deficit in
1984, and because of the fiscal policy altogether which the Presi-
dent has recommended, both taxing and spending, we are faced
with these deficits which certainly have an inflationary effect.

I am asking you to indicate one overall area where the President
has had anything like a comparable impact in holding down prices.
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What I am saying is that the Federal Reserve Board on monetary
policy certainly did have a very decisive effect on inflation, no
question about it, but the Federal Reserve Board, as we all know, is
independent and operates independently. Sometimes you have been
critical of it and sometimes you have been supportive, but neither
you nor I, or anybody else, can take credit for what the Federal Re-
serve Board does.

Secretary REGAN. Well, then do not let us take the blame for
what they did because if they caused inflation to go down, they
caused it to go up. If they caused prices to go down, they caused
prices to go up. If the Federal Reserve caused the recession, then
they caused at least half of the deficit, because that much of the
deficit is cyclical. If they caused 10.7 percent unemployment, which
is 4 or 5 percentage points above full employment, they caused
about $125 billion of that deficit. You cannot blame that on the
President, by your line of reasoning.

Senator Proxmire. Well, you are saying exactly what I am
saying, no question about it.

Secretary REGaN. What I am getting at is these are not the
President’s deficits. You are saying the $197 billion is caused by
the President. What I am telling you is that none of that——

Senator PROXMIRE. The President and the Congress together are
responsible for the deficit. The Federal Reserve Board can have in-
fluence on monetary but you know as well as I do, Mr. Secretary,
that the Federal Reserve Board can do nothing about the deficit
except come up here and talk a little about it.

Secretary REGAN. They can cause it, Senator, by the massive un-
employment that they caused and the recession they caused, by
your own reasoning. If they tighten the money supply and cause a
recession and there is subsequent unemployment, do not tell me
that they are not responsible for it. So if they are responsible for
the unemployment, they are responsible for the deficit that unem-
ployment causes because of lack of growth in GNP and the subse-
quent lack of revenues coming into the Federal Treasury.

Senator PROXMIRE. But my argument with you, Mr. Secretary, is
that the deficit that we suffer now is not as you explained it to
Representative Hamilton. After all, we had about the same level of
unemployment in 1983 as we had in all of 1982, 9.5 compared to 9.7
percent. We had almost a doubling of the deficit during that
period. We are going to have a dropoff of 2 percent, according to
your forecast here, of 7.8-percent unemployment in 1984, but very
little reduction in the deficit even by your very optimistic projec-
tions. So you have a situation here where the President has recom-
mended a spending program and a tax program that has given us a
colossal deficit and my question to you, which you very gracefully
and effectively avoided, is what has the President done to get infla-
tion under control? Name a single action he has taken. I am saying
that he is following a policy that is going to be very inflationary in
the future.

The OMB estimated that inflation in the future is going to be 10
percent. They told the Grace Commission when they operated to
operate on the assumption that we would have a 10-percent infla-
tion. This is the administration’s budget office.
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Secretary REGAN. Well, all I can tell you is that the administra-
tion’s official projection of unemployment under which the budget
was made, does not call for anything like that. It calls for full em-
ployment by 1988. I do not know where that 9.7 actual unemploy-
ment rate for 1983 came from, but I recall the last figure that came
out was 8.2 percent for December.

Senator ProxMIRE. Well, you are talking about the December
figure. I am talking about the overall figure for the year and if you
are comparing the deficits you have to figure the entire year effect,
not what happened in December.

Secretary REGAN. True, but it did not stay at 9.7 for the entire
year.

Senator ProxMIRE. No, it did not. It was above 9.7 in January
and below 9.7 percent in December.

Secretary REGAN. Right.

Senatgr ProxMire. So the proper figure is the figure for the year,
is it not?

Secretary REGAN. Yes, but it was not 9.7 for the entire course of
the year is what I am getting at. However, that is a detail.

What we are saying is that that unemployment rate was caused
by a recession. It was not caused by this administration. I think
you have to agree to that. After all, that recession officially started
in July 1981——

Senator PROXMIRE. My time is up, but the enormous increase be-
tween the deficit between 1982 and 1983 when you had roughly the
same year-by-year level of unemployment was a result of a fiscal
policy which the administration recommended and the Congress
carried out.

Secretary REGAN. No, absolutely not, because part of that was
caused by the reduced GNP due to the recession and the resulting
reduction in revenues and an increase in outlays.

Senator PROXMIRE. You are saying we had reduced GNP in 1983
over 1982?

Secretary REGAN. The level of GNP was not as strong as it would
have been without the recession. The low level in GNP in 1983 was
due to that recession and revenues depend on the level of GNP.

Senator PROXMIRE. My time is up, Mr. Chairman.

Senator JEPSEN. Senator Abdnor.

Senator ABpNOR. Thank you, Mr. Chairman. Welcome, Mr. Sec-
retary.

I thought the President’s message last night was truly outstand-
ing. It deserved to be upbeat considering what has happened over
the past year. However, the President failed to mention one very
important segment of this economy, a segment that I am very in-
volved with, a segment that this committee felt was important
enough that we formed a subcommittee with which to deal with ag-
ricultural problems. I am very disappointed that the President
omitted agriculture from his speech.

Secretary Regan, I think agriculture has to come under consider-
ation. Farmers are not rejoicing or sharing in this economic recov-
ery. And I, for one, am concerned a great deal.

Agriculture is a vital segment of this economy and it should not
be kept a secret. I want the people of this country to know the
great contribution this great industry is making to our country.
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Thanks to the farmer, 230 million Americans have available the
greatest variety, best quality food for the least cost of any people in
the world.

I think it was just last week that somebody in the Commerce De-
partment stated that the GNP for 1983 would have been almost 1
percent higher if our farmers had not idled their land under PIK
or suffered a drought.

I have no quick or easy answer. I just want to make the point
that this is a serious situation that must be recognized. I hope you
will go back and tell the President of my concern about the eco-
nomic conditions out on the farm.

Secretary REGAN. Well, Senator, obviously, the President is very
concerned about agriculture. It is one of the things that is a key
ingredient in our economy. .

The President, as we all do in giving speeches, has a time limita-
tion and a theme limitation. The President could have, in his state
of the Union message, run through an entire list and mentioned
more issues in the economy and the international scene and the
like. He chose a thematic expression last night to illustrate the
four pillars on which he thinks we should be able to build for the
future. Accordingly, many things were not mentioned, not just ag-
riculture; such things as trade, both domestic and international,
our trade deficits and things of that nature, labor, labor training,
more on unemployment and things to reduce unemployment. There
are many things that could have been mentioned.

Those will be mentioned and discussed in the President’s eco-
nomic message which accompanies the budget in its submission
and the report of the chairman of the CEA. So the President’s eco-
nomic message will discuss these things in detail.

He had to make some choices last night. He chose one instead of
the other. There was no intended slight to any particular segment
of the economy.

Senator ABDNOR. That is what I tried to explain to my friends in
the press. But it is pretty hard to justify when the President is tell-
ing us everything is rosy while the farmers in my State are having
a tough time. I would like to move onto another theme. Over a
year ago when Congressman Reuss was the chairman, this commit-
tee made sure that all the doom and gloom hit the news. Every-
body heard all the sad stories and predictions.

But, now the picture is brighter—far brighter than anybody on
this committee or anybody downtown had dreamed it would be.
And, I think a lot of credit should go to the President and his pro-
g}x;ams and I do not know of many people who could quarrel with
that.

We all agree that we have deficits. And, I am happy to see that
everybody is concerned. Three years ago deficit spending didn’t
seem to be as big a part of everyone’s life as it is now. Today, we
are being asked “Where do we cut?”’ and not “Do we cut?”’

Well, I do not blame the President for not telling us where to
cut. I remember 1% years ago he mentioned something about
social security and all its problems. I also remember listening for 2
days while every candidate talked about all the harm the President
was going to do to our elderly. I then went home to help my House
colleague on his campaign and had to listen to everyone’s fears.
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And of course, after the election, after a lot of Republicans had
been defeated because of the social security issue, we come back to
Washington and came up with a Social Security Program of which
we are all very proud.

Somehow I believe that this is a little bit of the trouble this time.
The President probably does not have enough confidence in this
Congress to do what we have to do. If we really wanted to cut those
deficits, we would all admit that we have to cut the growth in enti-
tlements and defense. I am ready to talk when anybody else is.

Let me ask you. If we made $25 billion cuts in entitlements and
defense, wouldn't that automatically also result in a big cut in our
interest cost, because if we did that not only would we have less
debt to pay interest on, we would give the people in the money
markets and on Wall Street a concrete signal that we are serious
about doing something about this deficit. Don’t you think interest
rates might drop 1 or 2 points?

Secretary REGAN. I am convinced they would, Senator.

Senator ABDNOR. Would that not make quite a difference in our
budget and what we could do?

Secretary REcaN. Certainly it does.

Senator ABDNOR. What would a 2-percent drop in interest rates
do to our deficit with our $1.5 trillion Federal debt, not counting all
the off-budget spending we do?

Secretary REGaN. About $30 billion, as a matter of fact.

Senator ABDNOR. I think we ought to think about what such a
move would do to our deficit and interest rates. I am pretty bitter
about the charges I had to take on Social Security. But before I will
recommend to the President that he specify cuts, I want some as-
surance that the other side will sincerely be included in these cuts.
I still remember the ad mentioned earlier that was done by the
other party that said “Come in, Mr. Olson. Have a chair. I'm sorry
to have to tell you that we are going to have to cut your Social Se-
curity because of President Reagan and the Republicans . . .” Do 1
have to go on? It scared everybody over 60 years old. And now we
have this kind of stuff going on about the budget and medicare. If
this Congress is serious about cutting deficits, by golly, let us do it.
I will work with them any time of the day.

Senator JEPSEN. Congressman Mitchell.

Representative MITCHELL. Mr. Secretary, I am the gentle, quiet
member of this committee and I know you expected me to raise
some questions about employment, but I will not. The President
treated the unemployment issue with one sentence in his speech
last night and I guess that if he could handle it that way, I should
not bring up the topic of the 9.5 million Americans out of work, 2
million of whom are black. I will not address my questions in that
area since I want to be in sync with the President. He is oblivious
to the problem and I will try to comply with his desire.

I do want to ask you a couple questions about trade. What was
our balance of trade deficit in 19827

Secretary REGAN. Somewhere in the $20 to $30 billion range.

Representative MitcHeELL. $20 or $30 billion?

Secretary REGAN. Yes.

. Iiggggsentative MitcHELL. What was the balance of trade deficit
in ?
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Secretary REGAN. In 1983, the balance of trade was up around
$60 billion.

Representative MiTcHELL. It is a little more than that now.

Secretary REGAN. Excuse me.

Representative MiTrcHELL. $70 billion maybe.

Secretary REGAN. We are projecting close to $100 billion for 1984.

Representative MITCHELL. A constant increase in the balance of
trade deficit under this administration?

Secretary REcaN. That is not current services; that is balance of
trade.

Representative MitcHELL. I told you I am the gentle one. You are
overwhelming with your personality, but let me pursue this issue
in my own plodding way.

You are saying that there has been a constant increase in the
balance of trade deficits since this administration took office; is
that correct?

Secretary REGAN. Yes.

Representative MiTCHELL. Some critics are saying that it is an in-
flated American dollar that has contrlbuted to the balance of trade
deficit. Do you agree with that?

Secretary REGAN. The high dollar has contributed, yes.

Representative MiTcHELL. It has.

Secretary REGaN. How much, I do not know.

Representative MircHELL. But it has contributed?

Secretary REGAN. Yes.

Representative MiTcHELL. So we have two things, a constant in-
crease in the balance of trade deficit under this administration
which obviously hurts the economy, and an admission that the in-
flated American dollar contributes to that balance of trade.

If those two things are true, what, if anything, does the adminis-
tration plan to do? I will wait until you read your notes. If those
two things are true, what, if anything, does the administration
intend to do to rectify those two situations?

Secretary REGAN. Well, first of all, we did not make the strong
dollar on our own.

Representative MircHELL. Mr. Secretary, please, I am not
making any accusations. You agreed with me on two basic sets of
facts. All I want to know is what does the administration plan to
do to rectify the situation? I am not assessing blame. I just want to
know what are the future plans?

Secretary REGAN. We do not have to take blame for a strong
dollar. We should take credit for the strong dollar, Congressman
Mitchell, because you will recall that in the late 1970’s, people
were decrying the weak dollar and saying that we should have a
strong dollar. A strong dollar reflects a strong economy at home.

Representative MiTCHELL. Be patient with me—I think in terms
of blocks of thoughts. You just said that the strong dollar impacts
negatively to some extent, on our balance of trade deficit. What do
you plan to do about the balance of trade deficits that have grown
under this administration? If you admit that the inflated American
dollar is hurting America’s balance of trade deficit or causing it,
what do you intend to do? That is all.
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Secretary REGAN. There is a difference. You are using a term,
golrllgressman Mitchell, that I am not familiar with—an inflated

ollar.

Representative MircHELL. Well, overvalued. You can use any
word you choose.

Secretary REcaN. It is not an inflated dollar. What I am trying
to suggest to you is we have a strong dollar because we have a
healthy economy at home that has put 104 million Americans to
work, more Americans than at any time. I am suggesting to you
that because we have a strong political system over here we have
become a haven for dollars fleeing from other economies that are
much weaker than ours or where there is political unrest. This is
what has caused the strong dollar.

As we have that strong dollar, it makes our exports a lot less
competitive with those of other industrialized nations.

Representative MiTcHELL. I agree.

Secretary REGAN. Now do you want us to weaken the political .
system?

Representative MiTcHELL. No, I do not want you to do that. I
want you to answer the question. That is all.

Secretary Recan. Well, these are the ways—I am showing you
what we could do and the dangers of what we could do. If we did
inflate our economy—go back to 13.5-percent inflation we inherited
in 1980—we would again have a weak dollar and we would make
our exports a lot more competitive. That would get our trade defi-
cit down.

Representative MrrcHELL. Thank you. Is that your answer?

Secretary REGAN. That is not my answer. What I am saying to
you is, I think we can make ourselves more productive here at
home in order to make our economy stronger, and there is no
doubt that as our rate of growth comes down and the rate of
growth of other nations increases, their economies will look a lot
better to investors than ours does. The net result of that is that
dollars will flow to them rather than to us. That weakens our
dollar in relation to them and that is how we get it down.

Representative MitcHELL. My time is up. Just think about the
other question, that I wanted to raise and cannot raise now, and
that is the extent of foreign investment in this country. If that
were capriciously withdrawn suddenly, would we be talking about
a robust economy and the kind of growth that allegedly goes with
this economic recovery?

What I am saying is a lot of the so-called recovery we are wit-
nessing is because of foreign investment in this country rather
than some other factor.

Thank you for my short period of time.

Secretary REcaN. May I comment, Mr. Chairman, on that?

Senator JEPSEN. Yes.

Secretary REGAN. That is true, Mr. Congressman, but I doubt if,
first, it would be withdrawn capriciously. People who invest, invest
very carefully, not capriciously; and second, if they were to with-
draw their money, that would weaken the dollar and, accordingly,
our trade deficit would go down, which is what you want.

Representative MiTcHELL. It would also weaken the economy.
Thank you very much.
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Secretary REcan. Not necessarily.

Representative MitcHELL. Oh, yes, it would.

Secretary Recan. Not necessarily. It depends upon how much
capital we have over here for investment, Mr. Mitchell.

Senator JEpSEN. Congresswoman Snowe.

Representative SNowk. Thank you, Mr. Chairman.

Mr. Secretary, there is no question we are enjoying a smoother
ride today than we were a year ago, but the——

Secretary REcaN. You may be; not me. [Laughter.]

Representative SNowE. In any event, we get a big problem as far
as the future is concerned and I think that is the big question,
whether or not this recovery can be sustained into the future
beyond 1984, and I think certain factors are present today that
might not be there in 1985, and that is what I wanted to ask you.

Today, if we do not reduce the deficits, the present deficits in
1984 and beyond, to a reasonable level, what can we then expect
for 1985?

Secretary REcan. Well, if we do not get a handle on our deficits
and if they remain large this year, larger than they have to
remain, and into next year and beyond, interest rates are going to
stay high. I would think also that gradually we are going to get
into the situation I described in my prepared statement where the
demand for the U.S. Government for funds will really be in compe-
tition with the demands for business and the net result will be not
enough money to go around and the subsequent faltering of the
economy, or worse yet, high inflation if we try to monetize the defi-
cit and provide sufficient funds for both through the money system.

Representative SNowe. Well, as you know, expectations on the
future of the economy depend largely on the anticipated actions or
inaction by the President and the Congress and in this case the
President has chosen not to recommend a contingency tax plan as
he did a year ago.

Could you elaborate on why the administration chose not to do
that and what kind of message that sends to the financial commu-
nity? Does it suggest that the President obviously is only going to
reduce spending, but is that realistic and is that going to solve the
problems in the future in terms of what we can expect in terms of
the improvement of the economy?

Secretary REGAN. Well, we put that contingency tax on the table
last year contingent upon a lot of cuts being made and other condi-
tions. It was quite obvious that was laughed out of existence. I
think is had a half-life of about 24 hours before it was entirely re-
jected by most of the Congress. Accordingly, it was felt useless to
suggest that again this year if it were rejected last year.

So we have decided this year as far as revenues are concerned to
concentrate on loophole closings and things of that nature and to
match those in some fashion with spending cuts. We hope we can
achieve these in a bipartisan effort and will see if we can get a
start on deficit reduction.

Representative Snowk. Did the President not suggest in his mes-
sage last night that these tax reforms would be recommended by
you by December of 1984? I mean is it not important to have those
forthcoming now and not by the end of this year? We obviously
have to send a message that real interest rates are still high and
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we can expect further problems or inevitable confrontation be-
tween the private sectors’ borrowing and the Federal Treasury’s at
some point and it seems to me that that has to be done now. I
think that is the importance of suggesting something just beyond
spending cuts which obviously are important but I think it is going
to require realistically a combination.

Secretary REGan. Well, I expect that even if we could work fast
enough to come up quickly with a report on the very complicted
subject of changing the entire Tax Code of the United States,
trying to simplify it, or coming up with a brand new tax system,
such as a flat tax or consumption tax or some other type of tax, to
engage in a debate and try to get something passed before this ses-
sion of Congress adjourns would be practically impossible.

What we are suggesting is that we can make the downpayment
this year and go on to next year. I firmly believe—after chatting
with many people in the financial markets, not just Wall Street,
but throughout this country and indeed in many of the world’s cap-
itals—no one expects much to be done this year. What they want
to make sure of is that we are sincere about doing something next
year. They would like to see a downpayment this year, but they
definitely want real action next year, and I think in a less strident
political atmosphere of 1985 perhaps we could accomplish that.

Representative SNowke. Thank you.

Senator JEPSEN. Representative Obey.

Representative OBey. Thank you, Mr. Chairman.

Mr. Secretary, it is good to see you again. I wish that you would
convey my sense of admiration to the President for his speech last
night. I know he is not a lawyer by trade, but he really ought to be
because he proved again last night that he can make absolutely the
best defense for a bad case of anybody I have ever seen in my life.

The thing that caught my interest most of all was his reference
to the item veto. I agree with your prepared statement this morn-
ing that the best way to get at the deficit is the way you put it, by
cuts in the growth of spending. I think that is generally agreed to
be the best way to deal with the problem.

I would like to make you an offer. As you know, there is some
doubt about whether you need a constitutional amendment or you
can do it in a statutory way. What would you say if we tried this: If
the administration were to agree to a 1-year freeze on the military
side and in return for that the Congress would give the President
on a l-year basis on all appropriation bills the right to item veto.
We would then have a situation in which we would have the freeze
that Senator Hollings is talking about on the military side for 1
year; it is not going to kill anybody; we would have the opportunity
for the President to control on the domestic side what the actual
spending levels would be; and then we would know what we could
realistically get from growth and what we could realistically get
from revenues.

What would be wrong with a deal like that?

Secretary REGAN. Well, first of all, a year freeze on military—let
me see if I understand you. You mean on budget authority, on
outlay or what? Because once you have started some of these pro-
grams, in effect, as you know, then the spending gradually grows.
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Representative OBey. Well, the President has recision author-
ity. We can work that out.

Secretary REGaN. Well, we have had 3 years of budget authority
increasing each year. These programs are now underway. Ships are
being built. Guns are being made. Do we stop that? Is that what
you are talking about?

Representative OBEY. Let me give it to your way and let you pick
whether you want it to be authority or outlays. I do not want to get
involved in a side argument that is off the point of my question.

You said the best way to stop the deficit growth is to stop the
spending growth. The largest discretionary spending growth in the
budget is in the defense area. If we were to get out of the adminis-
tration a 1-year freeze on the military budget, would they be will-
ing to consider that in return for getting a 1-year right to item veto
every appropriation bill?

Secretary REGAN. What about making it symmetrical? That is,
you are saying freeze military. That is not cutting the growth in
spending. That is cutting spending, period. That is no growth. You
are suggesting no growth in military spending but growth in the
other things. What about making it symmetrical?

Representative OBEYy. What do you mean by symmetrical? I am
giving the President an item veto.

"Secretary REGAN. The same rate of growth or something of that
nature.

Representative OBEy. Well, the President has the authority if he
would have the authority to item veto any appropriation bill, he
woud be getting what he asked for last night.

Secretary REGaN. Well, not under your plan.

Representative OBey. Why not?

Secretary REGAN. Because you say you would freeze military. He
has not suggested any freeze in military.

Representative OBEY. 1 recommend that—I mean I recognize
that. I understand that.

Secretary REGaN. What about just the line authority and then
let him pick and choose where he wants to cut?

Representative OBEY. Well, the President was elected to be Presi-
dent, not king. [Laughter.]

Secretary REGAN. Admittedly, but on the other hand, the Presi-
dent is the one that has to make these decisions to carry this out.

Representative OBey. Well, then, let me ask you this.

Secretary REGAN. There is no way we can get from here to there.
You know that as well as I do, Congressman Obey, not in one year.

Representative OBey. What would you say, then, since you are
asking for a constitutional amendment which would bind all future
Presidents, what would you say to a sense of the Congress resolu-
tion which asks the President to go back and submit a budget
Whi}?}}? was a commonsense budget under his own definition last
night?

Secretary REGaN. If the resolution would bind the Congress, that
if the President sent it up they would accept it.

Representative OBeY. If we give the President the item veto that
I am talking about, he would have his way.

Secretary REGAN. No, no, no. Why would the Congress not auto-
matically accept it? If they are going to challenge the President

34-871 0 - 84 - 5
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that way and say, “Send us a balanced budget,” if he sends you
one, why would you not accept it?

Representative OBey. What I am trying to get at is you seem to
want an item veto. It seems to me the President does have an item
veto authority over the recommendations of his own Cabinet offi-
cers. I do not see him exercising that veto..

Secretary REGAN. Well, now wait a minute. I think the President
has pretty well kept the budgets that he has submitted fairly re-
strictive, but in no case in 3 years of submissions—and I dare say it
is going to happen the fourth time—has the Congress accepted
what the President sent up.

Representative OBey. Well, my time is up, Mr. Secretary. Let me
simply say that—and I do not want to go into the laundry list of
quotations I have from you and others saying that your program is
now in place, but let me just suggest that it seems to me disingen-
uous at best for someone to suggest that we ought to have a consti-
tutional limitation on a future President which an existing Presi-
dent is not willing to follow in practice as a method of demonstrat-
ing responsible Government or commonsense budgeting as he de-
fined last night.

Secretary REGAN. I would say the executive branch would accept
it if the legislative branch would accept it. I do not see the Con-
gress moving in its budgets anywhere near a balanced budget.

Representative OBEY. Mr. Secretary, if you want a balanced
budget, you have an obligation to propose one.

Secretary REGaN. Well, I think——

Representative OBey. Which do we take seriously, the speech last
night or the budget you send down? We cannot take both seriously.

Secretary REGaN. We came up last year with a contingency tax
matches with some spending cuts and—

Representative OBEy. You told us if we followed your 1982 pro-
gram that we would have a balanced budget by this year. We fol-
lowed your 1982 program. Where is your balanced budget?

Secretary REGAN. In the meantime, you must admit, a recession
caused by the previous administration and the Federal Reserve
came into effect in July. The budget that you are talking about was
presented in February of 1981 and did not go into effect until Octo-
ber of 1981. A recession had already begun in July of 1981.

Representative Osgy. If the Federal Reserve caused a recession,
why did you rehire Mr. Volcker?

Secl:retary REGAN. Because he was the obvious choice of a lot of
people.

Representative OBEY. Including the only one who counts.

Thank you.

Representative Hort. Mr. Chairman, may I just follow on with a
comment out of order with unanimous consent?

Representative MrTCHELL. Is it out of order?

Representative HoLr. I am asking unanimous consent to be out
of order.

Congressman Obey and Mr. Secretary, I do not think that the
Congress followed the President’s budgetary suggestions. He got
part of it but he had to make a lot of compromises. It was not abso-
lutely the program that the President offered to the Congress.
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Representative OBey. Let me just say that it sure did not feel
like a compromise at the time.

Senator JEPSEN. The President proposes and the Congress dis-
poses. The history of Congress on disciplined spending has been
compared to putting Dracula in charge of the blood bank. I think
anything, including a constitutional amendment, that will put
starch in the backbone of the Congress, which is the only one that
is authorized to get the budget under control, is long overdue. I
hope that since the Senate passed the amendment for a balanced
budget, the House would act on it this session. It would be a good
signal to send that I think that everybody in the country would ap-
plaud it.

Congressman Hamilton.

Representative HamiLToN. Thank you, Mr. Chairman.

Just a question about the downpayment, Mr. Secretary. I have
seen press reports indicating that you are asking for $100 billion
spending reduction, $20 billion in the coming fiscal year, $30 billion
in 1986, and $50 billion in 1987. I do not know if that is correct or
not. Is that what you mean when you say ‘‘downpayment,” or are

_you talking about something in addition to that in reductions?

Secretary REcaN. It is the $100 billion more or less, along that
line, Congressman Hamilton.

Representative HamiLToN. The second question relates to the
President’s mention of your responsibility to come forward with a
tax plan next year.

We have had the fair tax proposal introduced by Senator Bradley

and Congressman Gephardt. I wonder if we could have your reac-
tion to that proposal and whether you think that would be among
thedp})ans that you would look at very seriously as you begin that
study?
" Secretary REGaN. First of all, let me assure you that we would
take a look, a very serious look, at what Senator Bradley and Con-
gressman Gephardt have come up with. That is an interesting .
plan. A quick analysis of it that I made, and my staff is doing a
more detailed analysis, is that they seem to come down pretty hard
on capital formation. They do get their rates down, but I am not
sure that it would give us the capital formation we would need in
the future. I want to study it more from that angle.

I am sure also that they account for future inflation in a way
that can prevent some of the excesses that the current code has as
far as inflation is concerned.

We will be studying just about any proposal that has ever been
made to see which among them seems to make the most sense and
is something we could suggest to the President.

Representative HamiLToN. Well, I have been in the Congress for
a few years. I have never seen the Congress deal with the Tax Code
in any other than a fairly incremental way. We have never taken
radically different steps in dealing with the Tax Code. To make the
kind of switch that I think the President was suggesting last night,
and certainly the kind of switch represented by Bradley-Gephardt,
would be a very, very major switch in the way we tax ourselves in
this country. 4

That raises a question of whether there is the kind of political
support and political push on the part of this administration, or
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any administration to carry out what would really be a radical re-
structuring of the Tax Code of the United States.

Secretary REGAN. Well, a couple of observations on that. You are
dead right in saying that the Congress usually deals with this in
increments and so does the administration.

Second, to have a radical reform, however, is something whose
time might be coming. I know that a lot of my predecessors in this
job have all told me that by the time they leave office a more
simple tax code certainly has a great deal of appeal and charm to
them and most of them become advocates of some type of simpli-
fied system.

There is no doubt that there again it will require bipartisan ap-
proval. We have to come to terms with the transitional rules that
might accompany such a simplification. Most people have made in-
vestment decisions one way or another based on the Tax Code. If
we suddenly change the code, what are we going to do about plans
that people have already made? We have to be very careful. That is
why it is going to take time.

Representative HAMILTON. Thank you, Mr. Chairman.

Senator JEPSEN. Senator Abdnor.

Senator ABbNOR. Thank you, Mr. Chairman.

Again, I am concerned about agriculture because of interest
rates. Being a farmer and borrowing like I do and having been one
for a long time and the outlay of money and most of these people
do not get any return until fall at the time they harvest their
crops.

I want to ask, what are the prospects for farm credit. Is there
going to be enough money to loan funds or is there enough credit
to go around?

Secretary REGAN. I think there are enough funds to go around. I
do not see any real problem there at this particular time. Noticing
the amount of funds that are available from the regional and
- smaller banks, I think that they have enough money. The question,
of course, is going to be the price factor.

Senator ABpNOR. What will the interest rates be?

Secretary REGAN. Hopefully, sooner or later, the money market
is going to reflect the lower inflationary atmosphere that we have
been enjoying over the past couple years and, if the Fed stays on-
target and the Congress and the administration make a determined
effort to have a more sane fiscal policy, I suspect that interest rates
will come down.

Senator ABDNOR. Well, all I can say is if the farmer ever saw a
16- or 17-percent return on their investments you would have one
of the most prosperous economies going and that would cause a
great improvement, and that is just not there.

Let me ask you this. We talk about farm programs and we are
all searching—and Lord knows we need one—but do you not think
that the Federal deficit is probably affecting not only credit but the
conditions of the financial straits of agriculture—the high deficits,
the high interest rates—that is probably one of the most important
problems they have and inflation killed them. They are a little
better off now, but, Mr. Secretary, they are hurting. Let me tell
you. I do not know even the best of farmers today that are not in a -
bind for a dollar. So you have to give some attention to this.
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Secretary ReEcan. Well, coming back to what Congressman
Mitchell had to say about trade deficits, one of the major causes of
our trade deficit is the lack of export markets for our farm prod-
ucts. It is way down because we had the embargo for so many years
and became an unreliable supplier. There is no doubt in my mind
that we lost markets to Western Europe, to Australia, to Canada,
and other grain and wheat producing areas. Now we hope to recap-
ture those, but it is going to take some time.

Senator ABDNOR. And 40 percent of what we produce has to be
exported so it is certainly a great, great concern and if we are
going to solve the problems that has to be part of it. Thank you.

Senator JEPSEN. Senator Proxmire.

Senator PROXMIRE. Mr. Secretary, last night President Reagan in
his state of the Union message made two suggestions as I recall on
taxes. The first you have dealt with, he wanted you to recommend
changes in the Tax Code and you have told us that that would be
recommended one month after the election in December. And I
think that may be wise politically, although we would welcome get-
ting it in advance of that.

Now, in addition, he said that we should close certain loopholes
in the Tax Code, that the Treasury, he said, has said are worthy of
support. Now if anyone can come up with specifics in that area, it
is you, as Secretary of the Treasury. So what specific loopholes in
the tax law should we close and how much would they bring in?

Secretary REGAN. Well, last year we submitted a list which we
are resubmitting this year. It called for closing of loopholes of
about $31 billion, as I recall, over a 3-year period. We may have
some additional ones to add.

Senator ProxMiIRre. $10 billion a year. Roughly, what are one or
two principal changes?

Secretary REGaN. Well, first of all, investment tax credits for
nonprofit organizations. This has been typical where communities
or institutions—such as Atlanta and various other places, or Ben-
nington College—suggested selling off their buildings and then
leasing them back in order to give the tax credit to those who do
the leasing. It is that type of thing that we think are loopholes that
were unintended and should be closed.

Senator ProXMIRE. And they would be about $10 billion a year,
about $30 billion over 3 years?

Secretary REGaN. That is right.

Senator ProxMIRE. The President also referred to less conten-
tious spending cuts that we might be able to reduce this year for
the 1985 budget. What did he have in mind? Are there specific
spending cuts that you can tell us about?

Secretary REGAN. Well, I think that last year, again, one of the
cuts suggested within the administration—unfortunately, there
was a breakdown somewhere in getting this into the legislation
through both Houses of Congress—was slipping the COLA’s on the
civilian retirees, Federal and veterans, and——

Senator ProxMIRE. And that is less contentious?

Secretary REGAN. Pardon?

Senator ProxMIRE. You say that is one of the less contentious
cuts? Would you say that is less contentious?

Secretary REGAN. Well, you bit the bullet——
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_Senator ProxMIRE. You had better talk to my retirees in Wiscon-
sin.

Secretary REGAN. You bit the bullet on social security. All this
does is harmonize or make it symmetrical with what you did in
social security. That is one of the ones. That was passed, by the
way, by the House last year.

Senator Proxmire. Well, you are talking about a further reduc-
tion.

Secretary REGAN. No, no, no; this is the same one. It passed the
House last year. It did not pass the Senate. Accordingly, was never
enacted into law. So we are suggesting that we go back to some of
those things that were in the reconciliation.

Senator ProxmIre. Now you had a very interesting response to
Congressman Obey in your exchange with him. You asked whether
the Congress would accept a symmetrical freeze of defense and
nondefense spending. I take it you would favor that approach to re-
ducing the deficit.

Secretary REGAN. No. I just wanted to draw out Mr. Obey in his
thinking.

Senator PROXMIRE. Oh, you would not favor that?

Secretary REGAN. What I am suggesting is——

Senator ProxMIRE. You do not think it is fair that you should be
that fair?

Secretary REGaN. Well, Let us go back to my original point on
this working group. I sald that everything is on the table and we
would like to hear suggestions from the congressional representa-
tives as to where they think cuts could be made.

Senator ProxMIRE. Well, do you not recognize that there is no
way Congress can accept further cuts—and there have been some
very painful cuts in domestic programs—unless the administration
will agree to reducing the rate of increase—just the rate of in-
crease—in military spending, which the President has asked for, a
17 percent rate of increase, 13 percent average inflation—certainly,
any kind of fair negotiations, it would seem to me, would require
the President to come down on that rate of increase substantially.

Secretary REGaN. Well, the Grace Commission has made quite a
few suggestions in that area. If they are feasible—and I am not an
expert in that area—but if they are feasible and doable, that for
one thing would cut the rate of spending in military.

Senator ProxMIRE. Now, almost precisely a year ago on January
24, the New York Times quoted an astute observer of our economic
problems and that observer said, and I quote:

I have to say that perceptions become the reality. Financial markets are afraid
that huge deficits will mean higher rates of interest in the United States. As a

result, the interest rates are not coming down to the extent that we want. So, there-
fore, we have to deal with these deficits.

He concluded “One is to have less spending, and two is to in-
crease revenues.’

Now, Mr. Secretary, the speaker being quoted was the present
Secretary of the Treasury whose initials are Donald Regan. Now
where is he now when we need him?

Secretary REGaN. Right here. I am telling you the same thing.

Senator ProXMIRE. You have not been telling us what substan-
tial increase in revenues there would be.
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Secretary REGAN. We are going to have substantial increases in
revenues. There is about an 8-percent to 9-percent rate of growth
in revenues, Federal revenues, year on year over the next 4 to 5
years, depending upon what economic assumptions you make. Cer-
tainly in 1985 we will have at least that much increase in revenues
over what we had in the 1984 fiscal year.

Now, that being the case, we will have increased revenues. We
are suggesting some of these loophole closings, $31 billion, that I
just mentioned. '

Senator ProxMIRE. $10 billion a year.

Secretary REGAN. $10 billion a year, and certainly as long as we
do not spend it, that will reduce the deficit by $10 billion. Couple
that with what we are saying in the way of spending cuts and you
do get those deficits to come down.

Senator JEPSEN. Excuse me. I note the House has a vote. Con-
gressman Mitchell.

Representative MITCHELL. Just one more question from this
gentle member of the committee. I am fascinated by this discussion
on line item vetoes. I am one of the few nonlawyers in the House. I
am sort of a social psychologist and I imagine if you ask for some-
thing it is because you want to do something with that which you
get. If the President is asking for a line item veto, there must be
some particular programs he wants to destroy. I know if I were
President and got line item veto, I would start off with the B-1
bomber, the MX missile, and go right down the line.

What are the ones that the President has? Is it child nutrition
programs, housing for the poor? What is his hit list?

Secretary REGaN. I think, Congressman Mitchell, that, not being
a lawyer myself, I can somewhat agree with you that I am not sure
of the niceties of the law in here, but there have been many pro-
grams in which the Congress has added sums of money over and
above what the President has suggested. I know of very few pro-
grams that the President has recommended doing away with en-
tirely, and I doubt if with a line item veto he would do away with
things entirely.

What would happen probably is that he would x out something
that would then be returned to the Congress for them to come back
with a sum more toward his liking. I believe that is exactly what
happens in most of the States.

Representative MiTCHELL. But you cannot deal with specifics. Let
me put it another way. Is the hit list plan a secret plan sort of
hidden down in the bowels of the White House somewhere, or are
you privy to it?

Secretary REGAN. Well, there is no hit list as such. I think that is
kind of a cheap shot.

Representative MrrcHELL. I withdraw that then. I would not
want to offer a cheap shot.

Secretary ReEcan. Well, I did not think you did. That is why I
suggested it.

Representative MiTcHELL. No. :

Secretary REcaNn. I would say that we would have to see what
sort of budget it is that the Congress would send to the President if
he had a line item veto. They might be more cautious on what they
did with the budget, knowing that he had that power.
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Representative MiTcHELL. I wish I did not have to go. Really 1
just enjoy talking with you so much. :

Secretary REGAN. I enjoy talking with you, too.

Representative MrrcHELL. Ask him if they can give you a little
more information on the hit list. You are a member of the cabinet.
Thank you.

Senator JEPSEN. Congressman Obey.

Representative OBey. Mr. Secretary, may 1 just ask one question?

Senator JEPSEN. Before this Congressman leaves, I might suggest
that we use Senator Proxmire’s list of Golden Fleece awards he has
given in the past; that might be one place to take inventory and
start.

Congressman Obey.

Representative OBey. I would just like to ask you one question
for the record, Mr. Secretary.

It is my understanding that the Grace Commission used in their
computation of their numbers the assumption that inflation would
be increasing about 10 percent & year. If that is not correct, please
for the record spell out what was the assumption. I think that is
correct.

Second, if that is correct would you recompute the estimated
savings that would be made by the Grace Commission if we were to
have an inflation rate estimated by the admlmstratlon rather than
the Grace Commission?

Secretary REGAN. I do not promise to do the latter. I am not sure
how much work is involved in going through all of their numbers,
but I will try to come up with a ball park number for you.

Representative OBey. If the President is asking us to assess the
Grace Commission recommendations, we ought to do it based on
the President’s own economic assumptions.

Senator PrRoxMIRE. We would also like to get your response—if I
could just interrupt for a minute—I understand that there is a cal-
culation that if it’s a 6-percent inflation their economies would be
redl.}’ced by 30 percent—would there be a very substantial reduc-
tion?

Secretary REGAN. I will be glad to answer that for the record, as
well.

Senator ProxMIRE. Thank you.

[The written response of Secretary Regan to oral questions posed
by Representative Obey and Senator Proxmire follows:]
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WriTTEN REsponse oF Hon. DonaLp T. REGAN To OrRAL QUESTIONS POsSED BY
REPRESENTATIVE OBEY AND SENATOR PROXMIRE

Question: (Obey) The Grace Commission used in the computation
R of their numbers the assumption that inflation would
be increasing about 10 percent a year. If that is not
correct, please spell out for the record what was the
assumption?

Secondly, if that is correct would you recompute the
estimated savings that would be made by the Grace
Commission if we were to have an inflation rate
estimated by the Administration rather than the Grace
Commission.

Finally, (Proxmire) I understand that there's a
calculation that if its a 6 percent inflation rate
their economies would be reduced by 30 percent.

Answer: The Grace Commission did assume a 10 percent inflation
Tate in calculating the full cost savings for the second and

third years subsequent to implementing the PPSSCC recommendations.
The Commission solicited the advice of the business community for

an inflation assumption and was advised to use 10 percent as compared
with the nearly 14 percent inflation rate at the time the Commission
started its work in the Spring of 1982. Overstating the inflation
rate would boost the estimated savings but not nearly as much as
Senator Proxmire said. An example will illustrate this.

Assume that there are two programs for which savings are
estimated. The first saving estimate is $100 in the first year;
the second saving is $225 in the first year. In each case the
estimated saving is inflated first by 10 percent per year, or the
amount assumed by the Grace Commission. In the second case, each
saving is inflated by a 4.5 percent inflation rate or the approximate
amount assumed for inflation in the President's budget.

As shown in the illustration below, the difference between
the total saving estimates for the two examples is about 5 percent
and not the 30 percent noted by Senator Proxmire.

Inflation Rate Year 1 Year 2 Year 3 Total

10% $ 100.00 $ 110.00 $ 121.00 $ 331.00
225.00 247.50 272.25 744.75

Total $ 325.00 $ 357.50 $ 393.25 $1,075.75

4.5% $ 100.00 $ 104.50 $ 109.20 $ 313.70
225.00 235.12 245.70 705.82

Total $ 325.00 $ 339.62 $ 354.90 $1,019.52

Total difference . $56.23

Percent difference $56.23/$1075.75 = 5.2%
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This example is consistent with estimates made by the Grace
Commission. Adjusting each of its saving recommendations for
varying inflation rates, the Commission calculated that at a
5 percent inflation rate, which is close to the assumption used
in the President's 1985 budget, the estimated savings would be
$404.2 billion as compared with the $424 billion of savings with
10 percent inflation. This is approximately 5 percent less savings,
a reduction from the published estimate but not an inordinately
large reduction and considerably less than the 30 percent cited by
Senator Proxmire. The table helow shows the Commission's estimates
of savings for varying rates of inflation.

Inflation Rate Amount of Savings (in billions)
5% $ 404.2
6 408.2
7 412.2
8 416.3
9 420.3
10 424.4

Although the $424.4 billion estimate of savings is somewhat
overstated, the Commission has stated that it made several con-
servative assumptions that would offset a substantial part of this
overstatement. For example, in estimating the level of spending
in the second and third years for the various saving recommendations,
the Commission did not assume any program growth for each item.

The only increase allowed was for inflation, i.e., real outlays
were held constant. Since demographic and other factors normally
increase the amount of real spending for many government activities,
this assumption would understate the amount of savings that could
be realized by the Commission's recommendations.

Another example concerns the estimate for interest payments.
The Commission calculated interest cost savings only for the lower
debt that would result from $66 billion of estimated cash accel-
eration opportunities if the government collected its monies more
expeditiously., The Commission did not include in the total saving
estimate the lower interest cost resulting from the lower debt due
to other cost saving and revenue enhancement opportunities.

On the other hand, the estimated savings for pension related
and other longer term recommendations are probably somewhat
overstated., The savings from these recommendations would not be
realized until several years in the future. 1In order to convert
future savings to present value terms the Commission used a 6 percent
discount rate. Since the inflation rate was overstated by about
6 percent, the actual discount rate was probably close to zero.

In conclusion, the high inflation rate assumption and a low
discount rate tend to overstate the total estimated savings. The
conservative assumptions for other factors, however, act in the
opposite direction and tend to understate the savings estimateg.
In spite of these so-called flaws in methodology. theFe are still
plenty of viable and realistic savings that can be gained from the
Grace Commission recommendations.
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Senator JEPSEN. I thank you, Mr. Secretary—in the jargon of the
banks of the Potomac here—for taking the time out of your busy
schedule to be here with us today.

The committee is recessed.

{Whereupon, at 11:40 a.m., the committee recessed, to reconvene
at 10 a.m., Tuesday, January 31, 1984.]
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The committee met, pursuant to recess, at 10 a.m., in room SD-
562, Dirksen Senate Office Building, Hon. Roger W. Jepsen (chair-
man of the committee) presiding.

Present: Senators Jepsen, Abdnor, Mattingly, and Proxmire; and
Representative Hamilton.

Also present: James K. Galbraith, deputy director; Ruth Kurtz,
Sandra Mazur, Robert J. Tosterud, and Dale Jahr, professional
staff members.

OPENING STATEMENT OF SENATOR JEPSEN, CHAIRMAN

Senator JEPSEN. I would like to welcome Ambassador Brock. It is
a privilege to have you appear before us today to take part in the
committee’s hearings on the economic report.

In recent years, four out of every five new manufacturing jobs
created in this country were linked to export sales. Exports have
accounted for a substantial share of agricultural jobs and a grow-
ing share of jobs in service industries.

But since the early seventies, the United States has been import-
ing more than it exports. The chronic trade deficits of the seventies
nearly doubled in 1982 and for each of the last 2 years, the value of
both manufactured and agricultural exports actually declined. Now
we are hearing projections that the trade deficit will reach $100 bil-
lion in 1984.

There are several possible causes of our international trade prob-
lems: The pace of the recovery abroad, the international debt prob-
lem, unfair trade practices, exchange rates, and the U.S. industrial
competitiveness which is so closely linked to our trade perform-
ance. We welcome your advice and your comments on how we
might cope with any one or all of these problems, Mr. Ambassador.

Broadening the recovery to include trade is vital to continued
employment growth and to sustaining our current economic recov-
ery. We look forward to your testimony this morning and hope you
can shed some light on our current trade problems.

Now the very distinguished vice chairman of this committee,
Congressman Hamilton.

Representative HamivToN. Thank you very much, Mr. Chairman.
We welcome Ambassador Brock and look forward to his testimony.

(13



74

Senator JePSEN. Is there anyone else on the panel who desires to
make any opening remarks?

[No response.]

Senator JEPSEN. Welcome again, Ambassador, and you may pro-
ceed in any way you so desire.

STATEMENT OF HON. WILLIAM E. BROCK, U.S. TRADE
REPRESENTATIVE

Ambassador Brock. Thank you. First, let me express my grati-
tude. This is one of those unique committees of Congress that has a
perspective and overview that I, having served on it, greatly appre-
ciate its value and I am grateful for the opportunity to be with you.

You sketched the problem, Mr. Chairman. There are not any
easy answers. Most of the news you read about trade these days is
very negative. Trade balance and balance-of-payments deficits are
increasing, international rules are not being applied effectively,
subsidy wars and quota restrictions threaten increasingly, and, of
course, the prospect of legislation such as local content still looms.
While all these problems are serious, I think we often fail to assess
the real benefits the United States has achieved through a system
of increasingly liberalized trade—free trade.

Imports tend to lower prices for retail and corporate consumers
and of course put pressure on U.S. firms to invest more and to in-
novate and increase productivity. The effect has been to make our
friends more competitive. Exports, on the other hand, have allowed
us to expand production in our most productive industries and help
firms generate investment funds for innovation and new product
development.

Trade has increased our national income and raised America’s
living standards. Thus, as we consider the specific problems that
we must overcome in trade, it is important that we do so from the
perspective of what an open trading system has done for the Amer-
ican economy and the American people.

As we are all aware, our merchandise trade balance has been de-
teriorating signiﬁcantly since the beginning of the current recov-
ery. My own forecast is that the deficit will exceed $100 billion by
the end of 1984. A deficit this size is obviously a matter of serious
concern. It is the weak link in our economic recovery because it re-
duces domestic growth. Furthermore, jobs in trade-related positions
are being lost through substantial increases in imports. These in-
creases in imports are compounding the pressures on vulnerable
sectors of the U.S. economy, especially on industries like auto,
steel, textiles, and footwear. And, domestic firms and workers
under strong import competition have reacted to our 1ncreasmg
trade deficit by stepping up calls for import relief.

The foreign exchange value of the dollar is a key matter of con-
cern. In effective terms, the dollar has risen 40 percent since 1978.
As a result, otherwise competitive U.S. producers are being priced
gult1 of our own, as well as foreign markets, by the overvalued

ollar.

A strong recovery, political stability, and high interest rates have
attracted funds from abroad pushing the dollar up to its current
level. Some of the actions that have been suggested to moderate
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the dollar run against the basic philosophy of this administration,
es;l)ec1ally interventionist actions aimed at targeting the dollar’s
value

We do have to deal with the profound trade effects resulting
from the exceptionally strong dollar.

Let me cite another factor, and that is the weakness of foreign
demand for our exports. The deterioration of our trade position is
in part attributable to an earlier and stronger recovery here in the
United States than abroad. This is a normal circumstance in a
world recovery as the economic leader draws imports from the rest
of the world before demand for its exports rises. As the rest of the
world experiences a stronger recovery—and we hope it is soon—it
will begin to boost our exports and improve our trade position. The
weak economic expansion abroad in 1984 and even in 1985, howev-
er, could slow the improvement of our trade position and our own
recovery. This is particularly true with respect to Europe where
economic rigidities, subsidies, and excessive economic interference
by governments in a number of industries are sapping the dynam-
ics of the continent. This is also true in many developing countries
suffering under the burden of unprecedented foreign indebtedness.

Although there is little we can directly do to affect the internal
policies of foreign nations which reduce their economic perform-
ance, we can pursue cooperative efforts to get the trade-in-growth
engine of the world economy functioning again. The most impor-
tant challenge we face in the area of trade policy is, in fact, to start
world trade growing once more.

Nowhere is this clearer than in the case of the high-debt LDCs.
Because of serious problems in servicing the massive debt, many
developing countries had to cut back imports as much as 20 to 30
percent. The debt situation has particular problems for our own ex-
ports. Well over one-third of the LDC debt and some of the most
sever problems in debt servicing are found in Latin America where
the United States has particularly strong trading interests.

In order to once again expand those imports, the high debt LDC’s
will have to increase their foreign exchange resources through
higher exports, foreign investment, multilateral assistance, and
better access to trade financing. Secretary Don Regan and I have
worked hard to develop a better coordination between the trade
and finance officials worldwide as the linkage between the indebt-
edness of these countries and their trade practices has grown and
become recognized.

Our bilateral efforts have met with some success in Japan as wit-
nessed by Prime Minister Nakasone’s announcement of liberaliza-
tion measures, including the agreement on trade in semiconductors
and last week’s progress in gaining access for telecommunications
equipment. And yesterday, in fact, I signed the NTT agreement
with Prime Minister Obi.

Problems with the European Community, however, are more in-
tractable. The world recession of the last 3 years accelerated the
trend toward increased use of subsidies and market restrictions in
a number of Community member countries. While it would be mis-
leading to understate the difficulty of our current bilateral trade
policy in Europe, I am confident that in the long term we will
reach understandings on even the most sensitive of these issues.
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Multilaterally, efforts are underway in both the OECD and the
GATT to implement commitments to roll back trade restrictions.
Two specific proposals that have been agreed to, and on which we
will be consulting with the Congress, are the acceleration of tariff
cuts negotiated in the Tokyo Round of MTN and the elimination of
barriers to imports from the poorest of the least developed coun-
tries.

We are determined to make the GATT codes on nontariff issues
workable and enforceable. As our trading partners realize that we
intend to use these understandings as serious vehicles for resolving
specific problems, the GATT will become the organization it was
meant to be. In this connection, we are also preparing the ground-
work with our trading partners for a new round of trade negotia-
tions that will hopefully commence sometime in the middle 1980’s.

As we look a little further down the road, the key trade policy
issue we will face together with other industrial nations, is the ad-
justment of our economies to long-term economic change. These
changes include the expansion of automation in industry, the
worldwide overproduction of agricultural products, the new growth
potential of our economy in high technology goods and services,
and the expansion of exports from the newly industrializing coun-
tries, the so-called NICs, like Brazil, Korea, and Singapore. The key
question is how the necessary adjustments can be brought about
without imposing unacceptable human costs on the workers who
are displaced from their current jobs.

The strong capacity of our economy for employment expansion

rests heavily on the fact that there are many sectors and activities
which can and do generate significant job gains. These sectors are
increasingly in the area of high technology and services like health
care and professional, business, and information services.
" Technological advances in manufacturing processes likewise have
enabled U.S. factory workers to increase their output enormously.
While the number of manufacturing jobs increased by only 5 per-
cent during the 1970’s, reaching 20 million in 1980, the physical
output of the Nation’s factories increased by 38 percent. .

Productivity gains which are driven largely by advances in tech-
nology have created new kinds of jobs. As the factories have been
automated, fewer people labor in front of heavy machinery and
more are engaged in design and data processing.

Where problems do arise, they are related to the fact that adjust-
ment to more dynamic activities does not always take place easily
or painlessly, and the Government is called upon for relief or as-
sistance. However, without better understanding of the causes of
adjustment pressures being felt in the economy, some public reme-
dies to the path of adjustment may in fact contribute to the ail-
ment. This can often be the case when the prescription is for a dose
of protection against foreign competition.

One element of the cure does stand out clearly. Increased rates
of savings and investment would further facilitate adjustment to
changing economic realities. For a number of basic industries
under competitive pressure, increased investment in automation
and new production techniques is a significant hope for restoring
competitiveness.
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We have always relied on the inventiveness and enterprising
spirit of the American people and on the operation of markets to
achieve the world’s most productive economy, and that we now
have.

Government, of course, has an important role to play, both in as-
suring a stable economic environment as well as enforcing interna-
tional and domestic legal protection when imports unfairly injure
U.S. producers. :

Nor should Government ignore the pain caused by economic
change in regional and occupational groupings of our Nation.
Many workers in heavily impacted regions have not found suitable
employment or have had to accept lower-paying jobs. The growth of
long-term unemployment due to mismatches between the skills of
the job seeker and the requirements of the marketplace presents a
major challenge for our Government. Special attention must be de-
voted to the plight of such displaced workers through better infor-
mation on job opportunities, retraining, and other vocational assist-
ance as well as other forms of Government aid, where appropriate.
The President has shown leadership in this area in seeking last
year a tenfold increase in funds to be provided under the Job
Training Partnership Act. This was an important first step in re-
sponding to a crucial public policy issue.

While I have stressed the need for accepting and adjusting to
fundamental changes in technology and the world economy, this
should not be confused with workers who are suffering from the ef-
fects of unfair import competition. Frequently our firms and work-
ers are placed under competitive pressure because of foreign subsi-
dies and other unfair governmental practices abroad. These prac-
tices have surged in recent years because many of the same basic
industries worldwide are facing the need for difficult adjustment
throughout the industrial world. No administration has been more
vigorous than ours in aggressively enforcing U.S. trade laws to pre-
vent unwarranted injury to U.S. producers. Our preferred option
remains to work with our trading partners in scaling back such
practices and reducing. trade barriers, but we have also made it
clear that if cooperation is not forthcoming, we will not hesitate to
rely on the remedies provided under GATT rules and our domestic
law.

The U.S. economy has shown that it can recover from economic
adversity with a forward-looking trade policy geared toward a
system of open markets. Working with the Congress, we can assure
that foreign trade and trade policy lend maximum support to the
expansion of our economy and to the living standards of the Ameri-
can people in the years to come.

Thank you, Mr. Chairman.

[The prepared statement of Mr. Brock follows:]
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PREPARED STATEMENT OF HoN. WiLLiaM E. Brock

I am pleased to be with you this morning to discuss U.S. foreign

trade and the challenges we face in the coming months and years.

Most of the news yon.; read today about trade is quite negative.
Prade and balance-of-payments deficits are increasing; international
rules are not being applied effectively; subsidy wars and quota
restrictions threaten increasingly; and, of course, the prospect
of local content legislation still looms. While all these problems
are serious, I think we often fail to assess the real benefits

the United States has achieved through a system of free trade.

We have the world's most open market because we believe
that competition is the foundation of economic strength. We
are not burdened by the social traditions of government ownership
or control of indust';ry which inevitably lead to costly subsidies,
stagnant management and economic waste. Competition has encouraged
innovation, adjustment, investment and employmént in our economy.
puring the 1970s, the U.S. economy generated 20 million new
jobs despite a period of relativel stagna'tion resulting from
the energy crisis. Americans refusedv to stand still. Open

competition provided us with the incentive to develop new techno-
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Jogies, deregulate sectors of the economy and encourage an economic

adjustment led by new, rapidly growing industries.

In some cases, the growth of imports has created real problems.
But too little attention has been given to the positive side.
Imports tend to lower prices to both retail and corporate consumers.
Imports have created pressure on U.S. firms to invest more,
to innovate, and to increase productivity. The effect has been
to make our firms more co;npetitive. Exports, on the other hand,
have allowed us to expand production in our most productive
industries and helped fims generate investment funds for innovation
and new product development. Both exports and imports have

increased our national income and raised American living standards.

It is no wonder that the United States has pulled dramatically
out of the recession at a time when many of our important trading
partners are achieving only sluggish growth vat best. Thus,
as we consider the specific problems that must be overcome in
trade, I believe it is important that we do so from the perspective

of what an open trading system has done for the American economy.

Today I would like to address several matters of importance
to our economy and its trading system. I will discuss the U.S. trade

deficit and dollar exchange rate; the LDC debt and need to stimulate
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world trade; and from a longer-term perspective the importance

of adjustment to economic change for trade and growth.
Trad cic i ] R

As we are all aware, our merchandise trade balance has
been deteriorating significantly since the beginning of the
current recovery. Our own forecast is that the deficit may
reach $100 billion by the end of 1984. A deficit this size
is obviously a matter of serious concern. It is the weak link
in our economic recovery. The drop in GNP expansion from an
average rate of 8.7 percent in the second and third quarters
of 1983 to 4.5 percent in the fourth quarter was in part attributable
to our deteriorating trade balance which cuts domestic growth.
Furthermore, notwithstanding the rapid drop in the overall un-
employment from the recession peak of 10.8 percent to last month's
8.2 percent, jobs in trade-related positions are being lost
through shbsfantial increases in imports. These increases in
imports are compounding the pressures on vulnerable sectors
of the U.S. economy, especially in industries like, autos, steel,
textiles and footwear. And, domestic firms and workers under
strong import competition have reacted to our increasing trade

deficit by stepping up calls for import relief.

The foreign exchange value of the dollar is a key matter

of concern. Since 1978, the dollar has risen 14 percent against
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the yen, 27 percent against the German mark and 69 percent against
the French franc. 1In effective terms the dollar has risen a
40 percent. As a result, otherwise competitive U.S. producers
are being priced out of our own as well as foreign markets by

an overvalued dollar.

Several factors are acting to strengthen the dollar. The
United States certainly represents a stable, safe haven for
foreign capital., Strong economic recovery and an open foreign
investment policy further encourage foreign investers to move
funds here. The demands of the'budget deficit on the financial
markets affects interest rates, providing more incentive to
the influx of foreign capital. This movement of funds from
abroad into our markets has pushed the dollar up to its current
level and, in effect, represents U.S. borrowing from abroad

which finances our trade deficits.

Forecasters for well over a year predicted an imminent
easing of the dollar's value. Events, however, have proved
them wrong so regularly, that there is now great caution with
regard to the near term outlook for the dollar. Nevertheless,
the current deterioration of our trade and payments balances
suggest that the dollar's exchange value must ease sooner oOr
later. Some .of the actions that have been suggested to moderate
the dollar run against the basic philosophy of this Administration,

especially interventionist actions aimed at targeting the dollar's
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value. At the same time we must deal with the profound trade

effects resulting from a very strong dollar.

World Trade Growth and LDC Debt

Another factor hurting our foreign trade is the weakness
of foreign demand for our exports. The oil crisis of 1979/80
and the need to break the world inflationary spiral which it
aggravated, resulted in several years of world-wide recession.
As a result, world trade declined by 1 percent in 1981, dropped
another 6 percent in 1982, and grew only.l percent in 1983.
The deterioration of our trade position is in part attributable
to an earlier and stronger recovery here in the United States
than abroad. This is a normal circumstance in a world recovery
as the economic leader draws imports from the rest of the world
before demand for its exports rises. As the rest of the world
experiences a stronger recovery, it will begin to boost our
exports and improve our trade position. The weak outlook for
economic expansion abroad in 1984 and even in 1985, however,
could slow the improvement of our trade position. This is partic-
ularly true with respect to Europe where economic rigidities,
subsidies and excessive economic interference by governments

in a number of industries are sapping the dynamicism of the
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continent. This is also true in many developing countries suffering

under the burden of unprecedented foreign indebtedness.

Stronger growth abroad would help improve our trade balance
and reduce trade tensions. Throughout most of the post-war
period, world trade was an engine of growth, expanding faster
than world GNP and therefore stimulating world-wide economic
expansion. Although there is little we can directly do to affect
the internal policies of foreign nations which reduce their
economic performance, we can pursue cooperative efforts to get
the trade-and-growth engine of the world economy functioning
aggin. The most important challenge we face in the area of
trade policy is, in fact, to start world trade growing once

more,

There is wide recognition that international trade, investment
and monetary policies need to be focused on the expansion of
trade. In the current economic environment there is a particular-
ly close relationship between trade and finance. No where is

this clearer than in the case of the high debt LDCs.

North-south trade grew faster than any other area of trade
in the 1970s, providing a major stimulus to economic growth

world wide. U.S. trade with the developing countries grew so
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rapidly during the 1970s that, even excluding petroleum, their
share of our worldwide trade rose from roughly a quarter to

a third.

Rising oil prices and the world recession after 1979, however,
left a number of non-oil LDCs with setious: debt problems. The
external debt of these countries reached $664 billion 'in 1983,
up $52 billion from the previous year, Because of serious problems
in servicing such massive debt, many developing countries have

had to cut back imports by as much as 20 to 40 percent.

The debt situation has particular problems for our own
exports. Well over one third of the LDC dgbt and some of the
.severest problems in debt servicing are found in Latin America
where the United States has particularly strong trading interests.
The efforts of these countries to trim their imports has been
strongly felt by U.S. exporters. From 1981 to 1983 our trade
balance with the eight high debt Latin American countries dete-
riorated by a staggering $20 billion from a surplus of $5.8
pillion to a deficit of $14.5 billion. This accounts-for over
two-thirds of the deterioration in our total trade deficit with

the world in these two years.

In order to once again expand their imports, the high-debt
LDCs will have to increase their foreign exchange resources

through higher exports, foreign investment, multilateral assistance
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and better access to trade financing. Secretary Regan and I
have worked hard to develop a better coordination between the
trade and finance officials worldwide as the linkage between
the indebtedness of these countries and their trade practices
has grown. It has been especially important that financial
and other measures taken to assist high debt LDCs support a
rapid recovery of world trade. We have provided Eximbank quarantees
and insurance and Commodity Creéit Corporation gquarantees to
finance LDC trade, thus enabling them to import essential goods.
The Eximbank has provided exéanded packages of gquarantees for
bo£h Brazil and Mexico. We have also supported the use of bridge
financing, increased resources for IMF loan programs, and the
reduction of barriers to foreign investment in these countries.
Above all, however, the recovery of these countries depends
on their ability to export which in turn depends on their ability

to obtain market access in ‘the developed countries. .

Indeed, from the trade policy point of view, the near term
cnallehge is to reverse the recent trend toward increasing trade
restrictions and to begin the process of reducing barriers.
Such actions would ease the debt servicing burden of the non-oil
LDCs, stimulate growth in the industrial as well as the developing
world and reopen the increasingly restricted markets facing
our exporters. We are currently pursuing the objective of barrier

reduction along several paths,
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Our bilateral efforts in this area, have met with some
success in Japan as witnessed by Prime Minister Nakasone's announce-
ment of liberalization measures, including the agreement on
trade in semi-conductors and last week's progress in gaining
access for telecommunications equipment. Problems with the
European Community, however, are more intractable. The world
recession of the last three years accelerated the trend toward
increased use of subsidies and market restrictions in a number
of Community members. We should not lose sight of the fact,
however, that Europe has been one of our most important trading
partners over the years. While it would be misleading to understate
the difficulty of our current bilateral trade problems, I am
confident that in the long term we will reach understandings

on even the most sensitive of these issues.

~Multilaterally, efforts are underway in both the pECD and
the GATT to implement commitments to roll back trade restrictions,
which were agreed at the November 1982 G}\TT Ministerial, t';he'
May 1983 OECD Ministerial and the Williamsburg Economic Summit.
We have also agreed to the acceleration of tariff cuts negotiated
in the Tokyo Round of Multilateral Trade Negotiations and to
the elimination of barriers to imports from the least developed

countries.

We are determined to make the GATT Codes on non-tariff

issues workable and enforceable. My office has pursued a large
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number of individual cases arising from these understandings.
As our trading partners realize that we intend to use these
understandings as serious vehicles for resolving specific problems,
the GATT will become the organization it was meant to be. We
also intend to strengthen the GATT by expanding Code coverage,
particularly to services, which constitute an increasing share
of international trade. In this connection, we are preparing
the groundwork with our trading partners for a new round of
trade negotiations that hopefully will commence sometime in
the middle 1980s.

Adjustment

As we look a little further down the road, the key trade
policy issue we will face together with other industrial nations
is the adjustment of our economies to long-term économic change.
Such changes include the expansion of}automation in industry,
the world-wide overproduction of agficultural products, the
new growth potential of our economy in high technology goods
and services, and the expansion of expofts from the newly indus-
trializing countries, the so~-called NICs, like Brazil, Korea
and Singapore. The key question is how the necessary adjustments
can be brought about without imposing unacceptable human costs

on the workers who are displaced from their current jobs.

Specific sectors such as steel, autos and textiles are
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experiencing significant and permanent losses in employment.
To a significant degree, the decline in employment in these
industries is the result of domestic factors, such as automation
of production, saturation of mature markets, changes in technology
and consumer tastes, and adjustments to higher energy costs.
Competition from increased imports is an additional factor.
To a large extent our economy is self-adjusting, and many, if
not all, such changes occur without raising serious policy concerns.
Millions of individual decisions are made daily adjusting invest-
ment, career, research, corporate, and financial planning to

the changing signals from our well-functioning markets.

The capacity of our economy to create 20 million additional
jobs in a decade or 4 million jobs in the last 12 months is
evidence of our success in adjusting to change, and our ability
to expand employment opportunities is the envy of much of the
world. 1In the European Community, for example, employment today
is no higher than a decade ago with the result that the European
unemployment rate has increased in every year since 1973 and_

stands well above our own.

The strong capacity of our economy for employment expansion
rests heavily on the fact that there are many sectors and activities

which can and do generate significant job gains. These sectors
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are increasingly in the area of high technology and services
like health care and professional, business, and information

services.

In manufacturing, fewer people labor in front of heavy
machinery, and more are engaged in design and data processing.
In offices, the advent of the word processor has produced major
efficiencies. A wide range of more sophisticated computer applica-
tions has created a highly competitive market for computer programm—
ers and operators. As the camputer a_nd other aspects of productivity-
enhancing automation work their way into production processes,
engineers and technicians capable of bridging the gap between
the old and the new technologies are in strong demand. Health
technicians trained to operate sophisticated medical equipment
are finding their skills in heavy demand, and the health boom
has fueled rapid growth in job opportunities for nurses, physical
therapists, psychiatric aides and other health practitioners.
In New England, former textile and shoe workers found new employment

in assembling computers and other. advanced electronic equipment.

The continuing redeployment of capital and labor that these
and similar changes have entailed have strengthened our economy
and our standing in the world. The health revolution, for example,
has not only improved our physical well-being but also provided
a strong exporting success story, as American medical equipment,

knowhow and health services are in much demand throughout the
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world. Similarly, U.S. advancements in agricultural productivity
and techniques over the last 20 years have led to trade surpluses

in farm machinery and chemical fertilizers.

Technological advances in manufacturing processes likewise
have enabled U.S. factory workers to increase their output enor-
mously. While the number of manufacturing jobs increased by
only 5 percent during the 1970s, reaching 20.3 million in 1980,
the physical output of the nation's factories i:ncreased by 38
percent. Chemical producers, for example, increased their output
by 72 percent, while employment grew less than 6 percent, Textiles
mills' output gained 24 percent, while employment shrank by
13 percent. Food processors lost 4 percent of their work force
while increasing output by 37 percent. And paper producers
raised output by 39 percent while dropping 2 percent of their

employees.

Productivity gains in these and other industries, driven
largely by advances in technology, have created new kinds of
jobs. As factories have been automated, employment has risen
among the makers of industrial robots and other sophisticated
production equipment. The rapid spread of microprocessors has
created many new jobs in the manufacture of semiconductor chips.
And new medical technologies have helped fuel the demand for
health care, again boosting employment. Furthermore, the drive

for efficiency by manufacturing and other goods-producing firms
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has led them to increase their purchase and use of business
services thus increasing jobs in the U.S. service sector. It
is now estimated that such business services supplied to mining,
agriculture and industry account for an amazing 25 percent of

our gross national product.

Where ;;roblems do arise, they are related to the fact that
adjustment toc more dynamic activities does not always take place
easily or painlessly. The role of public policy in easing the
human costs and facilitating the transition of displaced workers
to new activities, where such assistance is required, has been
~evolving in recent years from supplemental unemployment compensation
t;o more meaningful efforts toward job training assistance.
A necessary step in dealing with the human problems of adjustment
is to understand better the nature and causes of the changes
going on in our economy. Without better understanding, some
public policy remedies to the pain of adjustment may in fact
contribute to the ailment., This can often be the case when
the prescription is for a dose of protection against foreign
competition. i ' e t to t o
on the Trade Agreements Program this year will provide an extensive
and detailed analysis of the causes of change in our econonmy
and hopefully stimulate further discussion of this vlital aspect

of our economic expansion.
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One element of the cure does stand out clearly. Increased
rates of saving and investment would further facilitate adjustment
to changing economic realities. For a number of our basic industries
under competitive pressure, increased investment in automation
and new production techniques is a significant hope for restoring
competitiveness, Likewise, the ability of sectors with strong
growth potential to rapidly expand jobs and output will be influenced
by the cost and availability of credit. We must be able to
exploit the market opportunities created by new technologies
and realize the full potential for new jobs in these areas.
The continued availability of credit for investment in industrial
research and development and new plant and equipment is crucial
to this change. Measures of the last several years to increase
the incentive for business to invest are beginning to have positive
results., The recovery of buéiness investment from the recession
is running at an above average rate for economic recoveries.
For the time being, borrowing from abroad through private. capital
inflows is helping the recovery of U.S. business investment.
Over a longer period, however, national saving is a constraint
on the level of investment and, despite attempts to improve
performance, our national saving rate remains among the lowest

in the industrial world.

American industry more than ever understands the need for
investment in new technologies and increased automation. This

is especially true for those U.S. industries under direct pressure
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from highly competitive foreign producers. The best chance
for our basic industries to meet foreign competition is to raise
labor productivity and cut costs through aggressive automation.
In the end, fewer U.S. jobs will be lost through plant modernization
than if we attempt to protect producers and remove their market
incentive to invest in the most advanced technologies to meet

the foreign competition.

We have always relied on the inventiveness and enterprising
spirit of the American people and on the operation of markets
to achieve the world's most productive economy. Government,
of course, has an important role to play both in assuring a
stable economic environment as well as enforcing international
and domestic legal protection when imports unfairly injure U.S.
producers. Among the specific domestic policies vital to our
ability to adjust and grow, I would include a stable monetary
policy as the basis of non-inflationary growth. I would include

" the removal of specificA government interferences with the marketplace
where they reduce efficiency and competitiveness without providing
appropriate social benefit. In a similar vein, I would also
include removal of government disincentives to export where
they do not appropriately serve a worthwhile national purpose.
And I would include review of economic policy options to increase
the U.S. saving and investment rates and encourage private sector

spending on research and development.
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Government cannot ignore the pain caused by economic change
in regional and occupational groupings of our nation. Many
workers in heavily impacted regions have not found suitable
employment or have had to accept lower paying jobs. The plight
of those who lose their jobs in regions of our country suffering
from a concentration of plant closings is all the worse when
their skills no longer match the changing nature of jobs and
_the demands of the work place. The growth of long term unemployment
due to mismatches between the skills of the job seeker and the
requirements of the marketplace presents a major challenge for
our Government. Special attention must be devoted to the plight
of such displaced workers through better information on job
opportunities, retraining and other vocational assistance as
well as otner forms of government aid, where appropriate. The
President has shown leadership in this area in seeking last
year'a tenfold increase in funds to be provided under the Job
Training Partnership Act. This was an important first step

in responding to a crucial public policy issue.

While I have stressed the need of accepting and adjusting
to fundamental changes in technology and the world economy,
this should not be confused with workers who are suffering from
the effects of unfair import competition. Frequently our firms
and workers are placed under competitive pressure because of
foreign subsidies and other unfair governmental practices abroad.

These practices have surged in recent years because many of
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the same basic industries are facing the need for difficult
adjustments throughout the industrial world. It is one thing
to begin adjusting to changes in fundamental economic realities
but no American industry should be required to adjust to unfair
competition from foreign treasuries. No Administration has
been more vigorous than ours in aggressively enforcing U.S. trade
laws to prevent unwarranted injury to U.S. producers. Our
preferred option remains to work together with our trading partners
in scaling back such practices and reducing trade barriers in
coming years. But we have also made it clear that if cooperation
is not forthcoming, we will not hesitate to rely on the remedies

provided under GATT rules and our domestic law.

The strong U.S. recovery and our ability to adjust innovatively
to economic change are products of the competitive spirit that
has made this country great. President Reagan has led the process
of restoring our economy to the sources of its vitality. This
has been accomplished through the reduction in tax and regulatory
burdens and a return to price stability after a decade and a
half of inflationary spiral. These policies are beginning to
pay off. Problems still remain, as we are all aware. But,
we have shown the resolve to deal with them decisively. The

recent recession led inevitably to increased protectionist sentiment
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in many quarters. I continue to believe that the best course
of action is not protectionism, but the aggressive enforcement
of our trade laws and the reduction of foreign.barriers and
subsidies‘that limit our export opportunities. The U.S. economy
has shown that it can recover from economic adversity with a
forward looking trade policy geared toward a system of open
markets. Working with the Congress, we can assure that foreign
trade and trade policy lend maximum support to the expansion
of our economy and to the living standards of the American people

in the years to come.

Senator JEpSEN. Thank you, Mr. Ambassador.

I was pleased to see the report in this morning’s paper on an
agreement with Japan to renew the NTT, the Nippon Telegraph
and Telephone purchasing arrangement. I have been reading both
directly and a little bit in between the lines—maybe it is hopeful
thinking on my part or wishful thinking—that Japan has been
quite concerned about the trade deficit and has sent people here to
visit and talk about it and maybe reexamine and reflect on some of
their attitudes and particular posture in the past.

Do you sense a change for the better in the interest of our Japa-
nese trading partners? I think they are beginning to think that
maybe if we are not healthy here their wonderful markets they
have had are also going to lose their health; and so now they are
taking a very serious look at things.

Is that an accurate assessment of what is going on?

Ambassador Brock. Yes, it is. I think it is particularly accurate
at the top and the bottom. We need to be very sure it gets to the
middle where many business decisions are made by individual cor-
porations and bureaucrats. But there is not one moment’s doubt in
my mind that the Prime Minister, Mr. Nakasone, and his cabinet—
his MITI minister and Foreign Minister and others involved in the
trade area—have made a commitment to try to deal with this trade
problem.

We are making progress in conversations in a whole range of
issues ranging from bilateral agreements such as the telecommuni-
cations one which we signed yesterday, which is a much stronger
and significantly improved agreement from that which we had
before, to other tariff and nontariff areas in a whole range of sub-
ject matters.

The problem with Japan is going to take longer than any of us
would like, though, Senator, for a very simple reason. They have
been doing it a different way for 30 years and we have to change
some habits that are deeply engrained. There still is a sense on the
part of a large number of Japanese people that it is better to
import raw materials and export finished goods and not to import,
on a competitive basis. That has to change. It is an attitudinal
process as well as a legal process. But we are making progress. I do
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think the leadership of that government and the consumers of
Japan have made that decision. Now it must be communicated to
others.

Senator JEPSEN. By comparison, we are coming into a new era of
trade relations with China, at least it appears. Is there anything
that we have learned from our years of negotiating and maybe
being outnegotiated sometimes with Japan that we might find val-
uable?

Ambassador Brock. Yes. It is not just' what we have learned
from Japan but what we have learned in our approach for process.
I hope that we have learned very well that when you start off by
dealing with a country that is much weaker—and Japan was at
one time or China is now—you tend to try to give them a greater
opportunity than you give the more advanced competitors, that is
not illogical. It makes sense. But you have to be sure that there is
a regular process by which they mature into full responsibility and
acceptance of the trading rules. I think you simply have to be very
clear in what you say and how you deal with countries. You cannot
say, We are going to try to give you something special,” and never
explain that there is going to be an end to that. That is not honest
and that is not honest to our people.

There are tremendous business prospects in Asia; China is one of
those exciting areas that offers a great deal of hope for us.

Senator JepSEN. Finally, Mr. Ambassador, I get, it seems, mixed
signals from the administration as to what is going on. The good
news part of it is I recall not too long ago, when we had a meeting
in Brussels, I believe it was with regard to corn gluten and others
that we had Brock, Block, Shultz, Baldrige—was there a fifth one?

Ambassador Brock. Don Regan.

Senator JEPSEN. Don Regan, Secretary of the Treasury.

Ambassador Brock. It sounds like our economic law team.

Senator JEPSEN. I have not seen an assembly of cabinet folks, I
do not think ever before in history to put so much emphasis on
trade, and the agriculture community was very grateful for that
emphasis. The value as well as the volume of U.S. agricultural ex-
ports have declined for 2 years in a row. Qur surplus dropped from
$23.8 billion in 1982 to $18.4 billion last year, and we all know
‘what expanded exports mean to U.S. agriculture if they are going
to have their share in economic recovery. Yet, this administration
is cutting or recommending cutting its export credit programs.

What are the prospects for agriculture exports in 1984, especially
in light of the reduced Federal support; and what type of Federal
support and promotion programs have proved to be the most effi-
cient in expanding agricultural export sales?

In brief, will you give me a bird’s eye view on projections of what
we might expect in 1984 by way of promotion of agricultural prod-
ucts?

Ambassador Brock. I think 1984 is going to be a tough year, Mr.
Chairman. The biggest single problem our farmers face is the ex-
ceptionally high value of the U.S. dollar and agricultural products
are the most price-sensitive products in the world. One to two cents
a bushel is more than enough margin to shift from one supplier to
another one.
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We have a circumstance in which the relative value of the dollar
vis-a-vis other currencies has gone up close to 40 percent in the last
few years. That has put almost an intolerance burden on the most
efficient agricultural producers in the world. It is not going to be
comfortable out there this year. We are going to have tough sled-
ding trying to compete. We happen to have the best products. We
are so productive that we can still compete, but I think it is going
to be a year of not much growth; maybe a bit, but not much until
we can get our deficits under control in this country and begin to
deal with the excessive valuation of the dollar.

Senator JepSEN. I think I have taken my share of time. I really
want to explore that and we will come back to it if somebody else
does not do it until it gets to be my turn again to exchange ideas
with you, but the relation between value.of the dollar and our
trade problems is just on everybody’s lips. I have met with groups
and individuals in the last couple of months, everyone from produc-
er to distributor, to processor, or whatever it may be, and all up
and down the line in all areas, not just agriculture. Everybody asks
the same thing: What are you going to do about it? So sometime
today I want to get, if someone else does not, I am going to ask you,
what are we going to do about it.

Ambassador Brock. Senator, you have been doing pretty well.
You need a little help up here.

Senator JEPSEN. Congressman Hamilton.

Representative HaAMiLTON. Mr. Ambassador, I guess I just do not
understand this Japanese deficit problem, our trade deficit with
the Japanese. I sat down yesterday with Foreign Minister Obi, and
he talked about how Japan favors open markets—how they do not
have any trade barriers, how they do not have any tariff barriers,
how they do not have any nontariff barriers, how they support an
open market system and how they support free trade. Then I pick
up the paper this morning and I see that a State Department offi-
cial is quoted as saying, “We have to have some openings of the
Japanese markets.” _

I know we have had a very, very large trade deficit with them
for a long number of years. I think it is now around $21 billion.

It seems to me there is kind of a pattern that goes on here in our
Japanese relationship. We complain about a barrier or barriers.
The Japanese come along and make some adjustments, but the
trade deficit continues. Then we get exercised about it and we com-
plain about other trade barriers, tariff or nontariff barriers, and
the Japanese accommodate us again with some kind of moves, but
the trade deficit continues.

We have not seemed to be able to make any appreciable gain in
reducing that deficit over a period of a long time. I do not know
how long it has been, 10 years maybe.

Why is that? I just do not understand it. Is the Japanese market
really closed to our businessmen? Is it because we are not competi-
tive? Is it because, as you suggested a moment ago, the Japanese
leadership cannot implement their policies because of resistance in
the bureaucracy? I just have a difficult time understanding this
Japanese trade deficit problem.

Ambassador Brock. You are not alone. It is difficult. But the
answer to each of the questions is yes. All of those have played a
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part. Japan, for 30 years, maintained a very high level of protec-
tion for aging industries, for infant industries, for large, medium,
and small.

" They have in the last few years begun to move away from that,
but there remain problem areas. I cite for you the example of the
Japanese citrus quota which is symbolic. It is not a great deal of
dollar volume but it is very symbolic in this country because it il-
lustrates the frustration people feel toward Japan. Why should
there be absolute finite quotas of one shipload of product in areas
like citrus?

Hopefully, we will make some progress on that issue, but there is
no assurance of that yet.

In the depressed industries of Japan, as they describe them, the
same group we would call the adjustment industries or those that
would be affected by industrial policy as is being proposed here.
But the industries that are in trouble because they lag behind in
productivity in the world sense—of those depressed industries in
Japan, only the aluminum industry really allows full competition
from external countries such as ours.

In other areas, while we have a better product and a better price
in the whole woods product area, for example, we do not sell very
much in most of those areas in Japan.

The Japanese Government says it has no barriers. It if does not
have any barriers, then there are some effective emotional barriers
or psychological or social barriers. Something is keeping us from
competing when the marketplace would say that we would be com-
petitive. .

So there are problems of that sort. I do think that at least part of
the problem has been that the story has been so well told about
Japan and its barriers that many businesses in this country have
- simply taken that as gospel and said, “Why go there? Let me try to
go to Indonesia or Spain or somewhere else to compete.” We have
not tried as hard as we should. That is part of it, but that really is
not the whole answer.

Representative HamMiLTON. Suppose Japan knocked out all of its
trade barriers, tariff and nontariff. What kind of an impact would
that have on the trade deficit?

Ambassador BrRock. At best, it would cut it in half.

Representative HamiLron. Cut it in half?

Ambassador Brock. At best. The other half of it is in terms of
competitive strength or our competitive ability, and I will give you
the example of the automobile industry because it is one we spent
so much time talking about. Japan is producing a car that is at
least a couple thousand dollars per unit cheaper than the U.S. car.
It is not being sold any cheaper here because when you put quotas
on them, even voluntary quotas as the Japanese have done, all you
do is make it more profitable to do business on the units that you
are selling. ' )

I have had American dealers tell me that they have increased
the price of their Japanese cars by $2,000 a unit so they do not
have to tell the people they will not sell them. They just reduce
their clients by that number and they make that much more profit
because of the import restraints.
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Representative HAMILTON. Let me ask you a question in another
area. Is the European Community going to go ahead with the limi-
tations on the nongrain feeds, the corn gluten feed?

Ambassador Brock. That is their present indication. We are in
conversations with them on the subject.

Representative HamiLToN. Now if that were to occur, are we con-
sidering some measure in response?

Ambassador Brock. Yes, sir. .

Representative HamiLToN. Would you care to identify what those
measures might be?

Ambassador Brock. No, sir; but I will suggest that under the
GATT procedures they have a right to withdraw and then to offer
compensation. They have asked for discussions. We will have those
discussions and we will hear what they have to offer. If it is inad-
equate, then we are within our rights to impose other actions on
them of a magnitude to offset the damage we suffer.

Representative HamiLton. Now there is a good bit of talk in the
press about the administration perhaps granting some kind of
import relief to the steel industry, and if that is done, it has been
speculated that the European Community would lift its quota re-
straints on carbon steel.

Do you think that the European Community is going to go ahead
with retaliatory measures for any restriction we put on steel im-
ports?

Ambassador Brock. Yes, I think they are, in the area of specialty
steel. We did negotiate—I think both sides did sincerely and in
good faith—but we were unsuccessful in reaching an agreement on
compensation. Because we did take an action of limiting their spe-
cialty steel sales in this country both by quota and by tariff, they
exercised their GATT rights, and when we were unable to agree on
a compensation formula they then apparently chose to impose
what they call retaliation.

Representative HamiLton. I will conclude with this. Are we
headed for a kind of a managed trade arrangement with steel very
much as we now have with textiles? Is that the direction that the
steel market is tending?

Ambassador Brock. I hope not; very much I hope not. It is the
most difficult area of trade at the moment for us because there
simply is no free trade in the world anywhere that I can find and I
have been looking for 3 years. It is brutally affected by government
intervention and Europe has very tight restraints on what they
import from small as well as large countries. There are subsidies.
Every type of government intervention you could possibly devise
applies to the steel industry, and it is an intensely difficult and
complicated area. It is very hard to cope with within the tradition-
al approach. We are trying to do it in the traditional fashion. It has
been very, very difficult for us.

Representative HamiLTon. Thank you, Mr. Ambassador.

Senator JEPSEN. Senator Mattingly.

Senator MATTINGLY. Thank you, Mr. Chairman.

Mr. Ambassador, I agree that the traditional approach is not
working and that there is little if no free trade left in the world
‘today. We simply have more trade coming in than we have going
out. While I am concerned about Japanese cars coming into the
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United States, I am more concerned about how we are going to get
trade going the other way. I have been here 3 years just like you
and I still ask how do we turn it around? I have a couple questions
I would like to ask you about suggestions. We hold these hearings
and nothing ever gets done. Everything is getting worse each day
in the trade world because we have been whipped everywhere we
go in negotiations.

In this country we keep talking about fiscal policy, monetary
policy and defense policy. Trade policy is not factored in adequately
when discussing these other issues. It seems to me that what we
have to do is get the President to debate the trade issue at the
same level of importance as other economic issues are discussed. In
other words, trade policy is as important as fiscal policy, monetary
policy, and defense policy.

I would like to ask you, do you not think that it is a good idea to
have the President folded more into this equation than what he
has been over the last 3 years?

Ambassador Brock. I certainly agree that it is important to ele-
vate trade policy. It is just one of the fundamental elements of our
economic well-being and it will be for the rest of our natural lives.

I frankly cannot suggest to you that the President is insufficient-
ly involved. He is very directly involved. We had a long session yes-
terday on precisely this subject with the Secretary of State, the
Secretary of the Treasury, and the senior White House staff. The
President and I discussed these kinds of issues and what we are
going to have to do this year.

Senator MATTINGLY. Before you continue, let me interject exactly
what I am talking about. In the area of unfair subsidies or unfair
barriers, the President should really become the chief negotiator in
efforts to have those barriers and subsidies rolled back. In other
words, instead of constantly sending flocks of people off to different
countries for trade talks where very little may be achieved, it could
be more productive to have the President more involved in your
negotiations.

Ambassador Brock. I would love to have him.

Senator MATTINGLY. Do you think he would enhance your posi-
tion in negotiations?

Ambassador Brock. I would love to have his help, but there are
other elements that he has got to be involved with.

Senator MATTINGLY. But do you not agree that we have experi-
enced recovery in many areas of the economy in this country
except in the area of trade and this does impact on——

Ambassador BrRock. Except in the area of Federal deficit. That is
what is compounding our trade problem. If we really want to go to
one root of the problem, we really have to deal with the fact that
we cannot keep our interest rates down and therefore reduce the
surge of money into this country.

Senator MATTINGLY. Which brings up the other culprit—the high
price of the dollar.

Ambassador Brock. You are exactly right.

Senator MATTINGLY. Now, given the high value of the dollar, why
do we not consider the use of countertrade until such time as the
dollar falls to a more equitable level to where domestic producers
can compete in the world markets?
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Ambassador Brock. We have. The difficulty with that is that
countertrade implies that the Government would do the trading.

Senator MATTINGLY. I take that back—just barter then, just
straight bartering. \

Ambassador Brock. There is nothing wrong with barter as long
as it is done in the private enterprise sector where people can
make a profit at it. I do not have any objections to that.

Senator MATTINGLY. Do you think a more favorable trade bal-
ance would be created if more people in this country bartered?

Ambassador Brock. Yes, it could help, and you are beginning to
see a good deal of that. If you talk with some of the national trad-
ing companies—Sears’ export trading company, for example, is get-
ting into a sizable amount of this kind of business because they see
this as an excellent opportunity. In this country, we have never
done much of that. Other countries have done a lot and I do not
have any objection to the private enterprise system responding to
that kind of opportunity.

Senator MATTINGLY. Do you think our Government could be
helpful in directing the private sector to the approprlate people in
order to encourage them to utilize barter?

Ambassador BrRock. Absolutely.

Senator MATTINGLY. The last quick question here is, what type of
legislative initiatives do you think would be effectlve to promote
U.S. trade?

Ambassador Brock. I want to try not to sound negative, but
there are times when the less done, the better. I am afraid with the
atomsphere of a campaign year and all of the current protectionist
pressures, that good legislation that was well intended could take
on a protectionist coloration and do this country a great deal of
harm. So I would urge caution.

Having said that we do need Congress to act on a number of ini-
tiatives this year. For example, in December of 1982, my authority
to negotiate any tariff reductions expired and it has not been ex-
tended. That really does not make sense because my job is to nego-
tiate the elimination of trade barriers. The Congress would still
retain final approval or disapproval over what has been negotiated,
but it lets me have an additional tool. That would be a very useful
tool if we could get it back.

In addition, the generalized system of preferences or GSP pro-
gram expires in January 1985. We will seek to have this program
extended and amended for a 10-year period. The GSP program, as
you may know, allows lesser developed countries to export certain
goods to the United States duty-free. The United States is the only
industrialized country in the world that has not made this type of
tariff preference program for LDC’s permanent. All other devel-
oped countries have permanent tariff preference programs.

Also, we will seek changes this year to the Domestic Internation-
al Sales Corporation tax provisions, or DISC, so as to make this
export tax incentive compatible with our obligations under the
GATT and thereby remove a long-standing source of disagreement
between the United States and the European Community.

Finally, Mr. Chairman, there are other legislative issues on
which my office will be working, such as an acceleration to the
tariff reductions which were agreed to under the Tokyo Round of
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the multilateral trade negotiations in the late 1970’s; expanded
product coverage under the GATT aircraft agreement; and reform
amendments to the Foreign Corrupt Practices Act of FCPA. Our
most important legislative priorities for 1984, however, are to
regain broad tariff negotiating authority, and to extend the GSP
program for 10 years.

Senator MATTINGLY. I agree with you. I think the less we do in
this place, the better off we are too. Let me just repeat that in ef-
forts to promote U.S. exports and to increase public awareness of
barter as a means to trade, I think the President is and would be
the best communicator of this message. While I believe he is con-
cerned about trade, I would just like for him to get more involved
with our allies and our trading partners to convince them that the
unfair barriers and subsidies that they impose hurt all of us. Per-
haps the elimination of such barriers would also help to reduce
their deficits.

Ambassador Brock. I very much agree with that and I should
have said earlier that the great bulk of the substance of the Presi-
dent’s trip to Japan was trade and I think we got a good deal out of
that. The President will be going to China this spring and that trip
has a significant trade component. We have the London Summit
coming up and that will also be a great opportunity for the Presi-
dent to do precisely what you are suggesting. So 1t is something
that we all have to play a role in.

I should commend the Senate, for example, for its proposed modi-
fication of the Foreign Corrupt Practices Act. That has been a very
contentious, difficult issue for U.S. exporters, but we have come up
with some good language that our legislators can deal with that
will make the law more workable and understandable. Such re-
forms shall help our exports.

Senator MATTINGLY. Do you think the intent of the trade acts
that originally created our trade organization and the concepts on
which U.S trade is based has shifted over the past?

Ambassador Brock. I think the intent remains valid. I am not
sure that some of the substance has not changed.

Senator MarTINGLY. Thank you.

Senator JEPSEN. Senator Proxmire.

Senator ProxMIRE. Thank you, Mr. Chairman.

Ambassador Brock, I am delighted to see you back. Of course,
you served with great distinction in the Senate for years and you
and I were together on the Senate Banking Committee and worked
together on legislation.

I am unhappy you mentioned the Foreign Corrupt Practices Act
at the end there. That is the Proxmire Act. It is one of my proudest
achievements and I think it is the best thing that we have done in
foreign trade in years. I hope we keep it exactly the way it is. We
are the only country that prohibits bribery in our foreign sales or
foreign procurement and I think it is a great example to the world
and I think it has strengthened, if anything, our trade position.

The difficulty is—and you said it very well, although you say it
briefly—you have 5,000 words here which are fine words, but there
are only 50 words that I think really hit the heart of it. They are
on page 4, where you say, “The demands of the budget deficit on
the financial markets affects interest rates, providing more incen-
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tive to the influx of foreign capital. This movement of funds from
abroad in to our markets has pushed the dollar up to its current
level” and you have come back to that in answering questions.

There is a chart up here that shows what has happened to the
dollar and the trade deficit, the value of the dollar going up and, of
course, it is keeping pace with the trade deficit. What we should
have on that chart also, of course, is the fiscal deficit that is driv-
ing hit up. And I am delighted that you put the emphasis you put on
it there.

I am also looking forward to our President’s budget which is
coming tomorrow which is going to tell us that we are going to
have a $180 billion deficit, the biggest deficit we ever had in the
history of this country by far except the deficit we just had in 1983.
It seems to me that that really further complicates your job.

When I came in here this morning you were sitting in the outer
room and I said I thought you had the toughest, meanest, cruelest
job of anybody in the administration, and the reason for it was be-
cause the deficit has done what it has done to foreign trade.

What I do not see in your statement—and I think it is a fine
statement—I do not see in it any emphasis on initiative either in
the Congress or by the President to cut that deficit. It seems to me
that is the heart of your problem.

Ambassador Brock. That is putting it about as clearly as you
can. You are absolutely right. It is the heart of the problem. By the
way, you are going to have to get another chart next year because
the next bar is going to be off that chart.

Senator ProxMIRE. You are talking about 1985?

Ambassador Brock. Yes. If I had to quantify it, unless something
changes pretty dramatically and quickly, it is going to be worse.

Senator PROXMIRE. Let me just interrupt at that point. That
means, as I understand it, and we have had varying estimates, that
when we have a $100 billion deficit compared with a balance of
trade that we are losing—I have heard estimates of 2 to 21 million
jobs. Is that an overestimate?

Ambassador Brock. It is difficult to answer because one must
look at the specific industries.

_Slia_nator Proxmire. Well, at $25,000 a job, it would be around 2
million.

Ambassador Brock. Yes. There are certainly that many jobs af-
fected, there is no question about it. If you look at it in terms of
the U.S. GNP, when you are talking about a deficit of this magni-
tude you are talking about a defict of close to 3 percent of GNP. In
other words, we would have that additional domestic productions, if
there were no deficit. So you can quantify it either in terms of
GNP or jobs. It is true that the deficit is the largest single item in
the equation, it is not the only one, but it is one of the largest fac-
tors, in my judgment.

Senator PROXMIRE. So if we reduce the deficit by whatever
means, hopefully cutting spending, but increasing the revenues or
whatever we do to reduce the deficit, it is going to help solve the
problem of the trade deficit, too?

Ambassador Brock. Yes.

Senator PROXMIRE. And it will be the primary beneficiary there.
As I understand it, for example, if the value of the dollar should
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improve—I should say should be reduced by 20 percent, would that
not have the same effect as cutting prices for people who are
buying from this country by 20 percent?

Ambassador Brock. Absolutely. -

Senator PROXMIRE. So that our exports would therefore be that
much more competitive?

Ambassador Brock. Yes. However, you have to be careful be-
cause there is a price whichever way it goes. One of the pluses that
you get from the surge of imports because of the strong dollar is
that those imports are coming in because they are cheap. Relative-
ly, they are priced below U.S. market prices because of the weak
yen or the weak lira or the weak franc.

Now that has been of great value to us in our fight against infla-
tion. What will happen is that you will pay a price if the dollar
were to go down very fast, say 20 percent, our imports would be
priced 20 percent higher and that will kick our inflation rate back
up. }
Senator ProXMIRE. Is there not a countervailing effect because if
we do it by reducing the deficit because the deficit is also inflation-
ary, and that might—it would seem to me that would probably
overwhelm any inflationary effect of higher import prices.

Ambassador Brock. I happen to think it would. I think the net
(elffﬁct of the deficit reduction would be to pull down the price of the

ollar.

Senator PRoXMIRE. Now in your prepared statement you discuss
another element of this that is too often neglected but is important,
and that is, if we could increase our savings rate that that would
be helpful. For example, the Japanese I understand run a very
high Federal deficit but they have a much higher savings rate than
we have and for that reason the value of the yen has not been ad-
versely affected by their deficits as the value of the dollar has been
by ours.

The difficulty, however, is when we go over to the next page of
your prepared statement and you have four proposals there, specif-
1c domestic policies we should follow. You have (1) stable monetary
policy; (2) remove the specific government interference in the mar-
ketplace; (3) remove the government disincentives to export; (4) in-
crease U.S. savings and investment.

It seems to me that the big element ought to be to reduce the
deficit, and that is certainly a domestic kind of specific policy that
we should follow that would help you more than anything else.

Ambassador Brock. I thought I had said that. We are now get-
ting down to the breakout points, but I accept the comments.

It is not possible, Senator, to finance any deficit if you do not
have any savings.

Senator PRoOXMIRE. If you do not have any what?

Ambassador Brock. Any savings. And what we have is a circum-
stance where our deficit at this percent of GNP is apparently toler-
able—I do not think it is ever healthy, but it is tolerable in other
countries. Japan’s deficit in terms of GNP is quite often higher
than ours. In Europe, it is almost invariably higher than ours. But
they have a higher rate of savings, particularly in Japan.

When you have that much additional savings by people, corpora-
tions, profits, you create a capital pool that is large enough to fi-
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nance the Federal excess without impinging upon your future
through higher interest rates.

Now our effective interest rates are about double what they are
in Japan and in net terms after inflation, and that simply says
that we are going to pull the money into this country from Japan
and we do. Everybody talks about Japan being the economic mira-
cle, but the Japanese have been investing in the United States be-
cause it is a better place to invest with these interest rates, and
that is incredible.

Senator PrRoXxMIRE. You see, the problem here is that when you
talk about savings you seem to be talking about private savings.
National savings, it seems to me, includes both private and Govern-
ment savings. .

Ambassador Brock. I agree. '

Senator ProxmMIRE. Of course, we have such a colossal amount of
Government dissavings, although we have some savings by the
State and local governments and too low a level of savings by pri-
vate individuals, the dissavings by the Federal Government throws
it all out of kilter.

Ambassador Brock. That is true.

Senator ProxMIRE. So that our objective should be, as you prop-
erly indicate, to cut the budget deficit, and you would agree that
that would be the best thing we could do to help the trade picture?

Ambassador Brock. I think anybody in this administration
would agree with that.

Senator PrRoxMIRE. Well, now yesterday—no, it was the last wit-
ness who appeared before us, Treasury Secretary Regan—he said
that he thought that the strong dollar was a good thing. He wanted
to take credit for the strong dollar.

Ambassador Brock. You are talking about how strong. Of course,
it is good. It is good because it reduces the price of our imports. It
helps us against inflation considerably. It has reduced the price of
imported oil. All of those are good things to happen.

The question is, How strong and when do you reach that point of
diminution of return? I happen to think we may have crossed over
that point.

Senator ProxMIRE. I wonder if it is a kind of macho reaction, you
know—Secretary Regan is a wonderful fellow. He is also a former
Marine. He likes strength. When you say strong, he is for it. It is
like one way we could get the Republicans involved in what I
thought was a very constructive agricultural program was to call it
a soil bank. When we said “bank,” wow, they are for that. Who is
not for strength? Nobody wants a weak dollar, nobody wants a
wimpy dollar. We want one that is really macho.

So I think if we could find some other word for the strong
dollar—somebody tried to call it an inflated dollar the other day
and Secretary Regan argued with that—but if we could find some
other word we might make a lot of progress. '

Ambassador Brock. Well, we had a wimpy dollar in the previous
administration [Laughter.]

Senator ProxmIRE. Well, we did not have some of the problems
we have here.
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Ambassador Brock. No, but our problems were much worse do-
mestically. We had 21-percent interest rates and 14-percent infla-
tion and you and I both know that was intolerable.

The point is, the pendulum does go too far. It will get back to
that center point where we are again the most productive country.
We are still the most productive country in the world. We are just
outpriced at the moment by external practices and the dollar is a
problem.

Senator PROXMIRE. And the deficit is a problem.

Thank you, Mr. Chairman.

Senator JEPSEN. There is going to be an understandable, I guess,
political temptation to pile everything negative together and whip
things into a political frenzy. That is not a new technique. Deficits
needs to be pointed out. I think while we are airing things here—
and Senator Proxmire has certainly shed some light and illumina-
tion on this—we are talking about a deficit of the budget. The defi-
cit has had an effect on interest rates, that is true; and on the
dollar, and that is true; but is it not also true that our low inflation
rate and our political stability have had also a very dramatic effect
on the dollar?

Ambassador Brock. Absolutely.

Senator JEPSEN. So the trade deficit is not simply a result of
budget deficits. I kind of heard that here this morning and I do not
think that is quite a total accurate framing of our trade deficit
problem is it?

Ambassador Brock. No, and I thought I said there are important
other factors. If I did not make that clear, I want to make it clear
now.

In looking at the dollar itself, I had the chief of state of a very
significant country tell me, “We are trying to adjust our currency
and strengthen it vis-a-vis the dollar,” but he said, “It is very diffi-
cult. Every time there is a Korean airliner shot down or some min-
istry is bombed in Burma and there is an atmosphere of world
crizis, the dollar goes up and it wipes out what we have been trying
to do.”

We are in the world’s crisis currency. We are the world’s reserve
currency. We are the safe haven for world investment because we
are doing better than anybody else. So there is a plus side.

Senator JEPSEN. A lot of folks are not only trying to get into this
country personally but they are sending their money in by the
boatload and there are some things we must be doing right. It is
hard to find out what it is from what you are hearing now, but we
are doing some things right in this country.

Ambassador BrRock. We are doing things very right.

Senator JEPSEN. The rest of the world thinks so.

Ambassador BrRock. We have three-fourths of the problem solved.
We have one-fourth to do, but we are working on that.

Senator JEPSEN. I might just take a second, Mr. Ambassador—
and Senator Abdnor, if you will bear with me just a second—I
would like to go back to this agricultural exports and note that
there is a trade surplus in agricultural exports. Is the primary area
where we have a trade surplus agricultural exports?

Ambassador Brock. No, but it is the largest single one in the
goods area.
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Senator JepSEN. Then, let us explore this growing chorus from
special interest for trade protectionism that is much talked about.
Understandably, historically and otherwise, you can understand
this growing chorus for special import protection and it becomes
more difficult to ignore it during an election year, but each time
we respond to any type of special interest industy with trade pro-
tection we seem to attract retaliation against the one largest single
export industry, the one that has contributed the single largest
amount of dollars to the surplus side of things, and that is agricul-
ture.

Now when you talk about shooting ourselves in the foot, how can
we deal with special interests without having agriculture bear all
the costs? Is there any way we are going to be able to do that? We
had a tough time with embargos and we finally got a President
who now, without having to think about it, will say we are not
going to put in a grain embargo every time something happens, be-
cause we hurt-ourselves more than we hurt anybody else. That is
very simple and it is easy for everybody to understand. He is the
first one, Republican or Democrat, who has come down the pike for
a number of years that evidently seems to understand.

Now we have this cry for domestic content legislation and other
legislation that is going to shoot agriculture in the foot. How can
we confront this and how do we handle this? Do you have any rec-
ommendations? What is your feeling about it?

Ambassador Brock. You have to confront it. It is not just domes-
tic content. It is the whole range of measures where you and this
body, on both sides of the Hill, are being asked to intervene to pro-
tect some individuals, but you never are told by the proponents
who pays. And it seems to me that you have to ask the question,
who is going to pay for this particular protection? Is it my corn
farmers or my chemical workers? Is it my electricians or my soy-
bean producers? Somebody has to pay for all of this. _

And what is the cause of the problem? We have laws that are
pretty effective, both domestic and international, to deal with
unfair trade. The laws are on the books and if we are not enforcing
them then we can be held to account in this administration, like
anybody else; that is going to be the case this November. People
will judge whether we are doing what we are supposed to do.

But there is a difference between taking an action under a law
on unfair trade and imposing new barriers where there is no evi-
dence of foreign unfair trade practices or domestic injury.

Let me give you an example on steel. You have been offered a
steel quota bill this year and asked that we hold imports to 15 per-
cent of U.S. production. Senator, in the last 2 years, steel imports
have gone down, not up—substantially down, by about 20 percent.

What is happening is that we are using less steel. Ford automo-
biles weigh 1,000 pounds less per average car than they did 5 years
ago. We are talking about ceramic engines. We are shifting into
plastics on gears, new industrial plastics. All of these things are
taking their toll. .

But can cannot put the whole burden on the trade aspect of the
equation unless you are willing to say to some group of Ameri-
cans, “We are sorry, but we are going to take care of this group
and you are going to have to pay with the loss of jobs, loss of ex-
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ports, loss of your earnings capacity.” And when people are faced
with that kind of analysis, maybe we will stop talking about all
these facile protectionist excuses for action.

Senator JEPSEN. It is certainly sort of a lefthanded slap or direct
insult at the productivity of the American worker and the know
how that we have here. Instead of figuring out all these things, I
think we would be going back to those horrible 1970’s where every-
thing that had character was bad, and everything that was big was
bad, and everything that profited was bad. We are reaping what we
sowed in some of that period, with your breakup of Ma Bell, and
everybody is saying now, do not fix it if it is not broken.

Ambassador Brock. You are going to be faced with many of
those questions this year. The argument now is that we substitute
the wisdom of the bureaucracy a so-called industrial policy for the
wisdom of the market and of 200 million Americans. It is the same
thing. It is protectionism. It is just a new code word.

Senator JEPSEN. Senator Abdnor.

Senator ABDNOR. Thank you, Mr. Chairman.

Welcome, Mr. Ambassador. I am sorry I am so late getting here.

Last week,. I was in Chicago with Senator Jepsen and we heard
some agricultural economist talking about the future of agriculture
for next year and it was not too rosy. I gather you might have men-
tioned that today yourself, which does not spell good news at all for
agriculture and the farmer. I am sure the chairman was asking
you what was going through my mind.

If you really had a free hand to do what you wanted to do to pro-
mote agricultural trade, what could you do, I mean, is there any-
thing that comes to mind that you could do from your position if
you were the one to make policy that could be done to improve the
situation? To really get things going in agriculture, it has to be
through the export market. That is all there is to it. What is it
going to take? How are we going to crack the markets in Japan
and ?China and Russia, one of the biggest purchasers of our prod-
ucts?

Now the agricultural beef quota thing with Japan expires on
March 31, does it not? Does it look better? Have we got anything
we can do to improve that situation? Do you know of anything you
could do to bring about an improvement in our agricultural trade?
I know we all have our problems with being parochial depending
on where we come from, but what are your thoughts on that?
{\I/Iaybe you have been talking about it all morning before I got

ere.

Ambassador Brock. In trade terms, we are doing what I would
like to do if I were free to do it. We are negotiating with the Japa-
nese. We have the possibility of making some progress. I do not
know how to give you any number on the odds because I will not
know that until we have completed the talks, but I think we have
at least some possibility of making some progress.

The odds in Europe are more difficult with the action on corn
gluten because they simply feel that they cannot have a communi-
ty common agricultural policy without export subsidies. We do not
object to what they do domestically. We have already made that
public. But we do object to their exporting their problems, and that
is what they are proposing to do.

34-871 0 - 84 - 8
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Senator ABpNOR. Why do they feel so strongly when America
tries to do the same thing? They were very unhappy with us on the
Egyptian grain sale. Do they feel that we should just sit back and
let it happen?

Ambassador Brock. I imagine they think that we will do that
forever and obviously we are not going to do that. We just can not.

Senator ABDNOR. I do not think we can. The picture is pretty
bleak. I know the agricultural picture back in the Midwest and
these people are really in tough shape. What is the percent of the
people in Europe in agriculture?

Ambassador BrRock. Probably it would run on an average, across-
the-board, at around 8 percent. There are some countries that run
up to 12 percent.

Senator ABDNOR. That means that 92 percent are doing some-
thing else.

Ambassador Brock. Yes.

Senator ABDNOR. And as I have looked at some of the budgets of
the various countries the last few years, their agriculture subsidy
is far exceeding what we are putting into agriculture, except
maybe this last year. I realize this was highly unusual in our ex- -
penditures for agriculture, but are not the rest of the people in
these countries getting a little unhappy? I know England had some
trouble at one time. Do you see Europe having trouble with this?

Ambassador Brock. Yes, and I do think the budget is the driving
question for performance and this gives us something to hope for.
They really can not afford to do what they are doing and they
know that. They just do not know how to stop because it is very,
very difficult politically to do so.

But, Senator, I would remind you that we have the same prob-
lem.

Senator ABDNOR. You bet.

Ambassador Brock. If we wanted to really go after other coun-
tries in the world, the one way to do it would be to eliminate or
reduce the support programs here and we would absolutely drive
their budgets through the roof because they simply could not pay
the differential. -

We have tried in this administration to suggest some changes
and we will continue to do that, but that is one area where we
have made less progress than I would like to see.

Senator ABDNOR. There is only one thing wrong with that. There
is a point where our farmers can not produce much less than they
are producing.

Ambassador BRock. I understand that.

Senator ABDNOR. It is a problem and it must be equally as great
with them.

Well, how about a country like Japan on beef? Are they going to
be as difficult with us on imports of beef to Japan as they have
been in the past? That does represent some kind of an outlet.

Ambassador Brock. They are not easy to negotiate with. We are
having talks. We have not been successful in moving them suffi-
ciently to any position that we can live with yet.

Senator ABDNOR. In your view, what is our best hope in the
future to sell to? The developing countries?
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Ambassador Brock. Yes. That is your biggest new market oppor-
tunity and that will continue to grow.

Senator ABDNOR. How long before they are going to be in a posi-
tion to buy from us?

Ambassador Brock. That is coming. We are doing much better
there. Our problems have been in the Middle East and, or course,
the competition from subsidies. That is where we have been most
damaged.

In Latin America, the problem has been frankly the debt burden
those countries have which has been devastating to their ability to
pay for anything. And the one area where we do see substantial
improvement opportunity is in Asia and the Pacific region.

Senator ABpNOR. Well, time will tell. I have had a number of let-
ters and contacts from people back home about this trade agree-
ment we have made in textiles with China. Many of my grain
people feel that is really going to have an adverse effect on the
shipping of grain crops; that China is going to retaliate by maybe
not purchasing wheat. Do you think there is a possibility of that?

Ambassador Brock. No, sir. We went through that agony last
year. That is over and behind us now. -

Senator ABpNOR. What you did this time you feel they are will-
ing to accept?

Ambassador Brock. We have done it in a fair fashion and in a
way that was within the rules and I think both sides understand
the difficulty in that area. I am hopeful that we have laid that one
to rest for a while.

Senator ABDNOR. Well, I have taken up my 5 minutes.

Senator JEPSEN. If you have anything else, go ahead.

Senator ABpNOR. No, thank you.

Senator JEPSEN. Mr. Ambassador, I would like to explore possible
Government actions to remedy the trade deficit.

Is the Government, first of all, in a position to strengthen our
trade performance?

Ambassador BrRock. Well, I am not sure that I know how to
answer the question. We have taken more trade actions under U.S.
law than any administration in history. We have taken more cases
to GATT than any administration in history.

Senator JEPSEN. Let me be more specific. Excuse me for inter-
rupting. Are there any Government policies that could be altered
that would substantially, in your opinion, improve our trade per-
formance, or does the solution of our trade problems depend princi-
pally on adjustments in the private sector such as management de-
cisions and on international developments such as LDC austerity
measures over which we have no control?

Ambassador Brock. I frankly do not believe there is any trade
change that would have a major impact on our competitive circum-
stance. If you want to have an impact on the longer term, the
issues are fundamentally macroeconomic—the deficit, the rate of
personal savings, the incentives for people to save and invest in
this country, a substantial strengthening of our educational proc-
ess—and those are the things that give American business and
American workers a chance to compete and, most importantly, a
willingness to keep our markets open so that competition can force
us to adjust and to improve our productivity. If we do not have that
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competition, protectionism will kill us and we will get fat and
sloppy and we cannot afford that.

Senator JEpSEN. We have some growing competition now, do we
not, in our economic recovery?

Ambassador BrRock. Absolutely.

Senator JEpsEN. You know, a lot of people have asked me in the
last 4 months—service clubs and other various interest groups as I
have addressed them, “Give me a report on what the Congress did
in the last session,” and I found upon reflecting on that and devel-
oping that that the report on what Congress did not do in the last
session was much better than what the Congress did do.

Ambassador Brock. That is quite often the case.

Senator JEpSEN. I think maybe what I hear you saying is in the
trade deficit area and trade policies and so on, it might well be that
what the Congress does not do by the way of laying on layers of
protectionism and getting stampeded in this election year is impor-
tant.

Ambassador Brock. Absolutely; yes, sir. I really am saying that.
They can make it much, much worse. That could break the back of
the system. I wonder how many times we have to relearn from his-
tory. In 1922, we passed a significant increase in tariffs and then
we decided to expand our markets overseas by increasing the
money supply and lending people money so that they could buy our
products, even though they could not sell to us, and then we com-
pounded the felony 1in 1930 with the so-called tariff and within 10
years we had the worst depression the world has ever seen. We can
not do that again.

Senator JEPSEN. Strong centralization of government where you
have a group of folks that somehow or another with some special
wisdom, whether it comes from drinking this Potomac water or
wherever it comes from, feel they know better how to manage peo-
ple’s money and know what best to do with it. Therefore you tax it
and take more away, and then you sent it back, and on the round-
trip it is kind of like giving yourself a blood transfusion from one
arm to another, and you cut a hole in the tube and you lose an
awful lot going from one arm to another. In fact, in many pro-
grams 91 or 92 percent of every dollar somehow gets lost, with all
the good ideas of taking it from people and bringing it here and
processing it and sending it back to do some good, and you end up
with about 8 cents worth. Whereas, if you left it alone and tried to
use some Yankee ingenuity and creativity plus a little persuasion
and good old-fashioned selling, you could have gotten a lot more
g)ilgage out of the dollar if you left it in a social project on a local

asis.

We do know, however, that government’s role as a partner with
our economic sector and all of our various industries in this coun-
try, rather than an adversay which for many years we seemed to
be developing here, again in the late 1960’s and 1970’s, is a very
key role. Would you agree to that? In other words, we have Japan
certainly just practically hand-in-glove as a government working
together with their folks. We find a similar situation in the Euro-
pean Community, even though they may get caught up short here
and do themselves in if things continue. A slight change in the feed
grain programs in this country could absolutely change rather
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quickly and rather dramatically the entire European Community’s
posture and attitude about things.

Ambassador Brock. Absolutely.

Senator JEPSEN. And the trade suddenly would take a turn, as it
did in the early 1970’s, from one of being sort of sluggish to just
really moving up for us.

My question I guess is, How do we grab and hold on until some
of those things start to bust loose? And that is about where we are
now.

Ambassador Brock. I would suggest that what we have to do,
though, is to hold on this year and maybe next year against all the
protectionist proposals to “save” us in the short term. It is going to
be very difficult. The pressure is going to be enormous on you and
all your colleagues. But if we try to come up with a quick fix in the
short term we are going to make it much worse in the long term.

If you look at that chart, 1985 is going to be, in my judgment,
worse. If you look at it 1986, 1987, 1988, it is going to be much
better and we are going to have in the latter half of this decade
and into the 1990’s, if we hold and do not make mistakes now, a
spectacular opportunity in world trade, in agriculture, in manufac-
tured products, and in services.

Senator JEPSEN. Not only that, but in our own country this tran-
sition from heavy industry to the service and high tech that we
keep hearing about and we know is taking place and so on, that
does not preclude research and what needs to be done in the agri-
cultural community. I do not share necessarily the feeling that all
is hopeless that some writers and some leaders of some farm
groups do, because the State of Virginia, I have been told, for ex-
ample, consumes more agricultural products as a State and is
therefore a customer that is bigger—the State of Virginia is a
bigger customer of agricultural products than the entire European
Community.

Ambassador Brock. That is probably true.

Senator JepsEN. We sometimes are looking way out here and
across the oceans and so on to resolve some of our problems when
they are right here in our own backyard. We have research in the
area of food to feed people just in the corn industry alone—I just
had a brief meeting this morning and I am going to have a number
of additional meetings with regard to development of lysine in
corn, for example, which is used to feed people and is available,
and it is possible now to grow specifically high lysine crops which
will produce about the same amount per bushel as others and un-
limited. The packaging that we have today, the technology in pack-
aging—we put the milk in the bos and put it in the cupboard or
put it in a room and store it in a building or whatever and take it
out 8 or 9 months or maybe a year from now—steaks 4 or 5 years
from now—they will be just like the day you put them in there.

We do not hear about some of these things because part of the
problem in this world has been the distribution of a lot of these
products that we have and it is kind of tough when we are trying
to feed people in Ethiopia and we have the Ethiopian Government
shooting us down and blocking us and preventing us from getting
through to their own people, and it is kind of hard to figure out.
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The way we have distributed it and handled it, if you have it
standing too long in one place it spoils and it does not do anybody
any good.

Ambassador Brock. You are right.

Senator JEPSEN. Senator Abdnor.

Senator ABDNOR. Just briefly, just let me say that it is encourag-
ing to hear you talk about the years down the road and maybe
things will become brighter. I do want to commend you for the
work you are doing in this area and while progress is slow some-
times, I know there have been some substantial changes. You have
had things turned around and it takes time. I am sure you are
working on a number of areas, but I just cannot help but think
about the Export-Import Bank. We talk about what can we do to
promote more agricultural products; that we need to do more fi-
nancing through there. Is it not 5-percent interest, for instance, for
Boeing Aircraft when they sell their aircraft? Do they not get a 5-
percent rate?

Ambassador BrRock. Not anymore.

Senator ABpDNOR. I am all for Boeing and I voted a number of
times for things for it, but we can not turn around and help them
make their sales at 5-percent interest while my people out in the
other part of the country have got to pay a number of percentage
points more for their interest. I want to give you a little example.
The motorcycle is quite an item out in South Dakota. Did not the
International Trade Commission just put a 45-percent tariff on mo-
torcycles coming into this country?

Ambassador Brock. Yes.

Senator ABDNOR. That works on both sides. Is Japan not going to
get awfully unhappy about that? Nobody around here seems very
concerned except those people who buy those small motorcycles.

Ambassador Brock. They were just the large motorcycles; the
ones that we buy from Japan, by and large, are not competitive
with what we produce.

Senator ABDNOR. Well, I hope you are gradually weeding all this
out and getting it on an equitable basis.

Ambassador Brock. I hope so. We are trying.

Senator ABDNOR. I do not know of a man who is better able to
shoulder the problems and do the job you are doing. I commend
you for it and thank you.

Ambassador Brock. Thank you very much.

Senator JEPSEN. Mr. Ambassador, do you have any statement in
closing that you would like to make?

Ambassador Brock. No, sir. I thank the committee for the inter-
est and attention. We have a problem. We ought to work together
to solve it and we need a lot of help.

Senator JEpSeEN. Instead of pointing the finger and trying to fix
blame, we all ought to join hands and try to resolve it, if we can do
it. Thank you, Mr. Ambassador.

The committee is recessed.

[Whereupon, at 11:30 a.m., the committee recessed, to reconvene
at 10:30 a.m., Thursday, February 2, 1984.]
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OPENING STATEMENT OF SENATOR JEPSEN, CHAIRMAN

Senator JEpSEN. Mr. Feldstein, Mr. Niskanen, and Mr. Poole, it is
a pleasure to have the members of the Council of Economic Advis-
ers before us today. We look forward to your first public statements
on the 1984 Economic Report of the President, especially since the
economy has rebounded with such vitality after a prolonged period
of declining fortunes.

The track record of the last year is impressive. Unemployment
declined a record 2% percent from its recession peak to 8.2 percent
in December 1983, and the prospect of continued improvement is
most encouraging.

Four million jobs were created in the last year as real gross na-
tional product increased 6.1 percent, the largest 1-year increase in
output since 1976.

Capacity utilization increased from a recession low of 69.6 per-
cent to 79.4 percent in December, only 3 percent below the average
of the last 20 years.

Just as encouraging as the gains in employment and output is
the continued moderation in inflation. The Consumer Price Index
advanced only 3.8 percent from December 1982 to December 1983.

When coupled with the final stage of the income tax rate reduc-
tion, the stable price situation allowed real disposable personal
income to advance over 5 percent during the first 12 months of re-
covery.

(115)
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We have climbed out of the hole of the recession and are heading
for new high ground. While we had some idea that the economic
situation was improving 1 year ago, the strength of the recovery
has surprised all but the most optimistic of the observers.

As I have indicated time and time again across the country, it is
one of the best kept secrets in this country.

However, now is not the time for complacency. The Government
still spends too much of the private sector’s money. What is worse,
preoccupation with budget deficits per se rather than the Govern-
ment spending that maintains the budget deficits has led to re-
newed pleas to escalate income tax rates.

This shopworn, misguided suggestion overlooks the facts that tax
rate relief has made a substantial contribution to improved produc-
tivity and the longevity of the economic recovery.

Also, the economy remains afflicted by a roller coaster monetary
policy that often obscures and detracts from fundamental improve-
ments that are being made in our economic potential. We must end
the climate of uncertainty generated by monetary policy that
makes sound longer run economic policies doubly difficult to imple-
ment.

Gentlemen, I would appreciate your candid views regarding the
scope of our economic successes and your assessment of our unfor-
seen future pitfalls. And when I make that statement, Mr. Feld-
stein, I know that you always do give very candid views, and I ap-
preciate that, respect it, and admire it.

So we are looking forward to hearing from you today.

Mr. FELDSTEIN. Thank you very much.

Senator JEPSEN. Now, my distinguished vice chairman, Congress-
man Hamilton.

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

Mr. Feldstein, we are delighted to have you here with us this
morning and look forward to your testimony.

Senator JEPSEN. Senator Proxmire.

Senator ProxMire. No statement. Thank you.

Senator JEPSEN. Senator Abdnor has not arrived yet, so I will
take this opportunity to place the Senator’s written opening state-
ment in the record at this point.

[The written opening statement of Senator Abdnor follows:]
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WRITTEN OPENING STATEMENT OF HON. JAMES ABDNOR

I, T09, WOULD LIKE TO EXTEND MY WARM WELCOME TO ORS. FELDSTEIN,
NISKANEN AND POOLE. [IT IS ALWAYS A PLEASURE FOR ME TN PARTICIPATE IN A
FORUM INVOLVING OUR COMMITTEE'S 'TWIN' OR ADMINISTRATIVE BRANCH

COUNTERPART.

NR. FELDSTEIN, I HAVE TO GIVE YOU CREDIT FOR YOUR BILD STAMD ON THE
NEFICIT PROBLEM. LAST WEEK WE HEARD FROM YOUR SPARRING PARTNER 0N THE
DEFICIT, SECRETARY REGAN. MNOW IT IS YOUR TURN TN SHARE YOUR INSIGHTS N
THE CONDITION NF THE ECONOMY. 1 WNULD GUESS THAT MHCH OF THE DISCUSSINN

TOOAY WILL CENTER ON THE DEFICIT, AND THAT IS FINE WITH ME.

IT SEEMS TN ME THAT SOME MEMBERS OF THIS CDOMMITTEE AND THE CONGRESS
INTEND TO MAKE IT A POLITICAL ISSUE AND INTEND TO SPREAD SLAME TWO
NIFFERENT WAYS. FIRST, THEY WILL BLAME REPURLICANS FNR THE DEFICIT AND TRY
TO MAKE US SELIEVE THAT REPUBLICANS ARE RESPONSIBLE FNR EVERY SINGLE NOLLAR
AF OUR 51.3 TRILLION NATIONAL DEBT. SECOND, THEY WILL BLAME THE DEFICIT
FOR EVERY SINGLE ECONOMIC WNE WE CURRENTLY ARE EXPERIENCING. T WAULDN'T
EVEN 8E SURPRISEN IF SOMENNE HERE TODAY BLAMES UNEMPLOYMENT NN THE NEFICIT,
EVEN THOGH INCREASEDN GOVERNMENT SPENDING THROUGH SORRNATHG IR MONEY
CREATION IS THOUGHT TO BE STIMULATIVE AND JOS-CREATINA IN THE SHORT RUN.
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THEN NEXT DECEMBER, THROUGH SOME NUT-NF-THIS-YNRLD REVELATION, ALL OF A
SUNDEN THE NEFICIT PROBLEM WILL BE A STPARTISAN ISSUE AND WILL RECEIVE
BIPARTISAN ATTENTION AND CHOPERATINN, WELL, T FOR ONE WILL NOT TOLERATE
POLITICAL SCARE-TACTICS ON THIS ISSUE, SOLVING THE DEFICTT SILEMMA IS AS
CRUCTAL TN THE ECONOMIC SAFETY ANN WELFARE 0OF OUR PEOPLE AS THE SOCTAL
SECURITY PROSLEM WAS LAST YEAR. AND ALL OF US HERE REMEMBER TN0 WELL THAT
THE SHAMEFUL LIES AND DiSTﬂRTIONQ BEFORE THE NOVEMBER, 1982, ELECTION
MELTED INTH JOYOUS EMBRACES OF POLITICAL FOES WHD JNINED THGETHER TO SAVE
THE DAY. THE AMERICAN PUBLIC CERTAINLY 0OES HAT DESERVE THAT KIND NF

TRICKERY AGAIN.

FORTUNATELY, ALL OF US YERE EASILY CAN REACH AN AGREEMENT ON ONE
STATEMENT: THE AMERICAN PUBLIC ANN THE AMERICAN ECONOMY WOULD BE IN RETTER
SHAPE RIGHT NOW [F WE HAD NO NDEFICIT OR IF IT WAS SMALLER. THAT PART IS
EASY. THE HARND PART IS AGREEING ON A WAY T0 REDHCE IT. LET US START TONAY

BY ENGAGING IN A CONSTRUCTIVE EXCHANSE OF INEAS, NOT A CONFRONTATION.

[ LODK FORWARD TN QUESTTONINA THE PRESTIGINUS MEMIERS OF THE COUNCIL OF

ECONOMIC ADVISORS. 1 THANK THEM FOR APPEARING REFNRE ©S TNNAY,

-2 -
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Senator JEPSEN. Mr. Feldstein, please proceed as you wish.

STATEMENT OF HON. MARTIN FELDSTEIN, CHAIRMAN, COUNCIL
OF ECONOMIC ADVISERS, ACCOMPANIED BY WILLIAM A. NIS-
KANEN, JR., AND WILLIAM POOLE, MEMBERS

Mr. FeLpsTEIN. Thank you, Mr. Chairman. I am very pleased to
be with this distinguished committee today. This is the second occa-
sion on which I have had the honor to present the Economic
Report of the President together with the Annual Report of the
Council of Economic Advisers. I will begin by discussing the eco-
nomic outlook and will then summarize the contents of our annual
report.

THE ECONOMIC OUTLOOK

The experience in 1983

The near-term economic outlook is now far brighter and more
certain than it was when I presented the administration’s forecast
to this committee 1 year ago. There was then no clear evidence
that an economic recovery had begun. The most recent available
monthly evidence on production, employment, and real sales had
continued to show declines.

We nevertheless believed, in early January 1983, when last
year’s projections were being completed, that the economy would
soon turn around and that a recovery would probably begin in the
first quarter of 1983. I did warn this committee, however, when I
appeared here at this time last year, that uncertainty about the
starting date of the recovery made the forecast for the year as a
whole particularly uncertain. More specifically, I said the following
about 1983:

The rate of economic growth in 1983 as a whole depends critically on just when
the recovery begins. Our forecast of a 3.1-percent increase in real GNP between the
fourth quarter of 1982 and the fourth quarter of 1983 reflects a balance of probabil-
ities of different possible outcomes. If the recession reached bottom in December,
and the level of economic activity rises in January, the rate of real growth for the
year as a whole could be significantly greater than three percent. If the recovery
begins in January, I would not be at all surprised to see 5 percent real GNP growth

in 1983. But if the start of the recovery is delayed until April or May, the real
growth could be less than 2 percent.

At that time, many private forecasters had a similarly cautious
view of the prospects for 1983. The mean of the real growth rates
projected by the 44 economists questioned in the December/Janu-
asx)'%'31983 Blue Chip Survey was a 4.1 percent rate of growth in
1983.

We now know that economic activity reached bottom in Novem-
ber and began to rise with the December figures. As a result of this
starting date, the growth of real GNP far exceeded most predic-
tions and reached an estimated 6.1 percent between the fourth
quarter of 1982 and the fourth quarter of 1983.

The economic performance in 1983 was very strong in a number
of -ways. Total employment rose by 4 million between December
1982 and December 1983. The unemployment rate fell by a dramat-
ic 2.5 percentage points, the largest 12-month decline since 1951-52.

It was especially gratifying that this solid recovery was accompa-
nied by a very modest rate of inflation. The implicit price deflator
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for GNP rose 4.1 percent between the fourth quarter of 1982 and
the final quarter of 1983. The consumer price index rose only 3.8
percent between December 1982 and December 1983 and the pro-
ducer price index rose a remarkably slight 0.6 percent during these
same 12 months. All in all, 1983 was an excellent year for the
American economy.

The outlook for 1984-89

The administration’s new economic projections for 1984 through
1989 are shown in tables 1 and 2. Our current economic assump-
tions repeat last year’s projections that the economy will experi-
ence strong growth with declining inflation over the next 6 years.

Real GNP is projected to grow 4.5 percent between the fourth
quarter of 1983 and the fourth quarter of 1984. The inflation rate,
as measured by the GNP deflator, is projected to be 5 percent over
the same period. This coincides with the administration’s projec-
tions in the midsession review prepared in June of last year, and
with last February’s inflation projection. It represents an increase
of one-half percent from the growth rate projected in the outlook
that I presented here last February.

[Tables 1 and 2 follow:]

TABLE 1.—6-YEAR ECONOMIC ASSUMPTIONS: GROWTH RATES

Fourth

quarter to Year to
fourth year
quarter

Real GNP growth rate:

1984 45 53
1985 40 41
1986 40 40
1987 40 40
1988 40 40
1989 37 39
Inflation GNP deflator:
1984 5.0 45
1985 47 48
1986 44 45
1987 41 42
1988 38 39
1989 35 3.6
Nominal GNP growth rate: .
1984 9.7 10.0
1985 . 89 9.1
1986 8.6 8.7
1987 8.3 84
1988 8.0 8.1
1989 74 16

TABLE 2.—6-YEAR ECONOMIC ASSUMPTIONS: LEVELS

Calendar year  Fourth quarter  Fiscal year

Real GNP growth rate (1972 doflars):

1984 1,616.0 1,641.3 1,598.3
1985 1,682.2 1,707.0 1,665.7
1986 1,749.5 1,775.3 1,732.4

1987 1819.5 1,846.3 1,801.7
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TABLE 2.—6-YEAR ECONOMIC ASSUMPTIONS: LEVELS—Continued

Calendar year  Fourth quarter  Fiscal year

1988 1,892.3 1,920.2 1,873.8
1989 1,965.7 1,992.3 19477
GNP deflator (1972=100):
1984 2254 229.4 2221
1985 236.2 240.3 2335
1986..... 246.9 2509 2442
1987 251.3 261.1 2547
1988 267.4 7.1 264.9
1989 2110 280.6 274.6
Nominal GNP growth rate:
1984 3,642.4 3,766.8 3,558.9
1985 39738 4,101.6 3,890.1
1986 4,319.2 ‘44535 4,2313
1987 4,681.2 4,821.4 4,589.3
. 1988 5,059.0 5,205.1 4,963.0
1989 54449 5,589.4 53488

Total unemployement sate 91-day Treasury bill
Annual Final Annual Finat

average quarter average quarter
1984 18 17 8.5 83
1985 . 16 15 11 15
1986 13 12 71 6.9
1987 6.8 6.5 6.2 6.0
1988 6.1 58 5.5 5.3
1989 : . 5.7 5.7 5.0 5.0

Mr. FeLpsTEIN. For 1985 through 1988, real GNP is projected to
grow at 4.0 percent annually, the same growth rate that we pro-
jected for these 4 years in our outlook of 1 year ago. We assume
that capacity is approached at the end of this period and that real
GNP in 1989 is then projected to grow at 3.75 percent.

These growth rates are associated with a substantially improved
outlook for unemployment in recent months; the average unem-
ployment rate for 1984 is now projected to be 7.8 percent. The cur-
rent projection of the unemployment rate indicates that unemploy-
ment will decline gradually to a rate of 5.7 percent in 1989. This
reflects the completion of the cyclical recovery and the effects of
the administration’s enacted and proposed employment policies in
reducing the structural unemployment rate.

Another unexpectedly favorable development in recent months
has been the rapid decline in inflation. Inflation, as measured by
the GNP deflator, has been less in 1983 than the 4.6 percent antici-
pated in the midsession review. Although we continue to project a
5.0-percent rise in the 1984 GNP deflator, the inflation rate is then
projected to decline gradually but steadily to 3.5 percent by 1989.

The combination of falling inflation and declining budget deficits
imply that nominal and real interest rates will also decline. Our
projections assume that the interest rate on 3-month Treasury bills
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declines from the current level of nearly 9 percent to 5 percent in
1989.

The administration’s projections for 1984 are very similar to the
thinking of most private economists. The consensus of the 45 econo-
mists in the January 1984 survey indicated a real GNP growth rate
of 4.4 percent from the fourth quarter of 1983 to the fourth quarter
of 1984, almost identical to the administration’s projected 4.5 per-
cent rate. Similarly, the Blue Chip consensus indicates a GNP de-
flator increase of 5.2 percent in 1984, also almost identical to the
administration’s 5-percent rate of inflation.

Our projections for 1984 are consistent with the recent pace of
economic activity, with the sizable fiscal stimulus of an approxi-
mately $140 billion structural deficit, and with the expectation that
the money supply will continue to grow enough to support nominal
GNP growth of nearly 10 percent.

The administration’s economic assumptions for 1985 and beyond
must be interpreted with care because they are conceptually differ-
ent from the type of forecast that private economists make and,
presumably, from the forecasts of the Congressional Budget Office.
There are two quite important differences. :

Conditional forecasts

First, our economic assumptions for 1985 through 1989 are based
on the premise that legislative action will reduce budget deficits
sharply in the years ahead. More specifically, in the current situa-
tion, this means that the bipartisan negotiations will be fruitful
and will reduce the deficit by about $100 billion or more over the
next few years. Of course, even if the negotiations are fully success-
ful, the future budget deficits would remain too large. The Con-
gress must therefore also enact legislation that will be proposed in
1985 to slash deficits sharply before the end of the decade, moving
the budget closer to balance. If such deficit reductions are not en-
acted, the interest rates are not likely to fall over the next 5 years
as we have projected and growth of real GNP is likely to be slower
than we have assumed. Moreover, larger deficits might induce a
monetary policy that raises the rate of inflation in the years ahead.

If there is legislative action to reduce future budget deficits
sharply as we have assumed, the administration’s projected per-
- formance of the economy provides a plausible picture of our eco-
nomic future. The administration’s projections imply that the aver-
age annual rate of growth of real GNP in the 7 years from the
business cycle trough in the final quarter of 1982 to the final quar-
ter of 1989 will be 4.3 percent. By comparison, the first 7 years
after the previous business cycle troughs in all of the pastwar re-
cessions—except the 1980 trough since we do not yet have 7 years
of experience—had average annual growth rates of 4 percent. The
difference of 0.3 percent a year between our projections and previ-
ous experience is not large and it is certainly not unreasonable as a
response to the improved monetary and fiscal policies that we
assume for the remainder of the decade.

Most private forecasters currently project that deficits will be re-
duced after 1984 but not by as much as the administration as-
sumes. Many of these forecasters also believe that monetary policy
will not be as conducive to noninflationary growth as we have as-
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sumed. Their forecasters point to lower growth of real GNP and
higher inflation than the administration’s projections. More specifi-
cally, in the Blue Chip Survey of leading private forecasters, the
projected level of real GNP in 1989 is 3.7-percent lower than the
level projected by the administration. This represents a difference
of 0.6 percent as the average annual rate of growth between 1983
and 1989. With the same rate of inflation, the slower growth im-
plies that the level of GNP in 1989 would be $203 billion less than
the $5,445 billion projected by the administration for that year.

The 5-percent rise in the GNP deflator that the administration
projects for 1984 is very close to the average of 5.2 percent project-
ed by the private forecasters in the most recent—January 1984—
Blue Chip Survey. After 1984, the administration forecasts that the
inflation rate will fall by 0.3 percent a year to 3.5 percent in 1989.
Since the private forecasters do not currently anticipate sharply
falling deficits and an anti-inflationary monetary policy, they
project that the rate of increase of the GNP deflator will remain
between 5 and 6 percent for the remainder of the decade.

Different assumptions about deficits and inflation account for the
difference between the administration’s projected path of interest
rates and the future interest rates that are now implied by the fi-
nancial futures markets and the yields on securities of different
maturities. Sharply falling deficits should reduce the real interest
rate while declining inflation should shrink the inflation premium
in the market interest rate. The administration’s projection of a 5
percent interest rate on 91-day Treasury bills in 1989 implies a real
interest rate of 1.8 percent, a level that is actually higher than the
1.3 percent average real T-bill rate during the last 30 years. In con-
trast, the financial markets are currently less sanguine about the
effects of deficits and inflation on interest rates. The Treasury bill
futures market and the yield curve for Treasury securities implies
that financial markets expect the interest rates on Treasury securi-
ties to rise over the next few years.

In summary, the difference between the administration’s eco-
nomic projections and most private forecasts is basically due to
conflicting assumptions about future fiscal and monetary policies
rather than to any difference of opinions about the way that the
economy operates. I believe that if most private economists accept-
ed the premise of sharply declining deficits and a sound monetary
policy, they would forecast more robust growth and lower inflation.
Similarly; if we had to base our projections on the assumption that
Congress would not enact this year’s budget recommendations and
a further major deficit reduction package in 1985 and that the Fed-
eral Reserve would not pursue a sound monetary policy over the
coming years, we would be forced to project slower growth and
rising inflation.

Long-term focus

The second important difference between the administration’s
economic projections and private forecasts is that our strategy is to
focus on the overall trend in real GNP and not to forecast year-to-
year fluctuations. We forecast a 4-percent rate of growth of real
GNP in each year from 1985 through 1988 even though we recog-
nize that there will be some years in which real growth exceeds 4



124

percent and others in which it is less than 4 percent. We do not
claim to have the ability to forecast these year-to-year oscillations
in the future.

I would emphasize, as I did last year, that such year-to-year
detail is unnecessary for the purpose of shaping the budget and
guiding the evolution of Government programs. If economic activi-
ty exceeds our projections in some future year, the resulting budget
deficit in that year will be smaller than we forecast; conversely, if
the economy is weaker than we project in some future year, that
year’s deficit will be larger. Such cyclical fluctuations in the deficit
along the path toward budget balance are not inappropriate.

The experience of the past year has served to underline the in-
herent uncertainty of all economic forecasts. The extent to which
the uncertainty of a forecast impairs its usefulness depends on the
purpose for which the forecast is intended. A business that wants
to use an economic forecast to plan its near-term production and
inventories would need a forecast that provides quite accurate
short-term detail. A government that is adjusting monetary and
fiscal policies continuously in an attempt to prevent unwanted fluc-
tuations in real GNP would also need more accurate forecasts than
we believe are possible.

The primary purpose of the administration’s economic projec-
tions is to serve as a basis for long-term budget planning. We be-
lieve that the accuracy and nature of our projections are adequate
to that task. The projections clearly imply that substantial legisla-
tive changes to reduce the deficit will be needed in future years if
the budget is to be moved into balance or near balance before the
end of the decade.

THE ECONOMIC REPORT

I will now turn to a brief summary of the six chapters of the
1984 Economic Report of the President.

The strategy of economic policy

The first chapter of the report focuses on three basic facets of the
administration’s long-term economic strategy: Monetary policy,
spending policy, and tax policy. The fourth general aspect of the
administration’s economic strategy—the elimination of unneces-
sary regulations—was discussed at length in the last year’s report.

A sound monetary policy has achieved a sharp decline in infla-
tion during the past 3 years. The rate of increase of the GNP defla-
tor fell from 10.2 percent in 1980 to 4.1 percent in 1983.

The basic challenge to monetary policy in 1983 was to adjust the
monetary growth targets to the new regulatory environment. The
changes in financial regulations in December 1982 and January
1983 made it virtually impossible to interpret the narrow money
aggregates during the first several months of the year. The Federal
Reserve’s approach to the very difficult task of adjusting monetary
policy to the new environment permitted major adjustments to
occur in 1983 with minimal disruption in the financial markets.
The currently available statistics indicate that, at the end of the
year, each of the three monetary aggregates were within its target
range.
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All too often at this stage of an economic recovery, as growth
slows from the unsustainable pace of the recovery’s first year, po-
litical pressures have built to try to reduce interest rates through
an excessively expansionary monetary policy. The administration
will stand firm against such pressures. We believe that a sustain-
able economic recovery can best be achieved by gradually decreas-
ing the target ranges for money growth over the next several
years.

The second major aspect of the administration’s economic strate-
gy is to reduce the burden of Government domestic spending. The
report traces the rapid growth of such spending since 1960 and
shows how in the past 4 years, for the first time in half a century,
total real appropriations for domestic programs have significantly
decreased and total Federal spending on all nondefense programs
has begun to take a declining share of the Nation’s potential
output.

Table 3 shows the budget receipts and outlays as a percentage of
GNP. For 1984 through 1989, these figures reflect the current serv-
ices levels of nondefense outlays, the defense outlays proposed in
the administration’s 1984 budget, and the administration’s most
recent economic assumptions.

Line 4 shows that total nondefense spending—excluding net in-
terest on the national debt—reached a peak of 15.4 percent of GNP
in 1983 and is now declining rapidly to 13.4 percent of GNP in 1986
and 12.6 percent in 1989. When the social security and medicare
outlays that are financed by the payroll tax are excluded—line 5—
spending will have decreased from 9.3 percent of GNP in 1980 to
-7.5 percent in the current fiscal year. A continuation of the current
services level will reduce these outlays to 6.7 percent of GNP in
1986 and only 5.8 percent in 1989.

[Table 3-follows:]

34-871 0 - 84 - 9



TABLE 3.—BUDGET RECEIPTS AND QUTLAYS

[Percents of GNP; by fiscal years)

Actual Current services Policy
1960 1970 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1989
i

1. Total outlays 18.5 20.2 224 22.8 23.8 247 24.0 243 241 238 234 23.0 221
2. National defense y 9.7 84 5.2 5.5 6.1 6.5 6.7 7.3 16 1.1 17 18 7.6
3. Net interest 14 15 2.0 24 28 2.8 30 3.0 3.0 3.0 2.8 2.6 24
4, QOther . 15 103 151 15.0 15.0 154 143 14.0 134 131 129 12.6 121
5. Non-QASDHI 5.1 6.5 9.3 8.8 8.4 84 15 12 6.7 6.4 6.2 58 5.5
6. OASDHI . 2.3 3.8 58 6.2 6.6 6.9 6.8 6.7 6.7 6.7 6.7 6.7 6.6
1. Social security. 23 a1 46 48 5.1 5.3 5.0 49 48 48 4.7 47 46
8. Medicare 0.0 0.6 12 14 1.5 1.6 17 18 19 19 20 2.1 19
9. Total receipts 18.6 19.9 201 - 208 20.2 18.6 18.7 19.0 19.0 19.0 19.3 194 19.8
10. OASDHI 2.1 39 5.3 5.6 5.8 5.7 5.9 6.1 6.1 6.2 6.5 6.6 6.7
11. Other 16.4 16.0 14.8 15.2 144 12.9 129 129 129 129 129 12.8 13.1
12, Deficit -0.1 0.3 2.3 2.0 3.6 6.1 5.3 5.3 5.1 48 41 3.6 2.3
13. GNP 979 9688 25758 28820 30573 32288 35587 3,2800.1 42313 4589.3 49630 53488 53488

9¢1
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Mr. FELDSTEIN. The third principal part of the administration’s
economic strategy is to reduce the tax burden and restructure the
tax system. The Report reviews the 1981 tax changes that have re-
duced by 36 percent the Federal income tax that is now paid by a
median income family. The share of GNP taken by all taxes other
than the social security payroll tax has declined from 14.8 percent
of GNP in 1980 to 12.9 percent of GNP in the current fiscal year.

The Report emphasizes that, in addition to reducing tax rates,
the reforms since 1980 have improved the quality of the tax system
by focusing the tax reductions on two-earner families, on business
investment, on very high marginal tax rates, and on income that is
saved. As a result of the universal extension of eligibility for indi-
vidual retirement accounts and the increased limits on IRA and
Keogh accounts, the income tax system has now been virtually
transformed into a consumption tax for the majority of Americans.

The first chapter concludes with a discussion of the serious po-
tential problem of a long string of huge budget deficits. The Report
discusses the effect of accumulating deficits on the national debt
and notes that the projected deficits could raise the Government’s
annual interest bill by as much as $100 billion by 1989 if there is
not significant legislative action.

The most important long-term economic effect of the prospective
budget deficits would be to absorb a large fraction of domestic
saving, and thereby to reduce the rate of capital formation and the
potential long-term growth of the economy. The crowding out of in-
vestment is temporarily reduced by an inflow of capital from
abroad. This year, that capital inflow is likely to finance about half
of all net investment in the United States. It is however a very
mixed blessing since it implies a merchandise trade deficit that is
likely to rise this year to more than $100 biilion.

Although the budget deficit in 1984 contributes to the current
level of demand and economic activity, the projected string of
future deficits raises the present real long-term interest rate above
what it would otherwise have been, crowding out activity in key in-
terest-sensitive sectors and causing the recovery to be lopsided. No
one can predict in detail the effects of a continuing series of large
deficits. But the longer that such deficits are expected to persist,
the greater are the risks to our economic future.

It is clear that enacting legislation to reduce future budget defi-
cits must be at the top of Congress’ agenda in both 1984 and 1985.
The President has proposed a bipartisan negotiation to reduce the
projected deficits by about $100 billion over the next 3 years. This
1s only the first step, a downpayment on the total deficit reductions
that must be achieved by legislative action after the election.

The United States in the world economy

The second chapter of the Report discusses the international con-
text of the American economy. The strong U.S. recovery is helping
to pull the entire world economy out of recession. However, the
nature of the world recovery is distorted by the persistence of high
real interest rates and a high exchange value of the dollar. As a
result, the recovery is distributed unevenly across sectors of the
U.S. economy and across countries in the world.
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U.S. industries that export, or that compete with imports, are
not sharing fully in the recovery. This is clearly reflected in the
record U.S. trade deficits. The recent increases in the trade deficit
have three causes. First, the rapid growth of U.S. income is causing
imports to increase rapidly. Second, a number of Latin American
countries that are normally important buyers of U.S. exports have
had to cut expenditures back sharply as a result of severe debt
problems. Third, and most important, the high value of the dollar
has made it difficult for U.S. firms to compete in world markets.

The high value of the dollar is a result of capital inflows from
abroad, which in turn have three causes: Expected inflation has
fallen in the United States relative to other countries; real interest
rates have risen relative to abroad, largely as a result of the large
U.S. budget deficit; and the United States has beccome a safe
haven for capital fleeing instability in other parts of the world. In
addition to the negative effects of the trade deficit, there are also
positive effects of the capital inflow. It has kept U.S. real interest
rates from rising as much as they otherwise would, and thus has
reduced the crowding out of U.S. business investment and other in-
terest-sensitive sectors. Furthermore, the high value of the dollar
has reduced import prices and thus helped to bring down inflation.

The administration opposes efforts to reduce the trade deficit by
Government intervention in the marketplace. Intervention in prod-
uct markets—through tariffs, quotes, or other trade measures to
protect specific industries—imposes costs on consumers and on
other industries that outweigh the benefits to the protected indus-
tries. They also invite retaliation from abroad. Intervention in fi-
nancial markets with the aim of bringing down the value of the
dollar is unlikely to be successful. Even if such efforts were success-
ful, it would be at the cost of higher U.S. interest rates. The only
way to help our export- and import-competing industries without at
the same time hurting our interest-sensitive industries is to pursue
sound macroeconomic policies. Reduction of the budget deficit
would bring down real interest rates and the value of the dollar,
better allowing U.S. industry to compete in world markets.

The U.S. recovery is being transmitted to other countries
through increased U.S. demand for foreign goods. However, only
the Canadian economy is growing as rapidly as ours. Several Euro-
pean countries are lagging behind.

Japan’s economic performance continues to be impressive. How-
ever, the popular belief that gains by Japanese exporters account
disproportionately for losses by U.S. firms is greatly exaggerated.
Though all foreign exporters gain competitiveness when their cur-
rencies depreciate, the yen has depreciated against the dollar much
less than have the European currencies. Moreover, the deteriora-
tion since 1981 in the U.S. trade balance with Japan accounts for
less than one-eighth of the deterioration in the overall U.S. trade
balance.

In many Latin American countries, trade balances have im-
proved dramatically over the past 2 years. It is not so much that
their exports have risen; it is more that their imports have fallen.
Slashing imports is the only way these countries have in the short
run to obtain the foreign exchange they need to meet their debt
obligations.
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Some of the problem debtors in Latin America, Asia, and Africa
have come a long way in the past year toward making necessary
economic adjustments. The example of Mexico stands out in this
regard. With continued adjustment by the debtors, and with contin-
ued cooperation on the part of the International Monetary Fund,
the creditor banks, and the United States and other creditor gov-
ernments, these countries will eventually regain financial health.
But as of 1984, the progress that has been made has largely been at
the expense of unsustainable decreases in consumption, invest-
ment, and inventories of imported inputs in the debtor countries.
Future progress will have to take the form of export-led growth. A
continued strong recovery in the industrialized countries is crucial
if the exports of the debtor countries are to increase. It is also im-
portant that we not erect protectionist barriers to shut out the
products that they have to sell.

Industrial policy

The third chapter of the report discusses the claim that the
United States is “deindustrializing” and needs a central Govern-
ment agency to coordinate a new industrial policy with tripartite
advisory councils and with a Government development bank to
channel money to industries that are deemed to be receiving inad-
equate capital from the private sector. This chapter suggests that
industrial policy advocates have misdiagnosed our problems and
suggested cures that are unlikely to succeed.

In fact, the United States is not “deindustrializing.”” Since 1950,
output, employment, and capital in our manufacturing sector have
grown steadily. Between 1973 and 1980, the United States was the
only major industrial country to experience growth in manufactur-
ing employment. Although employment and capital have grown
more slowly in manufacturing than in other sectors of the U.S.
economy, output has kept pace, and in 1980, it was the same share
of GNP as in 1950.

U.S. manufacturing, as a whole, does face short-term problems
associated with the recession and with the very strong dollar. The
solution to these problems is sound monetary and fiscal policies
and not industrial policies that focus on specific industries. Al-
though there are certain industries that face serious long-term
problems, the adjustments required will be best achieved without
detailed Government interference.

The chapter examines the experience with industrial policy in
Japan and in Europe. It also examines the primary reasons that
have been offered for adopting an industrial policy in the United
States. The analysis concludes that an industrial policy that in-
creased the Government's role in the economy would be counter-
productive.

Agriculture

The fourth chapter discusses the role of agriculture in the Amer-
ican economy, an important subject that has not received extensive
treatment in the Economic Report for several years.

American agriculture is so productive that only 3.1 percent of
the labor force are now directly engaged in farming. They produce
enough to feed the domestic population at low cost and still export
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25 percent of all their sales. These farm exports generate 20 per-
cent of all export earnings of the United States.

Despite these successes, all is not well with American agricul-
ture. Farm export earnings have fallen for the last 2 years. Recent
entrants and farmers who have recently expanded their businesses
have experienced cash flow difficulties. The number of farm bank-
ruptcies, while still well below that for nonfarm businesses, has in-
creased substantially.

In fiscal year 1983, U.S. Government outlays for farm price and
income support programs totaled $18.9 billion, an increase of $§12.3
billion since 1981. To this must be added another 9.4 billion dollar’s
worth of payment-in-kind commodities committed in 1983 to com-
pensate farmers for cutting back their acreage. These programs
cost taxpayers on the average almost $12,000 for each of the 2.4
million American farms.

Our farm price and income support policies were designed in the
1930’s to deal with the problems of farmers during the Great De-
pression when farm incomes averaged only 40 percent of those in
the economy as a whole. The gap between farm and nonfarm
income levels has narrowed in the meantime to an 88-percent aver-
age over the past decade.

As the farm-nonfarm income gap has closed, an important struc-
tural change has occurred. Almost three-fourths of American farms
are small with annual sales of less than $40,000. These are not gen-
erally full time commercial operations. They produce only a small
share of national farm production, and, on average, have negative
net income from farming.

The remaining farms, which have annual sales of over $40,000,
produce 87 percent of total farm output. These 690,000 commercial
farms had average 1982 annual gross receipts of $189,000, average
assets of about $1 million, and average equity of about $800,000.
They received 78 percent of all direct Government price and
income support payments in 1982, making up 11 percent of their
net farm income.

In the 1970’s, the value of U.S. farm exports increased more than
five times, and the fraction of farm sales that were exported more
than doubled. The global recession that began in 1981, the very
strong dollar, and the U.S. farm price supports that have been set
above the market clearing level, have caused our share of world
farm trade and the value of our farm exports to fall. The U.S. agri-
cultural policies that reduce production and exports raise the world
price of the affected commodities. This in turn makes it easier for
foreign governments to subsidize the production of agricultural
products that compete with us in foreign markets. The chapter in-
dicates how a more market-oriented approach to farm price and
income support policies could assist American farmers and Ameri-
can consumers.

Financial market deregulation

The fifth chapter considers the deregulation of financial markets
in recent years. The deregulation of interest rates has been a sub-
stantial benefit to individual savers and has had significant effects
on financial institutions. There are now several unsettled issues
about the future of financial regulation. The chapter deals with
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three of these in particular: restrictions on entry into new geo-
graphic markets and nonmarket lines of business; the reform of de-
posit insurance; and the reform of the regulatory structure to
reduce the overlap and duplication of function among numerous
State and Federal authorities. It is clear that further steps toward
deregulation, if done in an appropriate way, can improve the finan-
cial markets and aid the American economy.

Review of 1983 and outlook

The Report ends with a chapter that reviews the economic devel-
opments in 1983 and discusses the economic outlook for the re-
mainder of the decade.

REDUCING THE DEFICIT

To conclude this testimony, I want to comment briefly on the
President’s proposal for bipartisan negotiations on the budget. I be-
lieve that rapid completion of these negotiations and enactment of
tax and spending proposals is a crucial first step in dealing with
the deficit. A downpayment of this sort and a commitment to
future action to reduce deficits significantly would be clear evi-
dence that the Congress and the administration can work together
to reduce prospective budget deficits. It would be a welcome indica-
tion that the seriousness of the deficit problem is recognized and
that the remaining problem will be dealt with rapidly after the
election. Nothing could better strengthen the confidence of finan-
cial investors and improve the prospects for a sound recovery with
declining interest rates.

Thank you, Mr. Chairman.

Senator JEpSEN. Thank you, Mr. Feldstein.

In your statement, you refer to the achievements of a sound
monetary policy, whatever that is. I would like to explore that.

We talk about stability, we talk about consistency, we talk about
a monetary policy that provides a supply of money that is in con-
sistent borders, and yet we do not seem to be hitting that mark
very well.

Is stability or consistency in the Federal Reserve Board being
able to have a fixed amount of money coming into the economy, is
that an important thing?

Mr. FELDSTEIN. It certainly is. But I would say the Federal Re-
serve has done quite a good job, especially in a complicated circum-
stance of changing financial regulations that we had this year.

Senator JEPSEN. Well, I intend to ask Mr. Volcker the same thing
a week from today, as to whether the Federal Reserve has done a
good job in this.

Now, let us look at the record. For instance, 6-month M1 growth
rates had a high of 10 percent and a low of 2 percent in 1981; a
high of 10 percent and a low of 5 percent in 1982. Now in 1983 they
had a high of 15 percent and a low of 4 percent.

In each case these variations in money growth were translated
into variations in gross national product growth.

Now, is this what you call sound monetary policy?

Mr. FeLDSTEIN. If you look at the M1 growth this year you have
to interpret it in light of the changes in banking regulations, the
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dramatic effects of the MMDA’s—the money market deposit ac-
counts—SuperNow accounts, which made the interpretation of M1,
M2 in the first half of this year very difficult, when literally hun-
dreds of billions of dollars came from other sources into the money
market deposit accounts over a matter of just a few months. That
was not an abnormal growth of money: That was a change in the
way people hold their assets in an environment in which a new
and attractive deposit account has been created by the Congress.

I think that the Federal Reserve rightly reset its target after
that M1 target was reset in July for a period beginning in the
second quarter of the year and the Fed ended the year in that
target.

Similarly, M2 and M3 targets were reset after that initial period
of rapid money growth associated with the change in instruments
that were available, and again the year ended with M2 and M3 in
the target range.

Senator JEpSEN. In several places you have mentioned the role of
budget deficits in raising real interest rates. However, real rates of
return on long-term bonds declined ‘sharply during 1982, even
though Federal deficits doubled from an annual rate of nearly $100
billion in early 1982 to over $200 billion at the end of 1982.

Now, during 1983 the deficits fell without a perceptible effect on
long-term interest rates. Does this not imply that budget deficits
are maybe a secondary factor in determining interest rates?

Mr. FELpsTEIN. I do not think so. The reason we have real rates
that are as high as they are now is primarily because the amount
of saving that is available net after the Government borrowings is
extremely small. We have to reduce borrowing by private borrow-
ers and to attract additional savings from the rest of the world.
The way in which that happens is by a high real interest rate.

Senator JEPSEN. Mr. Poole, you are an established expert on
monetary policy.

‘Would you comment on the role of monetary versus fiscal policy
in the last recession and the present recovery? To what extent are
Fed?eral Reserve policies a threat to the continuation of the recov-
ery?

Mr. PooLE. In my opinion, there is a great deal of evidence that
unstable money growth historically has been related to business

" cycle fluctuations. There is, as Mr. Feldstein was emphasizing, a
particular difficulty in understanding what happened in 1983, and
of 1982 as well, because of the introduction of the new accounts.

I believe that the full evidence on that matter will not be avail-
able for some time, until we see how it all works out. But in gener-
al, I think that correct policy is to stabilize money growth within a
relatively narrow range. _

Senator JEPSEN. I have advised the committee that we will have
a 5-minute rule because of the numbers here today. My 5 minutes
is up.

Our vice chairman, Congressman Hamilton.

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

Mr. Feldstein, I think the distinguishing feature of the Presi-
dent’s budget is that it does not address the deficit problem, and I
therefore think it is not a careful, responsible document.
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It does not play any role in trying to put forward a plan to
reduce the deficit in a very significant and substantial way, and 1
think the President is unwilling to tackle the deficit problem in
1984 in a really serious way. I also think that you are underesti-
mating the ability and the willingness of Congress to deal with the
problem of the deficits.

I do not absolve leadership of the Congress or the rest of us from
responsibility here. We bear our share of the blame. But I do think
that now is the time when we really need Presidential leadership
to put forward not a proposal for a bipartisan commission, but very
specific plans for the reduction of these deficits. I think it is in the
interest of the President, Congress, and the Nation that that be
done and that we start on a deficit reduction plan now.

In my judgment, it is going to take spending reductions and tax
iincreases, perhaps on a 1-to-1 ratio—something like that to get it

one.

I just want to say to you, rather than ask a question at this
point, that I think you are seriously underestimating the role of
Presidential leadership in dealing with this problem, and the im-
portance of it.

When I read in the papers, as I did this morning, and Mr. Stock-
man says we are going to have some tough bullets to bite in 1985,
and that we will come back next year with a proposal, and you sug-
gest the same thing in the closing words of your statement, and the
President says in the budget message, “to those who say we must
raise taxes I say wait”—this does not suggest to us that he is not
going to propose increased taxes; he is just saying that now is not
the time to do it.

I am saying that I think now is the time for Presidential leader-
ship. It is very hard to move this body, the U.S. Congress, on these
very difficult issues unless we have that kind of vigorous Presiden-
tial leadership.

Mr. FELDSTEIN. May I comment?

Representative HamiLToN. Yes, sir.

Mr. FeupsteIN. I think we have a serious problem with the
budget process. Last year there was a growing recognition that we
have a very serious deficit problem ahead.

The President proposed a budget which would have cut the defi-
cit by 1988 to 1% percent of GNP, approximately equal amounts,
one-of-one, taxes, and spending. Nothing happened. It just led to a
stalemate.

We do not have the kind of budget process that our European
friends have, in which government proposes a budget and it can
count on the Parliament to enact it.

We tried last year putting forward a bold budget, one that called
for sharp reductions in spending, increases in tax revenue, and it
failed, and I think if it failed in 1983 a proposal of that sort is
doomed even more to failure in an election year.

What the President has done——

Representative HamMiLTON. Let me stop you if I may.

I really think that is a mistaken preception. I do not think you
can say that 1984, just because it is a political year, will be less
effective. Everybody said we would not deal with the social security
problem, but we dealt with it.
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Mr. FELDSTEIN. In 1983.

Representative HAMiLTON. Look what we did on the tax increase.
We increased taxes in an election year.

So what I am telling you is that my preception of what is hap-
pening here in the Congress is very different from the perception
of the administration.

I think there is a willingness to deal with it, even in a tough
year.

Mr. FeLpsteIN. Well, I hope so, and actually I believe so, and I
believe these negotiations can work. I think we are making it as
clear as we can that everything is on the table. Everything is nego-
tiable, and we expect that the results of these negotiations will in-
clude additional tax revenue.

A major part of that $100-plus billion will have to be additional
tax revenue. It does not mean increasing marginal tax rates, but by
closing tax loopholes we can get a substantial amount of additional
revenue.

We expect that the defense requests will have to be part of the
negotiation. We expect that cuts in domestic spending will be part.

So I think that you are right. I think there is a widespread feel-
ing in the Congress and in the administration that something has
to be done, and I think if we can make serious progress—I would
like to see more than $100 billion in these negotiations—if we can
make serious progress now and make it clear that we all under-
stand that this is a downpayment, that more has to be done in
1985, than I think that will do a great deal to build up confidence
in the financial markets among business investors.

Representative HamiLTON. Thank you, Mr. Chairman. My time
has expired.

Senator JEPSEN. Senator Abdnor.

Senator ABDNOR. Thank you, Mr. Chairman. -

"I just want to say that during my days in the House there is no
one I respected any more than the Congressman who just spoke. I
know he is very, very sincere in what he says, and I think all of us
are when we talk about the subject of deficits.

But still I can see the concern on the part of one side or another
taking the leadership in these cuts because of the potential danger
in the political area.

You mentioned a minute ago social security. Last week I made a
tirade on what happened in social security. I recall when it was
brought up by the President, we all wished on my side of the aisle
he could have taken that back because it was going to cost us seats.

I believe if he comes forth with a comprehensive reform of enti-
tlements we will have to listen to the same rhetoric we heard on
social security. We all say he has got to cut entitlements because
that is one of the major areas of Government, along with defense,
if we are to make real progress on the deficit. Hopefully, interest
rates will come down if we lower spending.

Yet who is going to be the first one to suggest what entitlements
we are going to cut? Maybe what it takes is the leadership of the
Democrats and the Republicans in both Houses and the chairman
and the ranking member of both the Finance Committee and the
Ways and Means Committee to come to some consensus on this
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issue so the markets can see we are really sincere. I am talking
about a real reduction in the deficit and not just rhetoric.

I do not think anyone is against cutting the deficit, but we better
put our cards on the table and forget the politics. It is not hard if
we really want to cut the deficit. The leadership of our parties can
get together if they are really sincere.

I think we have got to show a little accountability. I think the
time has arrived for us to take some real steps to reduce the defi-
cit.

I guess I voted for the budget concept at the time, but it really
has not worked out that well. There was a time when we allowed
the President the power of impoundment. We had it from the day
Government started clear up into the 1970’s. But we took that
away, and maybe we would be better off if we had let him have
that power. :

Let me ask you, how do you respond to giving the President tem-
porary impoundment authority as a measure to control Federal
spending?

If this Congress will not cut it, maybe he will. I have never heard
anyone say President Reagan did not have the fortitude to stand
up and make the difficult decisions. I think he has made an awful-
ly lot of difficult decisions that many people would not have made
if they were President.

Do ?you think it is a good idea to give him the power of impound-
ment?

Mr. FeLDsTEIN. I think it could be helpful. I think the proposal
that Senator Armstrong made that almost passed last time would
"~ be a way of helping the President control the composition and the
amount of the budget.

Senator ABDNOR. Do you think it would work if we gave him a
percentage of impoundment authority based on a percentage of the
total‘7 spending, and if so, where would you set at—5, 10, or 20 per-
cent’

Mr. FELDSTEIN. I would not want to put a number on it, but I
think that is one way in which we could get some further reduction
in the areas that are subject to individual appropriations.

That might be the kind of thing that these negotiations, when
they get underway, could consider, to have a certain percentage of
impoundment or decision authority available for the President to
come down from whatever levels are enacted.

Senator ABpDNOR. Well, in a sense, we would have some authority
up here because we would be sending the appropriations levels
from the Congress, and if we do not want to cut them, then maybe
we could let him have the authority.

What would be the adverse effect, do you think, of granting im-
poundment?

Mr. FELDSTEIN. Since I am in favor of it, I am not sure I can be a
very good witness in telling you what the adverse effects are.

Senator ABDNOR. Now the discussion focuses on the line item
veto. I am not wild about that. I think over the years that im-
poundment worked pretty well. :

We want the power, but none of us seems to want to move. We
can do anything we want to with that budget. We cannot just
blame the people on the Hill or the President for spending too
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much money. We can change it. Let us come up with some sugges-
tions.

It takes suggestions from both sides, from both Houses, and I
think from the rhetoric I heard—and I think a lot of it is sincere—
the time has arrived to quit making talk. Let us come up with
- some ideas.

Thank you.

Senator JEPSEN. Congressman Scheuer.

Representative ScHEUER. Thank you, Mr. Chairman.

Mr. Feldstein, I want to say before I start how much I have ad-
mired your conduct of recent months while you have come under a
barrage of criticism for not adhering to somebody else’s standards
of political “playing the ball.” You have been an economist; you
have done honor to your profession; you have sustained the integri-
ty of your profession; and you have played a very noble and admi-
rable role.

I do not happen to share all of your views on economics. We
come from somewhat different portions of the economic spectrum,
but that is totally beside the point.

The point is that you are a professional, and you have stuck to
your guns, and you have given the President and the country and
the Congress your best advice, and you called your shots as you
have seen them, and you haven’t caviled to any particular political
dogma.

Mr. FELpsTEIN. Thank you.

Representative SCHEUER. And as a guy whose first job in the Fed-
eral Government back in the early 1940’s was as a junior economist
at the level of P-1, which was $2,000 a year, well overpaid I might
say, as a junior economist with the north and west coast sections of
the Pan American Branch of the Board of Economic Warfare, so I
think I can qualify at least as sort of a people’s economist.

I am proud—deeply proud of your conduct, and if there was a
solid and unbroken row of empty chairs on the other side of the
aisle here in the first half hour of your testimony, I am a little be-
mused at what kind of a signal we were supposed to receive.

But in my opinion, every one of those empty chairs, if they be-
spoke some kind of organized signal, was an additional badge of
honor for you.

Representative LUNGREN. Would the gentleman yield?

We had a Republican conference that was scheduled at the same
time, and we tried to get over here as soon as possible, and I hope
you would not read anything more into it than that.

Representative HoLt. And we had Secretary Weinberger before
the Armed Services Committee, and I tried to make an appearance
there.

Senator ABDNOR. And I was talking to Mr. Ruckleshaus. We
think your acid rain up in your part of the country is quite a con-
cern. [Laughter.]

Representative HoLt. We, too, commend the gentleman who has
appealx)*ed here today. I think he is doing a very fine and outstand-
ing job.

Senator JEpsEN. Well, I hope now we can get on with the com-
mittee meeting. [Laughter.]
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Representative SCHEUER. If I misinterpreted or possibly misinter-
preted those empty chairs, I will make a personal apology to my
colleagues.

Representative HoLt. We will accept it.

Representative SCHEUER. My words of commendation and admi-
ration for this fellow and the noble way in which this gentleman
has withstood political pressures over many, many months remain
in place.

And having said all that then, Mr. Feldstein, reading the two
budgets for 1983 and 1984—excuse me—1984 and 1985, in your
1984 budget there were words that it must be bipartisan; overcom-
ing the deficits and putting the Government’s house in order will
require the best efforts of all of us. It must be fair, must be pru-
dent, must be realistic.

Now, getting to 1985 we seem to find almost exactly the same
rhetoric. The budget must be bipartisan; overcoming the deficits
and putting the Government’s house in order will require every-
body’s best efforts. It must be fair, must be prudent. It must be re-
alistic. Exactly the same rhetoric.

But last year, Mr. Feldstein, the administration presented a
budget which included a spending freeze, defense cuts, a tax in-
crease, and this year none of those were included.

It is hard for me to understand how this budget which they
claim is fair, bipartisan, prudent, and realistic, which contains
none of these specific, solid, thoughtful measures that you and
others apparently crafted last year, how that can be considered as
real.

Do you believe that budget is fair, bipartisan, prudent, and real-
istic, and do you think particularly it is prudent when you have
taken us by the hand up to 1989 and shown us that we are going to
be facing a $261 billion deficit without an iota of a sense of pro-
gram or mission as to how we are going to reduce those deficits to
manage more proportions?

I must say I am simply tilling over the ground a little bit that
Congressman Hamilton plowed a little more skillfully.

Mr. FELDSTEIN. Let me give a very brief answer. I think that the
budget is only a starting point. I think it is inadequate to do the
full job.

I think that is why, after seeing the problems we had last year,
the President decided that the best thing to do was to indicate a
goal—$100 billion—indicate a philosophy. Everything is negotiable.
Indicate a timetable as fast as possible, the next month or 6 weeks,
and call upon the Democrats and Republicans, Congress, and the
Senate, to come up, sit down and work something out, and I think
that can do the job.

I think if that does not happen we are failing this country.

Representative ScCHEUER. Thank you, Mr. Chairman.

Senator JEpseN. Congressman Lungren.

Representative LUNGREN. Thank you, Mr. Chairman.

Judging from the comments you heard today, I think-you noticed
how nonpolitical this year has already begun, and if you want to
see how nonpolitical it is, I ought to send over to you the document
that has emerged in the Foreign Affairs Committee in the House
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on Lebanon, which unfortunately has a tremendous political side to
it.

Mr. Feldstein, I am sure you do not mind if some of us happen to
disagree with you. We respect your position as an economist, and
so forth, but I am one of those—maybe the only one here—who is
not happy that “everything is on the table.”

Every year, everything is on the table, and the only thing I know
that comes off the table that has really resulted in some decision is
that taxes go up.

Last year, we were told that we were going to strike this great
deal with the Congress, we will have $98 billion in tax increases
and have a 3-for-1 spending cut.

We got the $98 billion tax increases. Depending on whose analy-
sis you use, we either got in spending cuts or we got 57 cents in
spending cuts, or some people even suggest we got an increase in
spending for every dollar increase in taxes, and I know that you
want to be open and you want to be forthcoming and you want to
compromise, but I am just afraid this compromise thing goes one
way.

Is there any concern on your part on the size of the taxes as a
percentage of the GNP, or is that something we no longer consider
important?

I know from the most microeconomic analysis you can get, talk-
ing to people, they happen to think that they are taxed at very
high rates, and when I look at figures, they are taxed at very high
rates.

And if our answer to everything is, we will put everything on the
table, but inevitably it is going to include tax increase, when we
are just whomping people right now with a tax increase of social
security, what are we to say to them? Just wait until next year, we
are going to increase taxes? If we do not do it this year?

Is there a concern you have as a percentage of the gross national
product that is taken in taxes?

Mr. FeLDsTEIN. Yes, there is. I am concerned about that, and I do
think that obviously can get to a point where it can do a great deal
of harm to the economy.

Of course, it depends on what kind of taxes we have. Some taxes
do more harm than others, and think in the last few years we have
been making changes wh1ch reduce the adverse effects on the econ-
omy of raising the taxes we do raise on things.

Changes in the tax treatment of two-earner families reduces the
burden of collecting the taxes we collect. More favorable tax treat-
ment of savings meet with the same total revenue and there is less
adverse effect.

Representative LUNGREN. I agree with you on that.

On the other side, we have social security taxes going up on
those same people.

Mr. FELDSTEIN. Yes, but of course, particularly in the lower end
of the income distribution, the social security taxes that are paid
are returned ultimately more or less dollar for dollar.

Representative LUNGREN. Is there any percentage of GNP that
we ought to be concerned about being taken in taxes?

Mr. FELDSTEIN. Yes. But I do not know what it is, and I know
that if we can not get our spending down in the years ahead—we



139

are projecting now roughly 23 percent of GNP for spending, and we
are projecting about 19% percent GNP for taxes, and I know those
two numbers should be brought together, and it is more important
that they be brought together that we eliminate the deficit than a
specific level of taxation.

Representative LUNGREN. If we were to take the political dimen-
sion out of it; that is, if we were to come up with a budget that you
could enact because we had a parliamentary system and you rec-
ommended it to the President and he accepted it and then we
would pass it, would you go for spending cuts or tax increases?

Mr. FeLpsTEIN. Well, I do not think that that is a very realistic
question. I think that the fact that we assume as we go into these
negotiations—and the only way we are going to make the kind of
progress that has to be made now is to accept tax revenue in-
creases—well, the tax revenue increases do not mean a higher tax
rate. It certainly does not mean higher tax rates across the board
for everybody.

The President makes a very sharp distinction between raising
people’s marginal tax rates and reducing the tax loopholes.

Representative LUNGREN. I understand that. But when you tell
me everything is on the table, I take you at your word, and that
means everything is on the table. '

Mr. FeLDSTEIN. Everything is on the table, and yet the general
guideline, as the President indicated in the state of the Union ad-
dress, is a desire to deal with the less contentious issues.

As Senator Dole and Congressman Rostenkowski have said, I be-
lieve, on television yesterday, without having to raise taxes across
the board, simply by closing loopholes, we could easily find half or
more of the $100 billion we have set as a goal for these negotia-
tions.

Representative LUNGREN. Does that include postponing or elimi-
nating the indexing?

Mr. FeLpsTEIN. I know the President feels very strongly about in-
dexing. He certainly does not feel it is what we would call one of
the less contentious items.

Representative LUNGREN. I hope we take that off the table,
frankly, because that hits the low and middle income people. It
does not hit the high income person at all.

Mr. FeLDSTEIN. Personally, I think it would be a bad thing to
eliminate indexing or to postpone indexing. I think that is one of
the major accomplishments of tax reform over the last few years.

But the statement that everything is on the table does not mean
we are going to do everything. It means we are prepared to talk
about everything, explain our reasons about everything, but to be
very clear, the administration’s expectations are that if there is
$100 billion or more of deficit reduction over the next 3 years that
is going to include a significant amount of tax revenue—not higher
marginal tax rates necessarily but higher revenue, as well as cut-
ting defense spending from what we would otherwise want to have.

Representative LUNGREN. Thank you. -

Representative WYLIE [presiding]. Thank you very much, Con-
gressman Lungren.

The chairman asked me to express his regret that he had a con-
flict. He is going to a meeting with the President.
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Mr. FELDSTEIN. The kind of conflict that takes priority.

Representative WYLIE. This meeting is important, not that that
is more important, but there is a conflict in that regard.

In reference to the statement early this morning, we all have
conflicts this morning, unfortunately, and I left the meeting to
come here.

I happen to think you are right about the deficits and the need
to do whatever is necessary to bring them down. But we are glad to
have you here.

- . Senator Proxmire.

Senator Proxmire. Thank you, Congressman. .

Mr. Feldstein, I want to join both my colleagues, Congressman
Scheuer and Congressman Hamilton. There is no question you
have done yourself proud—your profession proud, and the country
is proud of you and Mr. Poole and Mr. Niskanen, that you have
done a remarkable job in the most painful and difficult circum-
stances, and you are going to return to Harvard in a few months
with your head high. I am sure it will be a lot easier up there deal-
ing with President Bok than dealing with President Reagan.

But I also want to endorse the statement by Representative
Hamilton which is absolutely right on target. We do need, regard-
less of what happened last year—the President just has to come
back and propose-a program that he supports, even though it is an
election year. I know it is hard to do. .

I proposed—of course, I am just one, a minority Senator—but I
proposed a program that would cut spending by $100 billion by
1988 and raise the revenues by $100 billion in 1988, and other
Members of Congress have done the same.

But the President really has to take the initiative before we get
anything done in this town, and you know it. So I would hope the
President does not just say everything is on the table and we are
going to negotiate if we can get together.

So it seems to me it is——

Mr. FELDSTEIN. I must say, I hope that it will not be used as an
excuse that will lead to a breakdown in these negotiations because
I think the President did put forward a long.list of spending cuts,
tax increases last year, and nothing happened.

I think it really is important that people get together and agree
to do the negotiation and we do produce deficit cuts out of the list
you and Senator Dole and Chairman Rostenkowski have had and
out of the things that were in the House and the Senate reconcilia-
tion bills last year. I think we can pull the $100 billion or signifi-
cantly more for the next 3 years.

Senator ProxMIRE. But the budget is really the document that he
sends to us, and he tells us this is what he wants. He has got some
changes in the budget that would help a little bit to reduce the def-
icit over what it would be if he did not make the recommendation,
but they really are minor. That is what we have to go on, and I
would hope that he would reconsider and do more than just say we
have to have a meeting, everything is on the table.

And Secretary Regan comes before us, and I asked him about
cutting military spending, and he said, well, no, he is against that.

I asked him about taxes other than a few minor changes in the
Tax Code. No, that is something else.
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Mr. FeLDSTEIN. I cannot believe Secretary Regan said that. He
and I appeared together yesterday before a large press conference.
We briefed a number of different groups yesterday together, and on
every occasion he repeated the President’s words that everything is
negotiable, that we understand that that involves going below the
budget authority requests for defense as well as nondefense pro-
grams.

Senator ProxMIRE. What I really want to get at in my question,
although I really do not have much time, and I will come back in a
second round, is the utter absolute unrealism of the projections
that you make and the administration makes.

In 1981, the Office of Management and Budget estimated the def-
icit would be $29 billion, and in 1982 it was $109 billion. In 1982,
they estimated $92 billion, and it turned out to be $195 billion. And
I predict for this $180 billion budget it is going to be exceeded by
much deficit; it is going to be exceeded by a much bigger figure,
perhaps as much as $250 billion or $300 biliion.

And, the reason for that is because you, as a fine economist—I
cannot understand how you can argue that we should take the
steps you propose we take, and I favor those steps. I favor reducing
Federal spending, and I favor increasing Federal revenues. But you
and I—you know far better than I do, from your many years, that
that does not stimulate the economy.

If you are going to do that, if you are going to get off this terrific
deficit that we have at the present time, there is going to be a
period of pain. You are going to have to pay for it. If we take more
out of the economy than we put into the economy, we will slow it
down.

Mr. FELDSTEIN. It depends on the timing. I think if there were a
substantial reduction in the deficit, passed tomorrow to take effect
in 1984, it would do just what you said.

The President’s proposals are to enact measures now which will
bring down the deficit in future years. This will reduce the demand
that comes from Government spending, but that will be replaced
because we will have lower interest rates. There will be more in-
vestment demand. We will have a dollar that is more competitive,
and that will mean our exports will be higher and our imports will
be lower.

Senator PrRoxMIRE. Well, that is all a happy scenario.

Mr. FELDSTEIN. Well, it is not at all an unrealistic scenario.

Senator PROXMIRE. It is not at all realistic when you have got
$196 billion deficit and you have got to come down from that and
you have a $1.4 trillion national debt you have got to pay interest
on.

If we do have the kind of resurgency you are hoping for and we
also have the kind of anti-inflation monetary policy that you are
arguing, it is going to be very, very hard for us to have anything
like the 4-percent goals that you are projecting.

After all, as you point out in your report here, the growth of
1974-81 was 2.7 percent, far, far, far less.

Mr. FELDSTEIN. But the 4 percent we are projecting—4.3 percent
for the 7 years, beginning with the recovery out to the end of the
1989 period, is three-tenths of a percent more per year than the av-
erage of the first 7 years of postwar recoveries.

34-871 0 - 84 - 10
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I do not think that what we are projecting is going to happen
unless we make the kinds of changes in the budget deficits that are
important, but if that happens we can have a period of reasonably
strong economic growth up to the end of this decade.

Senator ProxMIRE. Well, my time is up, but you have got to be a
real magician if you want to come up.with a program utterly re-
versing any kind of Keynesian logic and any other kind of program
to cut spending and increase revenues and then have a better
growth than we have in the past. It does not make any sense.

Mr. FeLpstEIN. If you think about what is current——

Senator ProxMiIRe. I am for it, but it does not make any sense as
far as the kind of growth you are expecting.

Mr. FELDSTEIN. I think you are not optimistic enough about the
American economy. I think the lower level of the dollar that re-
sults will give us a stronger export performance.

We may have $100 billion this year of trade deficits. We should
not have $100 billion of trade deficits. That is reducing demand by
almost 3 percent. :

We have interest rates that are higher than they should be. We
think that investment this year is going to be far below what it has
been historically. If we did not have the deficits, if we did not have
Government spending and the private consumer spending crowding
out these other activities, they could come in and take its place.

Senator PROXMIRE. My time is up.

Representative WyLIE. We will give you a chance to expand on
that a little more later on. I want to get into that a little, too.

Congresswoman Snowe.

Representative SNowE. Thank you, Congressman.

Mr. Feldstein, I certainly appreciate the contributions that you
have made thus far, and I think that everybody understands it is
going to require a mutual effort between the administration and
the Congress to reduce these deficits over the next few years, and
we would be kidding ourselves if we thought otherwise.

And so I think the situation is right on target as for a commis-
sion between the administration and the Congress to come up and
suggest a deficit reduction. That is the only way it is going to
happen, and I think everybody understands that. .

Can you tell me, in your opinion, if this collective group between
the administration and Congress were to come up with $100 billion
over the next several years, would that be sufficient to stave off
any threat to the present recovery?

Mr. FELDSTEIN. If it is seen clearly as a down payment, if it is
part of an understanding that we are going to come back in 1985
and do more, yes, I think that would do well.

Representative SNOowE. But clearly we need to do more than just
take the bottom line——

Mr. FELDSTEIN. Yes. If we finish with that and we say we are all
done, I think that will do more damage.

Representative SNOwWE. So in your opinion, it is sort of a bottom
line, the $100 billion?

Mr. FELDSTEIN. I am not sure what “bottom line” means. It is a
starting point.

Representative SNOWE. A starting point?

Mr. FELDSTEIN. A starting point and not a bottom line.
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Representative SNowe. Well, let us say at the very least.

Mr. FELDSTEIN. At the very least.

_Representative SNowk. I know there was some disagreement in
the administration recently when you were developing your report
about the effect of the deficit on high interest rates and trade defi-
cits.

Did you accommodate the difference of opinion in your report?

Mr. FeLpsTEIN. I think you will find that the statements in the
report this year are very similar to the statements in the report
last year.

Representative SNowE. So no major changes?

Mr. FeLpsTEIN. We always discuss the report with all the agen-
cies as we go along, but basically the report represents our views.

Representative SNowE. In your statement, you suggest that the
administration’s economic assumptions for 1985 and beyond must
be interpreted with care because they are conceptually different
from the type the private economists use.

Is this an unusual departure for this administration or from any
other previous administration?

Mr. FELDSTEIN. No. I think it has always been true that adminis-
trations make projections based upon the kinds of policies that
they expect to be adopted in the future.

The difference this year—the thing that may make our forecast
this year a little more unusual is that those future policies are not
the ones that are specified in this year’s budget.

But what we are counting on to make this kind of low interest
rate, low inflation, solid growth projections possible are actions
that go beyond the budget and give us the results of current negoti-
ations and further legislation in 1985.

Representative SNowE. And, finally, there have been some sub-
stantial improvements in corporate cash flows as well as capital
inflow from abroad.

Would this substantially reduce the danger of crowding out be-
tween private and Federal borrowing? .

Mr. FELDSTEIN. Yes, it does, in the sense that in 1984 roughly
half of all net investment in the United States is going to be fi-
nanced by capital inflow. We' will have a capital inflow that will be
more than 2 percent of GNP, and we will have net investment
which will probably be about 4 percent of GNP this year.

If we did not have that capital inflow, we would have even
higher interest rates and more crowding out.

Representative SNowe. How long can we continue to rely on that
benefit?

Mr. FELDSTEIN. Not indefinitely. No question about it. Well, it
could go on. We do not know. We really do not know how long the
world is going to be prepared to continue to accept more U.S. secu-
ritiels as part of their government portfolios; 1984-85 seems very
likely.

We think that the trade deficit in 1985, unless there is a very
dramatic fall in the exchange rate, the foreign trade deficit will
again be large and therefore there will be a significant capital
inflow. That is why if we make progress now, if we start getting
the deficit down and start following it up in 1985 so the Govern.
ment’s borrowing in 1986 and beyond is much smaller, then as the
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inflow of capital from the rest of the world shrinks we will not
have the Government absorbing so much and therefore investing
can go forward here.

Representative SNowE. Thank you.

Representative WyLIE. Thank you. Congresswoman Snowe.

Representative Obey.

Representative OBey. Thank you, Congressman.

Mr. Feldstein, I would like to express my personal admiration for
you as well, but I must admit I am frankly flabbergasted by a
number of statements that I have read in the papers the last 2
days, by some statements I read in the budget and by some state-
ments that you have made. They are accurate, but I am nonethe-
less flabbergasted by them.

You just indicated in your response to one of the last questions
that the future policies that are needed are not those reflected in
the budget.

Now, I am relatively new to this committee. I look at the con-
gressional world pretty much from the perspective of the Budget
Committee, where I spent 6 years before I moved to this committee,
and I just have to say that when I hear statements like that I
almost have to assume that the budget was put together by Jimmy
Breslin rather than a serious economist—a lot of blue smoke and
mirrors.

What bothers me is that what you are apparently saying in your
statement is that there is legislative action to reduce future budget
deficits sharply, as we have assumed, then the administration’s
projected performance of the economy provides a plausible picture
of our economic future.

What that really says—if you are going to invert it—is that, how-
ever we follow the recommendations, or at least a number of the
policies in the budget, that we would face a plausible picture of the
economic future. _

You say, again in your statement, that your economic assump-
tions for 1985 through 1989 are based on the premise that legisla-
tive action will reduce budget deficits sharply in the years ahead.
But the budget does not do that.

And I recognize that you now say that we are going to have this
;narvelous conference on the consideration of down payment ef-
orts.

But I think it has been generally reported in this town that that
was a last-minute addition to the administration proposal, and I
just have to say if I were a member of the Budget Committee, 1
would be even more worried than I am now as a member of the
Joint Economic Committee because the fact is—well, I should not
say that, but it seems to me that if the administration were really
serious in trying to elicit compromise from all sides, that offer and
that suggestion would have been made not in a nationally televised
state of the Union speech just before the beginning of February but
in November, back when you were urging that it be done.

I know I am talking to the wrong guy, but the fact is that if that
conference takes any amount of time at all, it very much assures
that a budget—if a budget is adopted by Congress, it assures that
budget’s timetable is going to slip.
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Even if you assume the normal timetable for the budget resolu-
tion, the Appropriations Committee, on which I also serve, would
have under that timetable only 30 legislative days to pass the 13
appropriation bills implementing that recommendation.

So while I am willing to nominate you as permanent head of the
“National Optimist Club” for some of the hopes you have expressed
here today, I really think that if the administration is serious
about this, it came to that seriousness very late in the game, and it
creates a very tough question for us in actually meeting the dead-
lines that are needed, given the time that is taken out of the sched-
ule this year for both national political conventions.

And I wish I had heard—and I do not blame you for it because I
know you are not the only architect—but I wish I had heard from
the administration that at least the budget document which is sup-
posed to define the policy baselines of the administration for the
country, I wish that document had reflected what it really wanted
Congress to do rather than having Secretary of the Treasury Regan
being interviewed by Daniel Schorr on Saturday and describing the
ll:udget submitted by the administration as essentially a baseline

udget. :

I mean, I have never seen a document that is being run away
from by so many people who put it together in my life.

Mr. FELDSTEIN. Let me just say the budget calls for about $3,000
billion of spending over the next 3 fiscal years. The administration
proposes about $60 billion of spending reductions and additional
tax revenues over those same years, and we are saying, in addition
to that, more has to be done.

We recognize that since the Democrats control the House, it has
to be done in a way that is acceptable, not just to the Republicans
but to the Democrats as well.

I do not think that it is irresponsible to put forward a budget
that lays out most of what has to be done. It says a $100 billion
decision still has to be made. We propose roughly how to deal with
two-thirds of that and call upon key Members of both parties to sit
down and talk about what can be agreed upon in this political cli-
mate.

I do not think that is an unreasonable thing, although, frankly, I
think it would be better if, last year, the budget that the President
had submitted had been enacted. But we got no progress on that.

Representative Oey. Well, if I can respond, it seems to me it
would have been much more responsible to call for that summit
meeting at the end of the last session of Congress so that the rec-
ommendations of that summit meeting could have been included in
your own budget.

Otherwise, we are playing a lot of games here and taking a lot of
time that the economy may not have.

Representative WyLie. Thank you very much, Congressman
Obey.

Congressman Hawkins.

Representative HawkiNs. Just a brief comment. May I join in
- the commendations of Mr. Feldstein and his colleagues.

I will just make a brief statement as to the process that we seem
to be using in order to achieve national objectives. I do not know
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what these new ideas are that we are going to negotiate the re-
sponsibilities around here and deal with a budget.

I would assume the President has submitted what he considers
an honest budget. I would be amazed, however, that if we passed it
in both Houses and sent it down to the President, would he sign it?
He probably would disown it. That, to me, is a great abdication of
responsibility.

If the President wishes to submit a spending program, a revenue
program, why not include it in the budget? That is his budget, and
it just seems to me that in saying we submit a budget and then we
are going to rely on some extracurricular group to fix it up is
really another indication of lack of responsibility.

In trying to read through the report—which I only received this
morning—] was surprised that the actual law itself is not ad-
dressed till we get to the last full page of the report. There it says
that it deals with the fundamental question, and I think the essen-
tial part of what we have got to do, if we intend to do something as
a nation, to achieve our objectives, including the reduction of the
deficit.

" On page 202 of the report, it says the Balanced Growth Act—sets
out the goals of reducing unemployment to 4 percent and inflation
~to 3 percent by 1983, a date which already has passed.

In other words, the administration already has had 3 years to try
to at least move in the direction of those goals.

In contrast, it has moved to the worst and the longest recession
since the Great Depression. So that has been in the opposite direc-
tion. So we will forgive you that. We will overlook that. We will
give you another 4% or 5 years to do it again.

And yet in the projections are assumptions, not stating them as
goals, but merely guessing as to what is going to take place in the
next 5 years. '

You say, well, if we cannot move even to those goals within that
5-year period, then we are going to leave unemployment at abnor-
mally, unbearably high rates as late as 1989, which is a direct vio-
lation of law. And it just seems to me that what we are doing, we
are overlooking what the law compels and trying to serve what the
law does not mandate, and that is dealing with our economic prob-
lems strictly in terms of reducing the deficit.

So the budget which is produced by the administration does not
deal with what should be spent but what should be cut. So every
emphasis is put on what can we cut.

Now, that is a violation of the budget process because the budget
is a blueprint for what we must spend on what we consider to be
national priorities and submit the basis on which we raise the
money to meet that. But that is completely ignored.

The law is completely ignored, and now the President proposes to
have a constitutional amendment to achieve what he wants to
achieve anyway, and that is to reduce the budget regardless of any-
thing else and to reduce it only by budget cuts.

Now, that again is a phony issue because he does not indicate
what should be cut. If you are going to shift that responsibility to
somebody else, who wants to negotiate that in a bipartisan
manner?
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So that again is a violation of law which has created the Council
of Economic Advisers, created this committee to deal with these
problems. And yet we are not doing it, we are shirking it.

Cut what? The President proposes to cut the little WIC program
because it deals with pregnant mothers. So we are going to cut the
medicaid because it deals with poor people. He is going to cut
AFDC, cut off 500 new mothers off AFDC. That is what we are
going to cut.

And then to offset that we are going to give a bonanza tax cut to
a few wealthy people. And so that is contained in the budget.

Mr. FeLpsTEIN. I think you must be reading a different budget,
sir.

Representative HaAwkins. Well, you must be misinformed on the
very report which you have given to us this morning.

b 1(\1/Ir. FELDSTEIN. Ther= is no proposal to cut anyone’s taxes in this
udget.

Representative HAwkINS. We have in 1981 based the cuts on bo-
nanza gifts to a few people.

Mr. FeLpsTeIN. That is not true. You know that. It has been an
across-the-board cut. The tax rate cuts were proportional for every-
one.

Representative Hawkins. Yes, about $6,000 to the average indi-
vidual who makes in excess of $80,000 and less than $1,000 to those
Zlvho make less than $15,000. That is what it does, and you know it

oes.

I am a little surprised, after all the commendations we have been
giving to you, Mr. Feldstein, that you would refute the very tax
cuts which were made in 1981 and which were deliberately adver-
tised as cuts that were going to give the money to those at the
higher level and the corporate entities on the basis they were going
to produce the jobs.

Mr. FELDSTEIN. The cuts——

Representative HAWKINS. May I just complete my statement?

So I think what we have here is a blueprint of priorities which
are turned upside down. The main emphasis is on the growing Fed-
eral deficit, without any thought of what you cut, that we have
turned them upside down, and therefore what we are doing in this
report, if we follow this report—and Heavens knows, we will not do
it—but if we were to do it, it would simply mean that we would be
taking away from this country the productive capacity, putting
plants and our numerous resources busy again to produce the very
revenues that could reach the budget deficit that all of us say
should be reduced.

What are we going to do? Are we going to turn it upside down
and say we are going to have recessions, we are going to have tax
giveaways, and we are going to have accelerating defense expendi-
turgs, and then turn around and say we have got to reduce the def-
icit?

Representative WyLIE. The time of the gentleman has expired.

Representative HaAwkins. Under this policy we just cannot do it.

Representative WyLIE. Thank you very much.

Mr. FELDSTEIN. I would add to that, but I think the gentleman
has been reading a different budget, different press releases than I
have.
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But it does point up the problem that we have as Members of
Congress, and I think I would like to address this question to Mr.
Niskanen.

Everyone in Congress likes to talk about fiscal responsibility, but
then we have trouble carrying out our own budget resolutions. De-
spite the common perception that Government spends too much,
Congress is under intense pressure from special-interest groups at
all times, and we are all trying to protect our turf, legitimately in
most cases I would say, so it is extremely hard to bring the Federal
budget under control.

Now, obviously there are going to be a lot of political posturings
during this election year on the budget problem. If you could find a
way—and I am not sure we can—to effect a quick fix on the budget
policy, will that solve the problem or do we need some basic institu-
tional reform?

And I think your answer is going to be the latter, and if so, what
form would that take?

Mr. NiskaANEN. The President, as you know, Congressman Wylie,
has endorsed a proposed amendment that would require a planned
balanced budget and would limit the rate of increase of tax reve-
nues and spending. That is the measure that I have helped formu-
late and very long supported it.

The President has also recently revived the proposal for the line
item veto. In that particular case, Congress itself has recognized
the importance of the item veto, granting such authority to the
Governors of Alaska and Hawaii before they became States, grant-
ing that same authority to the Governor of Puerto Rico, to the
trust territories, and the Mayor of the District of Columbia.

Congress has recognized the importance of that for the whole
budgeting process on every institution except the Federal Govern-
ment. On the question of the item veto, I think we should be realis-
tic about its consequences. It should be recognized as primarily a
device to discipline the large number of rather special interest pro-
grams that are in the budget.

We should not expect that it will be a sufficient instrument to
control the budget totally. All of us, I think, can probably operate
better if we operate in the context of some shared rules about what
kind of budget outcomes we want, and I think that Congress itself
would find itself relieved—the individual Congressmen and Con-
gresswomen would find themselves relieved—to have the excuse of
saying, well, we are operating under a constitutional amendment
that limits our authority to run indefinite deficits and to increase
taxes relative to our national income.

I sincerely hope—and the President has endorsed—that Congress
is prepared to readdress the balanced budget spending limit
amendment this year and to address seriously the proposal for an
item veto.

Representative WYLIE. So you are in favor of a balanced budget,
a constitutional amendment then? -

Mr. NiskANEN. Yes; very much so. But I think it is important to
puglthat in the context of a general limit on spending and taxes as
well.
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Most States, as you know, have the requirement for a balanced
budget in their operating budget. That by itself is not sufficient to
discipline total spending, which may just increase taxes.

I think that the combined amendment—an amendment that
combines both the requirement for a planned balanced budget and
a limit on spending and revenue growth—can be very helpful to
disciplining this process. I think both elements of that are impor-
tant.

Representative WyLiE. Thank you.

Mr. Feldstein, we are all aware that high interest rates contrib-
ute to budget deficits by raising the cost of servicing the national
debt. However, I am not aware that CEA, the Federal Reserve, or
anyone else has provided conclusive evidence that budget deficits
are the primary cause of real or nominal interest rates. .

Would you say that most economic research supports the idea
that .‘}mge budget deficits do have a dominant effect on interest
rates?

Mr. FeLpsTEIN. I would say so, although I would have to admit
we are really dealing now with a set of projected budget deficits
which are much larger than anything we have ever experienced
before, so that it really is not possible to confirm—the way that
you can confirm other things in economics—this impact.

Yet, I think it is very clear that with budget deficits absorbing
such a large fraction of available net savings something has to be
done to shrink the demand for funds by private borrowers for in-
vestment in housing and investment in plants and equipment, and
that has to be the cost of funds that is bringing it down and also
attracting funds from other parts of the world.

So I think it is clear that the only response that the system can
have to a sharp reduction in available net savings can be a higher
cost of capital relative to demand, higher real interest rates.

Representative WyLIE. You spoke of interest and budget deficits
relative to the rest of the world. Each year our budget deficit adds
to our national debt and each rise in the national debt increases
the interest obligation of the U.S. Government.

In general terms, who owns the national debt of the United
States? Is it the Americans? And how much of it goes to—or is obli-
gated to foreign countries or foreign institutions? How much of it is
owned by people abroad?

Mr. FELDSTEIN. The vast majority of it is owned by Americans.

Representative WyLIE. And I guess my concern here is that our
future generations will be called upon to pay taxes to pay interest
to int‘;arnational institutions abroad? Is that something to worry
about?

Mr. FELDSTEIN. That is something that is of major concern. The
size of this figure.

Foreign and international investors at the end of the year held
about 16 percent of all of the privately held debt of the U.S. Gov-
ernment, or about $161 billion out of $983 billion in September
1983, which is the most recent figure we have.
~ But at the same time, because of these very large trade deficits
and current account deficits, we are borrowing from abroad, not
just publicly but also privately, and drawing down our assets, so
that sometime in the next few years we will cease to be a net credi-
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tor nation. We will have foreigners having done more investing in
the United States and lending to the United States as a whole,
public and private, then we as a country have done to the rest of
the world.

That means that future generations will—instead as now being
able to draw future dividends from other countries, will be paying
net interest and dividends to the rest of the world to make up for
the borrowing they are doing now.

Representative WyLie. That is another point I want to make.
Would you explain in as succinct a way as you can:

On the one hand we have a budget deficit which is very large
and which is of very much concern to this member, and I have in-
troduced a resolution calling for a bipartisan commission like the
Social Security Commission to try to come to grips with it, and that
is really the only way we are going to do it.

And yet on the other hand, we have economic forecasts which
are very rosy here this morning.

Is there an inconsistency there?

Mr. FELDSTEIN. Remember what we said about those forecasts.
We only expect them to prevail if we get substantial cuts in the
deficit and sound monetary policy. That is cuts as a result of these
negotiations and cuts that go beyond.

If we do not get that, I certainly would not try to defend these
forecasts. And these are forecasts of economic performance in
terms of inflation and interest rates, very similar to the experience
of the 1950’s and 1960’s in terms of real growth, and slightly better
but not dramatically different from the real growth in the first 7
years of past recoveries from business cycle downturns.

ng}resentative WyLIE. Would you care to comment on that, Mr.
Poole?

Mr. Pootk. I think it might be helpful to start with a brief analo-
gy. Suppose we were driving in a car down the highway at 55 miles
an hour and we see a sign that says there is a reduced speed limit
zone ahead.

Now, if the person that is next to me says you are not really
going 55, you are going 52, we are not going to spend our time ar-
guing about whether we are going 55 or 52 because the speedome-
ter is wrong.

Economists naturally and always have different estimates of the
magnitude of effects. Those different estimates very often mean
little for their views on a policy recommendation they would favor.

So of course, I do not agree with Martin Feldstein or Bill Nis-
kanen to the second decimal point on every estimate. We have dif-
ferent views about the magnitude of the effects, but we have
common views on the appropriate policies to be followed.

Representative WyLIE. Thank you.

Representative Scheuer.

Representative ScHEUER. Still, I think we have a right to ask you
some questions about the underlying intellectual underpinnings of
some of these budgetary assumptions. They look glaringly unbeliev-
able and not worthy of acceptance by people with commonsense,
and we are unhappy about that because we believe all of you—the
three of you—are people with eminent credibility and eminent
common sense, and we are uncomfortable.
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Maybe we have missed something in this budget, and what I
would like to ask Mr. Feldstein is, is there anything in this budget
that has escaped us that if we knew about it, if it were brought to
our attention in very simple, understandable ways, would convince
us that this budget was credible and that our fears about inflation
galloping off the chart and budget deficits galloping up to $261 bil-
lion was something that we should not be concerned about?

Let me just question a couple of them and then see if you can
assuage my fears.

You talk about a growth rate of 3.8 percent or higher for the
foreseeable future, which is something we have achieved in less
than half of the last four decades.

You have talked about 7 consecutive years of robust growth,
about twice as long as the usual 39-month or 40-month postwar re-
covery period.

You have talked about a 50-percent decline in interest rates
when the usual pattern is for interest rates to rise as the recovery
matures or at least more or less stays stable.

We have never in our history, as I understand it, had a recovery
rate accompanied by anything approaching the type of drop in in-
terest rates that you have reflected on that chart that you project-
ed from 8.6 percent last year to 5 percent in 1989.

In your 1982 budget, Mr. Feldstein, you projected a budget sur-
plus of $28 billion for 1986, and in your new budget $177 billion
deficit for 1986. Yet both the 1982 and the 1985 budgets say that
interest rates will be 8.5 percent this year and 7.7 percent next
year.

Now, is it not a little difficult for us to accept the theory that
moving from a $28 billion surplus to a $177 billion deficit would in-
fluence interest rates at all? Are we to believe that a swing of $205
billion in the deficit rate simply will not affect interest rates?

Maybe I should just sum it up by asking: If you were an investor
and you were looking at this year’s budget, would you assume that
inflation is under control for this country, and would you thereby
accept a lesser interest rate for your investment, or would you feel,
well, maybe Mr. Feldstein’s hard-earned investments deserved a
little higher return, considering all these nebulous prospects, and
maybe would you demand a somewhat higher interest rate on your
investment?

If there is something that has escaped us on this——

Mr. FELDSTEIN. I think there is. Let me tell you. The mystery is
if all we get is what is in this budget we are not going to have that
decline in interest rates. We are not going to have that growth, we
are not likely to have the kind of inflation performance we would
like.

And what we are saying is that we want to go beyond what is
called for in this budget, that negotiations should supersede the fig-
ures in this budget and they should be followed by further legisla-
tive action in 1985 so that the deficit in 1987 will not be $170 bil-
lion but substantially less. If the deficits are not significantly below
$100 billion in 1988 and if that is clearly within the law that is
passed in 1985, then I do not think we can have the kind of interest
rates that we talk about here.
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But if, as I said in my statement and indicated before, if we get
the kind of legislative action in 1984 and 1985 that puts those defi-
cits on a sharply declining path, then I think that what we are pro-
jecting for real growth and for interest rates is quite in line with
recent experience.

Representative SCHEUER. But where is the legislative program to
achieve this?

Mr. FELDSTEIN. What we are counting on is that these negotia-
tions provide at least $100 billion of reduction in deficits over the
next 3 fiscal years. I would like to see it do more than that.

Representative ScHEUER. Mr. Feldstein, my time is up, and I
admire you enormously, that is perfectly clear, but I wish you
would carry the message to Garcia that in 1980 the American
people did not elect a nonpartisan commission to run this country.

Mr. FELDSTEIN. This President proposed last year——

Representative ScHEUER. I do not recall a Republican candidate
for President in 1980 telling us that when the tough decisions came
down the pike that we were going to have a nonpartisan commis-
sion appointed to put together a program for the Congress.

Presidential leadership is a central core of Presidential Govern-
ment, and it seems to me that has eluded this administration and
you undoubtedly get a sense of great frustration from this side of
the aisle. We are not trying to duck our responsibility, but it is dif-
ficult for Congress to put together a budget.

It is not a constitutional requirement that has been made upon
us; that is an executive branch requirement, a Presidential burden.

Nobody forces the President to run for office because he had a
pistol placed against his heart. He wanted to be President, and he
wanted to exert Presidential leadership. We are waiting for it, and
when we get that kind of a program, then is the time for the Presi-
dent to say to us, all right, now act like grownup men and women
and do your job for the American people and do what this country
urgently needs doing in 1984.

Nobody has said it better than you. Our country cannot afford to
function—and parliamentary governments all over the world are
wary as to whether our democracy can survive when 1 year out of
4 we simply put our decisionmaking capability into a deep freeze
and just sort of muddle through for a year.

We cannot do that. We need Presidential leadership. Then it is
up to Congress to make good, and then it is the obligation of the
congressional leadership and each and every one of us 435 men to
put the national good above partisan considerations, and I think we
are ready to do that, and I think that the sense out there in the
country is that we need that kind of Presidential leadership and we
need that kind of courage on the part of every single Member of
Congress.

But absent the leadership, we are not going to get it, and I do not
think we should waste 1984, and I do not think you think we
should waste 1984 either.

Mr. FeLpsTEIN. I did not think we should waste 1983. I think the
problem was that in 1983 we had Presidential leadership, we had a
budget proposed that was very explicit. We had a budget that
would have cut the deficit to 1.6 percent of GNP by 1988, and we
got no action at all. We got a complete stalemate.
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And so what we do is we go back and say, well, what has worked.
In 1981, right after the election, it was possible to pull the Congress
together. The President had a mandate, people felt they had to do
the kinds of things he felt he had to do.

Maybe that is going to be possible again in 1985. But what has
worked after 1981? The best example is the Social Security Com-
mission. There was not a more explosive problem politically than
social security, and yet by bringing the key people together we
were able to get a proposal that the President, the Democratic
leadership, Congress could sign on to and could get enacted and
could do the job.

' What we tried last year, an explicit budget, did not work. Qur
hope is that this will work this year.

Representative ScHEUER. Thank you, Congressman.

I would ask unanimous consent that individual members be able
to ask questions in writing.

Representative WyLie. Without objection, so ordered.

Well, I guess you have kind of summed it up there, and I agree
with your statement, Mr. Feldstein. Maybe we will have to find out
who this fellow Garcia is. [Laughter.]

Senator Abdnor. :

Senator ABDNOR. Thank you.

I do want to come at this from a different direction. But I have
just got to say you mentioned 1983 you mentioned social security,
and you mentioned the pride we have all taken in that accomplish-
ment.

How well I remember 1982 and that vicious ad that was run all
over the country. It said “Sorry, Mrs. Olson, I have to tell you that
we have got to cut your social security check because this adminis-
tration apparently has either given a big writeoff to oil people or
the big corporations.” And then we came back after election and
did exactly what the President said must be done. What if we could
propose something for Medicare we would not be facing the same
thing?

Going back to days of one of my campaigns for the State senate,
I remember a little old lady that said to me at the door, “Senator
Abdnor, is it true if Senator Goldwater gets elected President he is
going to stop social security?”

In that campaign there was an ad with a check being ripped up.
Such tactics had an effect on that election too. That is the kind of
thing I think we all remember when we think about proposing the
solutions to the deficit problem.

But let us get off of that. I want to ask you, what are forecasts
for the economic condition of “Small Town USA” and “Main
Street” in 1984 and beyond? Are rural areas going to join in the
recovery this time around?

In my part of the country there has been a recession since 1980,
not 1981, like the rest of the country. I am concerned about this
because North Dakota, South Dakota, and Iowa were among just
five States where personal income after inflation declined during
the third quarter of 1983. Let us quit the politics and talk about
the future of small towns, and I happen to have a lot of them.
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Mr. FeLpstEIN. This is a recovery that will help the economy
generally. I think that agricultural prices are likely to be higher
this year.

Senator ABDNOR. You really do? You are the first guy that told
me that. I am delighted to hear that.

Mr. FeLpsteIN. I thought about you, in fact, when I saw the story
in the paper yesterday that said that agricultural prices—prices
that farmers get for raw products rose 2.1 percent in January from
December and were 12 percent higher than in January of 1983.

Senator ABDNOR. But they took a big fall in the third quarter.

Mr. FeLpsTEIN. They did.

Senator ABDNOR. I am glad they came up a little.

Mr. FeLpsTEIN. Up 3.7 percent in December and 2.1 percent more
in January. So nearly 6 percent in just those 2 months.

Senator ABDNOR. Well, considering the big boo-boo we made in
the Department of Agriculture on the estimates of the carryover of
grain, that is encouraging to hear.

I saw in your economic report that you put in a whole chapter on
agriculture. In fact, I commend you for it.

But most of that was dealing more with Federal programs and
the benefits to farmers. I do not think you touched on the benefits
of the family farm to our Nation as a whole.

You know, you could have talked about agriculture from a social
point of view. You can talk about agriculture from a labor point of
view. And one point of view about agriculture you did not mention
is the break it gives the consumers of this country. I do not think
that was touched on, was it?

Mr. FeLpsTeIN. We did point out how dramatically prices had
fallen, and how with about 3.1 percent of the labor force in agricul-
ture we are feeding the American public at relatively low cost and
exporting almost a quarter of all of the agricultural output of the
country.

Senator ABpNoR. We all agree, I hope, in this group that 230 mil-
lion Americans enjoy the greatest variety and the best quality of
food anywhere in the world for less money than anywhere in the
world, and I just did not feel that came across strong enough.

I know no one is fed like the people in this country are fed for
the price.

Let us talk about the marketplaces. In your report you say the
farm programs and the price food costs should be more market-ori-
ented. What are you speaking of there? Oriented to the domestic
market or the foreign market?

Mr. FerpsteiN. No. I think what we were talking about, as devel-
oped in the chapter, is the contrast between the way the United
States treated agriculture and the way in which the European
Community has.

I think the fact that to support farmers incomes, we use deficien-
cy payments rather than artificially keeping prices high for certain
products. This is a plus in our system relative to the European
system because it gives the consumers the benefit of the lower agri-
cultural prices.

Senator ABDNOR. Well, thank you. I am not going to pursue this.
There are a lot of of other members that want to ask questions.
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But I just want to commend you. At least we have come a long
way when we have a chapter on agriculture, and I tell you, that is
a big start.

Representative WyLie. All right. I have a feeling you had some-
thing to do with that. Thank you very much, Senator Abdnor.

Senator Proxmire.

Senator PRoxMIRE. Mr. Feldstein, one of the good things about
your statement, which is an unusual statement, is that you point
out that the consensus economists disagree with your estimates in
the outyears of what is going to happen to unemployment, interest
rates, and so forth.

You are very frank and honest about that, and you do seem to
have a pretty rosy picture of 1989, 5.7 percent unemployment rate,
inflation at 3.5 percent, 91-day Treasury bill 5 percent, mortgage
interest 7 percent. ,

Those are the assumptions on which the budget is put together,
and you say that the difference between your position and that of
the consensus economists is that they do not believe we are going
to take these steps to cut spending and so forth and bring the
budget into control.

Now, the reason why they do not believe it I think is not because
they do not like the President—they love him—financial econo-
mists, by and large, at least—but I think that they wonder where
we can make the cuts.

Now not in the military apparently. We have a President that is
very firm on that. And not in the big entitlement programs. You
made one of the clearest and most persuasive statements—I have
never seen anybody rebut it—that the entitlement program, the
big entitlement programs, social security, is in balance, in fact in
surplus, over the next several years.

It is true we can make some changes in medicare, and you agree
to that, and so do I. But that is about the only area.

The nonentitlement programs have been cut and cut, and it is
hard to find—you look at childhood nutrition, look at food stamps,
and so forth, and I do not think any realistic person, even if they
are opposed to the programs, expect we are going to reduce those.

So it seems to me that you can talk about how we can negotiate
spending reductions. It is hard to see them, and the President
seems to have ruled out any really significant increases in taxes.

I think that he and Secretary Regan suggested some increases
that would be $10, $15, $20 maybe, $30 billion, but nothing like
what we need.

Mr. FELDSTEIN. In the current negotiations they have ruled out
any major tax increase, although made it every clear taxes would
be a significant part of the package, I think more than the number
you talk about.

In fact, the budget proposal is $33 billion in additional tax reve-
nue over the next 3 years.

Senator ProxmIRe. Well, that is in the budget. But beyond that.

Mr. FELDSTEIN. The notion is we would go beyond the budget as
far as these negotiations.

Senator ProxMIRE. Now, you have a very interesting statement—
it is dynamite. Let me read it. You say, “As a result of the univer-
sal extension of eligibility for Individual Retirement Accounts and
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the increased limits on IRA and Keogh accounts, the income tax
system has been virtually transformed into a consumption tax for
the majority of Americans.” '

I think that is a remarkable observation. What you are saying,
as I understand it, is the savings would not be taxed and therefore
the income tax that they pay is paid on what they do not save,
which is their expenditure for consumption; is that right?

Mr. FeLpsTEIN. That is exactly right.

Senator PROXMIRE. So we have converted the productive Federal
income tax into a sales tax, in effect?

Mr. FELDsTEIN. Well, no. I would say consumed income tax.

Senator ProxMiIRre. All right, a consumed income tax.

Mr. FeLpsTeEIN. Not for everybody obviously, but more for the
majority of Americans.

Senator ProxMIRE. Well, now, where to we go from here? A
value-added tax?

Mr. FeLDsTEIN. I do not know.

Senator PrOXMIRE. See, we would like to know. Nobody can tell
us as well as you can tell us.

Mr. FeLpstEIN. It is going to be a hard year of study for the
Treasury. They have said in testimony in the past that they are
looking at everything from flatter, broader based income taxes to
consumed income taxes to value-added taxes to try to figure out
how each of those work in practice and what the transition rules
would be like, and they are indeed hard at work on that now.

Representative WyLIE. If the gentleman would yield, you men-
tioned a value-added tax. What is your feeling about that?

Senator ProxMmIRE. My feeling?

Representative WyLIE. No; Mr. Feldstein’s.

Senator ProxMIRE. I am against it. It is horrible. It is about as
regressive as you can get.

Furthermore, the worst thing about the value-added tax—I do
want you to answer it, but just let me tell you my view—the worst
thing about the value-added tax is it is hidden, and therefore there
is not basis for the taxpayer protesting what happens to their
taxes. They do not really know they pay it.

Mr. FeLDsTEIN. I do not know whether that is really true. In my
experience, living in England where they have a value-added tax,
the public was very conscious when the budget brought out a 1-
cent-on-the-pound increase in the value-added tax. I think people
are conscious.

Senator ProxMIRE. The individual person does not see it when he
is paying it.

Mr. FELDSTEIN. He does not see it every day when he pays it. He
sees it when the Government changes the tax rate.

Senator ProxMIRE. Now, if your estimates are not right and if
the consensus is correct and if in 1989 we have not the 5-percent
Treasury bill rate or the 7-percent mortgage rate but about 4 per-
cent above that, say 9 percent, that makes a difference of $72 bil-
lion a year in interest on the national debt.

Mr. FeELpsTEIN. That is correct.

Senator PROXMIRE. So a lot hinges on what I think is an extraor-
dinarily rosy estimate of interest rates coming down at a time
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when we have recovery, unemployment is falling. It is sort of like
rain going up instead of coming down.

Mr. FeLpsTEIN. No. It is hard to look ahead; it is easy to look

back. If you look back into the 1950’s and the 1960’s, you see an
economy operating with roughly the kinds of numbers we are talk-
ing about, an economy of what you are doing the first 7 years of
recovery. Real GNP rose at an annual rate of 4 percent, an econo-
my in which the average inflation rate is 2.5 percent, an economy
in which the real interest rate is 1.5 percent for Treasury bills.
. What we are talking about in 1989 is not at all out of line with
the kind of experience the United States had in the 1950°’s and
1960’s. It is just that we are not going to get back there unless we
continue to have a sound monetary policy and unless we also bring
down the budget deficit.

Senator PROXMIRE. My time is up.

Representative WyLIE. Thank you very much.

Congressman Obey?

Representative OBey. Thank you, Congressman.

Sir, let me just put it this way, do you believe that the Federal
budget should be balanced in all the years under all circumstances
with the exception, say, of a national security emergency?

Mr. FELDSTEIN. No, I do not.

Representative OBEY. In your statement, you say:

If economic activity exceeds our projections in some future year, the resulting
budget deficit in that year will be smaller than we forecast; conversely, if the econo-
my is weaker than we project in some future year, that year’s deficit will be larger.

Such cyclical fluctuations in the deficit along the path toward budget balance are
not inappropriate.

How can you say that and yet support the suggestion that future
Presidents ought to be bound in almost all circumstances?

Mr. FELDSTEIN. My colleague may be able to clarify it, but my
understanding of the balanced budget amendment is that if there
were cyclical fluctuations in the economic activity that cause a rise
or shortfall in revenue, they would not be in violation of the rules
of the balanced budget amendment.

Representative OBEY. So you would say, then, what you ought to
do is require a budget which is in balance at full employment?

Mr. FELDSTEIN. We do not spend all of our time equally divided
above and below full employment. If I had my choice, I would like
to be balanced on average.

If we spend most of our time either at full employment or below,
that means when you actually get up to full employment you ought
to be running a surplus.

Representative OBEY. That does not respond precisely—that does
not correspond to the answer you gave just a moment ago.

Are you saying you want a constitutional amendment that allows
the Keynesian ebb and flow of the economy to continue to occur?

Mr. FELpsTEIN. What I would like to see is a balanced budget
amendment in which cyclical fluctuations cause ups and downs in
tax revenue, which move us sometimes into surplus and sometimes
into deficits. On balance over the years I would like to see the defi-
cit not grow—the debt not grow.

34-871 0 - 84 - 11
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Representative OBey. The problem in past policy is we have
always been able to prime the pump, but when we have full em-
ployment we do not pump it back in the bank.

Mr. FeLpsTEIN. There is nothing in the balanced budget amend-
ment that would prevent running a surplus at full employment.

Representative OBey. Would it require that it be in balance in all
the years when it was at full employment—in balance or better?
Would it allow you—let me put it another way—would it allow you
to be out the balance as you are moving in that cycle to full em-
ployment?

Mr. FeLpsTEIN. When we are below full employment—is that
what you are saying? I believe it would.

Representative OBey. Well, then let me ask you this: if that is
the case, then why could you not resubmit your budget for this
year indicating what budget levels you would like to see, assuming
the economy were at full employment?

Mr. FELDSTEIN. I do not think it would do any good. We submit-
ted that budget last year.

Representative OBEY. No; you did not submit a balanced budget
with full employment last year.

Mr. FELDSTEIN. We submitted a budget that would have got the
deficits down.

Representative OBEY. You did not submit a budget that was in a
balance with full employment last year.

Mr. FeELDSTEIN. That is correct. .

Representative OBEY. The reason I ask is that a number of us on
both sides of the Hill are introducing a resolution today. We have
two senses of the Congress resolutions, one on Lebanon and the
second on the balanced budget.

We will be asking the administration to resubmit its budget in a
form which would be in balance, at least with the economy at full
employment.

I would like to ask you another thing. You mentioned the budget
process. This has nothing to do at all with what we are talking
about. You indicated you felt the budget process has some funda-
mental problems. I do, too. I think it is virtually a dead letter.

What I would ask you to do is to have the administration take a
look at the budget process reform proposals that people as diverse
as myself and Congressman Gingrich from Georgia have introduced
which would in essence eliminate the promissory note budget reso-
lution which we provide and simply require that the Congress deal
with the entire budget in one bill, all spending, all revenues in the
same package, just as most legislatures do.

It seems to me, on a procedural note, that might be a whole lot
better than this folderol that we call the budget process.

I thank you, Congressman.

Ol}%epresentative WyLie. Thank you very much, Congressman
ey. _

Congressman Hawkins.

Representative Hawkins. Just one question.

If I may return, Mr. Feldstein, to the unemployment problem.

In your projection of long-range economic assumptions for 1986,
you project the unemployment rate for the fourth quarter to be 7.2
percent, which obviously means much larger for the total year.
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Since that is all the rest of 1984 and includes all of 1985 and virtu-
ally all of 1986, that is 3 years yet to go.

That adds up roughly to—and I hope you will agree with this—
over 8 million unemployed persons, not counting the discouraged,
not counting those who may work part time. So we are really talk-
ing about in excess of 10 million Americans who would be unem-
ployed during a 3-year period between now and the fourth quarter
of 1986.

May I ask you, what in the budget itself or the economic report
addresses this problem?

Some of us have areas and districts that are now much above the
average—national average in unemployment—and if you were to
try to explain that to those individuals, let us say, in an area such
as mine where the unemployment rate is almost 20 percent—to
those individuals that they must wait until 1986 before something
is done for them, if the unemployment rate is projected as this
report does, just how would you explain it?

What specific programs are included in this budget that ad-
dressed that problem? _

Mr. FELDSTEIN. Remember when I came here last year we dis-
cussed all this. It was a time when our most recent unemployment
rate was 10.7 percent.

Clearly, then, as I think now, bringing down the unemployment
has to be very high on the list of economic responsibilities. I think
we are all gratified to have seen the unemployment rate drop by
21, percent since then.

I said this then. The most important thing in terms of bringing
down unemployment is solid economic growth. More Government
programs aimed at unemployment is not the answer. The best pro-
gram for dealing with unemployment is strong economic perform-
ance.

We can have the kind of growth we are projecting if we can
follow the kinds of sound, monetary, fiscal policies that give us
noninflationary expansion over these next few years. Then we can
continue to make progress in bringing down inflation.

Of course, none of those who are unemployed now are likely to
remain unemployed despite the high levels of unemployment.
 There is a continuing turnover, as you know, and as we discussed
at great length in the chapter on unemployment in last year’s
report.

Representative HAwkins. You think that answer will satisfy an
individual who has been unemployed 15 or 20 weeks already and
who has family obligations to meet?

The reduction in the unemployment training programs, the fund-
ing of those programs, by almost 60 percent the last 2 years is in
the direct opposite direction of trying to explain to the individual
that that individual must wait another 2 years, let us say.

We are pleased we have reduced it as much as we have. We com-
mend you on that reduction, but it is a reduction from a very high
level. But that does not reach this individual. This is at 7.2 percent,
which I selected. It is much higher than what it was at the begin-
ning of this administration.
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So can we say we have had recovery or we have anything to offer
to that individual that we will not get back to where the rate was
in the beginning of this administration?

Mr. FeLDSTEIN. Of course, there are things that the Government
continues to do for those who are unemployed: The job training
partnership program. Although it spends less dollars, I think it
spends the dollars more effectively.

That is what all the labor market experts that I have talked to
say.

The unemployment insurance benefits still provide up to 55
weeks of unemployment insurance. We have made proposals for
improving the operation of the unemployment benefits, and the
President proposed last year that individuals might be allowed to
use their extended unemployment benefits, FSC benefits, as a
voucher to support on-the-job training, a voucher to allow them to
compete more effectively for employment. Congress did not seem to
want to deal with that. :

The administration proposed a small reduction in the minimum
wage for students during the summer months so they might get
some useful experience, and a track record, and a recommendation
that would hold them in good stead later on. Congress did not seem
to want to deal with that.

I think there are things that we can do to strengthen employ-
ment in addition to the recovery, but most important is not to risk
this recovery by an excessive runup of inflation of the sort that got
us into so much trouble at the end of the 1970’s and we are still
suffering from.

Representative HAWKINS. Do you think the inflation is due to the
large number of unemployed people—that unemployment is the
cause of inflation?

Mr. FELDSTEIN. No; I think that policies—particularly the mone-
tary policies that are well-intended but badly designed to bring
down unemployment—often have been the cause of it.

I think people trying to do their best to bring down unemploy-
ment have advocated excessive monetary growth, and that in turn
produced inflation and created the kind of aftermath from which
we are still suffering. .

Representative HAwkins. Do you not think we should fight infla-
tion directly and not by use of trading jobs off? .

Mr. FevpsteEIN. I think, fortunately, we are beyond that now. We
have got to a point where the inflation rate has been brought down
and can stay down.

Representative HAWKINS. Are we going to help inflation by
asking those individuals I referred to to wait 3 years in order to
help inflation? That seems to be the essence of what you are
saying.

Mr. FELDSTEIN. No, not at all.

Representative HAwkINSs. I hope not.

Mr. FeELpsTEIN. I am saying we can continue to have low infla-
tion and shrinking unemployment, but if we try too hard, if we try
to force unemployment down by rapid expansion of money we
would end up with more unemployment after a short period of
time.
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Representative Hawkins. That is a good argument why we
should reduce the defense expenditures, is it not?

Mr. FELDSTEIN. You will have to explain that one to me.

Representative HAwkins. Thank you very much.

Representative WyLIE. We will let you explain it for the record.
Go ahead. '

Representative HAwkiIns. I thought the witness was in the proc-
ess of answering the question.

Mr. FeLpsTeIN. I have nothing further to say.

Representative HAwkins. I am through, also. Thank you.

Representative WyiLie. What is your opinion, Mr. Feldstein,
about the value-added tax?

Mr. FeLpsTEIN. I think there are pluses and minuses. I am frank-
ly afraid if I start expounding on it, it will be interpreted more as
administration position than my own personal views.

Since at this point the administration has not made any specific
recommendation on the tax implications area, I should probably
keep my views to myself.

Representative WyLIE. All right, thank you. I will respect that.

I have one final question which I would like each member of the
panel to comment on, if you please.

The last year has seen a strong rebound in productivity; that is,
output per man-hours worked. Also, productivity declined less
during the recession than past experience would lead us to expect.

Aside from the cyclical components, the apparent improvement
in trend productivity growth seems to be closely correlated with
the income-tax-rate cuts.

To what extent are improved productivity prospects a result of
the tax-rate cuts, and would you not agree that higher taxes might
jeopardize the improving productivity trend and hence the prospect
for a complete recovery.

Mr. Feldstein.

Mr. FELpsTEIN. I do not think we know the answer to that.

One of the areas in which the economists have done rather badly
is understanding the changes in productivity. It will be some period
of time before we see whether there is improvement in the produc-
tivity trend, whether it is really a permanent change or just some-
thing temporary.

The 1970’s were a period of very low productivity growth relative
to earlier years. That was held down by a combination of things:
low capital accumulation that has continued, and regulations. We
have not seen the imposition of new regulations the way we had in
the previous years, and I am sure that has helped productivity.

There has been a changing composition of the labor force, more
mature, more experienced workers. All of that has helped.

But I do not think we can weigh the different factors and give
relative importance to the different factors at this point.

Representative WyLie. Thank you.

Mr. Niskanen.

Mr. NiskaNEN. Thank you.

There is every reason to believe the reduction in taxes and in-
crease in business investment by channeling a higher proportion of
our Nation’s savings into business investment will ultimately add
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to productivity. I do not believe we have begun to realize much of
those effects to date.

Over the same period of time we should have increasing produc-
tivity by changing composition of the labor force, much lower pro-
portion being new to the labor force or intermittently in the labor
force. That will help. , '

I think, as my colleagues, the disciplining of regulations can be
important. At the same time, I think we as economists should all
acknowledge the precise complication of the contribution to produc-
tivity growth, and even in retrospect it is not possible, in that I
think that people’s inherent convictions about what contributes to
productivity growth is likely to be almost as good a judgment as
any knowledge we can put on it.

I have also been encouraged by what seems to be a much more
prevalent willingness, both by management and labor, in the last
few years to address work rules which have significantly impeded
productivity growth in selected industries.

That may be triggered in part by the threat of their jobs and
plant closings in particular communities, but I would hope that it
reflects a more mature relationship between management and
labor, in which they both recognize their interests in working out
changes in work rules.

Representative WyLIE. Thank you.

Mr. Poole.

Mr. PooLk. It is difficult to add anything to that. I would point
out, echoing what they said, the productivity slowdown in the
1970’s is very incompletely understood.

I pulled out a table from the Economic Indicators and knocked
out updated productivity numbers, and I am struck by the revi-
sions in the recent numbers.

For example, here is a number in the third quarter. It used to be
3.1, and that is crossed out, and it says 2.3 percent.

- And so you get revisions when you are dealing with early data in
an incompletely understood area. ' :

We know that we can destroy productivity if we destroy incen-
tives for work and for productive investment. We know that.

The converse, of course, is that by creating those incentives we
ought to improve productivity. But quantifying it is very difficult.

Representative WyLIE. Thank you very much.

Thank you, Mr. Feldstein, for your patience and another out-
standing performance, and I thank Mr. Niskanen and Mr. Poole.

This has been an excellent panel, and your contributions were
most significant.

The committee stands in recess.

[Whereupon, at 12:45 p.m., the committee recessed, to reconvene
at 10 a.m., Tuesday, February 7, 1984.]
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OPENING STATEMENT OF SENATOR JEPSEN, CHAIRMAN

Senator JEPSEN. Mr. Wallis, I am pleased that you are able to
join us today to take part in this committee’s annual report hear-
ings.

Our disastrous trade performance is costing American jobs and
increasing frictions between nations. It could lead to trade war or
serious political confrontation with our allies. We hope that you
can suggest policies that would enable us to avoid either of these
calamitous outcomes.

Good international economic relations are critical to broadening
our domestic economic recovery to include our exporting industries.
As you know, despite the overall domestic economic resurgence last
year, our trade deficit rose to an unprecedented level of $65 billion.
This year, it is now projected to reach over $100 billion.

Most analysts cite three factors as principally responsible for our
poor trade performance: the international debt problem; the lag-
ging recovery abroad; and exchange rates. Key U.S. industries lost
sales this past year as less developed countries, facing enormous
debt burdens, cut back on the imports.

At the same time, slow growth in other countries further limited
foreign demand for our goods, while the domestic recovery here
stimulated imports. The skyrocketing dollar exacerbated these
problems, often simply pricing U.S. goods out of the international
market.

We look forward to hearing your recommendations for effective
bilateral policies, as well as your views on the appropriate U.S. role
in the multilateral trade and menetary institutions that govern our
international relations.

(163)
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Again, the three factors that most analysts cite as principally re-
sponsible for our poor trade performance are: the international
debt problem; the lagging recovery abroad; and the exchange rates.

I hope that you will be able to comment on those areas. I would
advise you that your prepared statement will be entered into the
record as if read and I would now ask if Congressman Scheuer has
any opening remarks?

Representative SCHEUER. No remarks, Mr. Chairman.

Senator JepseEN. OK, Mr. Wallis, you may proceed, then, in any
manner you so desire. Thank you, and welcome.

STATEMENT OF ALLEN WALLIS, UNDER SECRETARY OF STATE
: FOR ECONOMIC AFFAIRS

Mr. WaLuis. Thank you and thank you for the opening remarks
which give the setting in which we are working very admlrably for
such a concise statement.

This series of hearings on international economic policy provides

a service not only to the Congress and the public, but also to the
administration, by requiring us to focus from time to time on the
broad picture and take our eyes off the day-to-day activities.
" My task today is made easier by the testimony you have already
received from Ambassador Brock, Secretary Regan, and others in
senior economic positions in the administration. Rather ' than
review the ground that they have covered, I will restrict my com-
ments to the international aspects of the economic scene.

So with your indulgence, Mr. Chairman, I would like to preface
my remarks with a few words on the relatlonshlp between domes-
tic and international economic policy. My position as Under Secre-
tary of State for Economic Affairs gives me a unique vantage point
from which to comment on this issue.

One often hears the question—what is the administration’s inter-
national economic policy?—or from less friendly people it will be,
“The admlnlstratlon does ' not have an international economlc
policy.”

That last comment, though it is intended to be derogatory, actu-
ally embodies some good economics. What the administration has is
an economic policy, the same abroad as at home.

As I have traveled around the world, I have been struck by the
validity of old-fashioned market economics, by the importance of
keeping inflation under control, and by the stifling effects of gov-
ernments. Good economic policy is good economic policy, whether
the application is domestic or international.

What is different about “international” economic policy is not
the economics, but the politics, and the politics are more domestic
than international. Trade policy, for example, seems to be a quint-
essential example of international economic policy. But I see trade
policy more as did the 19th century humorist, Ambrose Bierce.
Bierce defined tariffs as devices “to protect the domestic producer
against the greed of consumers.”

Trade policy involves decisions about diverting the income of
some groups in a country—for example, consumers of automo-
biles—for the benefit of other groups in the same country—for ex-
ample, producers of automobiles. The policy may be carried out at
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the border by limiting access to the U.S. market, but both its bene-
ficiaries and its victims are primarily domestic and only secondari-
ly foreign.

During the 3 years of this administration, understanding has
spread internationally that economic health is, first and foremost,
the result of the economic policies followed at home. But I can tes-
tify from experience in numerous meetings at the OECD, with offi-
cials of scores of countries and at the economic summit, that there
is still a long way to go. The idea dies slowly that a new interna-
tional institution or a coordinated action program or massive trans-
fer of resources will solve the problems of growth, employment, de-
velopment or debts.

I can illustrate my point by referring to the economic summit
meetings, which bring together the leaders of the seven major in-
dustrialized countries of the free world. As the President’s personal
representative for the summit, I directed preparations for last
year’s meeting in Williamsburg, and I will represent the President
again in preparing for this year’s summit at London, which will be
the 10th such meeting.

The economic summit meetings are evolving in a more produc-
tive direction, providing more flexible and informal opportunities
for consultation and collaboration and deemphasizing formal, nego-
tiated, specific commitments. Earlier meetings focused on detailed
coordination of macroeconomic policies, reflecting a view that the
route to sustained growth lay in internationally concerted manipu-
lation of demand—so-called fine tuning. These efforts were disap-
pointing and may even have been counterproductive.

Although I will not take the time to do so now, it is instructive to
compare the policy prescriptions in the Bonn Declaration of 1978
with the annex to the Williamsburg Declaration entitled
“Strengthening Economic Cooperation for Growth and Stability.”

At Williamsburg, the leaders rejected calls for quick fixes and re-
confirmed a medium-term approach to economic policies first laid
out in the annex to the Versailles communique. They recognized
trade as the mechanism transmitting growth among countries, en-
larging markets, increasing efficiency, and spurring more growth.

Understanding that pressures for protectionism represented a se-
rious threat to a sustained and vigorous recovery, they pledged
themselves to halt protectionism and as recovery proceeds, to re-
verse it by dismantling trade barriers. ‘

A further danger dealt with at Williamsburg was the heavy
burden of debt that hung over more than a score of developing
countries. While achieving a lasting, vigorous recovery in the in-
dustrialized world was the key to a lasting solution to this problem,
the immediate serious financial problems of certain countries, nota-
bly Mexico, Brazil, and Argentina, had to be managed if the recov-
ery was to be sustained. : '

" Finally, and most important, the major message from Williams-
burg was that the steady application of anti-inflationary policies
was promoting economic recovery, and that there would be con-
tinuation of policies favorable to sustained growth.

It is now clear that the confidence projected at Williamsburg 8
months ago was not just wishful thinking. Noninflationary recov-
ery in the United States is now well established. Performance and
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prospects in other countries vary, of course, in large measure re-
flecting different degrees of success in reducing inflation. Strong
linkages to the U.S. economy have also helped. The recovery in
Canada closely mirrors that in the United States. Among other
summit countries, growth in 1983 appears to have improved sub-
stantially in Japan, Germany, and the United Kingdom. Growth in
France was weak or negative in 1983, but adjustment measures
taken in France last year ought to bear fruit in 1984,

In many ways, 1983 was a watershed for the international econo-
my. The prophets of gloom and doom were easy to find as the re-
cession hit bottom in late 1982. In fact, a quick review of the fore-
casting record is revealing. .

In July 1982, when full-year forecasts for 1983 were beginning to
be presented, the consensus was that the United States would expe-
rience a very modest recovery—2 percent full year to full year. At
that time, the outlook was generally thought to be weaker in the
United States than in Europe or Japan.

Now as the year 1983 progressed, these consensus forecasts
proved to be well removed from reality. By spring, the United
States recovery was well underway. The Japanese economy was
still weak and France was entering a recession. Germany was faced
with weak domestic demand and the U.K. recovery seemed to be
losing strength.

That shift in relative growth prospects and performance added to
the attractiveness of dollar assets.

As we now know, even the midyear forecasts failed to grasp the
full strength of the U.S. recovery. Qutput rose over 6 percent while
inflation barely exceeded 3 percent, though forecasts of inflation in
July 1982 had been 5% percent. -

Now despite the strong recovery, U.S. economic policies have
been, and they continue to be, subject to considerable foreign criti-
cism. This is natural, given our large weight in the world economy,
our traditional leadership in international economic policy, and the
natural inclination of human beings to look for scapegoats.

Opinion abroad has moved from doubts that a genuine recovery
was occurring, to concern that it would be short lived or weak, to
worry that it might be so rapid as to reignite inflation.

Recent foreign criticisms have focused on assertions that high
U.S. budget deficits are causing high real interest rates, which, in
turn, are causing the dollar to be too high and, thus, it is alleged,
hindering recovery abroad.

Secretary Regan has addressed those fallacies in detail, so I will
not repeat what he said, except to note that I agree with him.

The U.S. recovery has had far-reaching effects. As the recovery
proceeded, the strong growth in U.S. imports has provided the
major impetus to world trade. The strong dollar has substantially
improved the competitive position of our trading partners, allowing
them to take full advantage of the growth in our market, and com-
pete effectively in third country markets.

The French trade deficit, for example, was cut in half last year
primarily because of the increased competitiveness of French
goods.

The deterioration in the U.S. trade and current account balances
between 1982 and 1983 is estimated to be about $30 billion—that is,
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the deterioration was about $30 billion. That is a measure of the
powerful trade stimulus provided to other countries. The vigor of
our recovery has boosted confidence and eased concern about the
fragility of the world financial system.

Now while I am on the subject of record trade deficits—the 1984
deficit is projected to exceed substantially the record $65 billion of
1983—I want to comment on the popular notion that restricting
imports will help to reduce that deficit. If we lump goods and serv-
ices together and look at the current account balance rather than
the trade balance, we find that we are examining once again an
international manifestation of a domestic phenomenon. The cur-
rent account balance is always exactly equal to the difference be-
tween domestic savings and domestic investment. An excess of sav-
ings, as in Japan, goes with a surplus on current account. A deficit
of savings, as in the United States, goes with a deficit on current
account. Trade barriers alter the pattern of consumer spending,
but not directly the level of spending. Similarly, commercial policy
can affect the pattern of investment, but has no necessary impact
on its level since trade restrictions favor some domestic industries
at the expense of others.

Trade policy cannot, therefore, have more than a transitory in-
fluence on the size of the current account deficit.

Last week, Ambassador Brock ably reemphasized to you our dedi-
cation to the aim agreed to in Williamsburg to halt and reverse
protectionism. As he explained, we are pursuing this objective
through a number of avenues. On the bilateral front, we are work-
ing with the Japanese Government to gain better market access for
U.S. products, and, in particular, for products of high technology
and of agriculture. We have achieved some success already, notably

on trade and semiconductors and access for telecommunications
" equipment. We expect progress in other areas as well.

With the European Economic Community, our efforts to deal
with the increased use of export subsidies and market restrictions
have, as Ambassador Brock pointed out, been less successful. As
the recovery in Europe gains strength, however, we can hope for a
reduction in protectionist pressures in Europe.

Work by the Trade Ministers of the United States, Canada,
Japan, and the European Community is leading to specific steps in
the short run to reduce trade barriers. These are small steps—ac-
celeration of the tariff cuts agreed to in the Tokyo Round, for ex-
ample, and granting duty-free entry to exports from the very poor-
est countries—but they are steps in the right direction and they
are evidence that multilateral agreements to roll back protection
can become reality.

In the longer term, we are putting a good deal of emphasis on a
new round of trade negotiations as a comprehensive means to dis-
mantle trade barriers and to improve the international trading cli-
mate.

Since the inception of the GATT—the General Agreement on
Tariffs and Trade—repeated rounds of multilateral trade negotia-
tions have provided the basis for the expanded liberalization of
international trade. They have provided a framework for generat-
ing the political will to reduce barriers and they have provided also
a liberalizing direction for the management of trade policy during .
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difficult economic periods, making it easier for governments to
resist protectionist pressures. It is time to consider the preparation -
of new multilateral negotiations.

Let me single out one area of trade policy which the Department
of State considers of key importance in our foreign economic
policy—the defense and promotion of U.S. interests in agriculture.
Agricultural exports totaled $36 billion in 1982 and supported well
over 1 million jobs.

Many countries have trade barriers that shut out agricultural
products in order to protect less efficient domestic producers. In
some cases, high price supports for domestic producers result in
huge surpluses, which are then disposed of through the use, of
export subsidies. We have also been engaged.in intensive discus-
sions with the EC concerning the use of export subsidies and the
proposed changes in the common agricultural policy which would
result in further restricting access to the EC market.

Currently, we are in discussions with the Japanese to expand
access to their market for products such as beef and citrus. The ex-
pansion of imports into Japan would benefit not only the U.S. ex-
porters, but also Japanese consumers. :

We are also participating in discussions in the GATT on ways to
improve the effectiveness of international rules governing the con-
duct of agricultural trade. The major thrust of these efforts has
been to restrict the use of export subsidies. We believe that im-
proved international discipline is needed so that U.S. farmers can
benefit from their great efficiency and spread those benefits to con-
sumers everywhere.

. The State Department works closely with the U.S. trade repre-
sentative and with the U.S. Department of Agriculture in efforts to
reduce barriers to agricultural trade.

Now, Mr. Chairman, I would like to examine with you an excep-
tion that proves the rule. I said earlier that good economic policy
was not a question of international or domestic application. But
there are cases which require us to pursue ‘“bad” economic policy
because of overriding foreign policy and security concerns. Trade
with the Soviet Union and its allies is such an exception.

In looking at East-West trade and how it relates to our security,
there are a number of distinctive features that we have to recog-
nize. First, this is an area of economic activity where some Govern-
ment intervention is necessary. The asymmetry of our societies,
with many self-interested firms and individuals on our side and a
security-conscious monolith on the other, dictates a role for govern-
ment.

Second, we recognize that in many areas of East-West economic
relations, it is difficult to decide where to draw the line between
allowable and unallowable transactions and the decision often
hinges on information that is not available to the public.

The third and most important feature of our East-West economic
policy is our strong belief that the best approach to East-West eco-
nomic relations is one that we can implement in conjunction with
our allies and partners. After all, if we deny a sale to the Soviets
and the Soviets can easily purchase an equivalent item somewhere
else, not much is gained, and something may even be lost by our
action. That was illustrated by the 1980 grain embargo in which
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the Soviets were able with only a very little inconvenience and a
little additional expense, to replace the grain that we denied them.

Because we believe strongly that a collective approach is most ef-
fective in enhancing western security, we have worked very hard
during the last 2 years with our allies and partners to enhance our
common understanding of the interrelationship between economics
and security and to develop a basic framework for the conduct of
East-West economic relations.

The results achieved thus far are encouraging. The hopes of
President Reagan and Secretary Shultz in undertaking a little over
a year ago a series of studies on East-West economic relations have
been borne out amply by the positive and constructive spirit in
which they were conducted and by the results that have been
achieved.

In fact, the policy conclusion based on those studies made it un-
necessary for the summit leaders to spend much time at Williams-
burg on that subject, though at Ottawa, in 1981, and at Versailles
in 1982, it had generated a good deal of controversy.

The Williamsburg Declaration said:

East-West economic relations should be compatible with our security interests.
We take note with approval of the work of the multilateral organizations which
have in recent months analyzed and drawn conclusions regarding the key aspects of
East-West economic relations. We encourage continuing work by these organiza-
tions, as appropriate.

Let me just remind you of some of the major points on which the
leaders based that statement.

First, they recognized that the Soviets use some forms of trade to
enhance their military capabilities and that, as a result, we must
be vigilant to ensure that economic relations are consistent with
our common security interests. While some forms of trade conduct-
ed on commercially sound terms can benefit both sides, we must
insist on a balance of advantages and avoid preferential treatment
of the Soviets.

Second, in regard to energy, the United States and its partners
recognize that natural gas, with its relatively inflexible supply
system, poses particular security problems. We have agreed that in
meeting future gas needs, we will take concrete steps to insure that
no one producer is in a position to exercise monopoly power over
industrial countries.

Further, we are also acting to encourage the production of natu-
ral gas from Norwegian and North American sources, and each
nation is improving its safety net measure in order to be able to
deal with any interruptions of supply.

The United States and its partners have agreed also to conduct
regular review of each country’s energy policy, giving special atten-
tion to dependencies and alternative sources of supply. We believe
that these concrete accomplishments will enhance Western energy
security and make it more difficult for the Soviets to use their
abundant energy resources to extract political gains.

Third, we reached agreement that it is not sensible to continue
to give the Soviets the same reduction on interest rates given to
newly industrialized countries to finance their imports. Our agreed
minimum interest rates for official lending to industrial countries,
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including the Soviets, is now 12.4 percent, which is above the cur-
rent U.S. prime rate.

Also in the area of credits, we are working to improve our ability
to monitor credit flows, so that our data on foreign indebtedness
will be accurate and up to date. '

Finally, in coordinating controls over the export of strategic tech-
nology, we are united with our allies in declaring that economic re-
lations should not be permitted to contribute to Soviet military ca-
pabilities. At an April high-level meeting with our Cocom partners,
we explored ways in which the multilateral system of controls
could be strengthened. The proceedings of that meeting are confi-
dential, but I can say that the United States is well pleased with
the work on improving coordination and export licensing and in
the enforcement of controls. We are confident that the results of
the Cocom work will reduce the flow of high technology to the
East.

In conclusion, Mr. Chairman, a few general observations on the
role of the State Department in international economic issues.

As our world economy has become increasingly interdependent,
two things have happened. First, the relative share of the United
States in total world production and trade has shrunk. And second,
the importance of trade to the U.S. economy has grown. This latter
phenomenon has been translated into greater attention by the do-
mestic agencies to international issues.

In this arena, the principal concerns of the State Department are
for our foreign relations, concerns which are hard to measure in
dollars and cents are not always understood. I must confess that
my colleagues at the State Department do not always understand
my concerns about actions that they believe are valuable from a
foreign policy point of view.

So I find myself the nexus of misunderstanding. In carrying out
this role, I attend a never-ending stream of meetings. On the do-
mestic side, I represent the Secretary at the various Cabinet coun-
cils and other Cabinet-level groups, such as the Senior Interagency
Group on International Economic Policy, that formulate policy op-
tions and recommendations for the President.

On the international side, I head the delegation to a series of bi-
lateral economic consultations with the European Community,
with Japan, with New Zealand, with Korea, with India, with Paki-
stan, with the Asian countries. And then there are the internation-
al organizations, most notably, the Organization for Economic Co-
operation and Development and the Economic Summit, in which
we propound and defend our view of successful economic policy.

My colleagues in the administration could extend that list to the
IMF, the GATT, the World Bank, and other institutions which are
more directly involved in negotiating the rules and resources of the
international economic system. :

There is a lot of institutional knowledge, folklore, and even my-
thology about all of this. But the basic principle that I follow, sit-
ting where international and domestic forces merge, is the one that
I stated at the beginning of my statement—good economic policy is
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good economic policy, whether it is applied domestically or interna-
tionally.

Thank you very much.

[The prepared statement of Mr. Wallis follows:]
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PREPARED STATEMENT OF ALLEN WALLIS

MR. CHAIPMAN, IT IS A PLEASURE FOR ME TO PARTICIPATE IN
Tklé §ERIES OF HEARINGS ON INTERNATIONAL ECONOMIC POLICY. YOUR
COMMITTEE PROVIDES A SERVICE NOT ONLY TO THE CONGRESS AND THE
PUBLIC BUT ALSO TO THE ADMINISTRATION, BY REQUIRING US TO
FOCUS FROM TIME TO TIME ON THE BROADER PICTURE. MY TASK TODAY
IS MADE EASIER BY THE TESTIMONY YOU HAVE ALREADY RECEIVED FROM
AMBASSADOR BROCK, SECRETARY REGAN AND OTHERS IN SENIOR ECONOMIC
POLICY POSITIONS IN THE ADMINISTRATION. RATHER THAN REVIEW
GROUND THAT THEY HAVE COVEREb, I WILL RESTRICT MY OPENING
COMMENTS TO THE MORE PURELY INTERMATIONAL ASPECTS OF THE

ECONOMIC SCENE.

WITH YOUR INDULGENCE, MR.. CHAIRMAN, MAY I PREFACE MY
REMAPKS WITH A FEW WCRDS ON THE RELATIONSHIP BETWEEN DOMESTIC
AMD INTERNATICNAL ECOMOMIC POLICY. MY POSITION AS.UHDER
SECPETARY OF STATE FOR ECONOMIC AFFAIRS GIVES ME A UNICUE
VANTAGE POINT FPOM WHICH TO COMMENT Oﬁ THIS ISSUE. ONE COFTEN
HEAPS TEE QUESTION "WHAT IS THE ADMINISTRATION'S INTERNATIONAL
ECQXCMIC POLICY?" OR’'FROM PERHAPS LESS FRIENDLY FCLKS: "THE
ADMINISTRATION HAS NO INTERNATIONAL- ECONOMIC POLICY." THIS
SETIING DEROGATORY COMMENT HAS A LOT OF GOOD ECONOMICS EMBODIED
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AS I TRAVIL AROUND THZ WORLD (FAP MORE THAN I CARE TO), I
AM STRUCK BY THE VALIDITY OF OLD-FASHIONED MARKET ECONOMICS, BY
TEE IMPORTANCE OF KEEPING INFLATION UNDEP CONTROL, BY THE
STIFLING INFLUTNCE OF GOVERIMENT ‘RULES, REGULATIONS, AND RED
TAPE. GOOD ECONOMIC POLICY IS GOOD ECONOMIC POLICY WHETHER THE
APPLICATION IS DOMESTIC OR INTERNATIONAL. IF THE PROPOSED
BUDGET DEFICITS FOR FY 84 AND BEYOND ARE TOO LARGE (AND I AGREE
VITH THE PRESIDENT THEY ARE), THEN THEY ARE MORE HARMFUL TO US
AT HOME THAN TO CTEERS. IF SO-CALLED "LOCAL CONTENT"
REQUIREMENTS HURT JAPANESE PRODUCERS EY RESTRICTING THEIR
ABILITY TO SELL IN OUR MARKETS, THEY HURT US MORE BY LIMITING
CCNSUMER CHOICE, MAKING AUTOS MORE EXPENSIVE AND, MOST BROADLY,
ARTIFICIALLY DIVERTING LABOR AND CAPITAL INTO LESS PRODUCTIVE

USES.

IN SHORT, WHAT IS DIFFERENT ABOUT "INTERNATIONAL" ECONOMIC.
POLICY IS NOT TH'E.ECONOMICS, BUT THE_ INTRODUCTION OF DOMESTIC
AND INTERNATIONAL POLITICAL CONCERNS INTO THE MAKING OF
ECONOMIC POLICY. FOR EXAMPLE, TRADE POLICY SEEMS TO BE A
' QUINTESSENTIAL EXAMPLE OF INTERNATIONAL ECONOMIC POLICY. BUT I
SEE TFADE POLICY MORE IN THE TERMS USED BY THE 19th CENTURY
-HUMORIST‘AMBROSE BIERCE VRO DEFINES TARIFFS AS DEVICES "TO
PROTECT THE DOMESTIC PRODUCER AGAINST THE GREED OF HIS

CONSUMERS." TRADE POLICY INVOLVES DECISIONS ABOUT REDUCING THE

34-871 O - 84 - 12
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INCOME OF SCME GROUPS IN A COUNTRY (FOR EXAMPLE, CONSUMERS OF
AUTOMOBILES) IN ORDER TO RETAIN OR INCREASE THE PURCHASING
POWER OF OTHER GROUPS IN THE SAME COUNTRY (FOR EXAMPLE,
PRODUCERS OF AUTOMOBILES). THE POLICY MAY BE CARRIED OUT AT
THE BORDER BY LIMITING ACCESS TO THE U.S. MARKET, CREATING
ECONOMIC PROBLEMS FOR FOREIGN PRODUCERS AND POLITICAL PROBLEMS
FOR BOTH THE U.S. AND THE COUNTRIES OF ORIGIN OF THE INPUTS,

BUT ITS MOTIVATION 1S DOMESTIC.

DURING THE THREE YEARS OF>THIS ADMINISTRATION, WE HAVE
COME A LONG WAY IN INSTILLING TEE NOTION IN THE INTERNATIONAL
COMMUNITY THAT ECONOMIC HEALTH IS FIRST AND FOREMOST THE RESULT
OF THE ECONOMIC POLICIES FOLLOWED AT HOME. BUT I CAN TESTIFY
FROM EXPERIENCE IN NUMEROUS MEETINGS AT THE OECD, WITH
OFFICIALS OF SCORES OF COUNTRIES AND AT THE ECONOMIC SUMMIT -
WE HAVE A LONG WAY TO GO. THE IDEA DIES SLOWLY THAT A NEW
INTERNATIONAL INSTITUTION, OR A COORDINATED ACTION PROGRAM, OR
MASSIVE TRANSFER.OF RESOURCES WILL SCLVE' THE PRCBLEMS OF

GROWTH, EMPLOYMENT, DEVELOPMENT, OR DEBTS.

I MICHT USEFULLY ILLUSTRATE MY REMARKS FROM THE
PERSPECTIVE OF THE ECONOMIC SUMMIT MEETINGS, WHICH BRING
TOGETHER THE LEADERS OF THE SEVEN MAJOR INDUSTRIALIZED
COUNTRIES OF THE FREE WORLD. AS THE PRESIDENT'S PERSONAL

REPRESENTATIVE FOR THE SUMMIT, I DIRECTED PREPARATIONS FOR LAST
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YEAR'S MEETING IN WILLIAMSBURG. I WILL BE DOING THE SAME FOR
THIS YEAR'S SUMMIT IN THE UNITED KINGDOM, WHICH WILL MARK THE

TENTH YEAR OF SUCH MEETINGS.

I BELIEVE THESE ECONOMIC SUMMIT MEETINGS HAVE RECENTLY
BEEN EVOLVING IN A MORE PRODUCTIVE DIRECTION, PROVIDING A MORE
FLEXIBLE AND INFORMAL OPPORTUNITY FOR CONSULTATION AND
coLLAsdkATION, AND DE-EMPHASIZING TEE NEED FOR FORMAL,
NEGOTIATED, SPECIFIC COMMITMENTS AS AN INDEX OF SUCCESS.
EARLIER MEETINGS HAD FOCUSED ON DETAILED COORDINATION OF
MACROECONOMIC POLICIES, REFLECTING THE VIEW THAT THE ROUTE TO
SUSTAINED GROWTHE LAY IN INTERNATIONALLY COMCERTED MANIPULATION
OF DEMAND -- SO-CALLED "FINE-TUNING." THESE EFFORTS WERE NOT
ONLY DISAPPOINTING, THEY MAY HAVE CONTRIBUTED TO THE
INSTABILITY WEICH WE ONLY NOW HAVE BEGUN TO CONTROL. ALTHOUGH
I WILL NOT TAKE THE TIME TO DO SO NOW, IT IS INSTRUCTIVE TO
COMPARE THE POLICY PRESCRIPTIONS IN THE BONN DECLARATION OF
1978 WITH THE ANNEX TO THE WILLIAMSBURG DECLARATION, ENTITLED

"STRENGTHENING ECONOMIC COOPERATION FOR GROWTH AND STABILITY".

AT WILLIRMSBUPG THE LEADERS REJECTELD CALLS FOR QUICK-FIX
POLICIES INSTEAD AND RECONFIPMED A MEDIUM-~-TERM APPROACH TO
ECONOMIC POLICIES FIRST LAID OUT IN THE ANNEX TO THE VERSAILLES
COMMUNIQUE. THEY RECOGNIZéD TRADE AS THE MECHANISM

TRANSMITTING GROWTH AMONG COUNTRIES, ENLARGING MARKETS,
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INCREASING EFFICIENCY, AND SPURRING MORE GROWTH. UNDERSTANDING
TEAT PRESSURES FOR PROTECTIONISM REPRESENTED A SERIOUS THREAT
m0 A SUSTAINED AND VIGOROUS RECOVERY, THEY PLEDGED THEMSELVES
“mQ EALT PROTECTIONISM AND AS RECOVERY PROCEEDS, TO REVERSE IT
BY DISMANTLING TRADE BARRIERS." -A FURTHER DANGER DEALT WITH AT
WILLIAMSBURG WAS THE HEAVY BURDEN OF DEBT THAT HUNG OVER MORE
~HAN A SCORE OF DEVELOPING COUNTRIES. WHILE ACHIEVING A
LASTING, VIGOROUS RECOVERY IN THE INDUSTRIALIZED WORLD WAS THE
KEY TO A LASTING SOLUTION TO THIS PROSLEM, THE IMMEDIATE
SERIOUS FINANCIAL PROBLEMS OF CERTAIN COUNTRIES, NOTABLY
MEXICO, BRAZIL, AND ARGENTINA, HAD TO BE MANAGED IF TEE
RECOVERY WAS TO BE SUSTAINED. FINALLY, AND MOST IMPORTANT, THE
MAJOR MESSAGE FROM WILLIAMSBURG WAS CONFIDENCE THAT THE STEADY
APPLICATION OF ANTI-INFLATIONARY POLICIES WAS BEARING FRUIT IN
ECONOMIC RECOVERY, AND ASSURANCE THAT POLICIES WOULD CCNTINﬁE

TO PROVIDE A FAVORABLE ENVIRONMENT FOR SUSTAINED GROWTH.

IT IS NOW CQEAR THAT THE CONFIDENCE PROJECTED AT
WILLIAMSBURG, NEARLY EIGHT MONTHS AGO, WAS NOT JUST WISHFUL
THINKING. NON-INFLATIONARY RECOVEPRY IN TEE UNITED STATES 1S
NOW WELL ESTABLISHED. PERFORMANCE AND PROSPECTS IN OTHLR
COUNMTRIES VARY OF COUESE, IN LARGE MEASURE REFLECTING DIFFERENT
DEGﬁEES OF SUCCESS IN REDUCING INFLATION. STRONG LINKAGES TO
THE U.S. ECONOMY HAVE ALSO HELPED. AS THE STRENGTH OF THE

RECOVERY IN CANADA CLOSELY MIRRORS THAT IN THE UNITED STATES.
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AMCNG OTHER SUMMIT COUNTRIES, GROWTE OVER THE FOUR QUAPTERS OF
1283 APPEARS TO HAVE ALSO IMPROVED SUBSTANTIALLY FROM THE
PREVIOUS YEAR IN JAPAN, GERMANY, AND THE UNITED KINGDOM.
GROWTH IN FPRANCE WAS WEAK OR NEGATIVE IN 1983, BUT THEIR
RELAYED ADJUSTMENT MEASURES SHOULD BEAR FRUIT IN A PICKUP IN

1984.

IN MANY VAYS, 1983 WAS A WATERSHED FOR THE INTERNATIONAL
ECONOMY. TEE PROPEETS OF GLOOM AND DOOM WERE EASY TO FIND AS
THE RECESSION HIT BOTTOM IN LATE 1982. A QUICK REVIEW OF THE

FORECASTING RECORD IS, I BELIEVE, REVEALING.

IN JULY, 1982, WHEN FULL YEAR FORECASTS FOR 1983 WERE
BEGINNING TO BE PRESENTED, THE CONSENSUS WAS THAT THE U.S.
WOULD EXPERIENCE A VERY MODEST RECOVERY -- TWO PERCENT
(YR/YR). AT THAT TIME, THE U.S. OUTLOOK WAS GENERALLY THOUGHT
TO BE A LITTLE WEAKER THAN THE EXPECTED REAL GROWTH RATES IN

EUROPE OR JAPAN.

AS THE YEAR 1983 PROGRESSED, THESE CONSENSUS FORECASTS
PROVED TO BE WELL REMCVED FROM REALITY. BY EARLY SUMMER, THE
U.S. RECOVERY VAS WELL UNDERWAY. U.S. INFLATION PERFORMANCE
. CONTINUED TC IMPPESS THE MAPKETS AS FORECASTS FOR TEE YFAR HAD
SHIFTED DOWNWARD FROM 5-1/2 PERCENT IN JULY 1982 to 4 PERCENT

IN JULY 1983. THE JAPANESE ECONOMY VAS WEAK, FRANCE WAS
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ENTERING A RECESSION, GERMANY WAS FACED WITH WEAK DOMESTIC
DEMAND, AND THE U.K. RECOVERY SEEMED TO BE LOSING STRENGTH.
THIS SHIFT IN RELATIVE GROWTH PROSPECTS AND PERFORMANCE ADDED

TO THE ATTRACTIVENESS OF DOLLAR ASSETS.

AS WE NOW KNOW, EVEN THE MID-YEAR FORECASTS FAILED TO
GRASP THE STRENGTH OF THE U.S. RECOVERY. OUTPUT ROSE OVER S§IX

PERCENT WHILE INFLATION BARELY EXCEEDED 2 PERCENT.

DESPITE THE STRONG RECOVERY, U.S. ECOROMIC POLICIES, AS SO
OFTEN IN THE PAST, HAVE BEEN SdBJECT TO éONSiDERABLE FOREIGN
CRITICISM. THIS IS NATURAL, GIVEN OUR LARGE WEIGHT IN THE
WORLD ECONOMY AMD OUR TRADITIONAL LEADERSHIP POLE IN
INTERNATIONAL ECONOMIC POLICY. OPINION ABROAD HAS MOVED FROM
DOUBTS THAT A GENUINE RECOVERY WAS OCCURRING, TO CONCERN THAT
IT WOULD BE SHORT-LIVED OR WEAK, TO WORRY THAT IT MIGHT BE SO
éAPID AS TO RE-IGNITE INFLATION AND BOOST INTEPEST RATES.
RECENTLY FOREIGN CRITICISMS HAVE FOCUSED ON THE PERCEPTION THAT
HIGH U.S. REAL INTEREST RATES PESULTING FROM BUDGET DEFICITS
AND THE RESULTING STPONG DOLLAR ARE HINDERING RECOVERY ABROAD.
SECRETARY REGAN EAS ADDRESSED THE FALLACIES OF THIS LINE OF
ARGUMENT IN DETAIL - AND I WILL NOT REPEAT WHAT HE HAS SAID,

EXCEPT TO SAY TEAT I AGREE WITH HIM.
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THE U.S. RECOVERY HAS HAD FAR REACEING EFFECTS. AS THE
RECOVERY PROCEEDED, THE STRONG GROWTH IN U.S. IMPORTS HAS
PROVIDED THE MRJOR IMPETUS TO WORLD TRADE. THE STRONG DOLLAR
HZAS SUBSTANTIALLY IMPROVED THE COMPETITIVE POSITION OF OUR
TRADING PARTNERS, ALLOWING THEM TO TAKE FULL ADVANTAGE OF THE
GROWTH IN OUR MARKET, AND COMPETE EFFECTIVELY IN THIRD COUNTRY
MARKETS. (I MIGET NOTE FOR EXAMPLE THAT THE FRENCH TRADE
DEFICIT WAS CUT IN HALF LAST YEAR DUE PRIMARILY TO THE
INCREASED COMPETITIVENESS OF FRENCH GOODS.) THE ESTIMATED $30
BILLION DETERIORATION IN THE U;S. TRADE AND éURRENT ACCOUNT
BLLANCES BETWEEM 1982 AND 1983 IS A MEASURE OF THE POWERfUL
TRADE STIMULUS PROVIDED TO OTHER INDUSTRIALIZED COUNTRIES AND
TO LDés. JUST AS IMPORTANT PERHAPS MAY HAVE BEEN THE
PSYCEOLOGICAL IMPACT OF SEEING THE U.S. RECOVERY ACHIEVE THE
STRENGTH TYPICAL OF THE EARLY STAGES OF POST-WAR U.S. UPTURNS,
DESPITE RECESSION AND FINANCIAL PROBLEMS ABROAD, AND HIGH
DEFICITS AND INTEREST PATES AT HOME. THE DEMONSTRATION EFFECT
OF OUR RECOVEPY BOOSTED CONFIDENCE AND EASED CONCERN ABOUT THE

FRAGILITY OF THE WORLD FINANCIAL SYSTEM.

WHILE gN THEE SUBJECT OF THE RECORD TRADE DEFICITS - WITH
THE '84 DEFICIT PROJECTED TO EXCEED SUBSTANTIALLY THE RECORD
$65 BILLION OP 1983 - I WANT TO COMMENT ON THE POPULAR NOTION
THAT RESTRICTING IMPORTS WILL HELR REDUCE THAT DEFICIT. IF WE

LUMP GOODS AND SERVICES TOGETHER AND LOOK AT THE CURRENT
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ACCOUNT BALANCE RATHEPR THAN THE TRADE BALANCE, WE FIND THAT WE
ARE EXAMINING, ONCE AGAIN, AN INTERNATIONAL MANIFESTATION OF A
DOMESTIC PEENOMENON. THE.CURRENT ACCOUNT BALANCE IS ALWAYS
EXACTLY EQUAL TO THE DIFFERENCE BETWEEN DOMESTIC SAVINGS AND
SOMESTIC INVESTMENT. AN EXCESS OF SAVINGS (AS IN JAPAN) GOES
WITH A SURPLUS ON CURRENT ACCOUNT: A SHORTAGE OF SAVINGS (AS IN
THE U.S.) GOES WITH A DEFICIT.” TRADE BARRIERS WILL ALTER THE
PATTERN OF CONSUMER SPENDING BUT NOT, DIRECTLY, THE LEVEL OF
SPENDING. SIMILARLY, COMMERCIAL POLICY CAN AFFECT THE PATTERN
OF INVESTMENT BUT HAS NO NECESSARY IMPACT OM ITS LEVEL SINCE
TBADE RESTRICTIONS FAVOR SOME DCMESTIC INDUSERIES AT THE
EXPENSE OF OTHERS. TRADE POLICY CANNOT, THEREFORE, HAVE MORE
THAN A TRANSITORY INFLUENCE ON THE SIZE OF'T?E CURRENT ACCOUNT

DEFICIT.

LAST WEEK AMBASSADOR BROCK ABLY REEMPHASIZED TO YOU OUR
bEDICATION T0 THE AGREED AIM IN WILLIAMSBURG TO HALT AND
PEVERSE PROTECTIONISM. AS HE OUTLINED, WE ARE PUBSUING THIS
OBJECTIVE THROUGH A NUMBER OF AVENUES. ON THE BILATERAL SIDE
WE ARE WORKING WITH THE JAPANESE GOVERNMENT TO GAIN BETTER -
MAPKET ACCESS FOR U.S. PRODUCTS, IN PARTICULAR IN H}GH TECH
AREAS AND AGRICULTURE. WE HAVE ACHIEVED SOME SUCCESS, NOTABLY
&N TRADE IN SEMI-CONMDUCTORS AND ACCESS FOR TELECOMMUNICATIONS
EQUIPMENT. WE HOPE FOR AND EXPECT PRCGRESS IN OTHER AREAS AS

WELL. OUR EFFORTS TO DEAL WITH THE INCREASED USE OF EXPORT
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SUBSIDIES AND MAPKET RESTRICTION IN THE ESUPROPEAN COMMUNITY
HAVE, AS AMEASSADOR BROCX HAS POINTED OUT, BEEN LESS
SUCCESSFUL. ZOWEVEP, AS TEE PECOVERY IN EURCPE GAINS STRENGTH,
WE CAN HOPE FOR A DIMINUTION OF DOMESTIC PROTECTIONIST
PRESSURES IN TUROPE AND GREATER RECEPTIVITY ON THEIR PART TO
REACHEING AGREEMENT ON OUR OUTSTANDING PROBLEMS WITH THEIR

POLICIES.

WORK IN A SMALL GROUP OF TRADE MINISTERS FROM THE U.S.,
CANADA, JAPAN AI'D THE EUROPEAN COMMUNITY IS LEADING TO. SPECIFIC
STEPS IN TEE SHORT-TERM TO REDUCE TPADE BARRIERS. THESE ARE
SMALL STEPS =-- ACCELEPATICN OF TARIFF CUTS AGREED IN THE
TOKYO-ROUND; GRANTING DUTY-FREE ENTRY TO EXPORTS FROM THE VERY
POOREST COUNTPIES; -~ BUT ARE STEPS IN THE RIGHT DIRECTION.
MORE IMPORTANTLY, THEY ARE EVIDENCE THAT MULTILATERAL

AGREEMENTS T'0 ROLL BACK PROTECTION CAN BECOME REALITY.

IN THE LONGER-TERM, WE ARE PUTTING A GOOD DEAL OF EMPHASIS
ON A NEW ROUND OF TRADE NEGOTIATIONS AS A COMPREEENSIVE MEANS
TO DISMANTLE TPADE BARRIERS AND TO IMPROVE THE INTERNATIONAL
TRADING CLIMATE. SINCE THE INCEPTION OF THE GATT, REPEATED
ROUNDS OF MULTILATERA; TPADE NEGOTIATIONS HAVE PROVIDED THE
‘BASIS FOR THEE EXPANDED LIBERALIZATION OF INTERMATIONAL TRADE.
THEY HAVE PROVIDED A FRAMEWORK FOR ORGANIZING THE POLITICAL

WILL TO REDUCE BARRIERS; TEEY HAVE ALSO PPOVIDED A LIBERALIZING
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DIRECTION FOR TEE ONGOING MANAGEMENT OF TRADE POLICY DURING
AIFFICULT ECONOMIC PERIODS, MAKING IT EASIER FOR GOVERNMENTS TO
RESIST PROTECTICNIST PRESSURES. IT IS TIMELY TO CONSIDER THE

PREPARATION OF NEW MULTILATERAL NEGOTIATIONS.

LET ME ZERO IN ON ONE AREA OF TRADE POLICY WHICH THE
DEPARTMENT OF SfATE CONSIDERS AS A KEY OBJECTIVE OF OUR FOREIGN
ECONOMIC POLICY: THE DEFENSE AND PROMOTION OF U.S. INTERESTS
IN AGRICULTURE, WITH AGRICULTURAL EXPORTS TOTALING $36 BILLION

IN 1982 AND WELL OVER A MILLION JOBS.

MANY COUNTRIES HAVE TRADE BARRIERS THAT SHUTIOUT IMPORTED
AGRICULTURAL PRODUCTS TO PROTECT RELATIVELY LESS EFFICIENT
DOMESTIC PRODUCERS. IN SOME CASES HIGH PRICE SUPPORTS FOR
PROTECTED DOMESTIC PRODUCERS RESULT IN HUGE SURPLUSES WHICH ARE
THEN DISPOSED OF THROUGH THE USE OF EXPORT SUBSIDIES. WE ARE
ACTIVELY ENGAGED IN DISCUSSIONS WITH THE JAPANESE TO EXPAND
ACCESS TO THEIR MARKET IN PRODUCTS SUCHE AS BEEF AND CITRUS.

THE EXPANSION OF IMPORTS WOULD BENEFIT NOT ONLY U.S. EXPORTERS
3UT ALSO JAPANESE CONSUMERS WHO BEAR THEE COST OF THE PROTECTION
FOR FARMEPS. WE HAVE ALSO BEEN ENGAGED IN INTENSIVE
DISCUSSIONS WITH THE EC CONCESNING THE USE OF EXPORT SUBSIDIES
AND.PROPOSED CHANGES IN THE COMMON AGRICULTURAL POLICY WHICH

" yJOoULD RESULT IN FURTHER RESTRICTING ACCESS TO THE EC MARKET.
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WE ARE ALSO PARTICIPATING IN DISCUSSIONS IN TEE GATT ON
WAYS TO IMPROVE THE EFFECTIVENESS OF INTERWATIONAL RULES
GOVERNING THE CONDUCT OF AGRICULTURAL TRADE. THE MAJOR FORCE
Cr THESE EFFORTS HAS BEEN IN RESTRICTING THE USE OF EXPORT
SUBSIDIES. WE BELIEVE THAT IMPROVED INTERNATIONAL DISCIPLINE
IS NEEDED SO THAT U.S. FARMERS CAN BENEFIT FROM THEIR
COMPARATIVE ADVANTAGE. AT THE STATE DEPARTMENT WE WORK CLOSELY
WITH USTR AND USDA TO STRENGTHEEN THESE RULES AS PART OF OUR

EFFORTS TO REDUCE BARRIERS TO AGRICULTURAL TRADE.

NOW, MR. CHAIRMAN, I WOULD LIKE TO EXAMINE WITH YOU THE
EXCEPTION THAT PROVES THE RULE. I SAID EARLIER THAT GOOD
ECONOMIC POLICY WAS NOT A QUESTION OF INTERNATIONAL OR DOMESTIC’
APPLICATION. BUT THERE ARE CASES -WHICH REQUIRE US TO PURSUE
"BAD" ECONOMIC POLICY BECAUSE OF OVERRIDING FOREIGN POLICY AND
SECURITY CONCERNS. ( I MIGHT ﬁoTE THAT THIS KIND OF EXCEPTION
IS NOT UNIQUE TO INTERNATIONAL AFFAIRS - WITNESS THE LITERATURE
ON THE COSTS AND BENEFITS OF STRIKES TO SETTLE LABOR RELATIONS
DISPUTES. THE MEASURABLE LOSS FROM A PROLONGED STRIKE IS
SELDOM MADE UP IN THE SUBSEQUENT CONTRACT.) TRADE WITH THE
SOVIET UNION AND ITS ALLIES IS SUCH AN EXCEPTION.

' IN LOOKING @T»EAST-WEST TRADE AND HOW IT RELATES TO OUR

SECURITY, TEERE ARE A NUMBER OF DISTINCTIVE FEATURES THAT WE
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¥GST RECOGNIZE. FIRST, UNCHARACTERISTICALLY FOR THIS
APMINISTRATION AND FOR ME PERSONALLY, THIS IS AN AREA OF
SCONOMIC ACTIVITY WHERE SOME GOVERNMENT INTERVENTION Is
“"ECTSSARY AND, INDEED, CRUCIAL. THE ASYMMETRY OF OUR TWO
SOCIETIES, WITH MANY SELF-INTERESTED FIRMS AND INDIVIDUALS ON
OUR SIDE AND A SECURITY-CONSCIOUS MONOLITH ON THE OTHER,

DICTATES A ROLE FOR GOVERNMENT.

SECOND, WE RECOGNIZE THAT IN MANY AREAS OF EAST-WEST
ECCMOMIC RELATIONS, IT IS DIFFICULT TO DECIDE WHERE TO DRAW THE

LINE BETWEEN ALLOWABLE AND IMPERMISSIBLE TRANSACTIONS.

THE THIRD AND MOST IMPORTANT FEATURE OF OUR EAST-WEST
ECONOMIC POLICY IS OUR STRONG BELIEF THAT THE BEST APPROACH TO
EAST-WEST ECONOMIC RELATIONS IS ONE THAT WE CAN IMPLEMENT IN
CONJUNCTION WITH OUR ALLIES AND PARTNERS. AFTER ALL, IF WE
DE&Y A SALE AND THE SOVIETS CAN EASILY PURCHASE AN EQUIVALENT
17y ELSEWHERE, NOT MUCH IS GAINED -- AND SOMETHING MAY BE LOST
-~ 3V OUR ACTICN. THIS PRINCIPLE WAS MOST VIVIDLY ILLUSTPATED
av TEE 1980 GRAIN EMBARGO, IN WHICH THE SOVIETS WERE ABLE, WITH
SOME INCONVENIENCE AND ADDITIONAL EXPENSE, TO REPLACE MOST oF

THE GRAIN THAT WE DENIED THEM.

BECAUSE WE BELIEVE SO STRONGLY THAT A COLLECTIVE APPROACH

WOULD BE MOST EFFECTIVE IN ENHANCING WESTERN SECURITY, THE U.s.



185

HAS VORKED VERY RARD OVER THE LAST TWO YEARS WITH ITS ALLIES
AND PARTNERS TO ENHANCE OUR COMMON UNDERSTANDING OF TEHE
INTERRELATIONSHIP BETWEEN ECONOMICS AND SECURITY AND TO DEVELOP
A BASIC FRAMEWORK FOR TEE CONDUCT OF EAST-WEST ECONOMIC

RELATIONS.

THE RESULTS ACHIEVED THUS FAR ARE ENCOURAGING. THE HOPES
OF PRESIDENT REAGAN AND SECRETARY SHULTZ IN UNDERTAKING A
SERIES OF STUDIES ON EAST/WEST ECONOMIC RELATIONS HAVE BEEN
BORKE OUT AMPLY BY THE POSITIVE AND CONSTRUCTIVE SPIRIT IN
WHICH TEEY WERE CONDUCTED AND BY THE RESULTS THAT HAVE BEEN
ACHIEVED. 1IN FACT, THE POLICY COMCLUSIONS BASED ON THOSE
STUDIES MADE IT UNNECESSARY FOR THE SUMMIT LEADERS TO SPEND
MUCH TIME AT WILLIAMSBﬁRG ON THIS SUBJECT. 1IN THE WILLIAMSBURG

DECLARATION, THEY SAID:

"EAST-WEST ECONOMIC RELATIONS SEOULD BE COMPATIBLE WITH
OUR SECURITY INTERESTS. WE TAKE NOTE WITE APPROVAL OF THE WORK
OF THE MULTILATERAL ORGANIZATIONS WHICH HAVE IN RECENT MONTHS
ANALYZED AND DRAWN CONCLUSIONS REGARDING THE KEY ASPECTS OF
EAST-WEST ECONOMIC RELATIONS. WE ENCOURAGE CONTINUING WORK BY

. THESE ORGANIZATIONS, AS APPROPRIATE."
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LET ME REVIEW FOR YCU SOME OF THE MAJOR POINTS ON WHICH

TEE LEADERS BASED THIS STATEMENT.

FIRST, THEY RECOGNIZE THAT THE SOVIETS USE SOME FORMS OF
TRADE TO ENHANCE THEIR MILITARY CAPABILITIES AND THAT, AS A
RESULT, WE MUST BE VIGILANT TO ENSURE THAT ECONOMIC RELATIONS
ARE CONSISTENT WITH OUR COMMON SECURITY INTERESTS. WHILE SOME
FORMS OF TRADE THAT ARE CONDUCTED ON COMMERCIALLY SOUND TERMS
CAN BENEFIT BOTH SIDES, WE MUST INSIST ON A BALANCE OF

ADVANTAGES AND AVOID PREFERENTIAL TREATMENT CF THE SOVIETS.

SECOND, IN REGARD TO ENERGY, THE UNITED STATES AND ITS
PARTNERS RECOGNIZE THAT NATURAL GAS, WITH ITS RELATIVELY
INFLEXIBLE SUPPLY SYSTEM, POSES‘PARTICULAR SECURITY PROBLEMS.
WE HAVE AGREED THAT, IN MEETING FUTURE GAS NEEDS, WE WILL TAKE
éONCRBTE STEPS TO ENSURE THAT NO ONE PRODUCER IS IN A POSITION
TC EXERCISE MONOPOLY POWER OVER INDUSTRIAL COUNTRIES. FURTHER,
WE ARE ALSO ACTING TO ENCOURAGE THE PRODUCTION OF NATURAL GAS
FROM NORWEGIAN AND MNORTHE AMERICAN SOURCES, AND EACH NATION IS
IMPROVING ITS SAFETY-NET MEASURES IN ORDER TO BE ABLE TO DEAL
WITH ANY INTERRUPTIONS OF SUPPLY. THE UNITED STATES AND ITS
PARTNERS HAVE AGREED ALSO TO CONDUCT REGULAR REVIEWS OF EACH

COUNTRY'S ENERGY POLICY, GIVING SPECIAL ATTENTION TO
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DEPENDENCIES AND ALTERNATIVE SOURCES OF SUPPLY. WE BELIEVE
THAT THESE CONCRETE ACCOMPLISHMENTS WILL ENHANCE WESTERN ENERGY
SECURITY AND MAKE IT MORE DIFFICULT FOR THE SOVIETS TC USE ITS

ABUNDANT ENERGY RESOURCES TO EXTRACT POLITICAL GAINS.

THIRD, WE REACHED AGREEMENT THAT IT IS NOT SENSIBLE TO
CONTINUE TO GIVE THE SOVIETS THE SAME REDUCTIONS ON INTEREST
RATES GIVEN TO NEWLY INDUSTRIALIZED COUNTRIES TO FINANCE THEIR
IMPORTS. OUR AGREED MINIMUM INTEREST RATE FOR OFFICIAL LENDING
TO RICH COUNTRIES, INCLUDING THE SOVIETS IS NOW 12.4% - ABOVE
THE CURRENT U.S. PRIME RATE. ALSO IN TﬁE AREA OF CREDITS, WE
ARE WORKING TO IMPROVE OUR ABILITY TO MONITOR CREDIT FLOWS, SO
THAT OUR DATA ON FOREIGN INDEBTEDNESS WILL-BE ACCURATE AND UP

TO DATE.

FINALLY, IN COORDINATING CONTROLS OVER THE EXPORT OF
STRATEGIC TECHNOLOGY, WE ARE UNITED WITH OUR ALLIES IN
DECLARING THAT ECONOMIC RELATIONS SHOULD NOT BE PERMITTED TO
CONTRIBUTE TO SOVIET MILITARY CAPABILITIES. AT AN APRIL HIGE
LEVEL MEETING WITH OUR COCOM PARTNERS WE EXPLORED WAYS IN WHICH
THE MULTILATERAL SYSTEM OF CONTROLS COULD BE STRENGTHENED. THE
PROCEEDINGS OF THE MEETING ARE CONFIDENTIAL, BUT I CAN SAY THAT
THE UNITED STATES IS WELL PLEASED WITE THE WORK ON IMPROVING

COORDINATION IN EXPORT LICENSING AND IN THE ENFORCEMENT OF
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COUTROLS. WE ARE CONFIDENT THAT THE RESULTS OF THE COCOM WORK

+ILL REDUCE THE FLOW OF HIGH TECHNOLOGY TO THE EAST.

-~ - ~IN CONCLUSION, MR. CHAIRMAN, A FEV WORDS_ON THE RbLE OF
THE STATE DEPARTMENT IN INTERNATIONAL ECONOMIC ISSUES. I OFTEN
FEEL LIKE THE UGLY DUCKLING OF THE FEDERAL BUREAUCPACY - BUT
wITHOUT A GOOD PROSPECT OF BECOMING A SWAN. AS OUR WOFLD
ECONOMY HAS BECOME INCREASINGLY INTERDEPENDENT, TWO THINGS HAVE
HAPPENED - FIRST, THE RELATIVE SHARE OF THE UNITED STATES IN
TOTAL WORLD PRODUCTION AND TRADE HAS SHRUNK, WHILE SECOND, THE
IMPORTANCE OF TRADE TO THE 'U.S. ECONOMY HAS GROWN. THIS LATTER
PHENOMENON HAS BEEN TRANSLATED INTO GREATER ATTENTION BY THE
“DOMESTIC" AGENCIES TO INTERNATIONAL ISSUES. IN THIS ARENA,
mugE PRINCIPAL CONCERNS OF THE STATE DEPARTMENT FOR OUR FOREIGN
RELATIONS - CONCERNS WHICH ARE HARD TO MEASURE IN DOLLARS AND
'CENTS - ARE NOT ALWAYS FULLY UNDERSTOOD. AND I MUST CONFESS
THAT MY COLLFAGUES AT STATE DO NOT ALWAYS UNDERSTAND MY
CONCERNS ABOUT ACTIONS THEY BELIEVE ARE VALUABLE IN THE FOREIGH

POLICY ARENA.

SO0 I FIND MYSELF THE NEXUS OF MISUNDERSTANDING - PERHAPS
AN-APPROPRIATE PLACE FOR AN EDUCATOR TO HELP ENLIGHTEN BOTH
SIDES WITH THE VIEWS OF THEE OTHER. IN CARRYING OUT THIS ROLE,

I ATTEND A NEVER-ENDING STREAM OF MEETINGS. ON THE DOMESTIC
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SIDE, I REPRESENT THE SECRETARY AT THE VARIOUS CABINET COUNCILS
AND OTHER CABINET~LEVEL GROUPS (SUCH AS TEE SENIOR INTERAGENCY
GROUP ON INTERNATIONAL ECONOMIC POLICY) THAT FORMULATE POLICY
OPTIONS AND RECOMMENDATIONS FOR THE PRESIDENT. ON THE
INTERNATIONAL SIDE, I HEAD TEE U.S. DELEGATICON TO A SERIES OF
BILATERAL ECONOMIC CONSULTATIONS WITH THE EC, JAPAN, NEW
ZEALAND, KOREAR, INDIA, PAKISTAN, ASEAN - JUST TO MENTION THE
MEETINGS HELD OVER THE PAST SEVERAL MONTHS. THEEN THERE ARE THE
INTERNATIONAL ORGANIZATIONS - MOST NOTABLY TEE OECD - IN WHICH
WE PROPOUND AND DEFEND OUR VIEW OF SUCCESSFUL ECONOMIC POLICY
AND THE ECONOMIC SUMMIT WHICH QAS BECOME'THE'CAPSTONE OF
INTERNATIONAL COLLABORATION ON ECONOMIC PdLICY. MY COLLEAGUES
IN THE ADMINISTRATION COULD EXTEND THIS LIST TO THE IMF, THE
GATT, THE WORLD BANK AND OTHER INSTITUTIONS WHICH ARE MORE .
DIRECTLY INVOLVED IN NEGCTIATIONS -ON THE RULES AND RESOURCES OF

THE INTERNATIONAL ECONOMIC SYSTEM.

THERE IS A LOT OF INSTITUTiONAL KNOWLEDGE, FOLKLORE AND
MYTHOLOGY ABOUT ALL OF THIS. BUT THE BASIC PRINCIPLE THAT I
FOLLOW, SITTING ASTRIDE THE INTERNATIONAL AND DOMESTIC FORCES
) AS I DO, IS TEE ONE I SEHARED WITH YOU AT TEE BEGINNING OF MY
STATEMENT: GOOD POMESTIC POLICY IS GOOD INTERNATIONAL POLICY,
OR TO RISK MISQUOTATION - “WHAT's GOOD FOR TEE U.S. IS GOOD FOR

THE WORLD AND VICE VERSA."

34-871 0 ~ 84 - 13
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Senator JEPsEN. Thank you, Mr. Wallis. If I may, I would like to
start with where you ended, your last statement.

Recent press reports have dealt with the effects of U.S.-supported
loans by international lending agencies directed at the establish-
ment of production facilities in less developed countries that will
compete with U.S. producers in our market. These are instances in
which our national goals in terms of decreasing the unemployment
rate and helping LDC'’s lessen their debt burden, appear to be in
conflict.

As a matter of principle, do you believe that we should support
loans, for example, that create competition for weak U.S. indus-
tries, such as steel or copper, which, in fact, we have, and I am just
wondering why?

Mr. WaLLis. Well, the loans, at least the loans that I am familiar
with in that category, cannot really be said to have created compe-
tition for the United States. There is competition in the areas
where the loans are made. But the amount of the competition has
not been affected by our loans.

Let me mention specifically the recent Eximbank loan to Korea
for part of the equipment of a steel plant. There, the Eximbank did
not make that loan until it ascertained first that other suppliers
would be able to get credit, subsidized credit, from their govern-
ments. And second, until it was ascertained that whether U.S.
equipment was used or not, it would have no effect whatsoever on
whether the plant was built and went into competition with us.

The only effect of the Eximbank loan, and, actually, it was a
guarantee rather than a loan, the only effect of the Eximbank par-
ticipation was to help get the business for an American producer of
the equipment. Otherwise, it had no effect on the competition with
us for steel.

I am not as familiar with what has happened in other instances
as that one because we in State looked particularly into that one,
as did some other departments. But I believe that that is the gener-
al principle, that we certainly would not make a loan if it created
competition for our industry that would not otherwise be created.

Senator JEPSEN. Are you familiar with the Inter-American Devel-
opment Bank loan that recently was approved for $268 million de-
velopment loan to the CODELCO, the Chile state-owned copper
company?

Mr. WaLuis. No, I do not recall that one in detail, but I have
heard of it.

Senator JEPSEN. Our agricultural trade relations continue to de-
teriorate. Japan has not yet made any concessions on beef and
citrus and we know that the European Community is considering
new restrictions on corn gluten, and vegetable oils and fats.

The United States tried to draw these countries into multilateral
trade negotiations in agriculture in the Tokyo Round, but to no
avail. Now we have engaged in a limited number of subsidized
sales ourselves in order to spark reforms.

Where do we go from here on these developments? .

Mr. WaLuis. That is certainly what we are trying to find out. We
have to draw a distinction, I think, between Japan and the EC, the
European Community. I would make a minor correction, not a suf-
ficient correction, to your statement that the Japanese have not
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made any concessions on the citrus and beef quotas. They have in-
creased those quotas a little bit from time to time and recently, we
have been having intensive negotiations on that and they have of-
fered increases that are not negligible, but which, however, we con-
sider inadequate and we have rejected them and are pushing them
to go further.

We had recent visits from the foreign minister and from the min-
ister of international trade and industry. They, especially the for-
eign minister’s visit, left us quite optimistic that there will be per-
haps not sufficient, but, at any rate, greater progress than previ-
ous(liy on both citrus and beef, as well as on many other issues of
trade.

I would hope that by the end of April, at the latest we will see
some progress. We were led by the Japanese to expect that by the
end of April, they would have taken some action.

Senator JEPSEN. Secretary Brock——

Mr. WaLLis. Excuse me a second. The European Community is
very different. They are not budging. If anything, they are getting
worse, from our point of view. You mentioned the corn gluten
threat, which, apparently, they intend to carry out. The one on
vegetable oils and fats they seem to be backing off of. But more be-
cause of internal disputes among themselves then because of any
recognition of sound principles on international trade.

On their subsidies, which, in some ways, are our worst problem
because they affect us in third countries, not just in Europe, they
have been saying, as long as I have been around here—now that is
not very long, a little over a year and a half—but they have been
saying for years that they are going to bring their prices into line
with world prices, and if they did that, many of the problems
would disappear. But, in fact, they have been getting further out of
line with world- prices and they have had to put in bigger and
bigger subsidies, bigger and bigger support programs and they sub-
sidize the exports. :

That is one difference with our subsidized programs. We do not
dump it on the world market at the expense of other countries.

So there, I do not see many signs of optimism at the moment.
But Bill Brock keeps working on it. And we have some negotiations
going on in the GATT which may be, given a couple of years, may
be a more promising way to deal with it, by getting some multilat-
eral agreements that they will then sign onto. ,

I am sorry. I interrupted when you started another question.

Senator JEPSEN. No, not at all. Ambassador Brock, in his appear-
ance before this committee just recently, did not seem quite as opti-
mistic about what might happen with Japan as you do. I hope you
are right.

Mr. WaLLis. I am afraid he has had more experience. It worries
me if he is not as optimistic.

Senator JEPSEN. Well, you know, this growing wave of demand
for protectionism is very worrisome. In spite of the administra-
tion’s preference for open trading policies, protectionist, pressures
were difficult to contain last year, whether it be in textiles or in
other areas. In 1984, these pressures will be even more intense.

We understand that certain industries have carefully timed peti-
tions for import relief to coincide with the election calendar. Do
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you have any recommendations on how the administration should
plan to handle these pressures this year?

Mr. WaLLis. Well, I would recommend that they resist them to
the maximum extent feasible. But you pointed out I mentioned in
my statement the political implications of international trade
policy, the pressures of one group in the country to profit at the
expense of other groups. That is politics, I guess, in general.

I think that you can count on the administration resisting them
stoutly, but I would hesitate to predict that nothing of a protection-
ist character will be done. In fact, I flatly would not predict that,
even though I have not any idea what it might be because 1 see
how these pressures operate.

Senator JEPSEN. Well, now, at the Williamsburg summit, were
you involved in that?

Mr. WaLuis. Yes. I was in charge of the preparations for the
Summit.

Senator JEPSEN. At the Williamsburg summit, the United States
made a commitment to consult with other trading nations on ways
to dismantle existing trade barriers. Since that time, however,
there has been a growing proportion of U.S. trade that has come
‘under increasing control with regard to autos from Japan, specialty
steel from the European Community, textiles from numerous coun-
tries.

. How do we reconcile all of these things with this commitment
made at Williamsburg?

Mr. WaLuis. On the steel action—you are referring to the special-
ty steel action that was taken almost immediately after Williams-
burg—the die had been cast the preceding November when the
matter was referred to the International Trade Commission.

Let us see—what was the other one that you mentioned?

Senator JepseN. Well, talking about. specialty steel, textiles,
autos. .

Mr. WarLis. Textiles. Textiles goes back a long, long way. That
sector has been highly protected since the 1950’s with the predeces-
sors of the multifiber agreement. And, it seems to be the case in all
countries with textiles—they are a problem because. that is the
area in which a developing country first develops industrial capac-
ity. It happened in Great Britain during the Industrial Revolution
in the 18th century. They developed an efficiency in textiles. Then
what they have to sell we decline to buy, or at least not in.the
quantities that they would like to sell.

So textiles are a special problem and not a new one at all.

Senator JEPSEN. We have a domestic content bill. It has passed
the House, I believe.

Representative SCHEUER. Overwhelmingly.

Senator JEPSEN. Overwhelmingly. Sent to the Senate A domestic
content bill which, in my home State of Iowa, makes most people
who understand my home State of Iowa, as I do, shiver. They are
very nervous with everything that we export, and we are rather
large in the area of soybeans and corn, feedgrains, all those prod-
ucts that provide for the balance of trade payments to be less
severe than they are. I mean, they are on the plus side. And yet, a
domestic content bill, it is felt, would just absolutely shatter, or
could be very devastating, certainly, to agriculture.
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Would you comment on that? Is that an accurate observation?

Mr. WaLLis. Yes, I think it is definitely an accurate observation.
Let me say that up in my hometown, which is Rochester, N.Y.,
where approximately half of the industrial production is exported,
it gives them the shivers, too. And a couple of years ago I saw a
bumper sticker up there which said, “Buy a foreign car. Protect
your export job.” ‘

I think that shows how some of the people up there are thinking.

I do not know whether this was a practical joker or whether he
is an economist. I just happened to see it on the road one day.

There is no question that that kind of legislation would have a
devastating effect. Incidentally, of course, it would have a devastat-
ing effect on a very large number of consumers buying these Japa-
nese cars and German cars that are coming in.

We do have major problems with the automobile industry. There
are a lot of signs that it is going to recover, that it is not perma-
nently going to go down the drain, as some other industries have,
appropriately. That is an area in which I think we will retain a
strong comparative advantage. We may import a lot of parts. But I
certainly agree with you. And, as you know, the farming communi-
ty, historically, has been the backbone of the free trade movement.
They are the largest exporters, by far, and they are very well
aware of the fact that you cannot export if you do not import any-
thing. And, indeed, who would want to? ’

You do not want to give away everything you have and get noth-
ing in return.

Senator JEpSEN. Well, I think it is difficult to understand some of
the activities in the leadership and support of some of these bills.
The domestic content bill, I believe, was supported rather strongly
by United Auto Workers. The United Auto Workers have a great
deal at stake in the farm implement manufacturing business,
which is one of the largest in my home State, the Middle West,
with John Deere and Caterpillar and International Harvester, and
so on. Recent contracts have been made by these companies, I be-
lieve a substantial contract between John Deere and China.

But there seems to be quite a paradox in that if the rank and file
of workers understood what domestic content would do by way of
jeopardizing their own jobs, I am wondering whether they would
stand still for the support that is being pushed and promoted with
their own dollars. :

Mr. WaLLis. Well, in some ways, I think you can understand the
position of somebody who is working in a farm machinery plant or
an automobile plant and now he is unemployed, and he sees these
floods of foreign cars on the streets, and he thinks if they were
shut out, that people would be buying the same number of cars
there and he would get a job making some of them. And, certainly,
some individuals are correct—they are better off with protection,
as I said in my statement. Protectionism is simply a device by
which one group in the country benefits at the expense of other
groups. The total welfare is reduced by protectionism measures.

And so, it is simply a case of the people who make automobiles
trying to make those who buy automobiles give them more than
they would voluntarily give them for their product, in view of al-
ternatives available to them.



194

And when you look at it with a microscopic view of a man who
lost his job on an assembly line, I think it is fairly easy to under-
stand. After all, he is not an economist and he is not looking at the
whole world picture. And besides, he has a family to feed this
week, not next year. And yet, from the point of view of govern-
ment, it is very important to take the long-run view. If you look at
the history of the United States, well, in the first place, why are we
by far the most prosperous country in the world? I think, clearly,
the dominant reason is that we are the largest free trade area in
the world. And the Constitution has some things in it to keep it
that way, unlike the European Community, which has tried to get
to be a free trade area. Second, we have generally had a fairly open
trading system. For all the protectionist measures you pointed to,
and which distress me a great deal, when I go abroad and see what
they are doing, I do not feel quite so bad about us. I mean, we do
have the freest markets of almost any country, any large country,
in the world. And I think our propserity and the world’s prosperity
since the Second World War has been unprecedented and has been
largely attributable to the free world trading system.

Senator JEPSEN. Thank you. Congressman Scheuer.

Representative ScHEUER. Thank you, Mr. Chairman. I have a few
questions to ask you, Mr. Wallis. I appreciate your very interesting
testimony.

I was intrigued by your remark a moment ago that we are by far
the most prosperous country in the world. As I understand it, our
per capita GNP puts us fifth or sixth behind Japan and West Ger-
many and Belgium and Holland and several other countries.

I do not ask this question in a hostile sense because I would like
to feel that we were the most prosperous nation in the world. We
have been for generations and generations. But it looks as if we
have come upon hard times in terms of productivity and in terms
of structural unemployment that keeps a large and growing
number of people in our society off the job rolls.

How do you justify it? How do you document your statement that
we are by far the most prosperous country in the world?

Mr. Watuis. I do not have the figures right at hand. But let me
say as a reformed, or only partially reformed statistician, I certain-
ly do not take international comparisons of GNP at all seriously, if
you look at how it is measured in this country and the difficulties
of measuring it accurately.

You have real problems here tracing it through time. Things
that were not in the market are in the market now, or were in the
Ela\lﬁg(et and are out of the market. That affects the value of the

But what I would say is go to some of these countries and
wander around there and look at what they are doing. Look at the
people. I am impressed with people that are nowhere near the top
of the economic ladder in this country——

Representative SCHEUER. People nowhere near what?

Mr. WaLwis [continuing]. That are nowhere near the top or even
the middle of the economic ladder. Look at the things they do. I do
not want to single out any occupation as being, say, low on the eco-
nomic ladder and sort of a middle-class type of job, but take a
truckdriver. I mean, truckdrivers now dress up like the rest of us
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and they eat in the same kind of restaurants we do and they do the
same things that everybody does. Surely not as much as some and
they probably do not take the winter off and go to Florida or some-
thing. But, nevertheless, when you look around and see what the
population here does and how it lives and get around to the slums,
and then go to the slums in some of the rest of the world, it sur-
passes credibility.

I was over in India for the first time in December and you see
these people that literally have not a house.

Representative SCHEUER. Where is this?

Mr. WaLuss. India.

Representative ScHEUER. Oh, yes. My goodness, I am headed for
India in 48 hours for a conference—a parliamentary conference on
population and development there—and I am going to ask you a
couple of questions about population. ’

But I am not talking about comparing us with India, but compar-
ing us with the advanced developing countries. And it seems to me
that not only are they above us in terms of GNP, mostly because of
the effects of structural employment and a large poverty class here
which most of these advanced developed countries do not have.

But also, if you travel in those countries, their public transporta-
tion systems are far more satisfactory than ours are. Their public
education systems are far more satisfactory than ours are. Their
law enforcement and crime control systems are far more effective
than ours are. And you can rationalize and explain each of these,
but in terms of prosperity—I suppose that includes the quality of
life, too—it seems to me that we have a lot to learn from these
countries. .

I wish I could join with you wholeheartedly, as'a matter of na-
tional pride— - }

Mr. WaLwss. I will agree with you that we have a lot to learn
from some of these countries. Some of them are ahead of us in
some things. If you take mass transit, the Japanese railroad
syi,tem, which everybody marvels at and which is absolutely mar-
velous—— '

Representative ScHeuEr. Well, in Europe, too.

Mr. WaLLis [continuing). Bankrupts the Japanese. The amount of
money per capita that they spend on that and what it could have
done for people who are in poverty is appalling. I would hope that
the United States would not do anything like that in terms of wast-
ing resources.

Representative ScHEUuEr. Well, I sympathize with you and I
would like to believe that——

Mr. Warwis. Could I mention one other point about the GNP fig-
ures? One of the ways that we have taken the benefits of economic
growth in this country is by cutting down the amount of time we
work. We work shorter days and we work fewer days in a month
and we take longer holidays and people retire earlier and they go
to work later and spend more time in education.

This, of course, tends to hold down the GNP, which is only meas-
ured in dollars. It is a real welfare benefit and it adds to the qual-
ity of life. In some countries—well, the statistics differ so greatly
that you really cannot make valid comparisons here. I would point
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out that even time comparisons for our country are misleading be-
cause of things like that. ’

You have some offsetting factors, too.

Representative ScHEUER. Those things that you mentioned would
reduce productivity, perhaps. I would also think that you would
want to add into that mix that it takes twice as many man-hours
to produce a car in this country than it does in Japan.

That is also a reason for their high productivity and high pros-
perity, which is all part of the challenge ahead and I think we are
all looking for the same thing. A

Mr. Waruis. Could I pick up that last point, though, on the cars.
You know, you hear it said that we get all this—this may sound
like it is off the track—but you hear it said that we get all this
marvelous agricultural output from only 4 million farmers. And, in
fact, people point out that practically all of it comes from about 1
million of them. ) o

Well, now, that is not exactly a fair statement because they did
not count those people working at John Deere and Caterpillar and
International Harvester that the Senator mentioned earlier. Basi-
cally, they are also doing farm work. That is why the farmer can
turn out so much. And then they do not count the people working
in those fertilizer factories and the people working in, I guess it
was Iowa that developed the genetic seed business. They do not
count that. . . '

And if you count those people, then you have a great many more
people involved in agriculture than just the 1 million. I think that
is relevant to your point about the automobilies, that before you
draw any conclusions from those figures, you want to get in there
and find out if they have got a robot in there. -

I went to visit a Kodak camera factory and was surprised to see
that there was not anybody there making cameras. They were
moving around on belts and up and down and pieces were being
put-in. There were just a few people, aimost nobody. But then it
turned out that there were 160 engineers upstairs with elaborate
computer scheduling that they were doing for the next week and
there were several hundred people backing them up. :

Now you could say that they make cameras with no labor, but
they do not. The figures are terribly hard to interpret.

And I would also like to pick up your reference to structural un-
employment. That is a phrase that does not have any really sharp
meaning. Very often what we mean is people who are in an indus-
try like steel, say, which is declining and therefore, there is simply
going to be less employment. '

Steel is declining independent of imports for a variety of reasons
that you are probably familiar with. And there is the.problem of
readjustment. When the economy is going full steam, that is not
much of a problem. A person that is thrown out of work gets a job
across the street or, indeed, the way it usually works is that his son
does not go into that business. He goes into a different one because
he sees the handwriting on the wall.

What is called structural unemployment looks bad when you
have a recession and you cannot make the normal adjustments. In
this country, we have done an excellent job of structural readjust-
ment. And it is striking to sit in Europe and listen to those people
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talk about their problem with steel capacity and see what they
have not done with it, how little they have done with it, because
the government’s moved in and undertaken to do it.

Over here, the Government has not done it and the industry has
gotten on the ball and the unions and they are doing it. We have
done far better than they have at making the structural readjust-
ments.

The structural unemployment can mean a lot of different things.

Representative ScHEUER. Yes. I meant structural unemployment
not in the sense of a particular declining industry. I meant struc-
tural unemployment in the sense that it has been traditionally
used over the years to signify the phenomenon that in good times
or in bad, there is a certain segment of the work force that is not
included in, to put it in Mark Twain’s phraseology, that cannot
find employment when there is a tight market or when there is a
loose market.

This has typically included minority group members where tradi-
tionally, the rate of unemployment, in good years and bad, is 2 or
2% times that of white males. :

It is perhaps due to absence of literacy skills and work skills and
attitudinal skills and other things. But it means that black youth
in our urban centers, even in times of booming economic condi-
tions, have found it difficult to get into the job market and to find
their place on the ladder. And that is a problem that we have not
solved yet.

Undoubtedly, it is caused in part by the fact that we have a
growing group of young people in our society who seem to be able
to go through 10 or 12 years of education and graduate from high
school and still really not be able to read, write, and count. And
you can call them functional—this is called functional illiteracy
and other things—but they do not have the job skills that they
need to become employed in an economy that is increasingly de-
manding sophisticated literacy and numerical skills.

Now, computer skills, too. And that is a problem that we are
going to address ourselves to.

Mr. WaLLis. Let me point out one thing about that. Minority and
youth unemployment has been rising and that is a major problem.
What happens is that the schools do a poor job, whether they actu-
ally do a bad job or they get bad materials in or whatever. I will
not attempt to diagnose that.

The fact is they turn out people who are not prepared for jobs.
But, historically, the bulk of occupational training has been ob-
tained on the job, not in the schools, because they are too special-
ized and too detailed. And there have been studies of what part of
economic education, economically valuable education, is done on
the job. It is the bulk of it.

But the present minimum wage laws prevent youth from getting
employed at all, just to get on to the ladder and start learning
these things. And if you look over the record, you find that every
time the minimum wage law has been jumped, and it has been
going on now since the 1950’s, every time there has been a jump in
the ratio of black to white unemployment in the youth group.

When it started, there was no difference. If anything, the unem-



198

ployment rate was a little higher among the whites. And every
time this jump has occurred, you had a jump in that ratio.

The President has several times made proposals—he made one
recently about having some subminimal wage opportunities for
training purposes for breaking people into the labor force.

So I think we do a bad job of training them in the schools and
then we put a big handicap in their way when they get out.

Representative ScHEUER. I think there is a lot in what you say.
The labor unions, of course, have bitterly fought this kind of a pro-
posal as threatening to labor unions because they feel that employ-
ers will fire adult workers and hire kids to replace them at jobs
that pay less than the minimum wage.

And I must say that the Democratic Party has rather uncritical-
ly adopted that position of the labor unions. It may be that they
have failed really to consider what the best interest of young mi-
nority youth would be. And I think that perhaps the Democrats
ought to get into a painful, an agonizing reappraisal of their posi-
tion on that.

-T have thought that for a long time. Maybe that is overdue.

Mr. Chairman, I have a few more questions. There are a wealth
. of questions to be asked from Mr. Wallis’ most interesting testimo-
ny. I would ask unanimous consent that members be entitled to
submit questions in writing for the next week or 10 days, that we
would hold the record open for that period of time.

Senator JEPSEN. Let the record show that today’s hearing will be
held open for written questions for a period of 7 days.

Representative SCHEUER. Fine. I appreciate that very much.

[The following questions and answers were subsequently supplied
for the record:] '
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REespPoNSE oF ALLEN WALLIS TO ApDITIONAL WRITTEN QUESTIONS POSED BY
REPRESENTATIVE SCHEUER

Q: The trade deficit for 1983 was almost $70 billion. It is
estimated to exceed $100 billion this year.

-- What have been the employment costs of running trade
deficits of this magnitude? (1 million jobs)

-- What have been’ the costs in terms of lost GNP growth?
(1 percentage point or about $35 billion dollars)

A: The amount of lost output or employment (if any) associated
with weak exports or a larger trade deficit depends on what one
assumes about the other demand sectors of the economy. Wrong
assumptions are often applied to obtain inflated estimates of
the output and growth conseqﬁences of trade deficits. To the
extent that trade deficits reflect strong import expansion,
they reflect strong, not weak, economic growgh. On the other
hand, if export demand is depressed, there is probably an

offset through higher domestic demand.

During 1983 the rate of growth in overall output and
employment was guite high, and probably as ﬁigh as would have
been prudent. If export demand had been stronger, and moﬁetary
policy unchanged, some domestic demand would probably have been
crowded out. '~ If lowér capital inflows had produced a weaker
dollar, and thereby a better trade performance, U.S. interest

rates would probably also have been higher, and domestic demand
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for housing or autos or investment goods less. More capital
goods may have been.sold abroad, but less at home. In sum, a
drop in exports may temporarily lead to a loss in output and
enployment, but over time larger trade deficits will tend to be
reflected in a different composition of output and employment,

rather than lower levels.
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Q: 1In the late 1970's American exports were a vibrant source
of growth for the domestic economy. Our exports were growing
faster than other industrial nations'. Exports as a percentage
of GNP was on the rise. Four out of five new manufacturing
jobs created during the late 70's were created by exports. In
the last two years, our exports have plummetted.

—-- How long can we run these trade deficits without
critically harming this key sector?

-- How long can the economic recovery be sustained with
this kind of imbalance in our external sector?

-~ Is there any end in sight to these deficits?

Ay The shift in relative composition of U.S. output that
accompanies widened trade deficits does involve significant
adjustment costs for U.S. industry, but trade deficits do not
necessarily involve "critical harm" to any key sector of the
economy. - U.S. industry can and must respond and adjust to
competitive pressures at home and from abroad; our
responsibility is to provide a healthy, growing economic
environment in which they can so respond. If we continue to do

s0, our recovery can be sustained.

Prospects for an "end" to trade deficits are difficult to
assess. Our traditional surplus on other current account
transactions will continue to cover some deficit in trade,

unless other factors cﬁange it. Several factors will
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probably be working towards reducing these deficits in the
future. First, as the international debt situation gradually
improves, debtor countries which are important markets for u.s.
goods will be able to allow their imports to resume growthf
Second, the recovery in the other industrialized economies is
likely to gain strength, and they will buy more of our -
exports. Meanwhile,the speed of the U.S. recovery will
inevitably moderate to more sustainable growth rates, slowiﬁg--
down the growth of our imports. Finally, if cumulativeQU.S.
current account deficits, or, in the longer term, a reversion
to our traditional capital outflow, put downward pressure on
the dollgr in foreign exchange markets, the U.S. competi£ive

position will improve.



203

OVERVALUATION OF THE DOLLAR

Everyone recognizes that the dollar is overvalued by a
significant amount, given our underlying competitive
relationshipwith our major trading partners. The
overvaluation primarily is due to our high real interest
rates, fed by our budget deficits. There is no way our
exporters can compete given this kind of currency
overvaluation. Nor can domestic industries compete with
cheap imports.

-- What actions are the Administration planning to
bring down the value of the dollar so that American exports
can be competitive once again?

-- Do you think that official exchange rate
intervention has any role to play in influencing foreign
exchange markets? -

. _-f_‘Given our trade and current account deficits, would
official ‘intervention at this time give useful "guidance" to
exchange markets to start a movement out of dollars into
other currencies?

I cannot say whether the dollar is overvalued or not, without
knowledge of the "equilibrium exchange rate". The value of
the dollar depends on a number of factors including the flow
of goods and services and the supply of and demand for
various countries' physical and financial assets. The
long-term value of the exchange rate is determined by these
factors in the marketplace.

A variety of forces including heightened confidence in
the U.S. economic policy, lower inflation, the strength of
the U.S. recovery, and high interest rates have combinea to
strengthen dollar vis-a-vis a number of currencies. There is

no question that the strong dollar means stronger competitive

pressure on U.S. manufacturers.



204

The degree of pressure will abate —-- but it would be
foolhardy for the Administration to try to manipulate the .
exchange raté by intervening in foreign exchange markets or
otherwise. The Administration will, however, do éQerything'
it can to insure that the dollar is not manipulated by other

governments through capital controls or other devices.’
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Removal of Trade Barriers

Q: The Administraton is déing a commendable job of trying to
negotiate removal of trade barriers of some of our major
trading partners, particularly Japan.

-- Aren't all your trade liberalizaion efforts of the last
three years being negated by our over-valued dollar?

A: There is no doubt that exchange rates do affect trade
patterns and flows. However, successful efforts to open
foreign markets to competitive U.S. goods and services is a
goal in itself and will stimulate trade independently Bf any
particular rate of exchange. Also, exchange rates can
fluctuate; once solid market access has‘been achieved, its
positive effects are much more stable. With regard to Japan,
while Qé are continuing our efférts in many fora to open
further that country's markets, we are also at the same time
working through bilateral discussions between thé u.s.
Department of the Treasury and the Japanese Ministry of
Finance to promote the internafionalization of the yen -and to
open further Japén's capital and financial markets. Such
action would help the yen more fully to reflect the

underlying strength of the Japanese economy, and would

complement our market opening efforts.

34-871 O - 84 - 14
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Q: We're now running bi-lateral trade deficits with every
single major trading partner. We're even running a deficit
with the European Community, where we have traditionally run a
surplus. Our deficit with Japan is at record levels.

-- If the dollar were to begin falling tomorrow, how long -
would it be before we began to see results in our trade balance?

-- Are we forfeiting our international competitiveness for

years to come by maintaining the policies which have produced
the high dollar values which plague us today?

A: . Most econometric studies show that the effects of exchange
rate movements on trade flows occur over an extended pertod of
time. The impact on trade volumes should begin to appgar_in a
relatively short time -- six monihs or less -- but the full
effects would not be felt for perhabs two to three years. The
immediate effect of a doll$r4depreciation on the U.S. trade
deficit in value terms would be temporarily adverse because of
an increase in dollar import prices relative to dollar export
prices. This adverse effect would last until the delayed

response in trade volumes overcomes the relative price effect.

To a large extent, the strengfh 6f the dollar is a measure
of the success of our policies in restoring a heaithy,
non-inflationary economy. Such an economy serves as a magnet
‘for capital inflows. The dollar's strength also reflects

A .

economic and political instability elsewhere. Successful U.S.
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policies will not be abandoned, but it is likely that the
dollar will eventually decline in the foreign exchange markets
in response to a number of possible developments or as a
corrective adjustment to large ¢umulating current account
deficits. If so, U.S. industry, benefitting from a basically
healthy economic environment, will be able to deploy its
resources in order to take advantage of greater competitive

opportunities.
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Q; Three factors principally seem to be the cause of our trade
deficit, and they're all interrelated: 1) the overvalued
dollar; 2) the international debt crisis; and 3) the fact that
recovery has not taken hold elsewhere in the world to any
appreciable degree. All three of these problems can, at least
in part, be attributed to the level of U.S. interest rates,
which is in turn a function of current and projected budget
deficits.

-~ How can we break this vicious cycle if the
Administration won't present an effective plan to reduce the
budget deficit?

A: The supposed linkages between the budget deficit and the
trade deficit are not there. First, econometric researth has
failed to find an effect of budget deficits on interest rates.
At the least, other factors appéar to be much more important.
Second, there have been many factors other than U.S. interest
rates that have influencea the net flow of international
capital movements and the dollar's stré;gth -- including
foreign confidence in U.S. economic policfes. Further, the
origins of the international debt crisis go much further back
in time than the recent widening of the budget deficit.
Finally, how can the U.S. budget deficits and interést rates be
held accountable for a sluggish rec&vefy abroad when in the
United States, where their effects must be most bronounced,

there has been a vigorous recovery?
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Indeed, the strong U.S. recovery, which largely reflects ‘our
success in dramatically reducing inflation, is recognized to
have greatly improvea the international debt situation over the
past year and substantially boosted the recovery in other

industralized countries.

It is important that we reduce the size of the budget
deficit, but it is even more important how we accomplish this
aim. If it is accomplished at the expense of our natiopal
security or the vital incentives provided by the :President’'s

tax reduction programs, the cure may be worse than the disease.
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Q; Many competing interests come into play in an
Administration in formulating an economic program and a budget
plan. This Administration does not seem to be factoring in the
needs of our exporters into its decisions. In fact, the
President in his State of the Union Address last week made no
mention of trade, as opposed to last year when trade was given.
a prominent role.

—- Is your voice, and that of America's trading sector,
being heard in White House councils on macro-economic policy
formulation?

Ay Domestic economic management is primarily the
responsibility of other U.S. government agencies, not the
Department of State. These agencies are all fully aware-of the
importance of the international dimensions of their decisions,
and the effects of their policies on the U.S. trading sector.
The Department of State on appropriate occasions provides ‘'its
views, with special emphasis .on international trade. We do so
in formal meetings of such bodies as the Cabinet Council on’
Econonic Affairs as well as numerous informal meetings. We

believe the interests of the trading sector are being fully

represented.
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The Administration's Trade Rhetoric vs. Actions

Q: Last year, in Ambassador Brock's testimony before this
Committee, he talked at length about the dangers of a
"fortress" mentality, of "pulling up the draw bridge to
insulate our markets from world competition". This senti-
ment has been echoed in speeches by the President, and other
cabinet officials. Since last year, we now have restric-
tions on motorcycle imports, specialty steel imports, carbon
steel imports, another year of voluntary restraints on auto
imports from Japan, and increased protection for the dome-
stic textiles industry.

—- Have we pulled up the drawbridge?

-- How do yov reconcile the general free trade
philosophy of this Administration with its actions?

A: No, we have not pulled up the drawbridge, although, like
other countries, we do have restrictions in some sectors. This
is not surprising, given the severe economic recession which we’
have just been through. Indeed, given the severity of that

crisis, we can take some satisfaction in the fact that so few

actions were taken.
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TEXTILES

Q: You are known to have opposed last December's new

textile policy. No doubt you opposed some of the other
import restrictions as well,

-- Have the trade restrictions imposed by the Administration
undercut the Administration's ability to negotiate reductions
in other nations' barriers?

-- Can we still take the high road given the record of the
past couple of years?

A: The White House Press Statement of December 16 announced
additional criteria to be considered by U.S. officials
responsible for implementing our textile import control
program. These additional criteria will not automatically
result in any action to restrain trade. These criteria
simply require our responsible officials to take a closer
look at those textile categories which meet the additional
criteria. Administration spokesmen have taken care to
emphasize that the U.S, will continue to faithfully honor

our commitment to the Multifiber Arrangement and our

bilateral textile agreements.

I do not think that U.S. actions consistent with the

Multifiber Arrangement and our bilateral agreements should
be seen as undercutting our ability to negotiate reductions
in other nations' trade barriers where sound reasons exist

for reducing jhese barriers.
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The high road is not without its bumps and pot holes.

Vice President Bush, in a fecent (January 19) speech
pledging .that the Administration will continue to resist
domestic pressure for more trade protection, nevertheless
acknowledged that textiles was an exception. "We have some
areas where we are something less than pure.” Textiles has
long been recognized as a special case in the world of
international trade. That is the reason for the existence
of the Multifiber Arrangement which is recognized univ;rsally
as a derogation of the General Agreement on Tariffs and
Trade (GATT). Textile trade policy has a long track record

as one of our most difficult areas to deal with.
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IMPORT RELIEF CASES

Q: The shoe industry has filed for import relief as has the
steel industry. Spokesmen fur these two industries are blunt
in saying that they have timed their petitions for the
election year.’

-- Can the Administration resist these pressures in
this election year, particularly given its recent decision
on textiles? : .

-~ Should the Administration grant relief to the steel
industry, and the European Community retaliates as it has
threatened, will we face an all out trade war with the
Community?

-- What would be the impact on our agricultural exports
to the EC if we accede to Bethlehem Steel's petition?

A: The political situation to which you refer is indeed a

thorny one. Not only the shoe and steel industries, but also

the stainless steel flatware, coppef and tuna industries have
filedISection 201 petitions which will be processed prior to
the election. However, I think it would be premature to specu-
late on Administration reactions. Under the law, the Inter-
national Trade Commission must investigate each case to deter-
mine if imports are a significant cause of serious injury before
the President enters into the orocess. If the ITC finds that
imports have not injured an industry, the Administration will
not face the question of protection of that industry. While
there’ is a possibility that this Administration will face

difficult cha}lenges in this area prior to the election, I

think we should avoid trying to predict exactly what they will

be and what the Administration will do about them.
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It would also be_premature to speculate on the reaction
of the European Communities to possible import protection for
the steel industry, before we know what, if anything, might be
decided in terms of relief. We are, of course, concerned to
maintain a good trading relationship with the EC, and that
means we have to be véry careful about actions which affect EC
exports, just as we want the EC to be careful about actions
which could affect our exports, including our agricultural
exports.

I certainly do not foresee a "trade war". In the recent
past, serious disputes on issues such as steel and the Soviet
gas pipeline posed problems in our relations with the Europeans

and maﬁy predicted a "trade war," but there was none.
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NEW IMPORT RESTRICTIONS

Q: It has been estimated that a full 35 percent of U.S. consump-
tion of manufactured goods is in product areas which now
receive import protection. They are all areas where new
import restraints have been adopted or previous restralnts
tightened since the Administration took office.

-- What do you estimate the cost to be to the American
consumer as a result of the import restraints?

-- Were the interests of the American consumer factored
into the decision-making process? :

-- Were the costs of imposing these restraints available
to policy-makers before making their decision?

A: I am unaware of the estimate to which this questi;n refers.
During President Reagan's time in office, the only new import
restrictions imposed by the Administration have been bq rnotor-
cycles‘and specialty steel. Some have argued that the new proce-
dures adopted in the context of our textile program constitute
tightened restrictions, and they may.be correct, but all
industrializea countries protect their textile sectors. On the
other hand, we terminated import controls on shoes in 1981 and
denied a request for protection in the machine toel sector. We
continue to work against protectionist legislation with regard
to automobiles, steel,énd wine. 8o, in my view, the Administra-
tion's performance is not as negative as the question suggests.
The costsof import restrictions to consumers are indeed
taken into acaount in the Administration's deliberations_on
import relief cases; in fact, they are a major concern. 1In
the ﬁachiﬁe tool, specialty steel, and motorcycle cases, policy-
maken;had available to them various estimatesAof the'costs to

consumers of the proposals under consideration.



217

PROTECTIONISM

At last year's Williamsburg Summit, the seven major
industrial countries pledged to reduce protecticnist
barriers as their economies recovered. At the GATT
Ministerial in November, 1982, the participants decided
to review the situation two years hence to determine
whether a new round of multilateral trade negotiations
might be useful. We are recovering and there are sians
of recovery in Europe.

-- Why are we embroiled in more trade disputes than
ever?

Since 1960, the combined annual export-import trade of
the U.S. has expanded from $35 billion to $467 billion.
In addition, the U.S. trades a far larger share of its
GNP than was the case in the past. 1In 1982, total U.S.
trade in goods and services accounted for 20 percent of
our gross national product, compared to 11 percent in
1970 and 9 percent in 1960. With this increasing
importance of trade to the U.S. economy goes a natural
increase in complexity of both the types of goods traded
and international commercial interrelationships. It is
thus not surprising that the attention given trade
issues has increased and some have become contentious.
Generally, however, the U.S. commercial relations with
our trading partners are on a firm footing, with the
large bulk of trade taking place relatively smoothly.

This is the impressive reverse side of the coin.
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PROTECTIONISM: AT HOME AND ABROAD

In discussing the solution to the international debt
crisis, Administration officials always stress the
importance of providing developing countries with open
markets so they can export and earn the foreign exchange
necessary to pay their debts. Yet, we have restrictions
on specialty steel imports, which affect Brazil: new
restrictions on textiles which affects a host of :
developing countries; and we're taking Brazil to the
GATT for unfair trading practices in third markets.

-- How would you reconcile this seeming
contradiction?

-~ What would you describe as the proper balance -
between the overriding need to keep Brazil, and gther
countries in similar situations, afloat, and the needs
of individual American companies which are being harmed
by these developing countries' less than pristine’
trading practices? ’

-- How do you reconcile IMF adjustment programs

which require import curtailment with our companies
need to export to these markets?

The Administration is committed to keep ocur markets as
open as possible to exports of debtor nations. This policy
not only benefits the debtor nations, but also benefits the
American consumer and is consistent with our long-held
belief in the value of free trade. From time—to-time;
however, these objectives must be balanced with our need to
limit the damage done by a rapid increase in specific
imports. These actions, however, should be viewed rather as
exceptions ;o our overall policy of.open markets and free
trade. Although the United States has placed temporary
quotas, and tariffs on certain specialty steel products in

response to the serious crisis facing our domestic specialty
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steel industry, it is important to note that specialty steel
represent only & small fraction of that country’'s exports.
The great majority of Brazilian exports enter the U.S.
without restrictions.

In the case of textiles our restrictions are in
accordance with the Multifiber Arrangement, which is
sanctioned by the GATT. They are intended to allow for the
orderly growth of trade -- a growth that will allow~the
LDC's to continue to increase their exports to the U.S.

We have not initiated any GATT proceedings against
Brazil. We have however held consultations with Brazil on
some 'of their trade practices. oOur 6bjections to- unfair
trading practices by any nation are designed to ensure fair
competition. This allows for better resource allocation in
both nations and eventually a higher standard of 1iviﬁg in
both nations as well.

The IMF purpose is to help nations achieve a
sustainable balance not to require countries to reduce their
imports, although lack of sufficient foreign exchgnge in the
early part an IMF program may have that effect. By
providing financiai support to countries in trouble, the IMF
may in fact allow the borrowing nation to import more in the
short-term than it would otherwise be capable of doing.

This allows for less disruption of its economy while the
country increases its capacity to export and, hence, also
its long~term capacity to import. ﬁy allowing these changes
to come more gradually, the IMF not only assists the

borrowing nation, but also its trading partners.
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JAPAN

The current agricultural agreement with Japan affecting
beef and citrus imports expires on March 31 of this
year. At present, the U.S. and Japan are far apart in
terms of negotiating a new agreement. Do you expect an
agreement by the March 31 expiration date? If there is
no agreement, is the Administration going to take the
Japanese to the GATT as promised? How much do Japanese
promises to increase defense expenditures affect our
decisions on bilateral trade disputes such as beef and
citrus?

The Administration has been engaged in intensive negotia-
tions with the Japanese concerning a new agreement on
beef and citrus. In January, Deputy USTR Ambassaégr
Smith led a U.S. team to Tokyo to discuss the overall
Japanese import regime for beef and citrus after March
31. The issue was also raised repeatedly at high levels
during Foreign Miniéter Abe's late January visit to
Washington. 1In late February, we discussed with the
Japanese certain U.S. concerns relating to the admini-
stration of expanded Japanese quotas under a new agree-
ment. We hope to negotiate a mutually acceptable
agreement by March 31. Bowever, it is difficult -to
predict the outcome of the negotiation at this point.

If we do not achieve an acceptable agreement by March

31, we will, of course, evaluate our options.

It would be inappropriate to link or trade off various

aspects of our relationship with Japan, such as trade

and defense matters. We approach each issue on its own

‘merits.
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NTT PROCUREMENT AGREEMENT

Q: A new NTT p:ocurément agreement has been signed with the
Japanese,

--What are the major components of this agreement?

A: The Agreement between the United States and Japan to extend the

NTT Agreement for three years incorporates a number of improvements

designed

to facilitate U.S. sales to the Nippon Telegraph and

Telephone Corporation (NTT). KXey improvements include commitments

by NTT to:

-afford equal treatment for U.S. and Japanese firms in all

NTT's R & D activities;

use standard contract terms and conditions consistent with
common international practice;

protect proprietary information provided by firms to NTT;
translate key procurement documentation into English;
accept bids in English at NTT's New York office;

aggregate purchases to provide commercially attractive
!

~opportunities for foreign suppliers.

Both

Japanese

not to.restrict NTT from buying any other U.S. products.

sides reserved their respective positions on the issue of

L
satellite procurement. However, Japan has committed itself

34-871 O - 84 - 15
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Operation of thé agreement will be reviewed annually. Should
either country become dissatisfied with the operatibn of the
agreement, it may call for consultations. If these consultations do
not produce a mutually satisfactory solution, either party may
terminate the agreement. :At the end of three years the agreement
can be extended-for a further three years if both countries agree.

Q:-- What will be the impact on the domestic communications industry?

A: The improvements in the renewed NTT Procurement Agreement should
facilitate U.S. sales of telecommunications equipment to Japaﬁ.
U.s. teiécommunications firms which are active in the Japanese
market have been virtually unanimous in their support for extending
the Agreemenﬁ. We worked closely with thése firms prior to and
during the renegotiations and believe that means of resolving the
problem areas which our firms identified have beeh included in the
new agreement.

Since the United States was already committed to maintaining an
open telecommunications market, extending the NTT Agreement required
no changes for the United States in our domestic communications

market;
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Q:-- Do we have sufficient government support at our Embassy in
Japan to assist American companies wishing to bid in the
Japanese market?

A: Our Embassy in Tokyo has actively supported the efforts of

American firms to sell telecommunications equipment to NTT. There

has been rapid growth in volumé and importance of U.S. - Japanese

trade in high technology products, including telecommunicatioqs
products. Partly in response to this development, two Rew positions
have recently been added to the Embassy's economic section. We are
confident that the Embassy willAcontinue to have the flexibility to
provide full assistance to American companies wishing to'bid in the

Japanese market.
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‘High Technology

Q: Japanese officials have just promised Vice President Bush
that all lingering trade disputes, including differences over
high technology, will be resolved.

~- Haven't we hear& all this before from the Japanese?

-- What indication is there that true progress can be made
this time aroundz.

A: Prime Minister-Nakasone has indicated his personal
commitment to obtain significant, concrete results on trade
issueé during the comingAmonths. Foreign Minister Abe V
recently reiterated this top-level commitment during hié
visit to Washington. One significant step forward was the
renewal of the NTT Agreement, signed during Abe's visit.
Officials at a variety of levels are working strenuously on
the gamut of trade issue;; discussions are, for the most
part, proceeding at an appropriate pace. We:believe real
progress is being made, even though results are not yet
concrete. The basic problem remains of translating_this
top-level political will into results ané for Japan to
achieve the political and bureaucratic consensus that is
required before it can act. The next few weeks are a

critical period for determining the outcome of these efforts.
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Japanese Trade Barriers

Q: 1If every Japanese trade barrier which we complain about
was removed, what would be the impact on U.S. trade? 1If both
countries removed every barrier, which of our countries would
be the net beneficiary?

A: This is a difficult question to answer quantitatively.
Experts disagree. One figure which has been cited is that
annual U.S. exports to Japan would be three to five billion
dollars higher at the end of three years, were Japan to
eliminate all trade barriers and even more beyond that_as
U.S. companies developed their markets in Japan. As for
which country would be the net beneficiary of compleﬁely
unencumbered trade, the pervasive perception is that Japan's
markets are much less open than the U.S.' and we would
expect; therefore, that U.S. exporters would be replaced.
However, it is important to realize that trade cannot be
considered as a series of bilateral balances. Bilaterally
balanced trade is not our objective. It is the openness

of the international system and expansion of trade’

opportunities for competitive suppliers that is important.
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THE EUROPEAN.COMMUNITY

We seem to be at a complete impasse with the European
Community over agriculture. Short of the EC reforming or
abandoning its Common Agricultural Program, is there any
way we are going to be able to resolve agricultural
disputes? 1Is the EC going ahead with import limitations
on non-grain feeds, such as corn gluten feed? If so,
what are we going to do about it?

The EC is both the largest market for U.S. agricultural
exports importing $7.4 billion in'1983, and our principal
competition for agricultural markets. Because of the
magnitude and complexity of the trade,ihterests involved,
agricultural disputes would probably continue, albeit at
lesser level,‘evén if the EC were to institute a serious

reform of the CAP.

The EC's agricultural policies are, howeQer, a serious
concern for this Administration andvU;S. farmers. Of
particular concern is the EC Commiss?on proposal to
restrain imports of non-grain feeds such as corn gluten.
The EC Commission has suggested that it raise with us in
the GATT the issue of renegotiating the binding‘but it

has nét.yet obtained approval from the member states to do
so. We have, on many occassions, made strong representa-
tions to both the Commission and EC member states

indicating our opposition to any move which would
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further restrict U.S. access to the EC market. If the

EC requests GATT consultations concerning renegotiation-
ofvthe duty, we will abide by our GATT obligations to
discuss the issue, but we have, on several occassions,
informed the EC that the likely consequence of a uni-
lateral move to restrict access for corn gluten feed

would be U.S. actions to protect its trade interests.

In addition to our concerns about preserving U.S. access

to the EC market, we also‘believe that the EC's practice

of ‘'using export subsidies to sell its surplus production in
world markets has efoded U.S. exports. To a limited

degree we have responded in kind.‘ We subsidized the

sale of a million tons of wheat flour to Egypt in 1982,

and subsequently butter and cheese. We have also used
USDA's export credit subsidy program —-- "blended

credits™ -- to bolster our agricultural sales.l We have

not excluded the use of expori subsidies when necessary to
teach a lesson, but would be foolish and eibensive to use
them as a reqular and routine component of our agricultural

export programs.
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TRADE IN STEEL

Q: The EC has threatened to lift its quota restraints on
carbon steel exports, if the Administration grants import
relief. to the steel industry. The EC is going ahead with
retaliatory measures for our specialty steel restrictions.

-- Where do you think the steel industry is headed?
-- Do you envisage a managed trade arrangement such

as we have with textiles, for steel? Aren't we already
headed in that direction?

A: It seems to me that what the future holds is a somewhat
smaller, more efficient, more technologicallyFbased dqmestic
steel indus;ry than we have at present. However, I am not one
who believes that it is particularly uséful for government
officials such as myself to project the future of industries;
the marketplace and the industries themselves do a much better
job of that. ‘

I will say, however, that I fervently hope that the steel
industries of the world do not slip into the sort of managed
trade system which prevails in the textfle sector. If it does,
we will see a proliferation of trade restrictions, witﬁ their
inevitable costs and inefficiencies, for years on end --

perhaps even forever.
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DEVELOPING COUNTRIES - TRADE AND FINANCE

Q: You have been trying to get Trade and Finance Ministers from
the developed countries to sit down together at regular intervals
to discuss coordination of trade policies and finance with respect
to developing countries. Are you satisfied with the level of
coordination both within the government and with our allies on
this matter? )

A: Yes I am. We are making progress both domestically and
internationally. Within the government an interagency committee
has for some time been considering the linkages between trade and
finance, and arriving at common understandings.

Internationally, the U.S. has made significant progress_iq
focusing attention on the link between trade and finance issues,
These issues have been addressed in international organizations
such as the OECD, the GATT, the IMF, and the World Bahk,'and in
private sector meetings. Last May, Secretary Regan and USTR Brock
hosted a meeting of Trade and Finance Ministers in Paris to
improve understanding of thé close link-between trade and
financial policies, especially in the debt context, and to
encourage discussion of ways to assure better coordination of
those policies. .

The OECD is also looking at the adequacy of official export
finance and at the potential for increased investment floﬁs to
help ease the debt situétion.

Finally, the link between trade and finance was also
discussed at the OECD during February's mini-Ministerial.
Participants ag?eed that the OECD should look at trade and finance

issues as joint rather than as separate issues. In the GATT, the

linkage has been discussed in the Consultative Group of 18.
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IMF ADJUSTMENT PROGRAMS

IMF adjustment programs have generated a lot of |
controversy. A principle accusation is that the
programs force countries to stop importing while
flooding the market with exports.

~-- Are you satisfied with efforts being made
by the IMF to encourage trade rationalization?

-- What is your sense when developing countries
will be able to begin importing at reasonable levels?
We believe the IMF is doing valuable work in encouraging
trade rationalization. By encouraging nations to adopt’
sensible exchange rate policies and by discouraging

non-market import barriers and export subsidies, it is

helping many nations adopt rational trading sysiems.

The adjustment-process for~thé heavily indebted
LDCs has been difficult. Their shortage of foreign
exchange has led to a reduction in their imports both in
1982 and 1983. However, the OECD predicts a 5 percent
growth in the volume of non-oil developing country
imports in 1984. We are hopeful that their recovery

will accelerate in 1985..
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GSP Renewal Legislation

Q: Why did you wait uﬁtil last. summer to submit new

legislation? Wouldn't it have been easier to get

this through last year?
A: Discussion of GSP renewal began in the interagency
Trade Policy Staff Committee's GSP Subcommittee in the
fall of 1982. 1In April 1983 the Administration solicited
public comment on renewal through bublic hearings in
Washington, D.C., New York, and San Francisco. Comments
were requested on all the aspects of the program, incl&éing
graduation, from business, labor, agricultural interests,
and foreign government representatives across the country.
After obFaining public comment the Administration's proposal
was introduced by requestAin the Senate by Senaté% D;nforth
on August 1, 1983, and hearings were held on Ahgust 3 and 4
by both Houses of Congress. The Administration tfied its
best to rekindle interest in GSP renewal when Congress
reconvened in September. The Administration also thought
GSP renewal would have been easier last year, but was
unsuccessful in its efforts to convince Congress to move

quickly on the proposed legislation.
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GSP Renewal Legislation

Q: What is the level of commitment of the Administration
to passage of the legislation? Will the-President get
involved?
A: The Administration is committed to GSP renewal. The
President pledged as far back as October 1981 in Cancun to
the continuation of GSP to give beneficiary developing’
countries the incentive to diversify their economies, to
trade and to promote economichdevelopment. The Generalizea
System éf Preferences is a sound way we can work with~
other developed countries to help the developing countries
progress. Our renewal proposal also addresses the recipients’
basic ihteiests_in greater economic efficiency by calling on
the béneficiaries to free up their trade regimesi 'ﬁe alsp
recognize that the markets in benefiéiary developing countries
are vital to our own long-term economic growth. Therefore,
our commitment to GSP renewal is strong; -it is a key trade

issue for 1984, and the Administration, led by Ambassador

Brock, is determined the program must continue.
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GSP Renewal Legislation

Q: Your proposal will curtail benefits to some advanced
developing countries, such as Brazil and Mexico. 1Is
this sound policy, given their debt predicament?
A: The debt situations of Mexico and Brazil were specifically
‘considered when the Administration drafted its GSP renewal
proposal. If thé President is given the discretionary authority
of implementation as requested, hé will be able to take into
account the problems facing individual beneficiaries a§~decisions
on levels as well as on the timing of the implementétion of
new competitive need limits are made. It is not the intention
of the Administration to exacerbate developing country debt problems

when GSP is renewed.
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Representative ScHEUER. In the President’s Economic Report,
whether it is in the first 7 or 8 pages, which some officials in the
administration would not throw away, or after the first 7 or 8
pages, which they would throw away——

Mr. WaLuis. The last 140 are pretty good.

Representative SCHEUER. Pardon.

Mr. WaLwis. The last 140 are very good.

h R};alpresentative ScHEUER. Yes. I happen to think very, very
1ghly——

Mr. WaLLIS. The last 140 are all statistical tables. [Laughter.]

Representative ScHEUER. I think very highly of the chairman.
And I think that you, as an economist, would agree with me, as a
sort of a horseback economist, that he has protected the integrity
of the profession and stood up for what he believes and has not
swayed to political pressures and has told it as a true professional,
as he sees it. So I commend him for that and I told him that when
he was sitting right where you are sitting a few days ago.

Mr. WaLLis. He is an old friend of mine. But even if he were not,
I would agree with you about his integrity and his abilities. He is
one of the top—I would predict that some day, he will win a Nobel
Prize in economics, be the president of the American Economic As-
sociation, and so on.

I would base that on the things that he had already done before
he came here.

Representative ScHEUEr. He deserves, if not the Nobel Prize
right now, he certainly deserves the Purple Heart with oak leaf -
clusters for the punishment that he has taken in battle, in the
trenches. [Laughter.]

Mr. WaLLis. I would have to say that I am not in agreement with
his position there at all. The economics of it, that is another
matter.

Representative ScHEUER. Well, I am not sure that I am, either. I
am not sure that he and I come from really the same point on the
political spectrum. But I am simply saying that I admire his cour-
age and integrity in reporting the economics of our present nation-
al situation as he sees it in terms of his position, which, of course,
is that the deficits play a major role in producing high interest
rates and deficits and high interest rates are attracting money to
this country, raising the value of the dollar, and making it extraor-
dinarily difficult for American manufacturers and purveyors of
goods and services to sell their product around the world and
making it very difficult for us to compete in global commerce.

Do you reject that theorum that he presents us?

Mr. WatLus. Yes, I really do. I think there is absolutely no trace
of evidence that high deficits cause high interest rates. And I have
had people scouring the literature, the professional literature, and
they have come up with a list of 8 or 10 articles; maybe it is more
than that now, that they have come up with. And not a single one
of them finds even a trace of evidence that high deficits are associ-
ated with high interest rates. In fact, most of them say, if anything,
it might even be a little bit the other way around.

I really do not know anybody, any economist, professional econo-
mist who specializes in that area, other than Martin Feldstein, who

: does hold to that view.
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The empirical evidence simply is not there. And if you take that
position, you start behind the eight ball because in the last couple
of years, the deficit has doubled and the interest rate has been cut
in half. I would not say that that proves that higher deficits cause
lower interest rates. I am just saying if you look through the his-
torical record, you do not find anything of that sort.

There is a recent study by a professor at Stanford where he took
the only three periods in American history where the deficits have
exceeded 10 percent of GNP and looked to see what happened to
interest rates. They did not go up at all. Again, he says, if any-
thing, maybe they went down a little. Now those three periods are
all war periods and so you can say, well, that is something about
the war, atypical. But I just do not think that that argument is
valid at all.

Representative ScHEUER. What I was beginning to get into was
in the CEA report, they estimate that it could take as much as 10
years, as long as 10 years, for the dollar to return to 1ts long-run
value, whatever that may be.

Do you agree with this assessment? And if you do, what are its
implications for the export sector of our economy, which has been
such a major contributor to the growth of our economy in the late
1970’s? And what are the implications of an overvalued dollar, if
we are going to have to live with this overvalued dollar for the
next decade, for adequate investment at home if companies opt for
investment abroad, where their dollars will buy them far more?

Mr. WaLuis. Well, in the first place, investment is recovering
strongly in this recovery, domestic investment. Funds are coming
into the United States from abroad for investment purposes. So I
do not see that hazard.

As to the prediction that it would take x years—10, I think you
said—for exchange rates to get normal, of course there are two
things there. Nobody knows what’s normal and nobody’s ever made
a prediction like that that had any validity one way or the other.

It was not so long ago, what, 3 years, 4 years, since the Chairman
of the Council of Economic Advisers said that it would take a mini-
mum of—I have forgotten what—10 years, maybe, I do not think it
was quite that long, to get inflation down to 3 or 4 percent.

Well, it is down there. Last year it was between 3 and 4 percent.
Economist simply cannot make that kind of forecast because they
depend so much on things outside the sphere of economics, political
forecasts.

So, I think you can be sure that we will not continue to run as
large a negative trade balance-of-payments deficit as we have been
running, for one reason or another, for a variety of reasons.

Representative ScHEUER. It has been estimated that about 35
percent of U.S. consumption of manufactured goods takes place in
product areas which now receive import protection. Most notably,
in steel, all kinds of specialty steel, autos, motorcycles, shoes, the
rest of it, areas where new import restrictions and restraints have
been adopted or previous restraints tightened since this adminis-
tration took office.

Do you have any estimate of what the cost is to consumers as a
result of these import restraints?
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Mr. WaLwis. I do not have them. There is certainly a high cost.
Most of the ones that you mentioned, the costs are probably lagged.

There have been some studies currently, people are making stud-
ies trying to estimate things like that, at least the direct costs. Of
course, the indirect costs you cannot possibly get hold of. There is
no question that they are substantial. Most of the ones that you
mentioned have not been in effect long enough. I would be sur-
prised if the 35-percent figure is correct, but it might become cor-
rect if those things stay in place.

Representative SCHEUER. Does the administration have any cost
estimates that you or the CEA or anybody else has dished up to
them to be cranked into the computer when they make these deci-
sions?

Mr. WaLruis. Yes; when a specific measure is proposed, estimates
are made. A lot of these protectionist measures that occur are
really outside the control of the administration. The law gives the
individuals and the companies involved the right to go direct to in-
dependent agencies, in effect, and claim that they are losing busi-
ness because of imports. And if they are, the law says that some-
thing has to be done about it.

So that, repeatedly, the administration finds itself with its hands
tied by the laws. There are some laws, you know, that say the State
Department cannot have anything to do with certain issues of im-
ports. No foreign policy considerations can be taken into account.
And I understand that in the past, there have actually been deci-
sions overturned on the grounds that the Commerce Department
had listened to the State Department when it reached a certain de-
cision.

Representative SCHEUER. Now the shoe industry has filed for
import relief, as has the steel industry. Spokesmen for these indus-
tries have been very blunt.in saying, quite frankly, that these peti-
tions have been timed to take place in an election year, where the
jobs are at stake. Where jobs are at stake, there is no question
about it, in the industries affected, but where this whole vast group
that is also negatively affected by these restrictions—namely, con-
sumers—somehow or other, do not realize what is happening. And
we have never really quantified for consumers what the effect of
these import quotas and restrictions really are.

Can the administration resist these pressures in an election year,
particularly, in its recent decision on textiles?

Mr. WaLLis. Some of these, the law just says that if they are able
to demonstrate that their industry is being disrupted by imports,
then such and such must be done to give them protection. And, as
you say, they do time them astutely.

I am told by one of the people at STR that they were told by an
industry that came in that they come in every fourth year, in No-
vember and again in April, and again in September. They come in
three times in a period of a little under a year just preceding a
Presidential election. Then you do not hear any more from them
for 3 years.

Representative SCHEUER. Maybe what we ought to do is appoint
some kind of a bipartisan commission to handle these problems.
[Laughter.]



2317

At least to talk about them long enough to last until the year
beyond the Presidential election, where they could be settled in a
less politically charged environment. I do not know where I got
that idea from. v

Mr. WaLLis. It is a novel idea. [Laughter.]

Representative SCHEUER. Let me ask you a question or two about
the impact of demographic change around the world on our society.

If you recall, before you represented our country at the Williams-
burg Conference and you were down there, I asked you a few ques-
tions then.

Has the State Department calculated the impact of demographic
change, let us say, in Mexico and Central America, and the impact
that it is likely to have on our country in terms of illegal immigra-
tion and loss of jobs here to Americans, the increase in costs of our
redistributive services, such as welfare, unemployment insurance,
{}ia!?th education, law enforcement, juvenile crime control, and the
ike?

Have you studied what is happening to, for example, increases in
the labor force in Mexico and Central America?

Mr. WaLLis. I am generally familiar with that. That is one of the
highest growth rates in the world.

Representative SCHEUER. Yes; in Central America, they have a 3-
percent population growth rate. Their population from 1960 to 1981
went from 12 to 23 million. And it is going to double again in the
next 20 years. In Mexico, they have about 800,000 new entrants
into the job market every year and they have, at the most, 200,000
new jobs. So that leaves a deficit of 600,000 jobs.

It has been calculated that from now until the end of the decade,
to the end of the century, Mexico has to create an average of a mil-
lion jobs a year to cope with its growing labor force. The people are
already born who will be entering that labor force by the year
2000. According to the Inter-American Development Bank, Robert
Fox, an economist and demographer there, we are going to have to
create a million jobs a year.

If you figure that it costs maybe $10,000 to produce a job in
Mexico, and that is probably a low estimate, you are talking about
$10 billion a year. A million jobs would be $10 billion a year. You
would be talking about $200 billion in that period of time, which is
a bizarre figure. It is so far out of the realm of possibility, that it is
mind blowing.

We are not going to achieve that, nor have we in the past. And
the reason that we have had a flood of illegal immigration from
Mexico and Central America, and you know that only 60 percent of
the illegal immigrants across the border are Mexicans. The rest are
transiting Mexico from Central American countries, primarily.

The reason that we have had this terrific push factor is the fact
that the growing labor force is far greater than the number of new
jobs that they are creating.

Has there been any estimate of how this push factor, which is
growing at an exponential rate, not an arithmetic rate, is likely to
affect the flow of illegal immigrants into this country, in the ab-
sence of any clear policy of firming up our borders and making
them real, in an era where, in effect, we have open borders be-
tween us and Mexico?

34-871 O -~ 84 - 16
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Mr. WaLLis. Well, let me say first on that, I really do not know
the answer to your question. You started with a question about is
the State Department studying those things and doing anything
about them?

Representative ScHEUER. I did not get that.

Mr. WaLLis. You started with the question about whether the
State Department is studying those things and is trying to do any-
thing about them.

Two comments on that. First, there is another under secretary
under whom issues of population come, Secretary Schneider. But
second, I would be willing to bet anything that I could get the kind
of information that you are asking about within our building
pretty quickly, if I needed it in a hurry. And if I had a little bit
more time, I would get more and better information.

Now they would not necessarily have generated it there. They
might have received it from the Census Bureau or from the Bureau
of Immigration and Naturalization. Is that what it is called? -Or
they might have received it from outside demographers who study
this.

Representative SCHEUER. Yes.

Mr. WaLLis. I would doubt very much that we have a big pool of
demographers doing that work ourselves in the Department. In
fact, if we did, I would have heard of it because of my previous pro-
fessional connections.

Representative SCHEUER. You say that you could put together a
study on this?

Mr. WaLuis. If I needed to get information on the questions you
asked, I am sure that I could get some out of our building, that
there would be people——

Representative ScHEUER. Well, I would ask unanimous consent,
Mr. Chairman, that we invite Mr. Wallis or request Mr. Wallis to
do such a study. I am not talking about a vast monolog, but a study
that would tell this committee some of the realities that face us.

If the question of our open borders is not changed and if the em-
ployment pool factor, that magnet, is not turned off, what kind of
increasing illegal immigration can we expect from the increasing
push factors, the vastly increasing labor market, entrants into the
labor market annually for the foreseeable future?

That would be very interesting and very helpful to us. And I can
tell you a source that you might go to. The CIA is just printing now
a report that it has done on demographic change around the world
and how it is effecting the United States. They are going to brief
me later this week, even though their report is still at the print-
er’s. But I am sure that they have done a very workmanlike and
thoughtful job and that would be of great interest to you.

I would appreciate that and I think that the members would find
it very, very interesting.

Senator JeEpPsEN. If I may, may I suggest that we ask for advice
from Mr. Wallis on how this committee might make arrangements
to get that done rather than directing Mr. Wallis to do it.

Representative SCHEUER. He said he could do it.

Mr. WaLLis. No, I did not say that we could do it. I said I thought
I could find such information in the building. It would have to be
other people’s studies that follow Latin America, follow population,
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follow the people that study population. I would guess that within
half a day, I could get a bibliography and probably summaries of
the main studies.

Representative ScHEUER. Could somebody over there sort of put
it all together and sort of take a holistic look at the materials
available and summarize them?

Mr. WaLLis. Senator Jepsen says that that would be a large en-
terprise and it sounds to me as if the CIA has done—what you de-
scribe CIA as having done sounds to me like exactly that.

Senator JepseN. I would assure the Congressman, I am very
much interested in what you are asking for. The staff director of
the committee is present and we will make those arrangements.
We would ask for your counsel, Mr. Wallis, in helping us make
those arrangements to get the information.

You do not care how we get it, as long as we get it.

Representative ScHEUER. No, not at all.

Senator JEPSEN. I just think——

Mr. WaLLis. I will tell Secretary Schneider about this, too, since
it is his bailiwick in State, and not mine.

Senator JEpseN. If we might counsel with you as to how we
would make those arrangements, we w1ll do that, rather than di-
recting you to do it.

Mr. WaLuis. Fine.

Representative ScHEUER. That is excellent, Mr. Chairman. I
thank the chairman and I thank the witness. I have enjoyed your
testimony very much.

Senator JEPSEN. Just two quick questions, Mr. Wallis. If the defi-
cits do not cause high interest rates and the high value of the U.S.
dollars, then to what do you attribute the high value of the dollar?
And can and should we do anything about it?

Mr. WaLuis. I appreciate your bringing that question up because
it ‘gives me a chance to make a point that I should have made
when I mentioned about the deficits earlier.

I consider the deficit the greatest and most serious problem
facing the United States; I do not think it is an economic problem.
I think it is a political problem and that it has potential—the only
thing on the horizon that has any potential for disrupting the polit-
ical and social stability of the United States in the next generation
is the deficit.

So I do not want to leave any misunderstanding about that.

As to the high value of the dollar, a variety of factors enter
there. You mentioned most of them yourself. Each of you has men-
tioned them, as a matter of fact, in your opening statement and
later on. That is, there is, first, the fact that our recovery is well
ahead of that of the rest of the world and, consequently, I think it
is estimated that about half of the high value of the dollar is attrib-
utable to that source.

I say it is estimated. I never take much stock in estimates like
that unless I see personally how they are done. But, at any rate a
lot of it is due to that.

Another factor is that capital is flowing into the United States.
The Japanese, for example, are investing heavily heré. When the
Secretary and I met Monday, last Monday or the Monday before,
with Foreign Minister Abe, he had spent the weekend in Atlanta
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and he mentioned that they had visited with 100 Japanese firms
that have establishments in Atlanta, which astonished the Secre-
tary almost as much as it astonished me, that there are that many
of them.

Now, of course, they are not all big, but some of them are.

Senator JEpsEN. Established what, again?

Mr. WaLLis. One hundred Japanese business establishments,
manufacturing establishments, in the Atlanta area.

Senator JEPSEN. Just 100 alone within that area.

Mr. WaLLis. In that area. That is what Mr. Abe said..It does
seem astonishing. Some of them must be pretty tiny, I think. But,
nevertheless, that is what he asserted. And he had visited with
them over the weekend.

In addition to that, though, you know, if I had any money any-
where in the world, I would want it here. The prospects for earn-
ings are better here if you invest, if you want to go into business.
The prospects for being treated fairly in the courts, for getting your
money back when you want it, for being able to sell your property,
for finding a buyer when you want it. And the propsects in terms
of the political stability are just greater here. As I said earlier,
there is really no cloud on the horizon unless you think, like I do,
that it could be the deficit if it is not dealt with in the next few
years.

So there would be lots of reasons if you have property elsewhere
to want it in this country. And this is what we refer to usually as
the safe haven effect, in addition to the one of simply the economic
effect, that the earnings are good here.

One reason that interest rates have to be as high as they are
here is because with equities available with good return, people
will not lend money unless they get an interest that gives them a
comparable rate of return after adjusting for the lower risk on
loans, on equity.

So I think that there are a variety of factors that contribute to
the high value of the dollar. And I think it is likely that it will not
be so high a year from now.

" Senator JEpSEN. One last question. It was indicated to me that
you did say that we will not continue to run a sizable trade deficit;
is that correct?

Mr. Wacruis. I think it will decline, yes.

Senator JEPSEN. Why do you say that?

Mr. WaLLis. Well, partly because of simply the facts that account
for it now, being that we are ahead of the rest of the world in the
recovery. As they recover, they catch up with us, they will begin to
buy more from us. But beyond that, look at it another way. We buy
these Japanese automobiles. They are not going to send us those
automobiles if all they get are little green slips of paper. They will
not eat them and they will not burn them. And they cannot wear
them. And they simply are not going to go to all the trouble of
making those things and shipping them over here if they do not get
something.

Now they do not have to get it from us. They can take the little
green slips of paper, which, of course, are not even that. They are
just bookkeeping entries. And they can go to Brazil and buy coffee
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or whatever it is that they want, or what they mostly do is go to
Saudi Arabia or elswhere and buy oil.

But, at any rate, if we issue those green slips of paper to get
those automobiles, you can be sure that some day, you are going to
have to give something real in return for that slip of paper. Some-
body will show up here that wants to buy something. They simply
are not going to settle for the entries, bookkeeping entries.

So I have sort of two reasons—one, the short-range, empirical
one, and the second one is the basic theoretical one.

Senator JEPSEN. Do you have anything else?

Representative SCHEUER. No.

Senator JEPSEN. I thank you very much. This has been one of the
most informative hour and a halfs that I have spent recently. I ap-
preciate it.

Thank you.

Mr. WaLrLis. Well, thank you very much. Frankly, I have enjoyed
it, too. The questions you ask are the ones that I am interested in.

Senator JEPSEN. Thank you.

The committee is recessed.

[Whereupon, at 11:40 a.m., the committee recessed, to reconvene
at 10 a.m., Thursday, February 9, 1984.]
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OPENING STATEMENT OF SENATOR JEPSEN, CHAIRMAN

Senator JEPSEN. We wish to welcome you, Chairman Volcker. We
are happy to have you participate in the Joint Economic Commit-
tee’s annual report hearings.

I know that this is your third day in a row of testimony before
congressional committees, so I first want to commend you on your
stamina and your patience and cooperation in participating in
these various oversight functions. '

Second, I want to assure you that there is an unbounded and
constructive congressional interest in the conduct of the monetary
policies.

The last year has seen a remarkable economic improvement, es-

. pecially given the general sentiments of a year or two ago. We can
all share in the glory of success, but the victory will be hollow if
continuing economic troublespots are not recognized and remedied.

The burden of dealing responsibly with fiscal policy now lies
principally with Congress, while you and your colleagues must deal
with the independent problem of monetary policy.

Chairman Volcker, your testimony to the Banking Committee
earlier this week indicated two heartening changes in assumptions
that I believe should improve the soundness of monetary policy.

First, Federal Reserve is increasing the emphasis on targeting
M1. Second, the Federal Reserve has reached the conclusion that
velocity is likely to be a more stable factor in the future. Each of
these changes imply a more stable monetary policy.

The biggest problem of monetary policy, however, is the contin-
ued volatility of M1 growth rates. Although M1 has been in or near
its growth range for the last 6 months, the dramatic reduction of

(243)
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money growth between the first and second halves of 1983 is likely
to lead to a much slower economy in the near future.

More and more analysts are suggesting that real growth will not
reach the Federal Reserve and the administration’s 4.5 percent
forecast range unless money supply growth is increased by spring.

Perhaps the Federal Reserve has painted itself into a corner
where we face the unsavory monetary choice. of an interruption of
the recovery or the risk of somewhat higher inflation.

In sum, I feel that 1984 is likely to see more volatile economic
growth than the Federal Reserve is forecasting. In addition, I
worry that the economy faces more downside risks than your pro-
jected ranges imply, especially if the Fed decides to stay near the
bottom of its M1 growth target of 4 to 8 percent.

Mr. Chairman, again I welcome you and hope that you can put
m)lr mind more at ease about the appropriate stance of monetary
policy. :

At this time, I would ask the distinguished Senator from Texas,
Senator Bentsen, if he has any opening remarks.

Senator BENTSEN. Thank you very much, Mr. Chairman. I would
like to submit my opening statement for the record at this point.

[The written opening statement of Senator Bentsen follows:]

WRITTEN OPENING STATEMENT OF HON. LLoYD BENTSEN

We have seen vivid evidence in recent days, Mr. Chairman, that the thread of
confidence which sustains the economic recovery is slender, indeed.

I recall that last month, when the stock market dipped, analysts advised us inves-
tors were concerned that President Reagan might not run for reelection.

Their concern seems to have reversed direction. Since the President announced as
a candidate for reelection the market has really taken a nose dive. What happened
in January pales by comparison. The Dow Jones Industrial Average. fell 70 points
during the entire month of January. Yet in one three day period since the Presi-
dent’s announcement. it fell 40 points. '

We all know, of course, that the President’s announcement isn’t the problem. The
President’s budget is the problem. The series of $200 billion deficits stretching on
into the future is the problem. The announced intention of the President and his
?dministration to simply try to ignore the deficits through the election is the prob-

em.

We have a President who is budgeting higher spending for defense. We have a
President who is budgeting hundreds of millions of dollars for a manned space sta-
tion.

That may all be well and good, but his budget makes no provision for paying for
any of this.

No wonder there is a loss of confidence.

As are you, Mr. Chairman, I am aware that one of the most vital strands in our
thread of economic confidence is that of foreign investors. Their money is needed to
prop up our financial markets, compensate for heavy government borrowing and
hge}]l) interest rates down—although real interest rates today remain at historic

ighs.

I was interested in your concerns expressed yesterday about a possible loss of con-
fidence by these foreign investors and what it might mean to our economy if they
begin pulling their money out of our country.

I watch what’s happening to our stock market and I wonder, if we have millions
of American investors who have lost faith in their government’s will to deal with
huge deficits and who are taking their money out of their investments, if we have
this loss of confidence by domestic investors, how long can we realistically expect
foreign investors to keep the faith?

I certainly wouldn’t put any stock in it.

Senator JEPSEN. Senator Symms.
Senator Symms. Mr. Chairman, I will defer until the questioning
period.
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I just want to welcome Chairman Volcker here this morning and
I think I echo some of the concerns that you have expressed in
your opening statement about the targets and the comment on
what the projected targets are, which I think could cause a lot of
disappointment out there in the recovery, so I look forward to hear-
ing from the chairman and then I have some questions.

Senator JEPSEN. Mr. Chairman, you may proceed. Your prepared
statement will be entered into the record as if read and therefore
you may proceed in any manner you so desire. Welcome.

STATEMENT OF HON. PAUL A. VOLCKER, CHAIRMAN, BOARD OF
GOVERNORS, FEDERAL RESERVE SYSTEM

Mr. VoLcker. I have a short prepared statement, Senator, which
I will dispense with reading, if you prefer, and get into some of the
more specific questions you have.

Let me read a part of my prepared statement, anyway, because I
think it refers in a very general way to some of the points you
raise. You have, of course, all the detailed material before you in
the Humphrey-Hawkins report and in my longer testimony before
the Banking Committee. :

- Let me say, in general terms, that the basic policy objective of

the Federal Reserve continues to be the achievement of long-last-
ing economic expansion in the context of the ongoing controls of
wnflationary pressures.

In setting the target ranges for the various monetary and credit

aggregates, the Federal Open Market Committee at its meeting last
week had to remain alert to the danger of renewed inflation as
well as to the need for economic growth.
. Consistent with these objectives and the current economic situa-
tion, the FOMC essentially reaffirmed the tentative ranges for tre
monetary and credit aggregates for 1984 established last July. The
ranges call for growth rates that are one-half to one percentage
point below those set for 1983.

As you indicated, Mr. Chairman, the ranges for 1984 envisage
the relationship between monetary and credit growth and economic
activity and inflation—the velocity of money—will broadly follow
past trends and cyclical developments after the unusual behavior
of 1982 and early 1983.

Most of the special influences that depressed velocity in late 1982
and early 1983 are behind us, and as of the past year it is more in
line with longer run experience.

This judgment about the fundamental relationship between
money and economic performance will, of course, be reviewed con-
stantly in the weeks and months ahead and our evaluation will re-
flect all of the available evidence about production, employment,
prices, and domestic and international financial markets.

Consistent with the monetary ranges established for this year,
the members of the FOMC generally felt that the economy would
grow at a more moderate and potentially more sustainable pace of
4 to 4.75 percent during 1984 and into 1985. The gains in output
are expected to generate a further expansion of new job opportuni-
ties and the unemployment rate is expected to decline.
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After remarkably good progress in 1982 and 1983, price increases
are expected to be a little larger on average, essentially as a result
of cyclical factors and special circumstances.

All of this, just to summarize the rest of my prepared statement,
comes on top of much better performance in 1983 than had been
anticipated. I think that statement is true both as to the expansion
of the economy and the progress against inflation, and what is par-
ticularly heartening about what has happened to date is that we
have had both. We have had a good economic expansion and that
has been combined with considerably more price ability than we
have been used to in earlier years.

I also believe—we can get into more of this if you wish—that
there are signs of more fundamental developments in the economy
in the area of productivity, in the area of efficiency, restraint on
costs, that potentially bode well both for inflation and sustained ad-
vances in the future but, of course, I do see some hazards and risks
out there in terms of our budgetary deficit, the potential pressures
that it puts on financial markets in increasing the critical concerns
that arise precisely because the economy is now growing and it is
nearer—not at capacity—to a range when you would hope that in-
vestment in housing would be sustained at high levels but you
‘'have the potential for considerable pressures from the budgetary
side.

So far, those pressures have been ameliorated to a considerable
degree by an inflow of capital from abroad, but I think that is an-
other vulnerability that we have; do we want to and can we count
on this growing capital inflow from abroad and count on that to
relieve pressures on domestic markets? That does not seem to me
to be an entirely sustainable situation.

So I think we have a great opportunity for really looking toward
a decade that, in a sense, reverses what we saw in the 1970’s when
performance deteriorated and inflation accelerated. We have more
confidence now. I think we can build on that, but I think there are
certainly problems for monetary policy and problems in the fiscal
area that have to be dealt with.

I will conclude there, Mr. Chairman.

[The prepared statement of Mr. Volcker follows:]
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PREPARED STATEMENT OF HON. PAUL A. VOLCKER

I appreciate the opportunity to appear before this
Committee today. As you know, the Federal Reserve submitted
its semi-annual monetary policy report to the Congress earlier
this week, copies of which have been distributed to you. That
report describes in detail our plans for monetary policy, in-
cluding the Federal Reserve's objectives for the growth of
money and credit. I have also testified before the House and
Senate Banking Committees the last two days and have distributed
copies of my formal statement to you. My prepared remarks this
morning, therefore, will be brief and confined to more general
considerations of monetary policy within the context of recent
and prospective economic and financial developments.

The basic policy objective of the Federal Reserve continues
to be to contribute to sustained economic expansion in a context
of greater price stability. In setting the target ranges for
the various monetary and credit aggregates, the Federal Open
Market Committee at its meeting last week had to be alert both
to the need for economic growth and to the danger of renewed
inflationary pressures. Consistent with these objectives and
the current economic situation, the FOMC essentially reaffirmed
the tentative ranges for the monetary and credit aggregates for
1984 established last July. The ranges call for growth rates
that are 1/2 to 1 percentage point below those set for 1983.*%

The ranges for 1984 envisage that reiationships between

monetary and credit growth and economic activity and inflation --

*The new target ranges are set out in Table I attached,
against the background of last year's targets.
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the "velocity” of money -- will broadly follow past trends

and cyclical developments after the unusual behavior of 1982

and early 1983. Most of the special influences that depressed
velocity in late 1982 and early 1983 appear to be behind us,

and the evidence over the past half year has become more (but
not entirely) in line with longer-run experience. This judgment
about the fundamental relationship between money and economic
performance will, of course, be reviewed constantly in the months
ahead, and our evaluation will reflect all of the available
evidence about production, employment, prices, and domestic and
international financial markets.

Consistent with the monetary ranges established for this
year, the members of the FOMC generally felt that the economy
would grow at a more moderate -- and potentially more sustainable --
pace of 4 to 4-3/4 percent during 1984 and into 1985. The gains
ig output are expected to generate a further expansion of new
job opportunities and the unemployment rate is expected to
decline to the area of 7-1/2 to 7-3/4 percent by year's end.
After remarkably good progress in 1982 and 1983, price increases
are expected to be a little larger on average, essentially as a
result of cyclical factors and special circumstances -- including
the effects of bad weather and the large hike in payroll taxes
earlier this year.

The prospect of further good economic gains in 1984 comes
on the heels of a far better than anticipated performance in 1983.

Real gross national product rose 6 percent over the four quarters
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of the year, well above earlier projections, and the unemploy-
ment rate was cut by 2-1/2 percentage points. At the same
time, most broad measures of prices and wages recorded further
progress toward lower inflation. With émployment expanding,
productivity improving, and inflation moderating, the real
income of the average worker rdse.

As we move int& 1984, there are strong reasons for
believing ﬁhe economic gains of the past year can be extended.
The latest reports on employment, income, and production,
showing further gains around the turn of the yea?, are con-
sistent with that view, ss are indices of'consumer and business
confidence at high levels. Much more fundamentally, the progress
against inflation, the evidence of increased productivity, the
sense of greater discipline and restraint, and a recovery in
profits all, in my opinion, go a long way toward setting the
stage for a long ﬁeriod of greater prosperity.

" We 511 realize a year of strong recovery -- hard on
the heels of a severe recession -- has left unemployment still
far too high, with some 9 million still oﬁt of work.
To some degree, the rapid progress toward price stabilization
has refleéied "one time" or cyclical influences. More time
must pass before we can claim success or take satisfaction that
we have restored prosperity or assured stability. And, we need
to recognize, and deal effectively, with some obvious hazards

and risks that jeopardize the good prospects for 1984 and beYond.
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Those prospects rest in good part on whether interest
rates, and conditions in credit markets more generally, can
support the housing and investment we need, whether we can
restore better balance in our international accounts, and
whether, in the meantime, we can count on the inflows of
capital from abroad upon which we have become dependent.

Over time, success in those areas is dependent upon
the expectation and the reality that we can build on the
progress toward price stability. Monetary policy must con-
tribute to that goal -- disciplined growth in the money supply
is a critical ingredient. But there are also factors outside
the control of monetary policy that bear importantly on the
question. .

As you know, we are faced with two deficits: the
structural deficit in our Federal budget and the deficit in
our external accounts -- both at unprecedented levels and
getting worse. Those twin deficits have multiple causes, but
they are not unrelated. Left unattended, each, rather than
improving, will tend to cumulate on itself. Sconer or later,
the financing of those.deficits will expose us to financial
risks that could undercut all that h§s been achieved in recent
years with so much effort and so much pain.

Large budget deficits, currently and prospectively,
are a burden on credit markets and absorb historiéally unprece-
dented fractions of our domestic savings. That is one reason

interest rates today are far higher than is healthy from the
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standpoint of balanced growth domestically. Those interest
rates have been moderated as a result of a grﬁwing capital

flow from abroad, stimulated by a variety of causes; in

effect, net capital inflows have beep used, directly or
indirectly, to help meet the government's finaﬁcing require~
-ments. But those growing capital inflows, which have tended

to appreciate the dollar relative to other currencies, are

élso inextricably related to a large and growing deficit in
our trade accounts. In both our financial and our trading
interests, we simply can't afford to become a&dicted to

drawing on increasing amounts of foreign savings to supplement
our limited domestic savings simply because the Federal Govern-
ment is drawing so heavily on that savings pool. The longer
they last, the more difficult it is to cope with these internal
and external deficits because interest costs compound on them-
selves.

I believe we now have a rare opportunity to set in
train a long period of growth and stability. A decade that
began with accelerating inflation and prolonged recession can
end with renewed confidence and strength. But that happy
vision will not be achieved by resting on our oars -- by
sitting back and drifting with the tide. It will require a
continuing sense of discipline by business and labor, and
emphasis on competition and productivity. It will require
the demonstration by those of us responsible for public policy
that our twin deficits can be brought under control and that

inflation will not again get the upper hand.
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We can and should be gratified by the progress that
has been made, and by the many positive signs in the outlook.
We have time -- time to influence markets constructively,
time to demonstrate that we are in control of our own financial
and economic destiny. But to wait would be to multiply the
risks, to increase the hazards to full recovery, to jeopardize'
what has been achieved.

That is why I hope that you in the Congress, together
with the Administration, can find the consensus required to
begin reducing the budget deficit, and to restore confidence
that, over time, the structural deficit can be closed. Right
now, no other action appears so promising and so important in
terms of seizing, and capitalizing upon, the immense opportunities
before us. Certainly, that would make it easier for monetary

policy to play its own essential role.

* k *k k %k * &
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Table I

Federal Reserve
Objectives for Money and Credit Growth in 19841

Tentative Ranges
ranges for for 1983
New ranges 1984 set established
for 1984 (%) in July 1983 (%) in July 1983 (%)
M2 6to9 6-1/2 to 9-1/2 7 to 102
M3 6 to 9 6 to9 6-1/2 to 9-1/2
Ml . 4to8 4to8 5 to 93
Domest ic
Nonfincial
Sector Debt 8 to 11 8to1ll 8-1/2 to 11-1/2

1. Ranges apply to periods from fourth quarter to fourth quarter, except

as specified,

2. Range applies to period from February-March 1983 to fourth quarter
of 1983.

3. Range applies to period from second quarter of 1983 to fourth quarter
of 1983,

34-871 0 - 84 - 17
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Senator JepseN. I thank you, Chairman Volcker.

The chart on the far right, that first one, illustrates the relation-
ship between money growth and after a short lag the nominal
gross national product growth. The evidence is clear that the mone-
tary volatility has been a major cause of volatile economic perform-
ance for the past 5 years.

Now it appears that the latest contraction in money as we see
the M1 grow, as we head into the 1984 year, plummeting at a
rather sharp angle.

We are concerned that this may interrupt the economic expan-
sion that we want to foster. Your target proposal has come out
with, I believe, a 4 to 8 percent range for M1 versus 5 to 9 percent
in 1983, and your ranges for 1984 indicate a tightening of the tar-
gets. _

As you can see, there is certainly a direct relationship. There is
some lag between the M1 rate and gross national product, but cer-
tainly the chart is in direct correlation.

How will the Fed cope with the risk of an accident that we as a
nation cannot afford if we go down and hold to the bottom side of
this 4 to 8 percent range? Are we in danger of triggering another
recession?

Mr. VoLckeR. Let me just raise a technical question first and
then address your general question.

I do not know what the numbers on these charts mean in terms
of whether they are revised or unrevised figures for M1, and I am
also not clear precisely how they were calculated.

On the figures we have issued in connection——

Senator JEPSEN. The figures are revised.

Mr‘.’ VoLcker. They are revised? That is what—December over
June?

Senator JEPSEN. December over June on money supply, yes, sir.

Mr. VoLcker. Plotted once every quarter on a 6-month period?

Senator JEPSEN. Every month.

Mr. VOLCKER. Let me make a general observation about that
chart. There is a broad relationship between money growth and
nominal GNP that I suppose is a common foundation for approach-
ing these monetary targets.

That is a nominal GNP; it is a combination of price and real
?NP. Of course, we are interested in prices and real GNP separate-

y.

You have GNP running above the monetary growth pattern
there for M1 through mid-1981, by a considerable amount. A lot of
that was prices at that time, but if you put it in other terms you
have velocity rising quite rapidly.

You can look at the period 1982 through 1983 and you have GNP
below the monetary numbers. Velocity was falling and that was
rather an abnormal development; that is one way of looking at it
in reaction to that fall in velocity, along with some other evalua-
tions that encouraged us—if that is the right way to put it—to
permit the M1 money supply to rise rapidly in the second half of
1982 and through the first part of 1983. The increase in the GNP in
that case was increasingly real, and less in prices, which of course
is what you like to see.
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When we talk about velocity returning more to normal pat-
terns—and that is still a tentative judgment—but in line explicitly
with the M1 target this year, we would expect that blue line on
your chart to again move above the red line. That is what a return
to more normal velocity would mean and that is allowed for in this
4- to 8-percent target range.

In other words, if we were in the middle of that range, let us say
around 6 percent, you would expect the blue line on that chart to
move above the 6 percent M1 growth; we have projected something
in the neighborhood of 9 percent or a little more in the nominal
GNP, and that would be broadly consistent with past cyclical pat-
terns at this point.

Of course, we like to see as much of that 9 percent in real growth
and as little of it in prices as possible. We are taking off from a
point where, as I said, more has been real and less in prices, so the
calculation is that that is consistent with the kind of growth that
we foresee and we have a fairly wide range which, among other
things, reflects some uncertainty as to precisely what the growth in
velocity will be during this period.

We think the evidence is that it is returning to more normal pat-
terns, but that has to be a tentative judgment.

Senator JEPSEN. Is your assumption, as I understand it, the
present assumption that velocity growth will rebound to its post-
war trend, at or about 3% percent to the effective money growth
and spending?

Mr. VoLckER. It is not just a long-term trend. It depends on what
series of years you take. Four and a half percent is the average
over a period of years. In cyclical expansions you often get a higher
rate of growth of velocity than that.

We are not counting on velocity growth as high as you would get
during some cyclical expansion, but, yes, we are counting on—
maybe “counting” is too strong a word—expecting some return to
more of a normal cyclical pattern, which would be above the long-
term trend. Because it has been lower, it might be less than that,
and we have allowed for that in the target range.

Senator JEPSEN. Many economists now feel that the interest pay-
ments on checking accounts increase the public holding of cash bal-
ances and permanently reduces velocity by more than 2 percent.

Now if this holds true, then the money growth is effectively 2
percent slower than you think in terms of its impact on spending
and inflation, and I think we get right back to what I said in my
initial question: Do we not get closer to the danger of accidentally
generating a recession?

What would be required for the Fed to alter its views on veloci-
ty?

Mr. VoLCKER. Let me say two things in that connection. First of
all, we had the decline in velocity in 1982 and 1983 in reaction to
the phenomenon that you referred to—this institutional change of
paying interest on checking accounts and increasingly paying
market rates of interest. I think there were other influences in-
volved, but that was an influence, and partly for that reason,
partly because the inflation rate is down and expected to remain
down, we have, in effect, said we will forgive the decline in veloci-
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ty; we are not operating on the expectation that that decline in ve-
locity is going to reverse itself. ‘

If you just look at the long-term trend of velocity and assume we
are going to stay on trend, what you might say is the decline in
velocity will be reversed and we will get a much quicker increase
in velocity, looking a year or two ahead.

If that happened, these targets might be too high, in fact, or at
least you will go toward the lower end of the range. We are not
necessarily assuming that. We are assuming some cyclical growth
in velocity.

The underlying trend, which only can be measured over a long
period of time, may indeed be less than it was before. I rather
share the view that that is something that is quite possible—we
cannot prove it now—but we believe that within that 4- to 8-per-
cent range you can allow for that, and then you would appropriate-
ly be toward the top of the range.

Senator JEPsEN. Well, velocity being the speed at which money
turns over in the economy, when everything we are doing in Con-
gress is to encourage savings and we have the added factor, as you
indicated, of interest on checking accounts and IRA’s and the pro-
posal now to expand those, can you project and predict these things
and have it both ways? _

Mr. VoLckER. if I may just respond: we feel, frankly, a bit tenta-
tive about this, which is why we are not giving full weight, in a
sense, to M1. As I said yesterday, M1 is kind of “on probation” be-
cause of the very uncertainties that you suggest.

We have made certain assumptions and we have a fairly wide
range reflecting precisely the kinds of concerns you are expressing,
but we will evaluate this as time passes. We will evaluate the evi-
dence of what’s happening in the economy, what the growth is,
how inflation is behaving, and if the evidence accumulates that ve-
locity is not rising at all, let us say, just taking that hypothetically
the target would be too-low.

We do not expect that to happen. It is a matter of degree, and it
is just going to need continuing evaluation. That is not our only
target. We are putting substantial weight on the broader aggre-
gates—and the credit aggregate—where the targets, as you know,
are higher and we would not expect the same trend in velocity.

Senator JEPSEN. OK. My time is up. I advise the members of the
committee we are having 10 minutes apiece today.

Senator Bentsen, you may proceed.

Senator BENTSEN. Thank you very much, Mr, Chairman.

Mr. Chairman, in the last 30 days we have had approximately a
$150 billion loss in the stock market. The Dow Jones industrial
index has gone down in that period about 130 points. We have had
a drop of about 10 percent.

I am looking at a news story that says, “The fall in the stock
market reflects the new economic worries.” There is a feeling, this
story reports, that nothing meaningful is going to be done by the
administration or the Congress to make substantial cuts in expend-
itures or cut the deficit with taxes.

Would you comment on that?

Mr. Vorckeir. I understand that feeling, and I presume that is a
factor in this market performance and uncertainty. I think there is
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a very real problem in these budget deficits and the need to deal
with 1t becomes more urgent, as I said, as the economy grows.

You can stand a bigger deficit in the middle of recession, when
inventories are falling, and the investment is low, and housing is
just beginning a recovery, and when, indeed, the budget deficit is a
result of providing a lot of purchasing power and stimulating con-
sumption. That has a positive side when you are in recession, but

- the negative effects on financial markets and investment begin be-
coming predominant as the economy grows, and I think we are
now in this critical period where action is necessary.

I understand the pessimism or discouragement about the possi-
bility of action that you refer to. It is ironic to me, in a way, that I
feel a little bit better about the prospects. I see some consensus de-
veloping now that I might not have felt a few months ago, but we
are obviously not there yet and there are many problems, as you
know so much better than I, in arriving at an effective consensus
for action.

Senator BENTSEN. I was reading Mr. Feldstein’s comments, that
in 1983 and 1984, we had an estimated $100 billion in net foreign
investment inflow to this country. In effect, hot money coming here
helped and will help hold interest rates down.

I was just in Davos, Switzerland, at a meeting with about 30
public figures from around the world, including the finance minis-
ter of Germany, the trade minister of England.

They were speaking of their deep concern for these mounting
deficits, the fact that they have almost doubled each year for the
last 3 years, and that they do not see any appreciable curtailment
ir; the size of those deficits. They were talking about the amount
o ——

Mr. VoLckER. You are speaking of the trade deficit—the current
account deficit?

Senator BENTSEN. They were talking about the total deficit in
the budget and seeing their European currencies flow out and bol-
stering the dollar. One of the reasons is, of course, high interest
rates here, but another very major reason, and a more intangible
one is the feeling that we have stability in our economy. Yet, all of
a sudden that particular presumption is being challenged as we see
these deficits piling one on top of another. There is a feeling abroad

" that we could see some of that hot money turn around and start
out from here, go back to Zurich or to Tokyo or to London. If that
happens, what do you see happening to interest rates in this coun-
try?

It seems to me if you had a 20-percent drop in the value of the
dollar and an exodus of that kind of capital, it could have just a
more serious effect than a drop in the stock market.

Mr. VoLcker. You would see, in that case, more pressure, poten-
tially, on financial markets and an improved trade position, which
over time would be good.

Senator BENTSEN. Yes, but that takes quite a while.

Mr. Vorcker. That is exactly right; over time you would see
more pressure on domestic financial markets which would squeeze
investment and housing and so forth here.

Senator BENTSEN. Does that mean an increase in interest rates
as that happened?
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Mr. VoLcker. It depends on what else is happening at the same
time, but that danger exists.

Just to leap to the answer, so to speak, when you look at those
kinds of risks, you ask yourself what can we do to deal with it, and
it seems to me the answer is fairly obvious and unambiguous.

The way we can deal with those risks is to take the actions that
we can take to reduce our dependence on that inflow of foreign
money by reducing the financing burdens on the U.S. market, and
the way we can do that, obviously, is by moving as promptly and
effectively as we can on the budgetary side.

That is going to take a while in the best of circumstances, but I
think it is also true that the action to move in that direction sig-
nificantly and forcefully will deal with precisely the problem men-
tioned at the start—the uncertainty and the confidence factors that
bear upon this inflow of foreign money. We are going to need it for
a while. There is no way we can escape it because of the big cur-
rent account deficit, so we want to take actions that underscore
and reinforce the feeling—the intangible feeling—of confidence
that you referred to.

Senator BENTSEN. Are you hearing more and more increased con-
cern about that from foreign sources, about the stability of that
dollar, because of the mounting deficit? »

Mr. VorLcker. Yes, I think there is increasing concern, basically
growing out of the circumstance that I referred to.

It is one thing to have deficits when you are in the middle of a
recession, but it is quite another thing when the economy is doing
so much better.

To complete her argument, you might say, well, let us deal with
this problem insofar as we can through monetary policies. I cannot
object to that in general terms.

Senator BENTSEN. But you cannot handle it by yourself.

Mr. VoLcker. No, you cannot handle the interest problem or the
budgetary problem if you try to handle it through great big in-
creases in the money supply. That way you undercut confidence.

Senator BENTSEN. It seems to me if you get into our present situ-
ation where on the fiscal side it is very expansionary while you are
trying to hold it down on the monetary side, it is a little bit like
driving a car with one foot on the brake and the other foot on the
accelerator.

Mr. VOLCKER. I agree with that.

Senator BENTSEN. You may be able to control the speed but it
sure raises ‘“‘Cain’ with the machinery.

Mr. VoLckeRr. Right. That is a good analogy.

Senator BENTSEN. And that is my concern. Thank you very
much, Mr. Chairman.

Senator JEPSEN. Senator Symms.

Senator Symms. Thank you very much, Mr. Chairman.

Chairman Volcker, if I read the paper correctly yesterday, you I
think warned the Banking Committee that you are worried about a
recession. Is that correct?

Mr. Vorcker. I think that’s a little blown up. I think I men-
tioned the words “recession” once in the midst of a colloquy and
said that eventually, down the road, this obviously complicates our
problems and you could even have a recession way down the road.
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I think basically the outlook is bright, as reflected in our projec-
tions here. The only way I can state this is I think the basic out-
look is encouraging. A lot of good things have happened in recent
years, but this budgetary situation and the remaining international
dimensions of it pose increasing risks that get greater and greater
as time passes, because in part the economy is performing well oth-
erwise. -

Senator Symms. Well, I appreciate that and I appreciate Senator
Bentsen’s question and the analogy about the automobile with one
foot on the gas pedal and one foot on the brake.

So what you are saying is the fiscal policy is stimulative as to the
recovery.

Mr. VoLcker. No question about that.

Senator Symms. But the monetary policy right now, and as Sena-
tor Jepsen pointed out, do you not think we should be worried
about the restriction in money growth and restriction in bank re-
serves right now with respect to what is going to happen?

Mr. VoLcker. You would expect me to say, and I will say, we
think it is broadly appropriate given all the circumstances. I think
you should worry about precisely the kind of concern that Senator
Bentsen was describing that makes life for the financial markets
more difficult. It increases the pressures policy and the difficulties
of maintaining a monetary policy. ‘

Specifically, it keeps interest rates higher than they would other-
wise be, which is not good for investment, which is not good for
housing, is not good for the trade balance, so, yes, I think there are
problems out there—plenty of problems to worry about.

We have gauged the monetary pressures as best we can, given
those other circumstances that exist.

Senator Symms. Well, if the dollar is extremely strong relative to
other currencies, as it now is, does this suggest that there is a sub-
stantial dollar shortage in the world?

Mr. VoLcker. Not in the sense of general liquidity of the world
economy; it certainly suggests we are sucking in a lot of funds to
finance our deficit. We indeed are.

Senator Symms. Well, is that primarily because of high interest
rates, a strong dollar or is it a safe haven that people view?

Mr. VOLCKER. It is a combination of things. I think it is some
sense—and all of these things are relative—of relative confidence
in the stability and progress of the American economy, the kind of
broadly favorable conditions we have for conducting business in the
United States; and, related to that—a somewhat different aspect—
is the relative political stability at a time of concern in some other
countries. Certainly the interest rates themselves are a factor; no
doubt about it.

Senator Symms. Well, I am on the Budget Committee, also, Mr.
Chairman, and we have had witnesses there all last week testifying
and we hear a lot from OMB now and they focus on the alleged
deficit, that that is the problem, and we have to increase taxes to
eliminate the deficit, but sometimes 1 wonder if that is not just
some kind of a ploy to cover up the fact that OMB never advocated
tllle spending cuts that should have been advocated in the first
place.

Do you really believe we can solve this problem by raising taxes?
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Mr. VorLcker. I have said on many occasions that from an eco-
nomic point of view you have to deal with many other priorities.
The best way to deal with this problem would be to reduce expendi-
tures, but I think the problem is serious enough so that if you
cannot for whatever reason—if other priorities conflict—reach a
consensus on doing enough on the expenditure side, then I think
you are forced to look at the revenue side. But from a strictly eco-
n%mic point of view I would rather see you do it on the expenditure
side.

Senator Symms. Yesterday before the Finance Committee, Peter
Grace testified and they advocated we could cut 10 to 12 to 15 per-
cent out of every department of the Government, and I happen to
agree with him, by simply giving the senior executive corps the au-
thority to go out and do it and pay him $20,000 reward per person
if they actually make a 15-percent cut in their agency without
losing any of the services available that the Government puts on,
yet somehow Congress never seems to be able to come up with that
dramatic of a proposal.

Would a 10-percent cut across the board in the Federal budget
make an enormous difference?

Mr. VoLcker. There is no question that a 10-percent cut in the
budget that is running $800 and some billion would pretty well
deal with the problem.

Senator Symms. In other words, your job would become easier.

Mr. VoLcker. Yes. We would have lower interest rates. It would
be much easier for us to keep the monetary side on track. It would
be healthy for economic activity. That is not saying it is possible.

Senator Symms. So if we raise taxes, that has to be financed out
of the private sector so that we would not solve the problem.

Mr. VoLckeR. It comes out of the private sector anyway; even the
Government spending puts the money in the hands of the private
sector. But raising taxes changes the dimensions of the problem,
the structure of the problem quite considerably, and it depends on
what taxes you raise.

What we have now is a great stimulus to domestic consumption,
but that deficit has to be financed and the way it is financed inevi-
tably hits at the investment side of the economy and hits at the
foreign trade side of the economy; that is not a healthy mix, in my
opinion. What you would have, potentially, is a much healthier and
more sustainable mix of economic growth.

Senator Symms. Well, let me just put it this way. If the Congress
chooses, and the administration, to solve the deficit problem by
raising taxes as opposed to cutting the spending, do you believe
that interest rates would have a substantial—that there really
would be any major change in your ability to keep from having the
dollar fly, as Senator Bentsen was talking about, or what else could
keep things stable?

Mr. VorLcker. I think it would have a favorable effect on interest
rates. I am extracting from what kind of taxes you choose, but it
would not have as favorable an effect on the growth and strength
and balance of the economy over a period of time. But it certainly
would remove one source of pressure on financial markets.

If the tax all came out of the cash flow of businesses, it would be
the most nearly equivalent thing to a deficit, but to the extent that
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taxes are more broadly conceived and go to this purchasing power
question, I think it would have a favorable effect—although not as
favorable as reducing spending.

Senator Symms. Mr. Chairman, one other question I wanted to
ask, if I may have another minute here.

In your decisionmaking process of trying to pick out all things
that happen, how much do you pay attention to the general com-
modity range of prices?

Mr. VoLcker. I personally observe commodity prices fairly close-
ly because of several implications. It is one measure of speculative
tendencies and concern about future prices. Those prices are sensi-
tive. They may be affected by inflationary expectations. They also,
in some cases, depending upon the commodity price, are an impor-
tantdelement in costs and therefore in the underlying inflation
trend.

They give you some idea of whether you are running into capac-
ity limitations and that kind of thing, so I think they are a useful
economic indicator and psychological indicator.

Senator Symms. Are not commodity prices, in general, on a de-
cline or have been in the last 6 months? .

Mr. VoLcker. No; as I read it, the prices are generally increas-
ing. They have had a general cyclical increase from very low levels.
I do not think it is disturbing at this point, in terms of the basic
trend of inflation in the future, because they are coming up from
such low levels, and in many cases they are still below earlier
peaks 3 or 4 years ago; but the general trend has been upward.

Senator Symms. Is that true for industrial raw materials?

Mr. VoLcker. Yes; it is true of industrial materials. Grains
reached a peak in the autumn following the drought and the PIC
program and so forth, and grain prices in general in important
commodities have been drifting off for some months but from a
sharp peak late in the summer and the early fall; in general the
broadest indexes you look at have been rising.

Figures compiled by the BLS, the Commodity Research Bureau I
guess it is called, generally show an up trend, but of course that
disguises a lot of ups and downs among commodities.

Senator Symms. Thank you Mr. Chairman.

Senator JEPSEN. Congressman Obey.

Representative OBeY. Thank you.

Mr. Chairman, as I read the statements made in the last several
months, I get the impression that you still have at least residual
concerns about reinflation, the reignition of inflation in the long
term.

Mr. VoLcker. I think that is fair.

Representative OBEY. You indicated that it is going to take a
while to get deficits down, even if we begin to move on it now. Let
me ask a couple of questions first, following up on Senator Symms’
statement about it being preferable to start the budget reduction
on the spending side, and I guess everybody would agree to that as
long as the discussion is in the generic, but when you look at the
budget and you see that 82 percent of it is in either military ex-
penditures, retirement-related expenditures or interest, you are not
going to affect interest directly.
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Mr. Vorcker. Now if I may just interject Congressman Obey, I
think that one of the opportunities, potentially, is if we can get the
budget on the downhill path; that is reflected in the lower interest,
and you have a lot of leverage there.

Representative OBEY. I understand that, but that is not a direct
attack on interest; it is an indirect attack.

Mr. VoLckER. Exactly.

Representative OBEY. I see the negotiations at the White House
yesterday have apparently taken social security related items off
the table for discussion for the time being. That is one big ticket
item that is off the table.

If the administration were to continue to suggest that it is
simply not possible to get large savings in the military area and if
Congress were to agree with that, that would take the other second
big ticket item off the table and it would mean that in terms of
reduction on the spending side that we would be left with relative-
ly minor actions on the military side and retirement side and it
would mean there simply is not enough portion of the budget re-
maining to get to that $80 billion figure that you just talked about
in terms of the 10-percent reduction across the budget.

At that point, would it not be better for us, even though none of
us wanted to politically, would it not be better for the Congress and
more responsible for the Congress and the administration to in-
clude in its package a significant action on the revenue side rather
than simply settling for minor actions on spending side because of
our i{)lability to reach agreement on reducing military and retire-
ment?

Mr. VoLcker. I think then you are stuck, and as I indicated ear-
lier, I would have to turn to the revenue side of the budget, yes.

Representative OBey. Thank you, and I hope that my colleagues
in the Congress and our other partners down at the other end of
the street face up to that fact.

Mr. VoLCcKER. You are making some assumptions that may not
be related.

Representative OBEY. Yes. By me, I would like to be president of
an optimist club but I am not, and I do not see much movement on
the military side.

Let me ask you, getting back to the inflation issue, discussing
your apparent concern about the possibility for a reignition of in-
flation in the long term, is it your view that we really now do have
inflation licked or is it still a potential problem for us?

Mr. VoLcker. I think inflation is an animal that you never lick
without continuing attention. 1 think we have made a great deal of
progress but that has, as one assesses the situation now, something
of a one-time component, or at least a portion of it is one-time or
cyclical.

Representative OBEY. So you are saying it could be Lazarus-like
unless? we take further actions on the fiscal side than have been
taken?

Mr. VoLckeRr. I think it is important that the action is on the
fiscal side. I do not think the inflation outlook turns on that alone.
I think we have signs of increasing productivity. They are not yet
absolutely conclusive, but I think it is terribly important in terms
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of long-term outlook for inflation that we convert these tentative
signs of increasing productivity to a more permanent increase.

Representative OBEY. So that in the short run we ought to keep
in mind that while inflation may be down for the moment, it may
not necessarily be licked without further action.

Mr. VoLcker. Right. I think we can lick it but it will take con-
tinuing efforts and we cannot just sit back. It is not going to take
care of itself.

Representative OBEy. All right. Having established that, let me
lead you to the question of the value of the dollar on the interna-
tional market.

As you know, there is a great deal of concern about what some
people describe as the overpricing or overvaluing of the dollar by
about 20 percent or so, and Federal Open Market Committee meet-
ing in December 19-20 indicated their concerns about what a rapid
drop in the price of the dollar would do to interest rates.

What does that mean to you in terms of policy that should be
followed on the monetary side? Does that mean that it is preferable
to maintain a level of money growth and a level of short drop in
the dollar in order to prevent a reignition of inflation that might
cause the whole situation to unravel?

Mr. VoLckER. Yes.

Representative OBEY. Is it your feeling that is the price we have
to be prepared to pay short term?

Mr. VoLcker. If the dollar is too high in some sense relative to
our trade and trade outlook, sooner or later you would expect that
to be moderated; that in itself—a decline of the dollar—is an infla-
tionary factor, but it is going to happen sooner or later. You have
to absorb it. A lot would depend on how it happened.

Let me say I do view that as a concern or a risk that makes it all
the more important that we deal with other sources of inflationary
pressure, for two reasons.

Representative OBEY. Because my time is almost up, let me inter-
rupt you and ask a last question.

You indicated earlier that it was going to take a while to do all
fihesel other things, even if we were able to attack the deficit imme-

iately. '

Does that mean in your judgment that until that occurs that our
monetary policy ought to follow a path which would avoid a precip-
itous drop in the value of the dollar until you have those other ac-
tions taking place in order to avoid that reignition of inflation?

Mr. Vorcker. I would not focus quite as exclusively on that as
your question implies, I am sure. Generally you would not focus on
that exclusively.

I think it does increase the sensitivity in the conduct of mone-
tary policy to doing what we can to avoid a reignition of these in-
flationary pressures, which would only aggravate a falling dollar.

Representative OBey. That is my concern because I recognize
your reluctance to do anything which would reignite the impres-
sion that inflation was moving, but I am concerned that because of
your concern on that point that there might in fact be such atten--
tion to the short-term problem that we would have on the inflation
side if the dollar were to drop, that in your monetary policy you
might in fact be making it more difficult than we ought to be
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making it to get to the long-term benefits that would come from
changing those rates.

Mr. Vorcker. I think I would focus on monetary policy on the
longer term and the continuing need to deal with the probability of
a resurgence of inflation in the United States, rather than focus it
narrowly on trying to maintain any particular value of the dollar.

We do not want to create a situation in which whatever other
risks may develop on that side are aggravated by an inflationary
policy. It is not a policy designed to maintain particular value of
the dollar.

Representative OBey. My last question, Mr. Chairman. Do you
think it would be good or bad for the country if we had within the
next 2 or 3 months a drop in the value of the dollar of, say, 10 per-.
cent?

Mr. VoLckieRr. We have had a very sharp increase in the dollar. 1
would not take the position that some decline in the value of the
dollar is in itself a problem. It would help on the trade side and it
would hurt on some other side. But, again, I would not base policy
on trying to maintain a particular value of the dollar. I would aim
policy at maintaining an overall climate toward price stability
which in itself will contribute, I expect, to the confidence needed to
maintain some capital inflows upon which we are now dependent
and l?hiCh will avoid a rout in the foreign exchange market, so to
speak.

To put it the other way around, if we embark on what was inter-
preted as an inflationary policy, it would increase the risks on the
exchange rate side, but I do not think we want to sanctify any par-
ticular level that the dollar has reached.

Representative OBEY. Thank you, Mr. Chairman.

Senator JEPSEN. Congresswoman Holt.

Representative HoLt. Thank you, Mr. Chairman.

Chairman Volcker, you have touched on a point that I want to
get at, but I want to clarify it in my own mind.

Economists that have appeared before this committee have
seemed to say over the past year that timing in increasing reve-
nues through tax increases is the key to the whole thing, that we
have to establish some stability in the economic growth, that we
have to make certain that we do not really put a drag on the eco-
nomic growth that we are seeing taking place now.

You also said that we should not place a burden on industries, so
I am assuming that you mean that our revenues should come from
tax rate increases.

Mr. VoLckeR. Not necessarily. The administration, as you know,
is apparently prepared to put forward a series of measures that
would raise revenues and that do not involve an increase in tax
rates.

Representative Hort. Do I understand you correctly in saying
the time is now if we cannot reduce the deficit through spending
cuts, you feel that it would not slow the economic growth?

Mr. Vorcker. No; I think it would be better to do it by spending
reductions; let me just repeat that again. But given the other impli-
cations of the deficit and the other problems that are created, you
obviously want to construct any revenue-increasing measures as
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carefully as possible. You want to take measures that are as con-
sistent as possible with a good tax structure over time.

This is the time to do it if you cannot do it on the spending side.

Let me point, if I may, in a longer term perspective, that you
cannot do this this year, and I am not suggesting that.

Representative HovLt. That is the point I want to make.

Mr. VoLcker. If you really arrive at the conclusion—the hard
conclusion—that you are kind of forced to take revenue measures
and that between national security and retirement and other prior-
ities we are going to continue to spend 24 or 25 percent of the
GNP—which is where we are now—then I think you have to look
at how to get the revenue generating capacity up in proportion.

That, I think, involves a very great problem of devising a more
basic change in the tax system that is the least damaging for eco-
nomic growth; that is going to require a lot of thinking and a lot of
study and that is what you cannot do this year. That is a basic
change which I think you have to face up to if you cannot get the
spending down.

What you can do this year is to take some more limited and im-
mediate measures if you have to, if you cannot get spending down
in the short run.

Representative HoLr. I think that the most important thing we
have seen beginning to happen is an improvement in productivity.

Mr. VoLcKER. I agree with that.

Representative HoLt. It seems this is the place where we have
destroyed ourselves in this country. What would be the effect of in-
creased taxes, aside from the cyclical component that it seems that
this productive improvement is related to?

Now if we go for revenue enhancement through increasing it,
what are we going to do to productivity?

Mr. VorckeR. I think that depends on what kind of tax you think
of. Again, from the standpoint of productivity it is better to do it on
the spending side rather than any tax side, but I think there are
big differences between types of taxes and the effect they have on
incentives and growth.

The key point is that by reducing the pressures on the financial
market you presumably get lower interest rates and more invest-
ment, which is very helpful from the productivity side.-

Representative Hort. Thank you, Mr. Chairman.

Senator JEpseEN. Congressman Hamilton.

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

Mr. Volcker, we are pleased to have you with us this morning. I
would like to pursue a few questions along the line that Congress-
man Obey suggested on inflation.

In looking at the most recent published directives of the Federal
Open Market Committee for the meetings in mid-December, it
seems to me that those minutes reflect a very deep concern on the
part of that committee about the possibility of resurging inflation.
In those minutes, they cited five separate reasons why inflation
might come back soon or surge forward again.

One was an indication of strengthening in inflationary expecta-
tions. The second was underlying wage pressure. The third was a
large increase in M1 during the latter part of 1982. Another was a
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significant decline in the foreign exchange value of the dollar, and
I think the last was a projected decline in productivity growth.

Now would you then say as a result of that meeting that the
desire to forestall rising inflation was a principal motive behind
the current course of money policy and the targets that you have
given us for 19847 :

Mr. VoLcker. That is certainly a factor, but you have to look at
the other side of the equation. As you recited those five separate
factors, they are all concerns about what potentially might happen
against a particular economic background. What you did not men-
tion is the background of good momentum in the economy itself.

We would obviously adopt a different policy posture if we did not
think the economy was growing with considerable momentum; that
is the basic judgment, I think, that was reached, and against that
background these various concerns that you mentioned were cer-
tainly mentioned as potential dangers we want to avoid.

How shall I characterize this? I suppose on the average wages
are rising faster than is consistent with stability, but they have
been coming down. Recent experience has been favorable. Expec-
tions are maybe a little unsettled, but they are certainly lower
than they were some years ago. The foreign exchange value has
had a repressing effect on prices recently, so that is only a concern
about the future. The productivity growth has been pretty good
‘during this recovery, but there is a concern that it be maintained.
These are all potential concerns out there in the future and they
certainly are an influence on policy, but against the background of
declining unemployment, rising employment at a rather good clip,
rising demand in the domestic economy.

Representative HamiLToN. I get the sense from those minutes
that your number one concern—your number one priority—is infla-
tion, and that really is the driving factor behind the decisions of
the Open Market Committee. .

Mr. Vorcker. I think our number one concern is seeing sus-
tained growth, and integral to that, as I see it, is a sense of
stability in prices and so forth.

Representative HAMILTON. Now is the corollary of that that we
can expect a permanently high rate of unemployment for a while?

Mr. Vorckir. No; I would hope not. The natural rate of unem-
ployment, whatever an economist may call it, has been much de-
bated and there is a feeling it may be higher now than it was 10
years ago, or 15 years ago.

There is also some feeling that potentially it may be declining,
because we have a more experienced work force, and the labor
force is rising less rapidly and we get more productivity from the
greater efficiency; thus, the tendency for the natural rates to rise
may be in the process of reversing.

We cannot judge that yet, but I think there are a lot of things we
can do. I am not just talking about monetary policy now, although
monetary policy is important in setting the overall environment in
which to increase the competitiveness and increase the productivi-
ty of industry.

To the extent we do that, then I think that is the only way we
can have our cake and eat it, too, so to speak—having the stability
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with a low rate of unemployment, which that is obviously what we
would like to get.

Representative HamiLTON. In the past it seems to me that the
monetary policy has reacted to rising inflation after it has occurred
for the most part, but that very seldom has monetary policy acted
in advance of inflation to prevent inflation from occurring.

Now you have a lot of considerations to balance here, I appreci-
ate that, but I am wondering if a policy is now moving to try to
prevent a resurgency of inflation before it occurs.

Mr. VoLcker. I suppose, to the extent your observation is valid
and there may be some tendency of the sort you describe, it arises
out of our history; in fact, inflation got ahead of us in the last
1960’s and 1970’s and we found ourselves reacting after the fact.

That made it more difficult to deal with, made the economy less
stable and resulted in higher interest rates, and it fundamentally
undercut the productivity growth that we need. In a sense, yes,
there was too little too late, not just in monetary policy but per-
haps in other policies.

The lesson we learned was that that environment of accelerated
inflation in the end was good neither for employment or unemploy-
ment nor for productivity, either. They all went bad and that is, in
my judgment anyway, a lesson of the late 1960’s and 1970’s. We
want to try to avoid that.

Representative HamiLToN. This week we have seen a very wor-
ried Wall Street as reflected in the stock market, at least, that
might suggest that there is a great deal of unease if not alarm.

Is there a cause in your judgment for that kind of alarm?

Mr. VoLckeR. It may be overdone. Let me just state my position
again positively.

I think we have made enormous progress in dealing with some of
these problems that arose during the 1970’s, certainly inflation,
productivity, and competition. We have a launching pad for a much
more satisfactory period, and in that sense I am very optimistic.

You have to recognize the bad news or the risks, and I think a
lot of that is tied around the budgetary deficit. The good part of
that is that it is something that obviously is within our control. I
am not saying it is easy, but it is a matter of public policy that can
be corrected. It is by all odds the major hazard that I see. If that
could be corrected, my optimism would be unbounded, because
there is so much in the picture that is favorable relative to what
we have gone through in the past.

I do not want to put it all on the deficit. We have problems in
monetary policy. Let me just mention one other aspect in terms of
the inflationary outlook.

I think we have come a long way in getting more interest in effi-
ciency, moving away from the kind of speculative activities toward
productive concerns.

Nominal wage settlements are much lower. What is so happy
about that is that it has been accompanied by an increase in real
income. But there is still a lot of skepticism out there that this
may all be temporary and we will go back to what is normal, and
unfortunately what is normal in many people’s minds are 9 or 10
percent wage increases, with prices going up.
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If people act on that presumption, then we are in trouble, be-
cause then all the restraint has to come from the monetary side.

Public policy can affect that in ways other than monetary policy
or fiscal policy. One of the dangers I see in the present situation is
that under the very real pressure in our position—which is again
partly related to the budget—we may retreat to protectionism. We
are then going to feed, I think a reversal of that attitude of re-
straint, because people will say, “Well, we will run to Washington
and get protection when we get in trouble.” I do not think we want
to feed that kind of psychology.

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

Senator JEPSEN. Senator Abdnor.

Senator ABDNOR. Thank you, Mr. Chairman, and welcome, Chair-
man Volcker. You are a very busy man and you are a very impor-
tant man to the whole economic recovery and I know we take a lot
of your time. If you are not before the Joint Economic Committee,
you are in Finance, Ways and Means, Appropriations, or some
other committee. I guess we all try to get ourselves schooled on
where we are going and what the situation is. I am sure you leave
the same message to almost every meeting—that we have an
upbeat economic situation and if we are going to continue it, it is
going to take some action on the part of this Congress. This word
deficit has become a major topic here and well it should be. Too
bad it was not several years ago. We would not find ourselves in
the situation we are in today. But we are and the final outcome of
the deficits are high interest rates, an unfavorable balance of
trade, and an overvalued dollar.

We often talk about wanting to cut the spending in Government.
If we could take action on the deficit that would get interest rates
to drop 1 or 2 percent, the biggest benificiary would be the taxpay-
ers since we have a trillion and a half dollar debt.

My constituents have their backs against the wall. The other
members of this Committee hear this a lot because I am always
crying about agriculture and the farmer.

Did I not read in the paper yesterday where you said if we could
just show a $50 billion cut this would have a tremendous effect on
the overall situation? .

Mr. VoLckeR. I said something like that, yes.

Senator ABpNOR. I mean is that a realistic figure?

Mr. VoLckER. 1 do not know whether that is a realistic figure. I
was pressed to throw out a number that I thought would have a
r?gher dramatic effect. I think that would have a rather dramatic
effect.

Senator ABDNOR. If, instead of showing a deficit of $183 billion,
we had it in black and white that we were going to cut the deficit
down to $133 or $135 billion, what kind of effect would that have
on the market?

Mr. VoLcker. I think it would have a very constructive effect on
attitudes in the market assuming it was done with assurance and
not done too far down the road.

Senator ABDNOR. Yes.

Mr. VoLcker. 1 think you would see the effect of that in the
market rather promptly in the lower interest rates.
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Senator ABDNOR. I know you have to be careful when you talk
about interest rates because it goes all over the world, but could
you assume that a $50 billion cut in the deficits might affect the
interest rates a point or two?

Mr. VOLCKER. Yes.

Senator ABDNOR. And interest itself is a big, big item. But I know
this is an election year and we are playing games on both sides of
the aisle.

Mr. VoLckeRr. If I may just take a minute to put the problem in
perspective, I think we would all like to see lower interest rates.
These interest rates are damaging.

If we assume prices are going to remain more stable, the interest
rates are too high and there is that one focus for analyzing all
these problems; nobody is going to disagree with that. The question
is how to get them lower, and I do not think we can get them lower
by conducting an inflationary monetary policy.

You have suggested an avenue that seems to me to be construc-
tive from every direction.

Senator ABDNOR. Well, from every piece of testimony that I have
read from the Finance Committee hearings back in November or
December, most people agree it is going to take a blend of both
spending cuts and tax increases. :

Neither one would do it by itself. So you are going to have to
have a combination.

I do not suppose you could make a guess. Should it be a 50-50
mix of spending cuts and tax increases. This seems to be what we
hear from most testimony.

We just got the Grace Commission reports. That is just great, but
it requires a change in a lot of policy that I do not think this Con-
gress has the guts to change—Senator Symms, pardon me for
saying so. The waste and abuse——

Senator Symms. We will get a chance to vote on it, I guarantee
you that.

Senator ABDNOR. That is going to be interesting, but I do not
think this Congress will do it, and that is why the President has
taken the position he has.

I sat here in meetings for 3 days in a row a year or so ago when
the President and my side of the aisle got burned pretty badly be-
cause we brought up social security as an issue prior to the previ-
ous election. On election day we paid the price. Yet, 2 months after
the election was over, we passed a reform package that we are all
bragging about.

If this group really wanted to do something, by golly, they could
find $50 billion worth of cuts if both sides of the aisle were together
on it. We could bring this country around instead of talking about
it. But we will not do it.

Mr. VoLcker. Up until then I was all with you.

Senator ABDNOR. Let me talk about taxes. We really need tax
reform in this country, do we not?

Mr. Vorcker. I think you need some kind of what I would call
tax reform, some reshaping of the tax structure, if we are going to
spend as much money relative to the GNP as we are currently
spending.

34-871 0 - 84 - 18
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Senator ABDNOR. We probably have too many exemptions in our
tax laws, and yet we keep talking about more tax exemptions. Of
course, we are all cutting spending, and closing loopholes, but
every group I have ever met with wants to make darn sure you are
not going to affect their end of the exemption. This is the kind of
thing this Congress is going to have to face up to.

They can talk, and they can campaign all they want to, but in
the House of Representatives and the Senate lies the power to do
something. To find $50 billion in spending cuts out of a budget of
$931 billion should not be difficult to find. Do you think $50 billion
would show the money markets and the people who control it that
we mean business resulting in a drop of 1, 2, or 3 points in inter-
est?

Mr. VoLcker. I did not say 3——

Senator ABDNOR. All right, 2. I'll settle for 2.

Let me ask you something. My time is up, but I want to say that
one group that is seeing the economy in a difficult way is agricul-
ture.

I wrote you a letter, Mr. Volcker, and I know you have not had
time to get to it.

Mr. VoLckeR. I looked at it a bit.

Senator ABDNOR. When you go back, I hope you will take a look
because I do not know where farmers are going to find the money
to borrow. I do not think the banks have money to loan to farmers.

Mr. VoLckER. I can give you a very general answer, particularly
for your area of the country. The banks are, I think it is fair to say,
in pretty good shape in that area in terms of the amount of money
available; while their losses have gone up some, they are not ex-
traordinary compared to nonagricultural loans.

There are problems, delays in payments and so forth, but less
today than 1 year ago. Very clearly they are on a declining trend.
The demand for agricultural loans is rather limited.

I think what you see here is that interest rates are high enough
so that that in itself discourages the loan application, but you get a
picture of a diminishing distress in your area of the country at
least, and certainly the problem is not that the banks do not have
money to lend.

The great majority of agricultural banks say they have money to
lend. They would rather have more loans if they had the borrow-
ers, the ones who can pay that rate of interest.

Senator ABDNOR. That is where we are. I know that when banks
loan money to businesses they expect that business to make 12, 13,
to 14 percent. If the farmer made the kind of income to afford that
interest rate, we would not have half the problems we are having.
It is a real dilemma. It is something I would like to have you give
me your views on.

Mr. VoLcker. The best news is that while there are obviously
pressures out there they seem to be diminishing since the low point
winter.

Senator ABpNOR. Well, I look forward to getting your comments
on my letter. I appreciate it very much. Thank you.

Senator JEPSEN. Congressman Lungren.

Representative LUNGREN. Thank you, Mr. Chairman.
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Mr. Volcker, I guess I am confused as any constituent is as to
how we take all these different parts of the economy and economic
policy and put together how one impacts on the other, but you
have suggested if we were to close the deficit by $50 billion perhaps
we could see a 1- or 2-point decrease in interest rates.

My question is this: Along that same line of thinking, in the last
year or so the Congress passed a major tax increase bill of $96 bil-
lion, I think, some estimated $228 billion over a number of years.

In addition to that, we have unemployment today far less than I
guess virtually anybody would project. We have heard a figure ban-
died about here that for every 1 percent increase or decrease in un-
employment it affects the budget in the neighborhood of about $20
to $25 billion.

If that is the case, are you suggesting if unemployment were run-
ning higher and we had an increase of $25 billion in the deficit this
year just because of that fact, that the interest rate would be per-
haps a percentage point higher than it is today?

I mean have any of the things we have done in the past affected
the interest rates today? .

Mr. VorLckeRr. They have. I think the fact that those things you
have done in the past left us with this kind of deficit just illus-
trates how big the problem was; you took a bite at it. It was a lim-
ited bite and still left us with a very big problem.

Representative LUNGREN. I understand the deficit is still a big
problem. The problem I have is everybody talks about it and the
gentleman who just left talked about all the experts that come to
us and tell us we have to have a mix of this spending cuts and tax
increases and the only thing I ever see that it results in is an in-
crease in taxes and we do very little about spending cuts.

I am not as sanguine as some of them about the fact that we are
going to reach an accommodation since this is a Presidential elec-
tion year and there is sniping going on everywhere. We have a lot
of born-again balanced budgeteers around this joint, but I think re-
alistically we might overlook the fact that we are not going to deal
with it this year. I am not too sure that is bad, if that creates a
situation where the American people demand the Members of Con-
gress and the Presidential candidates to take a position on the defi-
cit such that we would come in with momentum to do something
about it next January.

I happen to think that is part of what the political process is.
You present it to the people and hopefully they make some judg-
ments based on positions people take rather than hide from them.

My question in that regard is this: Is the problem so acute that if
in fact my scenario went along that the deficit would not be suc-
cessfully addressed this year but the political climate would be
such that we would be in a position to deal with it honestly and
forthrightly next year, with a new Congress and after the Presiden-
tial elections, can we wait?

Mr. VoLckeR. It seems to me you are making a big assumption
when you pose that somehow the political climate is such that it is
impossible to do something this year but that somehow the political
climate is going to improve magically in the next year.

Representative LUNGREN. That is because the people might
change here.
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Mr. VoLckir. The people might change but if they are changing
in response to some kind of crisis, that does not seem to me to be
very constructive.

I would hate to think we can only act after a crisis instead of
before. Of course you can wait; mechanically you wait. Maybe you
will wait.

All I can say is that you take increasing chances with the Ameri-
can economy when you wait.

Representative LUNGREN. I guess my question is then would you
wait.

Mr. VoLckEeR. No; I absolutely would not.

Representative LUNGREN. So you would clamp down on the
money supply that——

Mr. VoLckER. Oh, no. I thought you meant if I were a Congress-
man.

Representative LUNGREN. No; I am asking what you would do.

Mr. VoLcker. All I can do is wait if you wait. It does not mean
we crank down on the money supply. What it means is that we
would stick to the money supply that is appropriate. There are
more potential problems for the American economy.

- Representative LUNGREN. Let us try to get on what is appropri-
ate, because I am still—and I know you give excellent testimony, I
have gone through it. .

I still am confused as to what the money supply is that is appro-
priate. In your testimony today, and your prepared statement, you
mentioned that some of the assumptions you make with respect to
the economy are that it would grow with a more moderate rate and
then you say a potentially more sustainable pace of 4 to 4% per-
cent during 1984 and 1985.

Now that to me is as difficult to pinpoint as is what is the natu-
ral unemployment rate. Do you think that there is a rate of eco-
nomic growth which is inherently inflationary and therefore unsus-
tainable and, if so, what is that and what would you do in reaction
to make sure that rate did not go forward?

Mr. Vorcker. You have to look at this over a period of time. I
cannot estimate exactly what that rate is. But we grew more than
6 percent last year, and I think it is apparent that if we contirue
to grow at 6 percent for a couple of years we would be jamming up
against every capacity limitation we have.

We have labor shortages in many areas. We would have the kind
of market situation where there was every invitation to raise
prices. Investment could not catch up by an amount necessary to
satisfy demand, and we would have a problem.

You may tell me that is going to happen next June, or a year
from now, or 6 months later; but I am not making that kind of a
judgment. I am just saying, yes, you cannot maintain a rate of
growth of more than 6 percent without expecting to run into a wall
that would not be good in terms of sustainability of the recovery.

We cannot grow over a long period of time faster than the basic
labor force and productivity growth permit; and that involves a cer-
tain amount of investment, too.

Representative LUNGREN. I understand that, but also with re-
spect to the labor force we are starting at a higher rate of unem-
ployment than we have ever had before. Would that not really
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shortchange the mix as to what would be sustainable and what
would not be sustainable as we come out of it?

Mr. VoLckeR. It certainly could change the rate of speed at
which we would potentially grow. In the past, 6 percent was fine; it
has been accompanied by subsidence in price structure. How long
you can persist in the high rate of growth depends on when you
start; that is certainly true.

Representative LUNGREN. The concerns I have is we are starting
to talk about that very loudly here in Washington and I am just
talking to small business people who are saying we are just feeling
this recovery.

How can we talk about nct being able to sustain something that
barely reached us and we have still got 8 percent unemployment?

Mr. VoLckER. It depends on the industry. We have an industry,
just to take one—there are several like this—the paper industry is
running at full capacity.

Representative LUNGREN. In my area we have an aerospace in-
dustry, McDonald Douglas, which used to have a 60,000 capacity jet
pﬁant and is now down to 50,000 and a lot of growth is still left
there.

Mr. Voicker. That is right. If I could just interject here, with
this kind of a situation where you have some sectors at or close to
capacity and others way below, what you really need is flexibility
in new investment and speedy new investments or else you cannot
take care of those potential problems. You come back then to con-
ditions in finanical markets and interest rates and all those.

Representative LUNGREN. And tax policies.

Mr. VoLcker. Tax policies and all these other factors, exactly.

Representative LUNGREN. Let me just ask one question. This is
my last one but we have a time limit here.

Is there any concept that you folks have in mind with respect to
a floor or ceiling on any commodities price index? Some people
even talk about the pricing call, and I am not talking about that,
but any commodity index that you feel should not be violated with
respect to money supply, or is that something that we do not worry
about any more and is considered oldschool and not for us?

Mr. VoLcker. I myself worry about evaluating the general trend
of commodity prices. I do not have any fixed limits in mind, but
that is certainly one thing I would look at in judging the inflation-
ary outlook and the sustainability of an economic event.

As the question came up earlier, we have had an increase in
commodity prices on the average in the past year and continuing
in proportions that do not appear to be cyclical. They started from
a very low level.

If those increases in prices, let us say, had been twice as fast as
in fact they were, I would read them as an ominous sign of a
mounting inflationary psychology and pressures. They do add to
costs.

"~ If they had not risen at all from those recession lows, I would
certainly raise questions about whether things were not too de-
pressed in that area. .

I am taking extremes, but it is a matter of judgment as to how
you evaluate those. They are still, as I indicated earlier, below, on
the average, from earlier peaks, which is one indication to me that
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the economy is not subject to strong speculative pressures at the
moment nor strong pressures on capacity in that general commod-
ities area. That is a favorable sign.

Representative LunGreN. Thank you.

Senator JEPSEN. Senator Symms.

Senator Symms. Thank you, Mr. Chairman, and thank you, Mr.
Volcker, for your patience this morning.

I have sat here through the entire hearing and listened to this
and several times a comment comes up that if Congress would cut
the deficit that interest rates would come down and the implication
is that if Congress does not have guts enough to cut the spending
they are going to have to raise taxes today.

Mr. VoLckeR. That is not my implication.

Senator Symms. I hope that is true; that it is not. You do not, in
any way, mean to be holding Congress hostage to this?

Mr. VoLcker. I certainly do not. As I indicated, I think we have
to set our policy on the basis of our evaluation of all the circum-
stances. We set forth monetary growth rates that we think are ap-
propriate to the situation economically.

Senator Symms. Do you favor a constitutional amendment to the
Constitution which would both limit spending and taxes to balance
the budget, that would limit the percentage of the gross national
product that we could spend but requires Congress to balance the
budget?

Mr. VoLckER. I have expressed some doubts about the practicali-
ty of a balanced budget amendment and I would, I suppose, have
some doubts of trying to put in the Constitution some numerical
ratio for spending as a percentage of the GNP.

Having said that, experience has seemed to suggest that our
system is biased toward spending more than we want to tax, and if
there are even constitutional arrangements that could be made to
correct that bias I would be sympathetic to them.

The item veto is one approach toward that. Another approach,
very broadly, would be, if there is such a bias, to require a super-
majority to pass a spending bill.

Senator Symms. Well, Mr. Chairman, I would have to say that I
think it is bad politics personally for what is going on in Washing-
ton right here. I think at some point in time the American people
are going to wake up and demand better performance by the politi-
cians in Washington, because I believe the most pragmatic position
a person can take is one of practical common sense and one of prin-
ciple which commonsense would dictate that if we are spending 25
percent of the gross national product and we are taxing the people
where revenues are coming in at 90 percent of gross national prod-
uct, all this fluff that we hear about the deficit is really a lot of
hogwash because we are balancing the budget by either borrowing,
inflating the currency, foreign borrowing, or taxing. Is that cor-
rect?

Mr. VoLcker. Yes; I do not think the deficit is a lot of hogwash,
but I think you are left with those alternatives.

Senator Symms. You would tend to agree, though, if we spent 90
percent of the gross national product in Federal outlays that Chair-
man Volcker’s position would be much less controversial and you
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would not be a watchword in all the financial markets—what is
Volcker going to do tomorrow or today or yesterday.

Mr. Vorcker. If you tax 90 percent and spend 90 percent, life
would be easier and we would get a little less attention.

Senator Symms. And you could play golf 4 days a week.

Mr. Vorcker. That is right.

Senator Symms. Well, that is what I would like to see happen,
but I would just like to pin this down.

Since we have this situation here where even a conservative re-
publican President does not even submit a balanced budget, to put
the burden back on the spenders in the Congress—and went ahead
and just sent a budget over here through OMB that in my opinion
is a disastrous budget as far as how much spending it calls for.

But if we agree, as you just said, that we have to pay for the
budget and balance it by way of domestic borrowing, foreign bor-
rowing, taxes, and inflation, how would you like to put a percent-
age on each one of those areas?

Mr. VoLckeR. I would certainly want to move toward financing it
with taxes. That does not mean you have to balance the budget in
1985 or 1986. I would be quite content with decided progress in that
direction. You would not want to do it too suddenly anyway, be-
cause that in itself would be a wrench, but I certainly want to see
substantial progress in that direction—looking toward the possibili-
ty of a balanced budget under prosperous economic conditions.

Senator Symms. Well, let me go back again. You say you would
favor a higher percentage in taxes?

Mr. VoLcker. I would want to see the budget balanced, expendi-
tures and revenues balanced, over a period of time.

Senator Symms. Well, I think we might agree we do balance the
budget as a matter of accounting. We either borrow the money,
print the money, or we tax the people for it.

Mr. VoLckER. We are talking semantics now. I do not see what is
balanced about borrowing.

Senator Symms. Do you not agree the big problem is spending 25
percent of the gross national product?

Mr. VoLcker. I think they are both a problem, frankly, Senator.
I say if there are other reasons, justified reasons, for spending that
much you have to increase taxes, but from an economic standpoint
the economy would run better with less spending.

Senator Symms. I see my time is up. I wanted to ask you one
other question.

Senator JEPSEN. Go ahead.

Senator Symms. The chairman says I can ask one more.

I was one of the members of the Finance Committee that opposed
the social security so-called compromise because I felt that it came
down on the side of solutions that was 80 percent tax increases;
and there are taxes that cut right at the heart of the young work-
ers’ savings ability and really destory the incentive for them to
save and yet rewards those people who are in many cases upper
middle income class; people who are in their retirement years.
There was just such a discrepancy here that we were possibly going
to drive a wedge between the workers and retirees in this country
and it could cause a social problem on down the road.
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I offered an amendment which would remove the necessity for
future tax increases, which would raise the retirement age 1 month
every year for the next 36 years.

That would remove the necessity for the regressive tax in the
future on those increases. Would you look favorably on those kinds
of gradual suggestions?

Mr. VoLcker. I think there is something to be said for it in this
whole area of changing fixed spending or revenue patterns. We
cannot be too gradual right now in the overall picture because we
have to make an impact, but I do not really want to make an eval-
uation of the best way to approach the Social Security problem.

Senator Symms. I am looking for support for my amendment.

Mr. VoLcker. I know you are—I get into a lot of controversial
areas, and I do not think this is one where I have any particular
wisdom to impart.

I recognize, I think, the general validity of what you say, that
the last social security package put a lot of emphasis on the reve-
nue-raising side rather than on expenditure containment, but that
involves a great many political and social issues that you have re-
ferred to, and I have not any particular wisdom to cast on those.

Senator Symms. Well, Mr. Chairman, 1 appreciate your indul-
gence, and other members of the committee.

I might just say in closing that I have a personal experience with
this, Mr. Chairman. My dad is a small businessman and my son
now works for my dad’s company. My son is a college graduate and
just gone into the business with his grandfather. His grandfather
will barely pay him more than he receives from the Social Security
Administration, but the grandfather owns the company and he has
all the money and the grandson does not and this is true all across
our society and I think it is one of the most misunderstood political
issues in the country and I think the President and the Commis-
sion here in Washington—and I hope we have a spending commis-
sion this year, a bipartisan spending commission, that Congress has
the wisdom to mandate that they cannot meet in Washington, DC,
because I think anywhere west of the Mississippi they could come
up with a better recommendation.

Mr. VoLckER. Get out on the Snake River.

_Senator Symms. Or east of the Rockies.

Senator JEpsEN. Congressman Lungren.

Representative LUNGREN. Thank you, Mr. Chairman.

I know we have gone into this somewhat based on this chart up
here, but I would again like to go back to it, if you do not mind,
because it relates to, I am sure you know, among other things a
column not long ago by Milton Friedman in Newsweek and a lot of
people read that and a lot of people believe that and a lot of people
are concerned about that.

His basic contention is perhaps expressed—and he has a chart
somewhat similar to this except it is followed with a quarter lag
instead of a 4-month lag—and he said some months ago:

1 expressed a fear that a drastic reversal of how the monetary growth would abort
the economic expansion and lead to a renewal of recession by early 1984.

That fear now seems all too likely to be realized. Also, we shall be lucky indeed if

the economic slowdown now in progress does not degenerate into a full-fledged re-
cession.
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From the perspective of the Fed and monetary policy, how do
you respond to that? That seems to suggest that with eyes open the
Fed is following a monetary policy which will lead us into a reces-
sion, suggesting either that is a necessary component of getting rid
of inflation or that it will be an accidental happening, not intend-
ed, even though the policy will continue to remain the same.

Mr. VoLcker. We obviously do not intend it. We are constantly
in the position of balancing the need to see some continuing expan-
sion, progress of the sort we would like to see, which requires some
increase in the money supply, against the possibility of having too
big an increase in the money supply that would regenerate the in-
flationary forces and, in my judgment, bring an end to the econom-
ic expansion.

Representative LUNGREN. We are not running that risk right
now, are we? We are certainly not expanding at a fast rate now.

Mr. VoLckeR. As Congressman Hamilton quoted from our last di-
rective and the discussion leading up to it, yes, that concern exists
in terms of a potential. ’

We have to be careful to conduct a policy that does not restimu-
late the inflationary forces in the economy. That balance is the
whole trick of monetary policy, in a sense.

Part of what we are saying is that that choice and that decision
becomes-easier if there are other forces, other public policies, other
private policies, that are working both to contain the inflationary
threat and to help the productivity of the economy, the efficiency
of the economy, and the growth of the economy.

That, I think, is the relevance of the budgetary situation, but it
is not just the budget that I am concerned about. We have a re-
(siponsibility to try to strike that balance and that is what we try to

0.

Representative LUNGREN. And as I understand it you are still
saying that M1 is a very important component in following or in
helping make your determination as to what your overall mone-
tary policy is. Is that correct?

Mr. VoLcker. Yes, but we still are looking at it in a somewhat
tentative way because we do not feel fully confident of its technical
characteristics, specifically in terms of velocity.

We are feeling better about it in the sense that it has moved
toward more normal patterns of behavior for the last 6 months or
so, but we are not putting full weight on it.

Representative LUNGREN. I understand what you are saying and
I certainly accept that. It is just that the market goes up and down
and you hear people say, well, the market went up because M1 was
this today.

Mr. VoLcker. That is right.

Representative LUNGREN. And next week, the market went down
because M1 was this today.

Mr. VoLcker. That is right.

Representative LUNGREN. And you are quoted as saying we are
following a stable monetary policy—you know, I am not an econo-
mist but I went to school and learned graphs and that just does not
look very stable to me and the average person out there is trying to
figure out what in God’s name do I do—do I invest, do I not invest,
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do I lay people off, do 1 hire more people. It is just tremendously
confusing.

Mr. VorLckeR. Our end product would be to have a stable econo-
my and less inflationary economy. M1 or any of the Ms are means
to an end. You can look at that chart—it is printed with some lags,
I guess—and say that M1 did in fact go up from mid-1982 to mid-
1983 at an extraordinary rate of speed in terms of historical experi-
ence.

You say that’s an unstable monetary policy, but I would have to
tell you given what we know now, if it had not gone up fairly rap-
idly you would not have had a recovery and you would not have
had interest rates where they are now. -

What we are interested in—in the end—is what the economy
does and what prices do, not what M1 does. It is a means to an end.

There is a great controversy in economics as to how direct the
influence is, how mechanical the influence is between some of
these monetary numbers and the economy itself, but that is what
we have to make a judgment on.

Representative LUNGREN. Let me ask it this way. This is my last
question.

Can you give us some insight into your balancing it out? You say
balance these things off. What economic conditions do you look to
to make a decision that would result in an increase in the money
supply? What would be those things that we would look down the
road at the next couple of months that would indicate that? Yes,
the Fed feels that conditions are such that we ought to loosen up
on what appears to be a contraction.

Mr. VoLcker. Some of those are expressed in the targets them-
selves. In setting the targets, we have already made a judgment
that we think growth in the various money and credit figures
within that target range broadly balances those concerns. If things
were running much higher or much lower we would want to
change the implementation of policy, so that is one factor that can
almost be measured mechanically. But then we would also judge
whether, indeed, those targets were appropriate, whether some-
thing was going on, whether it' would be appropriate to be at the
upper part or the lower part of the range.

Basically, we look at all the evidence we have as to what the
present and the future costs of real economic activity are and in
this case, particularly, the potential pressures on prices. There are
a variety of indicators that can be brought to bear. But if money
appeared to be running, let us say, in the upper portion of the
target ranges and the economy analysis suggested weakening, the
balanced judgment would be not to squeeze down on the money
supply under those conditions.

You begin with targets. We have expressed policy in those terms.
But how you modify policy in that general framework as time
passes depends on an evaluation of the course of the economy, the
course of inflation, and how actual financial market conditions are
bearing as time passes.

Representative LUNGREN. Is unemployment taken into consider-
ation?
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Mr. VoLckER. It is taken into consideration obviously in a gener-
al way, but the first item I mentioned is the real growth of the
economy, which obviously affects the trend of unemployment.

Representative LUNGREN. I understand that, but is the unem-
ployment rate one of the indices you look at in terms of making
your determination?

Mr. VOLCKER. Yes.

Representative LUNGREN. Thank you.

Senator JepseN. Mr. Chairman, we will conclude this meeting
very shortly.

The last year has seen a strong rebound in productivity, and pro-
ductivity declined less during the recent recession than past experi-
ence would have led us to expect.

Aside from the cyclical components, the apparent improvement.
in trend productivity growth seems to be closely correlated with
the income tax rate cuts.

In your opinion, to what extent are improved productivity pros-
pects a result of tax rate cuts?

Mr. VoLcker. I would be inclined to put the primary emphasis in
the short run on the fact that economic adversity itself forces more
attention on efficiency to reduce the break-even points, to find
more effective ways of getting output.

It is a great stimulus to restraint, productivity, and all the rest.
You do not want to rely, obviously, on recessions to produce in-
creases in productivity, so the large policy problem is how to main-
tain and amplify that growth in productivity over time.

I think lower taxes 1n general can help in two directions. First,
to the extent they help incentives to work and to work harder, that
helps; that’s very hard to identify I think in the economic litera-
ture, but it certainly must run in that direction.

Second, to the extent that lower taxes assist investment, that is
very important in terms of maintaining productivity growth. And,
to the extent it changes the tax structure—and we certainly had
some tax measures that favored investment in these recent years—
you get more cash flow, you get more incentive to invest, and all
other things being equal, it certainly moves in the direction of sus-
taining productivity growth.

Senator JEPSEN. Mr. Chairman, bank reserves are directly under
the control of the Federal Reserve. Money supply is indirectly
under Fed control, and ultimately money supply growth deter-
mines to a great measure inflation.

I know these connections are not exactly precise, but they are a
rationale behind money supply targeting, are they not?

Mr. VoLcKER. Yes, sir.

Senator JEPSEN. By controlling money supply growth, we ulti-
mately control inflation, is that correct?

Mr. VoLckeR. Yes. I think a lot of other factors enter into the
pattern that inflation takes but ultimately, yes.

Senator JEPSEN. Do you feel that if interest rates should drop
and growth remains high, if that should happen, that the Congress
would lose any desire it might have to cut deficits this year?

Mr. VoLCKER. As a practical matter that may be the case. I do
not have much doubt that the satisfactory nature of our economic
performance recently has taken the edge of urgency off the desire
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to do something about the budget. All I can do is plead that, while
the economic performance has been good and the outlook is basical-
ly good, we run into more and more problems and risks if this situ-
ation is allowed to fester.

The best reflection of that, I think, is the fact that interest rates
are so high given the rate of inflation.

Senator JEPSEN. Could we examine that a minute? The double-
digit difference between inflation rate and the interest rate, is it
unprecedented?

Mr. VoLcker. I do not think it is a double-digit difference.

Senator JepsEN. Well, it is where people are borrowing money. It
is when people have to bite the bullet and borrow the money,
whether it be in agriculture, a small business or wherever it is
across this country.

This 11- or 12-percent prime, bankers are not paying any atten-
tion to at all, and the people are borrowing money at 15, 16, or 17
percent and that is considerably higher than the 3.9 percent rate of
inflation and that is killing us.

Mr. Vorcker. I would have thought most people were borrowing
money at less than that. It is high.

Senator JEPSEN. They are not.

Mr. VorLcker. But let us not dispute the fact that indeed the
spread between the current inflation rate and the interest rate is
historically high.

You asked whether it is unprecedented. I do not think it is un-
precedented, but it has typically been higher during the periods of
economic disturbance.

We also have an unprecedented budget deficit for peacetime. We
have an unprecedented foreign trade deficit. I think there is some
relationship between all these unprecedented characteristics of the
economy, and I would like to see all those uncharacteristic things
become more typical of past behavior.

Senator JepsEN. Would it be more accurate just in the area of
semantics—and it is very important that we, especially in this
year, that we are going to have a lot of dialog, which is a charita-
ble way to describe some of it—that we will be hearing about the
deficits and one thing or another, the deficits are the result of
budget not being under control, that is, under control as a prudent
businessman rule would dictate, is that correct?

Mr. VoLcker. I think the deficit reflects two things, just to be
clear. It reflects, partly, fundamental imbalance. We say the
budget is out of control and spending has been rising particularly
rampantly.

At the moment, it also reflects the effects and the after-effects of
recession. It is not that part that bothers me; that is not the part
you have to eliminate. It is this more underlying, structural part of
the deficit.

Senator JEpsEN. Well, you said earlier Congress has a tendency
to spend all the revenues it takes in and then all the additional
money it can get away with. You said something to that effect.

Mr. VorLcker. I did not quite put it that way, but 1 have observed
some bias toward spending more money than we take in tax reve-
nue.
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Senator JEpSEN. Now if the people felt the budget was—in other
words, this is old hat and you have heard it said many times
before, but for clarity and to put perspective and a frame around
what the problem is, the budget is not out of control here, it is the
people that make the budget that have been out of control, and the
people that make the budget by all authorities—constitutional and
otherwise—the only ones are the Congress. Is that correct?

In other words, there is no use pointing the finger——

Mr. Vorcker. I think Congress can control the budget. I had
better limit myself to that.

Senator JEPSEN. Pointing the finger of blame at the executive,
pointing the finger at Federal Reserve Board or anywhere else, the
facts are when the rubber hits the road the authorities who are let-
ting taxes and appropriating funds rest with Congress, and you do
not need any more power than that to take care of the budget.

Unfortunately, all of these programs they talk about—and I have
heard some rather loose figures given today. I let it go by, but the
figure was slipped in here saying 83 percent of the budget is spent
in the military and then very quickly someone said our retirement
programs, too.

These are the type of things—the next thing you know you will
be hearing talk about 83 percent of the budget is spent for the mili-
tary because it kind of gets cut off and dropped off somewhere
along the road and people across the countryside, they really again
have gotten distorted information as to what percentage of the
budget goes where.

The fact that we have, in the so-called uncontrollable areas,
things that have either been put in by statute or put in by a rule-
making, where Congress, just as it has for many years, ignored its
responsibility for any programs they put in. Once they got them on
the books, they went off to find some other program they could put
on the books, and in the bowels of the bureaucracy there are plenty
of folks here who are ready to make all kinds of rules to give them
more money to justify their existence and they spend and continue
to grow in the administration of their program, and when you get
automatic increases and you have an attitude, a posture, that
exists around here where if you have $500 million left in your
budget 2 days before the end of the fiscal year, you have to run
right out and spend it so that you make sure it does not get taken
away from you next year.

This type of inane practice really does not make for a lot of faith
by people in this country and the discipline or the possibility that
Congress will indeed get control and manage the budget. But a
budget under control, if it were, and if it was perceived to be,
would that not lower the interest rates rather dramatically?

At the risk of being misunderstood, forget the deficits for this
conversation for a moment.

If the budget were under control and it was perceived to be
under control in all the financial measurements and judgments,
would that not do more to lower the interest rates than any other
single thing we could do right now?

Mr. VoLckeR. I believe that is true. Now you did not put any
quantities in your statement, and I cannot answer your question
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without considering what the deficit is and what impact you are
making on the deficit, but I interpret your question to include that.

Senator JEpseN. I think that is part of it. If the deficit is 160 bil-
lion or the deficit was $30 billion, if the people in the financial
community did not believe the budget was under control——

Mr. VoLcker. By “under control,” you are just thinking of the
spending side?

Senator JeEpPseN. That is correct.

Mr. VoLcker. I am just repeating myself, but I believe that our
control of the spending side is important to the long-term economic
health of the country. I cannot answer your question about interest
rates without considering what you do to the revenue side. If you
have equal reduction in spending and revenue, it is going to have a
less pronounced effect on the markets than otherwise.

Senator JEPSEN. In closing, let me examine a couple of for in-
stances with you. If, for instance, the deficit was $30 billion—that
is a lot different than it is now?

Mr. VOLCKER. Yes.

Senator JEpPSEN. And if the deficit were $30 billion and interest
rates were 17% percent and going up, and inflation was 12% per-
cent and going up, do you think that people would say everything
is okay now that deficits are down?

Mr. VoLcker. No.

Senator JEPSEN. If the deficits are up $170 billion and inflation at
3.8 percent and interest rates are heading downward, it is difficult
to get anybody to spend much time focusing their attention on the
problem, is it not?

Mr. VoLcker. That is correct. That is part of our problem.

Senator JEPSEN. Anything further?

Congressman Lungren.

Representative LUNGREN. Just one question.

Senator JEPSEN. Yes.

Representative LUNGREN. You talk about the high interest rates
and you did not believe that it was just a coincidence that we had
an unprecedented deficit, and I have always though we ought to
get rid of deficits, but according to figures I have here, last year’s
deficit was 6.1 percent of GNP and this year’s projected deficit is
only 5.2 percent.

Mr. VoLcker. Right. If it is as low as projected——

Representative LUNGREN. If it stays low, which brings the ques-
tion why have not interest rates dropped then if we had-
dropped a full percentage point of GNP? We are still at high levels
but it is much better than last year.

Mr. VorLckir. That is right. It would be somewhat lower than
last year.

Representative LUNGREN. Well, it is 6.1 to 5.2, and that is almost
a whole percentage point.

Mr. VoLcker. That is right, but let me answer your question spe-
cifically.

Obviously deficits are not the only influence on interest rates
and the decline in the deficit—the projected decline, I might say—
that you observed, is entirely a reflex to the fact that the economy
is growing.
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During this period we have not done anything about the underly-
ing, continuing deficit which is in the neighborhood of $100 billion
plus. That is really the portion of the deficit that I am worried
about, to the extent you can separate the two parts analytically.

By definition almost, when the budget deficit is declining simply
because the economy is rising, you have other credit demands aris-
ing out of that growth of the economy. You are not going to cure
this budgetary deficit—the unprecedent structural deficit—simply
by riding on the wings of an economic expansion. That will cut
down the cyclical portion and eventually eliminate it if the econo-
my keeps growing. But, unfortunately what all these projections
show—unambiguously and there is a wide range of difference
among them—is the basic disparity between the revenues and ex-
penditures, with expenditures tending to grow rather than the re-
verse. So, you pick up some on the cyclical side and you lose it on
the structural side.

Representative LUNGREN. So the growth part, we can take care
of the deficit, although comforting, does not deal with the essential
deficit problem which you view as structural?

Mr. VoLCKER. Precisely.

Rep(;‘esentative LunGreN. And which I would define as Congress
caused.

Mr. VoLcker. All right, that is fine. That is exactly what I am

trying to say.

- Representative LUNGREN. I understand what you are saying. It is
just that the message has not gotten out clearly enough what we
are talking about is the continuing pressure on the deficit caused
by spendirg on programs that either have been specifically ap-
pointed or annointed by this Congress, or acquiesced in, and I think
that sort of puts the finger where the blame ought to be.

Thank you. Thank you, Mr. Chairman.

Senator JEPSEN. Thank you. Do you have any closing statement?

Mr. VoLckeRr. I do not. Thank you for your courtesy, Mr. Chair-
man.

Senator JEPSEN. Mr. Chairman, thank you for your answers. The
committee will recess until this afternoon at 2:45 p.m.

[{Whereupon, at 11:55 a.m., the committee recessed, to reconvene
at 2:45 p.m., the same day.]

AFTERNOON SESSION

The committee reconvened, at 2:45 p.m., in room SD-562, Dirk-
sen Senate Office building, Hon. Roger W. Jepsen, (chairman of the
committee) presiding.

Present: Senators Jepsen and Abdnor.

Also present: Charles H. Bradford, assistant director; and Chris-
topher J. Frenze, Deborah Clay-Mendez, Dale Jahr, and William R.
Buechner, professional staff members.

OPENING STATEMENT OF SENATOR JEPSEN, CHAIRMAN

Senator JEPSEN. The committee will come to order. It gives me a
great deal of pleasure to welcome you today. Mr. Penner. I just in-
dicated to you, and again I will repeat it, congratulations on your:
recent appointment as CBO director. I think—congratulations.
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[Laughter.] I understand this is your first appearance before the
committee in your new capacity. :

Our budget problems have been many years in the making, and
the establishment of our expansion of various entitlement and
other domestic programs in the last two decades has resulted in
rapid growth in Federal spending. Since the mid-1960’s, both the
amount and the budget share of domestic spending have mush-
roomed dramatically. _

In 1965, nondefense spending amounted to 57 percent of the Fed-
eral budget or about 10.8 percent of the gross national product, and
by 1980, nondefense spending absorbed 77 percent of budget outlays
or 17 percent of GNP. These figures reflect the shift in the compo-
sition of budget outlays away from defense and toward nondefense
spending between 1965 and 1980.

Under the leadership of President Reagan, this trend was re-
versed to meet the growing Soviet threat and to restrain runaway
domestic spending. In fiscal year 1985, the President recommends a
level of nondefense spending which amounts to 71 percent of Feder-
al outlays or 16.8 percent of the gross national product.

In real terms, nondefense spending in the proposed fiscal 1985
budget is still about three times its 1965 level.

To listen to some of the rhetoric that we are hearing today, you
would not realize that this was the proportion or that this amount
of the budget was spent on nondefense spending. Although much
progress has been made in getting Federal spending under control,
much remains to be done. Federal outlays in fiscal year 1984 are
projected at $854 billion or 24 percent of gross national product.
Except for the previous fiscal years, this is the largest share of
gross national product absorbed by the Federal Government in
over two decades. This mounting burden on saving, investment and
consumption is one major factor limiting our economic growth.

We must do more to bring Federal spending under control. Open-
ended commitments by the Federal Government must be con-
tained. About three-quarters of the budget now is exempt from
annual review and adjustment by Congress. Fundamental constitu-
tional reform, such as the adoption of the balanced budget/tax lim-
itation amendment, would provide a better inistitutional frame-
work for resolving our budget problems.

Reducing the large projected budget deficits will involve difficult
choices, as well as compromise. I believe that our fiscal problems,
however large they may be, can be dealt with effectively, if we ad-
dress them in an analytical, factual, and cooperative manner.

Above all, we must avoid emotionalism and partisanship, if we
are to improve the situation, instead of making it worse. the Presi-
dent’s call for a bipartisan budget consultation is a welcome step.

Whatever we do, we must not renege on tax indexing, as some
have suggested. This tax reform, which primarily benefits low and
middle income taxpayers, is one of the most important components
of the 1981 Economic Recovery Tax Act. The Congress must not
surrender tax indexing in a misguided effort to tax our way into
prosperity.

As has been said many times, Mr. Penner, it is not the budget
that is out of control in Washington; it is the people that make the
budget that have been out of control. And that is probably most ac-
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curate. Congress has the authority to levy taxes and appropriate
funds, and they have that authority and responsibility by the Con-
stitution, and no other branch of Government has it. And when it
comes to getting in control of the Federal budget, there is only one
branch of our Government that can do that, and that is Congress.

The President proposes; the Congress disposes.

And regardless of what some may say, or as we are witnessing a
lot of finger pointing to try to fix blame, at this particular time,
the facts are that over the years, we have had a Congress whose
attitude on spending is commensurate to the kind of parallel for
putting Dracula in charge of the blood bank. And they continue to
spend now as much as the revenues have brought in, but as much,
in addition to the revenues that are there that they can get away
with politically. '

The age of spend yourself rich is now over, and that philosophy
is about as outdated and shopworn and useless as a drunk trying to
drink himself sober. We have changed direction, and we need all
the advice and help that we can get and all the support.

So your appointment as a congressional—CBO Director—is a
very key one and also might well prove to be a very exciting one,
challenging and testing.

I wish you good luck.

Mr. PENNER. Thank you.

Senator JEPSEN. And welcome here today. Your remarks will be
entered into the record. You may proceed in any way you desire.

STATEMENT OF HON. RUDOLPH G. PENNER, DIRECTOR,
CONGRESSIONAL BUDGET OFFICE

Mr. PENNER. I shall give you a very brief summary of them, Mr.
Chairman. :

First, I am delighted to be here. As you say, it is my first appear-
ance before this committee in my current position.

This week the Congressional Budget Office has released three
parts of our annual report:

Part 1 on the economy; part 2 on the budget; and part 3 on op-
tions for reducing the deficit.

As you know, the condition of the U.S. economy has improved
markedly since the recession. Output grew vigorously during the
first year of recovery, and the unemployment rate declined at a
near record pace from a level that was a post-World War II high.
At the same time, the dramatically lower inflation rates that were
achieved during the recession held firm in 1983, despite the pace of
the recovery. At the end of 1983, economic growth appeared to be
slowing, as is normal during the second year of a recovery.

In one respect, however, the recovery was unusual: Interest rates
remained at very high levels, apparently because of huge current
and prospective deficits and the anti-inflationary policies of the
Federal Reserve. As a result, some sectors—particularly the export-
and import-competing industries—did not fully participate in the
recovery.

Despite the high interest rates and signs of unbalanced growth,
most forecasters, including the CBO, believe that the near-term
outlook remains favorable. The consensus forecast calls for econom-

| 34-871 0 - 84 - 19
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ic growth in the 4- to 5-percent range during 1984, with inflation
only slightly above the previous rate. But the horizon is clouded by
uncertainty concerning Federal economic policy.

" Some have questioned whether continued recovery is possible,
. given the huge deficits implied by current fiscal policy. Our own
forecast implies that the economy can continue to expand robustly
in the short run, despite the level of Federal borrowing. The real
harm done by deficits involves the negative impacts on long-run
growth and, therefore, on our future living standards. In other
words, the process is gradual, and there is no easily identifiable
traumatic event that clearly illustrates the effects of deficits. There
is an intense conflict between public and private borrowing needs,
but the word collision, which is often used to describe this clash,
may not be exactly appropriate. A collision is a readily observable,
violent event. The gradual erosion of our future prospects is much
harder to detect. '

However, more than the usual degree of uncertainty must be at-
tached to the short-run forecast and the foregoing analysis. CBO
projects Federal deficits rising from $190 billion in the current
fiscal year to $326 billion in 1989, if budget policies are not
changed. The projections imply that deficits will average 4.7 per-
cent of the gross national product during the 1980’s. The compara-
ble levels in the previous decades were: 0.4 percent in the 1950’s.
0.4 percent in the 1960’s, and 1.9 percent in the 1970’s. We are op-
erating so far outside of the range of recent historical experience
that any analysis must be put forward tentatively, and the risks
are enormous, even in the short run.

Much of the rest of my testimony, Mr. Chairman, reviews recent
economic developments. We talk about our forecasts in some detail.
We compare our assumptions to those of the administration.

Let me, however, turn and discuss, only briefly, the effects of
that forecast on the composition of Federal spending. If you look at
the revenue side of the budget implied by current law in our fore-
cast, the overall tax burden, relative to GNP, remains about the
same as it is this year, and the composition of revenues does not
change very much. However, the changes on the outlay side are
much more substantial. After falling a little bit from the record
level that you referred to in your opening remarks, because of this
recession, spending then begins to grow again relative to GNP, and
the changes in the composition of Federal spending are quite sub-
stantial. Disturbingly, the most rapidly growing category of spend-
ing in our baseline projection is net interest, with large and grow-
ing deficits and no reduction in inflation-adjusted interest rates,
after 1985.

Federal borrowing costs are projected to double over the next 5
years. The portion of gross spending—excluding offsetting re-
ceipts—devoted to interest rises from 12 percent in 1984 to 16 per-
cent by 1989. Defense spending grows by 79 percent between 1984
and 1989, assuming real increases of 5 percent per year. The share
of defense spending in the budget grows from 26 to 30 percent.

In our projections, domestic spending—the combination of enti-
tlements and discretionary programs—grows by 38 percent be-
tween now and 1989. Because this is- well below the rate of growth
of total outlays, their share of the budget declines from 62 percent
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in 1984 to 55 percent in 1989. The dollar increase is still substan-
tial, however, from $556 billion in 1984 to $769 billion in 1989. Of
this $213 billion, $124 billion—or 58 percent—is in just two pro-
grams: namely, social security and medicare.

I think perhaps the most startling figure in my testimony is that,
as we trace out the course of spending over the next several years,
the budget becomes more and more dominated by very few pro-
grams. Indeed, our projections suggest that by 1989, defense, social
security, medicare, and net interest will be equivalent to about 99
percent of the receipts that we project.

Let me just stop at that point, Mr. Chairman.

[The prepared statement of Mr. Penner follows:]
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PREPARED STATEMENT OF HON. RUDoLPH G. PENNER

Mr. Chairman, I am pleased to have this opportunity to testify on the
economy and on the federal budget. This week the Congressional Budget
Office (CBO) has released the three parts of our annual report: PartIon the
economy, Part Il on the budget, and Part Il on options for reducing the
deficit. 1/

As you know, the condition of the U.S. economy has improved
markedly since the recession. Output grew vigorously during the first year
of recovery, and the unemployment rate declined at a near record pace from
a level that was a post-World War II high. At the same time, the
dramatically lower inflation rates that were achieved during the recession
held firm in 1983 despite the pace of the recovery. At the end of 1983,
economic growth appeared to be slowing, as is normal during the second
year of a recovery.

In one respect, however, the recovery was unusual: interest rates
remained at very high levels, apparently because of huge current and
prospective federal deficits and the anti-inflationary policies of the Federal
Reserve. As a result, some sectors--particularly the export and import-
competing industries--did not fully participate in the recovery.

Despite the high interest rates and signs of unbalanced growth, most

forecasters, including the CBO, believe that the near-term outlook

1/ Congressional Budget Office, A Report to the Senate and House
Committees on the Budget, Part I: The Economic Outook, Part II:
Baseline Budget Projections for Fiscal Years 1985-1989, Part Ill:
Reducing the Deficit: Spending and Revenue Options (February 1984).
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remains favorable. The consensus forecast calls for economic growth in the
4 to 5 percent range during 1984, with inflation only slightly above the
previous year's rate. But the horizon is clouded by uncertainty concerning
federal economic policy.

Some have questioned whether continued recovery is possible given the
huge deficits implied by current fiscal policy. Our own forecast implies that
the economy can continue to expand robustly in the short run despite the
level of federal borrowing. The real harm done by deficits involves their
negative impacts on long-run growth and, therefore, on future living
standards. In other words, the process is gradual and there is no easily
identifiable, traumatic event that clearly illustrates the effects of deficits.
There is an intense conflict between public and private borrowing needs, but
the word "collision," which is often used to describe this clash may not be
exactly appropriate. A collision is a readily observable, violent event. The
gradual erosion of our future prospects is much harder to detect.

However, more than the usual degree of uncertainty must be attached
to the short-run forecast and the foregoing analysis. CBO projects federal
deficits rising from $190 billion in the current fiscal year to $326 billion in
1989 if budget policies are not changed. The projections imply that deficits
will average 4.7 percent of the gross national product (GNP) during the
1980s. The comparable levels in the previous decades were: 0.4 percent in
the 1950s, 0.8 percent in the 1960s, and 1.9 percent in the 1970s. We are

operating so far outside of the range of recent historical experience that
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any analysis must be put forward tentatively and the risks are enormous,

even in the short run.

RECENT ECONOMIC DEVELOPMENTS

Output rose 6.1 percent during 1983, close to the average of previous
postwar recoveries. The cyclical upturn in output began in the first quarter
of last year, following a rebound in residential construction and consumer
spending and an abrupt decline in inventories in the fall of 1982 (see Table
1). The impetus for this improvement in household demands was the easing
of monetary policy beginning in the summer of 1982 and the cuts in income
taxes. Defense spending also grew rapidly in 1982. Higher demands caused
industrial production to increase sharply (16.1 percent) during 1983, and by
year-end capacity utilization in manufacturing had risen from a post-World
- War Il low of 68.8 percent to 79.4 percent. Business investment spending
turned up in the second quarter of 1983 and grew rapidly in the second half
of the year in response to rising capacity utilization and to the net

stimulative effects of the business tax legislation of 1981 and 1982.

Unemployment and Inflation

The unemployment rate declined dramatically last year, from the
postwar record of 10.7 percent of the civilian labor force to 8.0 percent at
the beginning of this year. The decline was much sharper than warranted by
the increase in output, given past experience. In the first year of recovery,

the labor force grew less than expected and growth in employment was
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.

TABLE {. RECENT ECONOMIC INDICATORS (Percent change from previous period at
seasonally adjusted annual rates, unless otherwise noted?

1982 1933
1981 1982 1983 Q3 Q4 Qt Q2 Q3 Q4

Real GNP 2.6 -1.9 3.3 -1.0 -1.3 2.6 9.7 7.6 4.5

Final sales 1.8 -0.7 2.8 -1.5 4.5 0.6 6.8 5.1 3.5

Consumption 2.7 1.4 4.2 0.9 3.6 2.9 10.0 2.2 6.5

Business fixed investment 5.2 -4.7 1.1 -8.8 -6.6 -1.5 7.9 18.7 22.3

Residential investment -5.2 -15.4  39.6 -13.0 53.2 57.3 79.5 359 -5.2

Government purchases 0.8 1.8 0.5 9.4 10.6 -8.8 -l1.1 &4 2.7
Inventory Change

(billions of 1972 dollars) 8.5 -9.4 -2.4 -1.3 -22.7 -15.4 -5.4 3.8 7.5
Net Exports (billions of

1972 dollars) 43.0 28.9 11.7 26,0 23.0 20.5 12.3 11.4 2.5
Industrial Production 2.7 -8.2

€ -3.4 -84 10.1 18.4 21.8 11.6
4

6.
Capacity Utilization (percent) 80.2 72.1 75. 71.7 69.8 71.2 739 77.3 79.1

Payroll Employment (millions} 91.2 89.6 90.0 89.3 83.8 88.8 89.5 90.3 9.4
Civilian Unemployment Rate
(percent) 7.6 9.7 9.6 10.0 10.6 10.4 10.1 9.4 8.5

Inflation Rate

CPI-U 10,4 6.1 3.2 7.7 1.9 -0.4 4.3 4.7 4.9

GNP deflator (fixed weight) 9.5 6.4 4.3 5.9 4.7 3.4 4.3 4.7 4.5
Productivity a/ 1.9 -0.1 3.1 2.3 1.3 3.7 7.1 2.3 1.0
Interest Rates (percent)

Treasury bill rate 14.0 10.6 8.6 9.3 7.9 .1 8.4 9.1 8.8

Corporate AAA bond rate 14.2 13.8 12.0 13.8 11.9 11.8 11.6 12.3 12.%

SOURCES: U.S. Department of Commerce, Bureau of Economic Analysis; U.S. Department of Labor,
Bureau of Labor Statistics; Federal Reserve Board; Moody's Investors' Service.

al  Output per worker hour, nonfarm business sector,
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exceptionally rapid. In consequence, the rebound in productivity was.
somewhat less than in the normal cyclical rebound.

Inflation declined in 1983, though the rate of decline appeared to be
slowing. The increase in the fixed-weight deflator, a broad measure of
inflation, fell from a record 9.8 percent in calendar year 1980 to 6.4 percent
in 1982 and to 4.3 percent in 1983. Although some of the decline in 1983
reflected temporary factors, present indications are that inflation will be

quite moderate again this year.

The Distribution of Growth

High interest rates, the most unusual feature of this recovery, have
not had as large ar; effect on overall economic growth as many expected
(see Figure 1). They have, however, affected the composition of growth.
Net exports have been particularly hard hit. The U.S. merchandise trade
balance ran a record $69 billion deficit in 1983, and some forecasters expect
it to exceed $100 billion this year. At the same time, capital if\flows were
very strong because relatively r;igh interest rates in the United States
attracted forejgn investors. Of course, the capital inflows benefited
domestic investments and prevented interest rates from rising further, But,
at the same time, foreign demand for dollars to invest in the United States
pushed up the international exchange rate of the dollar tov record levels.
This in turn reduced foreign demand for the products of U.S. exporters,

while cheaper imports reduced demand in many domestic industries. Thus,
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Figure 1.
Recent Economic Developments
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in 1983, net exports were effectively crowded out by tight credit conditions
that arose, at least in part, from large budget deficits.

Interest rates also appear to be having an adverse effect on the
recovery in residential construction, which at first was rapid. Between May
and August of 1983, interest rates rose significantly, apparently because of
strong economic growth and a tightening of monetary policy, and have since
remained in a higher range than before. As a result, the growth in housing
starts stalled in the fall and residential construction activity declined in the
final quarter of 1983. The outlook for further growth in this sector now
depends critically on the future course of interest rates and the resolution

of the budget deficit problem.

THE CBO ECONOMIC PROJECTIONS

The CBO baseline economic projections, which are used to generate
baseline budget estimates, consist of two parts: (1) a short-run forecast for
the 1984-1985 period conditional upon specific policy assumptions; and (2)
longer-run projections based upon historical growth trends and the assump-

tion that inflation will gradually decline.

The Short-Run Forecast

The short-run baseline forecast incorporates the following policy
assumptions:

o The federal budget policies are those currently in place. Defense
authority, in real terms, increases at roughly a 5 percent rate.
Budget outlays are $853 billion in fiscal year 1984 and $928 billion
in fiscal year 1985.
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TABLE 2. THE CBO FORECAST FOR 1984 AND 1985

Actual Forecast
Economic Variable 1982 1983 1984 1985

Fourth Quarter to Fourth Quarter (percent change)
Nominal GNP 2.6 10.4 10.3 9.0
Real GNP -1.7 6.1 4.7 3.7

GNP Implicit Price
Deflator 4.4 4.1 5.3 5.1

Consumer Price Index
for Urban Consumers 4.5 3.3 5.1 4.9

Calendar Year Average (percent)

Civilian Unemployment
Rate 9.7 9.6 7.8 7.3

3-Month Treasury
Bill Rate 10.6 8.6 8.9 8.6

o Federal government revenues are those associated with current
law: $663 billion in fiscal year 1984 and $733 billion in 1985.

o Growth in the Ml money aggregate is assumed to be 6.0 percent
over the four quarters of 1984 and 5.5 percent during 1985.

The forecast also assumes that there will be no price shocks or credit crises.
Retail food prices are assumed to increase at about & percent in 1984 and 5
percent in 1985--reflecting the delayed effects of last summer's drought.
Crude oil prices are assumed to remain constant, at about $29 per barrel,
throughout the forecast period.

With these assumptioné, real GNP is projected to rise 4.7 percent over

the four quarters of 1984 and 3.7 percent during 1985 (see Table 2).
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Average growth over the two years is slightly above the average for the
second and third years of previous postwar recoveries. The civilian
unemployment rate is projected to decline from 8.5 percent in the last
quarter of 1983 to 7.6 percent by the end of 1984 and to 7.1 percent by late
1985.

As measured by the GNP deflator, inflation is expected to accelerate
slightly from 4.2 percent in 1983 to 5.3 percent over the four quarters of
1984 and to average 5.1 percent during 1985. This increase in inflation
reflects temporary factors--for example, the decline in oil prices last year
that is not expected to be repeated this year, and a temporary acceleration
in food prices later in 1984 stemming from last year's drought. In addition,
the relatively rapid reduction of slack in the economy will tend to keep
inflation from falling rapidly. However, nothing in the CBO forecast is
inconsistent with the hypothesis that inflation is on a long-term downward
trend.

The three-month Treasury bill rate is projected to average 8.9 percent
this calendar year and slightly lower next year. Interest rates remain very
high in real terms because of the exceptionally large amount of Treasury

borrowing combined with strengthened private credit demands.

The Longer-Run Economic Projections

The baseline economic projections for the 1986-1989 period assume
moderate noncyclical growth in output averaging about 3.4 percent per year
(see Table 3). The projections for the long run are based on historical trends

and are not meant to be necessarily consistent with the policies now in
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TABLE 3. LONG-RUN ECONOMIC PROJECTIONS, CALENDAR YEARS 1984-1989

1983
Economic Variable Actual 1984 1985 1986 1987 1988 1989
GNP (billions of current
dollars) 3,310 3,651 3,995 4,339 4,704 5,08 5,481
Nominal GNP Growth Rate
(percent change, year over year) 7.7 10.3 9.4 8.6 8.4 8.1 7.8
Real GNP (percent change,
year over year) 3.3 5.4 4.1 3.5 3.5 3.4 3.3
GNP Implicit Price Deflator
(percent change, year over year) 4.2 4.7 5.1 4.9 4.7 4.5 4.3
Consumer Price Index, CPI-U
(percent change, year over year) 3.2 4.8 5.1 4.9 4.7 4.5 4.3
Civilian Unemployment Rate
(percent, annual average) 9.6 7.8 7.3 7.0 6.8 6.6 6.5
3-Month Treasury Bill Rate
(percent, annual average) 8.6 8.9 8.6 8.4 8.2 8.0 7.8
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place. Unemployment declines gradually to 6.5 percent by the last year of
the projection. Inflation declines very gradually from 5.1 percent in
calendar year 1985 to 4.3 percent in 1989, and interest rates decline with
inflation. This may be somewhat optimistic since analysis based on past
experience suggests that the inflation rate might cease its decline given the
assumed reduction in the unemployment rate. However, the relationship
between unemployment and inflation isv highly unstable and it is our
judgment that if unemployment falls smoothly and slowly--as is implied by
our growth path--continued progress can be made against inflation.

Since the longer-term projection of real growth is based upon
historical trends, it is not intended to be an implicit judgment about what
would be appropriate growth. 3/ For the seven-year period beginning with
the recession trough (1982:4 to 1989:4), growth in real GNP averages 4
percent in the CBO baseline projection, precisely the same as the average
growth rate during the first seven years following previous postwar

recessions.

Uncertainty in the Outlook

There is a great deal of uncertainty in the economic outlook,

particularly with respect to inflation and interest rates.

3/  Although these longer-run projections for inflation and nominal GNP
growth do not reflect specified goals for the economy, they appear to
be broadly consistent with statements by both the Administration and
monetary authorities. See Economic Report of the President (February
1983), p. 23, and Paul A. Volcker, "We Can Survive Prosperity," an
address to the American Economic Association, December 18, 1983.
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o Inflation is subject to unforeseeable events--a bad crop year, a
cut in oil supplies, or a sharp change in the value of the dollar in
international exchange markets. Some analysts claim the dollar
is "overvalued" by 20 percent or more; a decline in the dollar by
that amount would raise the cost of imported goods and raise
domestic prices by, perhaps, 2 percent. Inflation is also affected
to an uncertain degree by the relative effects of economic slack
and rapid growth.

o Interest rates are very difficult to forecast accurately. In
addition to economic policy, the interest rate outlook depends on:
the course of expected inflation, the response of savings to recent
tax law changes, foreign capital inflows, and the risk of credit
market disruptions, perhaps resulting from payment problems in
developing countries.

The major source of uncertainty lies in economic policy. Some
analysts believe that monetary policy has been too tight since last summer,
and fear that there will be a slowdown in economic growth during the first
half of this year despite the fiscal stimulus. Others are concerned that the
Federal Reserve will find it difficult to maintain moderate money growth in
the face of large federal deficits and the developing-country debt crisis.

With regard to fiscal policy, the major question is whether deficits will
be reduced soon and if so, how? It is difficult for businesses and individuals
to make effective decisions about the future without knowing what deficit-
reducing measures will be taken and the impact these measures are likely to
have on their activities. Moreover, the competition between private and
federal credit demands will be intense, if policies are not changed. Federal
borrowing wili decline relative to GNP only in the first years of the

projection--and then only slightly--and will remain exceptionally high and

increase relative to GNP in later years.
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If action on the deficit is postponed, it is also possible that foreigners
will lose confidence in U.S. policies and reduce their investments in this
country. While the resulting decline in the exchange value of the dollar
would benefit U.S. export and import-competing industries, it would also
generate increased domestic inflation and--given a fixed rate of money
growth--push up interest rates. It may even force the Federal Reserve to
undertake a more restrictive policy in order to maintain stability in foreign

exchange markets.

THE BUDGET OUTLOOK

Given baseline economic assumptions and no change in the budget
policies now in place, CBO estimates that the federal deficit will rise from
about $190 billion this year to $326 billion in fiscal year 1989 (see Table 4).
Despite rapid growth in GNP, the budget deficit rises from 5.3 percent of
GNP in fiscal year 1984 to 6.1 percent in 1989, matching the record level
established last year. Federal spending remains very strong in the baseline
projection: relative to GNP, it declines from 24.7 percent in fiscal year
1983 (a postwar record) to 23.9 percent this year, but then rises to a new
record high by 1989, Revenues are projected to be 18.6 percent of GNP in
fiscal year 1984, rising gradually to 19.0 percent in 1988.

CBO's baseline budget projections are designed to show what would
happen to the federal budget if current policies were continued into the
future. For revenues and for mandatory spending items, current policies are

largely defined by the laws now in effect. For discretionary spending,
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TABLE 4. BASELINE BUDGET PROJECTIONS (By fiscal year)

1983 1984 Projections
Actual Base 1985 1986 1987 1988 1989

In Billions of Dollars

Baseline with 5 Percent Real
Growth in Defense Authority a/

Revenues 601 663 733 795 863 945 1,016
Outlays 796 853 928 1,012 1,112 1,227 1,342
Deficit 195 190 195 217 248 282 326
Budget Authority 867 923 1,019 1,116 1,231 1,374 1,504

Baseline with No Real Growth
in Defense Budget Authority

Revenues 601 663 733 795 863 945 1,016
Outlays 796 853 923 998 1,083 1,177 1,265
Deficit 195 190 190 203 220 232 249
Budget Authority 867 923 1,005 1,090 1,183 1,299 1,395

As a Percent of GNP

Baseline with 5 Percent Real
Growth in Defense Budget
Authority a/

Revenues 18.6 18.6 18.7 18.7 18.7 19.0 18.9
Outlays 24.7 23.9 23.7 23.8 241 24.6 24.9
Deficit 6.1 5.3 5.0 5.1 W4 5.6 6.1
Baseline with No Real Growth
in Defense Budget Authority
Revenues 18.6 18.6 18.7 18.7 18.7 19.0 18.9
Outlays . 24,7 239 23.6 23.5 23,5 23.6 23.5
Deficit 6.1 5.3 4.9 4.8 4.8 4.7 4.6
Reference:
Gross National Product
(In billions of dollars) 3,229 3,563 3,910 4,251 4,612 4,987 5,379

al  Defense budget authority for 1985 and 1986 is assumed to be the amounts specified in
the most recent Congressional budget resolution; defense budget authority for 1987-1989
is an estimate of the amounts required to achieve real increases of 5 percent per year.

34-871 0 - 84 - 20
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however, the definition of current policy is not as clear, since appropriations
are made for only one year at a time. The baseline projections for
nondefense appropriations are generally based on fiscal year 1984 funding
levels, with future increases to keep pace with inflation. The projections
for defense are based on the fiscal year 1984 Congressional budget
resolution, which not only allowed defense spending to keep pace with
inflation but also provided for roughly 5 percent annual real growth in
defense budget authority.

While our baseline projections assume 5 percent real growth in defense
spending as the best approximation of current policy, CBO has also
projected defense expenditures on the same basis as is used for nondefense
discretionary programs. These alternative defense projections simply
increase 1984 defense budget authority by the rate of inflation and thus
allow for no real growth in defense spending. Even with no real defense
growth, however, the deficit would still reach $249 billion by 1989 (see

Table 4).

. Changes in the Composition of Revenues and Spending

The composition of federal revenues is projected to change somewhat
over the next five years. Individual income taxes and social insurance taxes
rise faster than other taxes, growing from 80 percent of total revenues in
1984 to 85 percent by 1989. Corporate income taxes, excise taxes, and other

receipts will continue to diminish in relative importance (see Table 5).
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TABLE 5. BASELINE REVENUE AND OUTLAY PROJECTIONS BY SOURCE OR
MAJOR CATEGORY (By fiscal year, in billions of dollars)

1983 1984 Projections

Actual Base 1985 1986 1987 1988 1989

Revenues
Individual Income Taxes 289 294 329 362 396 438 478
Corporate Income Taxes 37 62 ° 65 71 81 85 85
Social Insurance Taxes 209 237 269 296 320 354 382
Excise Taxes
Windfall profit taxes 13 9 7 5 4 4 4
Other 22 29 31 27 28 28 29
Estate and Gift Taxes 6 6 6 5 5 4 5
Customs Duties 9 10 11 12 12 12 13
Miscellaneous Receipts 16 16 16 17 18 19 20
Total Baseline Revenues 601 663 733 795 863 945 1,016
Outlays
National Defense 210 235 263 295 331 372 419
Entitlements and Other |
Mandatory Spending
Social Security 165 173 184 197 211 227 243
Medicare 56 64 74 83 94 106 120
Other 179 162 167 177 186 197 208
Subtotal 400 400 425 456 490 530 570
Nondefense Discretionary
Spending 14y 156 161 168 178 189 198
Net Interest 90 108 127 145 168 194 219
Offsetting Receipts -48 -46 -49 -52 -55 -59 -64

Tota! Baseline Outlays 796 853 928 1,012 1,112 1,227 1,342
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Changes in the composition of federal spending are more substantial.
The most rapidly growing category of spending in the baseline is net
interest. With large and growing deficits and no reduction in intlation-
adjusted interest rates after 1985, federal borrowing costs are projected to
double over the next five years. .The portion of gross spending (excluding
offsetting receipts) devoted to interest rises from 12 percent in 1984 to 16
percent by 1989. Defense spending grows by 79 percent between 1984 and
1989, assuming real increases of 5 percent per year. The share of defense
spending in the budget grows from 26 percent to 30 percent.

In our projections, domestic spending--the combination of entitlements
and discretionary programs--grows by 38 percent between now and 1989.
Because this is well below the rate of increase in total outlays, their share
of the budget declines from 62 percent in 1984 to 55 percent in 1989. The
dollar increase is still substantial, however, from $556 billion in 1984 to
$769 billion in 1989. Of this $213 billion increase, $124 billion--or 58
percent--is in just two programs, Social Security and Medicare.

Perhaps the most important point to make about the spending side of
the budget is that very few programs are responsible for the bulk of federal
outlays. Our projections suggest that, by 1989, spending on defense, Social
Security, Medicare, and net interest will be equivalent to almost 100

percent of total tax revenues.
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Comparison of CBO and Administration
Economic Assumptions and Budget Projections

The CBO and Administration economic forecasts for 1984 and 1985 are
very similar (see Table 6). Projected growth rates for real GNP are almost
identical. The Administration's short-run forecast for inflation is only
slightly more optimistic. Interest rates are lower in the Administration's
forecast, but by less than one percentage point.

However, the Administration's longer-run projections for the 1986-
1989 period are considerably more optimistic than CBO's. The Administra-
tion's projection shows growth rates averaging about one half of one
percentage point higher than CBO's, and inflation lower by a similar amount.
However, the largest difference between the CBO and Administration's
projections is in the area of interest rates. The Administration's projections
show substantially lower interest rates than CBO's, with the differential
growing,

The Administration's budget estimates, presented in Table 7, show
substantially lower outlays and somewhat higher revenues than CBO's
baseline budget estimates. CBO is now examining the Administration's
budget to determine how much of the differential is due to differences in
policy assumptions and how much is due to differences in economic
assumptions or technical estimating methods. While the analysis is not
complete, it appears that economic assumptions account for a large part of

the difference in budget estimates in the 1986-1989 period. Interest-rate
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TABLE 6. COMPARISON OF CBO AND ADMINISTRATION'S ECONOMIC ASSUMPTIONS
(By calendar year)

1984 1985 1986 1987 1988 1989

GNP (billions of current dollars)

CBO 3651.2  3994.8 4339.0 4703.7 5083.5 5480.5
Administration 3642.4  3973.8  4319.2 4681.2 5059.0  5444.9
Difference 8.8 21.0 19.8 22.5 24.5 35.6

Real GNP, (1972 dotlars, percent change,
year over year)

CBO 5.4 4.1 3.5 3.5 3.4 3.3
Administration 5.3 4.1 4.0 4.0 4.0 3.9
Difference 0.1 0.0 -0.5 -0.5 -0.6 -0.6
GNP Deflators (percent change,
year over year)
CBO 4.7 5.1 4.9 4.7 4.5 4.3
Administration 4.5 4.8 4.5 4.2 3.9 3.6
Difference 0.2 0.3 0.4 0.5 0.6 0.7
Consumer Price Index (percent change,
year over year) a/
CBO 4.5 5.0 4.9 4.7 4.5 4.3
Administration 4.4 4.6 4.5 4.2 3.9 3.6
Ditference 0.2 0.4 0.4 0.5 0.6 0.7
Civilian Unemployment Rate
(percent, annual average)
CBO 7.8 7.3 7.0 6.8 6.6 6.5
Administration b/ 7.9 7.7 7.5 6.9 6.2 5.8
Difference -0.1 -0.4 -0.5 -0.1 0.4 0.7
90-Day Treasury Bills (percent,
annual average)
CBO 8.9 8.6 8.4 8.2 8.0 7.8
Administration 8.5 7.7 7.1 6.2 5.5 5.0
Difference 0.4 0.9 1.3 2.0 2.5 2.8

a/  Consumer price index for urban wage earners and clerical workers.

b/ The Administration publishes only the overall unemployment rate. The adjustment to
civilian is made by CBO.
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TABLE 7. ADMINISTRATION UNIFIED BUDGET ESTIMATES (By fiscal
year, in billions of dollars)

1983
Actual 1984 1985 1986 1987 19388 1989

Revenues 601 670 745 815 888 978 1060
Outlays 796 854 925 992 1068 1130 1184
Deficit 195 184 180 177 180 152 123

projections appear to account for about half ($80 billion) of the differences
between the CBO and Administration outlay estimates in fiscal year 1989,
The Administration's current services revenue estimates are above those of
CBO, though the Administration, for the most part, assumes lower incomes.
We will have a report on the Administration's budget in a few weeks when
our analysis is complete,

The analysis produced by both the Administration and CBO shows that
it is unlikely that a vigorous economic expansion will cure the deficit
problem. The Administration's current services budget shows persistent
deficits of around $200 billion annually in the projection period. CBO's
analysis indicates that, even if economic growth matches the’ strong

expansion of the 1960s, which appears unlikely, federal deficits will probably
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remain at near-record levels unless policies are changed. 4/ The sheer
magnitude of the projected budget deficits means that percentage errors in
forecasting them are likely to be much smaller than in the past. 5/ 1t is
noteworthy that CBO's projection of the deficit for fiscal year 1988 has

changed very little from that of a year ago. 6/

CONSEQUENCES OF LARGE DEFICITS

Federal deficits of the magnitude shown in the baseline projection
would have major consequences both for the economy and for future
budgetary choices. Most economists agree that federal deficits of the size
projected by CBO keep interest rates higher than they would be otherwise.
The effect would be particularly strong as the economy approached full
employment {or the limits to growth set by monetary policy), where public

and private borrowing would compete for a relatively fixed level of saving.

4/  Congressional Budget Office, The Economic Outlook (February 1984).
See CBO's high-growth path and associated budget estimates in
Chapter I.

5/  Forecasts of deficits have shown large errors in the past because the
deficits were a residual of two much larger numbers. Thus in the
1960s, when deficits averaged 4.6 percent of total outlays, a 5 percent
error in the forecast of spending would have resulted in a 109 percent
error in the projected deficit. But in 1983, when the deficit was 24.6
percent of outlays, a 5 percent error in the outlay estimate would have
resulted in an error of only 20 percent in the deficit estimate, other
things being equal.

6/  CBO currently projects a fiscal year 1988 baseline budget deficit of
$282 billion, up from the $267 billion in CBO's February 1983 baseline
budget projection for fiscal year 1988.
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Even in the present situation of less than full employment, deficits are
likely to raise interest rates. A few analysts contend that there is no
historical evidence for a link between deficits and interest rates. But one
should not expect to find in historical data a simple association between
deficits and interest rates. Previous deficits experienced during peacetime
have been much smaller than those now projected, and their impact on
interest rates has often been overwhelmed by recessions, Federal Reserve
policies, or international capital flows.

The current and prospective deficits are extremely large relative to
past history. In fiscal year 1983, the federal deficit was about 107 percent
of domestic net private saving and 34 percent of gross private saving. Our
forecast implies that federal deficits would be 79 percent of net private
savings and 29 percent of gross private savings during the fiscal year 1984-
1985 period. Fortunately, very large capital inflows from abroad have so far
limited the rise in interest rates. It should be emphasized that these capital
inflows are not a costless remedy for deficits. If the capital inflow
continued for a long time, foreign claims on U.S. output could rise to such a
level that it would reduce our standard of living significantly below what it
would be if we decreased government borrowing and relied less on capital
inflows.

High interest rates, if they persist, are likely to reduce capital
accumulation. Although the cyclical rise in demands and increased capacity
utilization rates are now providing a strong stimulus to investment, this may
eventually be offset by the retarding effect of high interest rates on

structures investment. Over time a reduction in the capital-output ratio
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will retard growth in productivity, the major source of rising living

standards.

The Interest Payment Bill

The most striking feature of the CBO budget baseline projections is
the extremely rapid growth in outlays for interest on the debt (see Figure 2).
Net interest costs, which were between | and 2 percent of GNP for decades,
are projected to rise from 2.8 percent of GNP in fiscal year 1983 to 4.1
percent in 1989. In these circumstances, major spending cuts or tax
increases are necessary just to avoid the possibility of explosive growth in
interest outlays.

The rapid rise in the debt-to-GNP ratio also makes the future deficit
outlook highly sensitive to interest rates, one of the hardest economic
variables to forecast. A one-percentage-point error in the forecast, if
continued through the projection period, implies a $30 billion error in the

projection of the 1989 deficit.

BUDGET PROCESS

Mr. Chairman, your letter requesting this testimony asked me to
comment on the effectiveness of the Congressional budget process in
meeting the task before us. It is clear that a process, no matter how well
designed, cannot provide easy answers to hard questions. The questions

posed by our current budget dilemma are among the most intellectually



Fgure 2.

311

Govemment Borrowing

Unified Federal Budget Deficit

1 r
0 Acuull Projected
[ }t.-l'..
g I
3 |
B i
-5 |- l -
-10 Lt el L0 41 ¢80 11t 1483 1111111t 1111 ! L1 L4 1 1!
1950 1955 1960 1965 1870 1975 1980 1985 1890
Fixcsl Yoars
Private and Federal Borrowing
0 CRE I DEG I DI
s | =14
s g hivte
° 10 : PN .
2 Al -/
E 5| \H q% -
P ] ‘e
[} 2°° .'o % IS o Feds! O 3 ....O.‘ T
" '0..1 P . (T &
sl et o g sFd e 30000y rao v ik
1950 18585 1860 1865 1870 1975 1980
Federal Net Interest Payments Publicly Held Federal Debt
) Actual i Proj. 0} Actus! inoi. -
o Vel I
§ 3+ l o E 80 | B
s 3 gl : o
Fey |1 ka} v
s - E S | e
1 l |
| 0L Lo
' JAtidiatisa gt aaneadaqasiateatigat ST ETNVENNNTRUNTSIRRNLSUNIsURANISUTOUTIY!
1950 1860 1970 1880 1890 . 1850 1860 1970 1880 1990
Fiscal Yours i Fiscal Yours

SOURCES: Office of Management and Budget; U.S. Department of Commerce, Bureau of Economic
snalysis; Congressional Budget Office.

NOTE: P and T lines indicate business cycle pesk and trough dates.



312

profound and complex questions that can confront a nation: namely, what
should the federal government be responsible for, and who should pay for it?

As we attack such issues, the process can make the debate more
orderly and help to bring useful information to bear at crucial times during
the discussion. It also forces the deliberations into a multiyear framework.
This is important in assessing deficit reduction options because many
proposals to reduce outlays and to increase revenues have very different
effects in the short and long run.

Assuming that we will come to some agreements and embody them in
a budget resolution, the remainder of the budget process seems pretty well-
suited to the task. Since the resolutions cover several years and now
contain limits on credit as well as spending and taxing, their scope seems
about right. Moreover, implementation of the budget resolution through
reconciliation allows the package nature of any likely deficit reduction plan
to be'preserved. Thus, although 1 would favor some strengthening and
streamlining of the budget process procedures--perhaps along the lines now
being studied by Congressman Beilenson's House Rules Committee Task
Force. But it would be misleading to imply that reforms in the budget
process will greatly ease the resolution of the difficult problems before us.

Yesterday, CBO released Part Ill of our annual report, Reducing the
Deficit. In it, we analyze options for cutting spending and raising revenues.
1 hope this aids in clarifying the hard choices before the Congress.

In sum, it has to be admitted that the budget process has many
problems and did not work well last year. But if we can build a consensus
for deficit reduction--and that is the hard part--1 feel confident that we

have a vehicle that can get us where we want to go.
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Senator JepseN. Ninety-nine percent of the receipts?

Mr. PENNER. Under current law, yes.

In other words, you could do away with the whole rest of the
Government, other than those few programs—defense, social secu-
rity, and medicare and net interest—and you would just barely bal-
ance the budget.

Senator JEPSEN. It is an interesting idea. Defend our country and
deliver our mail on time, and leave us alone. That is kind of what
your slogan was in 1980.

In your prepared statement, you note that relatively high inter-
est rates have not had as large an effect on overall economic recov-
ery as many expected. I also note in your opening statement, as
your initial remarks, you alluded to the fact that the Federal defi-
cit is possibly responsible for holding up interest rates. It is accu-
rate, is it not, the Federal deficit has gone up rather dramatically
in the last several years and interest rates have been going down?

Mr. PENNER. When we refer to a link between deficits and inter-
est rates, we are referring to real interest rates. That is to say, the
interest rate, as corrected for——

Senator JEPSEN. But you have to pay when you borrow money; is
that what you are talking about?

Mr. PENNER. No. I am talking about what you have to pay after
you adjust for the fact that the dollars you pay in the future are
worth less because of inflation, and measured that way, in fact, in-
terest rates have gone up. Indeed, in figure 1 of my prepared state-
ment you can see this chart here [indicating] which shows that in
the 1970’s, interest rates were quite low. Interest rates, as adjusted
for inflation. That is the dashed line. Then they soared to the early
1980’s. Actually, the pattern follows the deficit pretty well. I would
be the last to argie that deficits are the only thing that affects in-
terest rates. Obviously, that is not true. There are all sorts of other -
things and, in particular, this rise, at first, in 1980, was due to a
pretty severe tightening of monetary policy.

In the very short run, at least, monetary policy can have some
effect on all of these things. But their continued high level, in my
judgment, is due very largely to the deficit. You can see them
coming down a little bit, and the worst situation was the deficit in
the last quarter of 1982, when the deficit reached its peak, relative
to savings and national product, and so on. It has been on a slight
downward course ever since. Our projections suggest, however, that
after 1985, if no spending or tax laws are changed, the deficit will
again begin to soar relative to GNP, reaching record levels by 1989.

Senator JEpseN. That is where your 30 percent figure comes in?
Thirty percent of gross national product by 19——

Mr. PENNER. No, the 30——

Senator JEPSEN. That is the total spending?

Mr. PENNER. The 30 percent, no, sir. I believe that is debt rela-
tive to GNP. That is in figure—well, the 30 percent is closer to
what is now—I am not sure what you are referring to. :

Senator JEPSEN. We are spending 24 percent of our gross nation-
al product now, of this budget of $847 billion, projected to be 30
percent by 1989.
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Mr. PenNER. No, sir. Not that high. The outlays go down from
24.7 percent to about 23.7, then they start rising. Our peak year is
25.9 percent in 1989.

Now I should add, Senator Jepsen, that very important to these
paths is the fact that we assume—somewhat arbitrarily but not to-
tally arbitrarily—that defense spending will rise 5 percent per year
in real terms.

If you had chosen to assume that it would be less than that,
then, of course, the spending level would be lower, relative to GNP.
. These numbers can be found in my prepared statement in table 4.
You can see what would happen if defense rose by 5 percent in real
terms and what would happen if it grew at zero percent in real
terms.

Senator JEPSEN. The CBO report released this past Tuesday, in
the economic outlook, includes the following observation, and I will
quote:

Now while large deficits may have adverse economic consequences, abrupt or

poorly designed measures to reduce deficits could be a threat to economic efficiency
and continued economic growth.

Would you elaborate on this for the committee, please?

Mr. PENNER. ] think, as much as we dislike deficits—and no one
really much likes them, and clearly they do a great deal of harm in
the long run—one obviously has to be careful about how one goes
about curing them. Every possible cure that one can think of also
has some painful elements, or obviously, we would have cured the
deficit long ago. So very radical, poorly designed tax increases, for
example, could do a great deal of harm, and I suppose, in the ex-
treme, could almost be as bad as deficit. At the same time, very
poorly thought-through spending cuts might also negatively affect
the economy and economic efficiency, and so on. So we have to
show some care. Those remarks, however, were not meant to dis-
courage us from trying.

Senator JEPSEN. If you had your choice, would you work on the
deficits by controlling—by doing it with reductions, getting control
of Federal spending, or would you do it with taxes?

Mr. PENNER. Well, that is a choice that the Congressional Budget
Office does not feel it should make. We think that is entirely a po-
litical choice that has to be made by politicians. Indeed, that is
what the major fight is about. What we have done in part 3 of our
annual report, which is called “Reducing the Deficit: Spending and
Revenue Options,” is to lay out for you about 138 different options
on both the spending and tax side of the budget. We try to state, as
fairly as we can, the advantages and disadvantages of each, and
give you some idea of the menu that is available. But actually
choosing among them is not something we and the staff can do for
you.

Senator JEPSEN. You have no recommendations?

Mr. PEnNNER. No; we do not make recommendations on policy
issues of that type.

Senator JEpSEN. Well, since you have expertise and are the direc-
tor of the Congressional Budget Office, do you feel that—what is
your opinion, if you care to give it, with regard to working on defi-



315

cits, with regard to control of Federal spending, or would you
resort to recommending taxes?

Mr. PENNER. Well, again, as Director of CBO, I cannot have opin-
ions on that sort of thing. As I say, we have laid out the options
and tried to describe their characteristics and state their advan-
tages and disadvantages. You know, it is hard to think of anything
you could do that would be absolutely costless, either to the econo-
my or to particular individuals. The various choices have very,
very different distributional effects. They affect some people more
than others, and so on.

Senator JEPSEN. Sure.

Mr. PENNER. And we can study that part and try to decribe the
effect to you. But when it comes right down to choosing, it comes to
choosing among things that have very difficult political trade-offs.

Senator JEPSEN. I understand and appreciate that. I thank you
for your answer, and I appreciate your position.

One last question. You point out that projected defense expendi-
tures rise rapidly between 1984 and 1989. I believe it was 79 per-
ceni; is that correct?

Mr. PENNER. Yes.

Senator JEPSEN. Can you tell me how the CBO’s baseline projec-
tions for defense expenditures as a percent of gross national prod-
uct, and as a percent of outlays, compare to levels prevailing in
1960 and 1970?

Mr. PENNER. I do not know if you can see this, sir. This is in our
third part of our volume. It shows defense spending as a percent of
GNP, starting way back in 1948, I guess it is. Can you see that, sir?

Senator JEPSEN. What was it in 1960? What is it, part 3?

Mr. PENNER. Part 3, page 17 of the CBO report. What you see
there is a very rapid rise to a post-World War peak during the
Korean war, over 13 percent of the GNP; a fairly steady fall in
1965; then a rise during the Vietnam war to something a little less
than 10 percent of the GNP. Then you see a steady fall from Viet-
nam to a drop, I guess in the late 1970’s, where it got to about 5
percent of the GNP, and then a steady buildup to the current level,
a little over 6. And in this projection that we have made with 5
percent real growth, it would end up between 7 and 8, by 1989.

Senator JEPSEN. Well, according to your chart—that is figure 3?

Mr. PENNER. Yes.

Senator JEPSEN. National defense outlays, percentage of gross na-
tional product.. :

Mr. PENNER. Yes; on page 17, 2-3.

Senator JEPSEN. In 1960, you have roughly 8%2—about 9 percent.
You drew a line straight up from 1960. :

Mr. PENNER. Yes.

Senator JEPSEN. In 1970, you drew that line straight up, and you
are looking at about 7.5 percent, not quite 8; is that correct?

Mr. PENNER. That is correct.

9§g‘r)1ator JEPSEN. And what did you say you projected it for in
19897

Mr. PENNER. By the end of the period, it is a little bit below 8
percent.

Senator JEPSEN. And a percent of the Federal outlays, do you
have that also?
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Mr. PENNER. Yes; I believe that, by 1989, it rises to about 30 per-
cent of Federal outlays. :

Senator JEpsEN. That is for defense, about 30 percent of the
budget?

Mr. PENNER. Yes.

Senator JEPSEN. And that, compared to 1960, would be what?

Mr. PENNER. 1960? Wait a minute. I do not have it in my head.
No, I do not have 1960 handy here. I think it was——

Senator JEPSEN. We have it here.

Mr. PENNER. OK. It is almost half the budget.

Senator JEPSEN. Forty-nine percent?

Mr. PENNER. Yes; 49 percent.

Senator JePSEN. For 1970, 40 percent.

I thank you for coming. I have no further questions. Senator
Abdnor will take the Chair. Again, good luck, and we will be look-
ing forward to working with you.

Mr. PENNER. Thank you very much. We look forward to it.

Senator ABDNOR [presiding]. Thank you.

Mr. Penner, I guess we all have other places to be; and you prob-
ably more than any of us.

Mr. PENNER. I do not think so.

Senator ABpNOR. With all the demands we make upon you to
appear in front of this committee and that committee, I sometimes
wonder how people like you are able to get your work done back in
your office. But at least you have the relief of knowing we are
going to be out of town for 10 days, and maybe that will give you a
chance to get something done.

Mr. PENNER. It is these guys back here who do all the work. I am
just the front man.

Senator ABDNOR. Well, you have to have somebody backing you
up in your job. You have a great responsibility. I was very interest-
ed in the testimony you presented to the Finance Committee
back—when? In December?

Mr. PENNER. December 12.

Senator ABDNOR. 1 was so interested that I took it with me on my
Christmas vacation to read. That is when I became even more
alarmed, and my fears became even greater, because there was the
same theme throughout most of these hearings. We should be
giving a lot of consideration to what is going on.

Earlier today I asked Mr. Volcker about a statement I saw in the
paper yesterday where he said that if we made an all-out effort to
cut the deficit—the projected deficit—by $50 billion, it would be a
great stimulant to the economy.

How much of a cut would it take to really have an impact on the
economy and maybe help bring the interest rates down?

Mr. PEnneEr. Well, I think different people might have different
views on this question. My own view is that it is not so important
exactly how many dollars you cut from the 1985 deficit. What is
really important is to show the marketplace that we are firm in
our desire to cut it in the longer run. So if you make structural
changes in the spending or the tax side and start to bring these
lines together a little bit, even if the major effects are 1986 or 1987,
I think if you changed the laws or at least show a resolve to change
them, that that would have a very beneficial effect on the deficit.
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Or maybe putting it -another way, Senator, I think it might cut

. quite a bit from the 1985 deficit, but if you did it in some tempo-
rary way—say, cutting a few capital expenditures or something
like that—that would not do as much good as some smaller cut
that really showed a more fundamental change in the structure of
spending and receipts.

Senator ABDNOR. Give me an example. What would be a good
faith effort?

Mr. PENNER. What our figures show very clearly—to the extent
you want to_do it on the spending side—you have got to go where
the money is, and the money is in defense, social security, and
medicare. Those are the really big programs. That does not mean
you should not cut others, obviously, but you ask what kind of tar-
gets might we have. It is hard to think of any that are very easy to

" meet, but one target that we think makes some sense is a prelimi-
nary target, at least to reduce: the deficit by enough to stop the
debts out there from growing faster than the GNP.

Now that is not going to be an easy trick, because in our projec-
tions, that ‘would require cutting the deficit by $110 billion by 1987.
. I should point out that not all of that necessarily involves pro-
- grammatic changes. My testimony shows very clearly, I think, that
one of the most severe problems we face is just the growth of the
.net interest bill on the debts. That is what is really killing us right
now, and it is going up in our projections by more than $20 billion
a year.

Now, just as that is the sort of bad side effect of having big defi-
cits, if you can cut a program and reduce some spending or raise
some taxes by $1 a year and keep that going over 5 years, at the
end of 5 years, you have got $5 less in bonds out there. You are
paying interest on $5 less in bonds. And are paying less interest on
the interest that you would accumulate over that time.

So any kind of program cut or tax increase you make has a mul-
tiplier effect on it in terms of saving you a lot of interest. If you
think, as I would, that if you make this kind of effort, interest
rates will come down as-well, you have a double whammy. Not
only do you have much less debt out there, but you also are paying
less interest on the debt you have and the debt you are refinanc-
ing, which is now getting up to $400 billion a year. So, what I am
saying is, you do get this extra reward.

Senator ABDNOR. It seems once we add debt, we never consider
getting it reduced. It seems to be here to stay and so it is some-
thing we have just got to go ahead and make part of the program.
This is what really disturbs me.

Although we are talking here about entitlements and defense, let
us first talk about discretionary spending. I think you said one
time that discretionary spending is only about 14 percent of all
budget expenditures. Is that right?

Mr. PENNER. Of the total budget; yes. If you set the offsetting re-
ceipts against the debt, that is right. If you take out the offsetting
receipts, it is a little more than that—I think about 25 percent. But
you are right; basically, it is very small.

Senator ABDNOR. We have been hacking away for several years
‘at that now. Do you think there is much more in reductions to be
taken out of there?

34-871 0 - 84 - 21
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Mr. PENNER. Well, certainly, that is a section of the budget that
has been scrubbed over the most, and every time you have done it,
you have taken the easiest ifs that you could.

I am just noticing I was a little high in my 25 percent. It is a
little lower than that: In 1984, it would be about 17 percent. But in
any case, you are right. I think we have done a lot of easy things.
It does not mean you cannot scrub them again, but it gets harder
and harder each time you go down the same road.

Senator ABDNOR. Well, maybe this is an unfair question to ask
you, but you have been talking to all of us in Congress—the House,
the Senate, the various committees—do you really think there is a
sincere move on the part of Congress to reduce the deficit, or do
you think it is mostly rhetoric?

Mr. PEnngr. Well, I hear an awful lot of concern about the defi-
cit.

Senator ABDNOR. Yes, but we have not converted that concern to
action. You would agree, regardless of what the President or the
administration would like to do, Congress could do what we darn
well please up here, for starters, could we not?

Mr. PENNER. Well, you are the ones who pass every single spend-
ing law and every single tax law.

Senator ABDNOR. I was saying today—was it $928 billion we are
talking about in spending next year? If we were to cut $25 billion
out of it and increase taxes, maybe of $25 billion, we would make a
great start, would we not?

Mr. PENNER. That is more of a start than most people are talk-
ing about. That is certainly true. In fact, at this point, it would be
very hard to do that, actually to get that much out of the deficit in
1985. But you could pass laws now that might somewhat more
easily get more than that in the longer run starting in 1986.

Senator ABpNOR. Well, something along that line. What would
you project that might do to interest rates, if cuts were properly
placed and the tax increase were in effect? Would you make a
guess?

Mr. PenNNER. That is an extraordinarily difficult question to
answer. But if you adjust interest rates, they are running at about
4 percent these days, once you take the inflation out of them. The
historical norm is a little less than 2 percent. Now, I do not want to
say that whole difference ‘is because of the deficit. I do not think
that is true. I think there are other problems, other certainties,
and so on, that are at work here. But I think you could, depending
on how much progress you made, and depending how you do it, cut
interest rates by a significant amount. Obviously, if you are just in-
terested in the interest rates, you are very interested in the flows
of savings—private savings and investment, too. They play a big
role. So if you were to pass some tax increase that was extremely
punitive to savings, for example, then you would not get that
much. You might get something out of it, but not that much. If you
were to pass one that was less detrimental to savings, then you
would get more. But I think you would start moving the real Treas-
ury bill rates down toward the historical norm, if you could get
these deficits more into line.
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Senator ABDNOR. We have been making some real efforts, have
we not, to encourage new savings? Have we made any real
progress? )

Mr. PENNER. Frankly, sir, the numbers we have on that so far
are disappointing. (As a private citizen, ] was a proponent of a lot

. ~of the things we.have done, like the.IRA’s, Keoghs, and so on.) We
have to be somewhat disappointed in our preliminary numbers
anyway. The first data we are getting seem to suggest a large part
of those IRA’s and Keogh accounts are not new savings, but rather
Jjust movements. You know, this time of year, I can sell some stock
and put the money in my IRA. I do not save even an extra penny,
but I get a lot of tax savings anyway by doing this kind of transfer.
So a lot of people are doing that. :

- It has-been argued that, maybe once you get the first transfers of

-. assets out of the way, they will start adding to real savings. But I

= <have to say that I have been disappointed in the results.

Senator ABDNOR. We tried numerous things. As I remember, we
had an All Savers program here a couple of years ago that lasted 1
year, and I do not think that created that much savings.

Mr. PENNER. That was not one of my favorites.

Senator ABDNOR. I think a lot of people had second thoughts
about it. But that brings up another question. I think you mention
in your testimony to the Finance Committee, that our tax base is
not as broad as it should be. Maybe we ought to be looking at the
whole tax structure picture. Everybody has a great idea to increase
saving by adding some kind of an exemption. I do not. know how
many more exemptions we can put on. We have come a long way
in tax exemptions.

Do you not think the real answer down the road is some kind of
a new tax reform program?

Mr. PENNER. Well, from a purely economic point of view, I do not
think there is any doubt—and I think you would get enormous
agreement within the economic profession—that it is absolutely
crucial from the point of view of economic efficiency to start simpli-
fying and getting rid of an enormous number of deductions, exemp-
tions, the whole works, in our Tax Code; which have so distorted
economic activity.

- It has to be said on the other side, though, that every one of
those deductions had somebody arguing successfully for it in the
past, that somebody somewhere thinks it serves some economic or
social purpose. And that is what has to be reexamined. We have in
our volume an enormous number of suggestions as to what might
be looked at and the revenue implications, and so on.

Senator ABDNOR. Which volume is that?

Mr. PENNER. Part 3 has all of these options on the spending and

. «on the tax-sides, with the amounts involved, for reducing the defi-
. cit. The way the volume is organized, we have an index at the back
that gives you all the items and tells you what pages they are. dis-

. »~cussed on. It tells you how much money is involved in each.

- Senator ABDNOR. } am happy to have that.

Let me ask you, in the long,xun, what kind of tax system should
the United States have? Would you favor -a reform in the direction

. of a consumption tax? I hear a lot of talk about that. Or would you
personally prefer the type of a flat tax proposed by Mr. Hall and
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Mr. Rabushka? I have heard a lot of versions of the flat tax. Which
is the best one? I mean, you probably have to go one way or the
other, would you not think?

Mr. PENNER. I think the term “flat tax” has been abused so
much, it is not very meaningful. I heard someone the other day say
they strongly favored a progressive flat tax. That tells you some-
thing about where our language has gone.

I think there are two different issues that have to be separated.
One is the issue of simplification. And I think there is a great
yearning both amongst the ordinary taxpayers and certainly
among tax experts and economists for simplification, for getting rid
of all of this complexity. And that can be done by getting rid of
these deductions and credits and exemptions, and so on, to the
extent possible.

The second issue is somewhat different. It is how progressive the
tax system should be, how much taxes go up with income, and then
there is even a different debate.

I guess this is a third issue that is hanging around: What really
should be the basis of the tax system? Should it be income, or
should it be consumption? All of these things tend to get mixed up
a bit, but I think there is almost total agreement among the tax
experts, as I have been suggesting, that simplification is a good
thing. Once you get into the question of how progessive the system
should be, then you get into value judgments and a lot of political
squabbling. That is a somewhat different issue. Whether the tax
base should be consumption or income, I think is also a different
set of issues, but many, many economists I know—while they
might favor a consumption base instead of an income base—say
that the important thing is to broaden the base, whatever it is—let
us tax more, so we can get the tax rates down. I have heard propo-
nents of the income tax say:

I would like a broad-based income tax—a Bradley-Gephardt variety—but if I
cannot get that, I should prefer a broad consumption tax to our current mess.

Or similarly, I have heard people on the other side of the debate
say:
1 would like a consumption tax but this mess we have now has nothing to recom-

mend it; I will take a broad-based Bradley-Gephardt type tax in preference to what
we have now.

So most people are rebelling and complaining about the horrible
inefficiency of our present system, which is just terribly worrisome.

Senator ABDNOR. It just seems to me that whatever way we go, it
is not going to be done quickly. There are going to be lots of hear-
ings and testimony.

Mr. PENNER. I think there is a great yearning out there for more
movement.

Senator ABpNOR. We think there is, until you start talking about
the specifics. Like you said, everybody has their own version, and
the people are not always willing to give that much in order to
come to some kind of a basic conclusion. It looks to me like at this
time, that when we pass a new tax package, it is with the thought
in mind that it may be changed within a year or two. This almost
makes you think that, maybe, a surtax may be the best way to go
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for a: while until this Congress is ready to take those steps. But
who knows?

Mr. :PENNER. Again,” we explored those kinds of issues in this
volume, and what we say there is, certainly, a surtax is simple; it is
readily: understandable. Everybody knows what .-its implications

-are. The basic problem is that it is a surtax on this small portion of
- income -that is still in the'tax system. And we ‘contrast that ap-
proach with, as you say,- the much more complicated one of trying
to broaden that tax base.
+ .«Senator ABDNOR. I just do not think, in a short. time, you are
* going-to.get it doné. That is all, and.I think the sooner we make a
- itart on our deficit—and that is what we are talking about—the
- better.

Now I am sure they told you, when I got up here, I would be
talking-agriculture, because I am from a farm State, and it is
always, I think, something that is sadly neglected. I was on this
committee for some time, and I hardly heard the word used. Now

- we do- talk about agriculture once in a while, because it is an im-
portant part of the economy. We are just as interested and con-

= cerned-about-deficits in. our rural area, as you are in the big cities,
" “because~I do not know who borrows more money than farmers and
~ some of the small businesses,; on a.per-capita basis out in the coun-

‘try like mine. I do net know-what would be a bigger gift for farm-
ers than cutting down .the inflation and dropping interest rates a
couple of points.

Mr. PENNER. Well, I think there is another aspect to it, sir, that
is very important, and that is a lot more indirect. But as you are

- suggesting, I think the farmers are getting kicked around directly

."once by the high interest rates, because they tend to be big borrow-

- -ers. But there is the other indirect effect.-High interest rates at-

_tract a lot-of capital from abroad, pushing up the value of our

dollar. ‘And that means, when you translate.crop prices into world

- -currency equivalents, it comes out to be much:.fewer dollars than if

- we had a lower -valued dollar. And. that is a very important side-
- effect of this budget deficit.

- Senator ABDNOR. It is terrible. The:situation is too much.in favor
of the other countries. What would a 2-percent drop in interest
-rates do on the inflated dollar? Not the inflated dollar, the over-
valued dollar, in relation to other currencies of the world? Would

- .2-percent make much of a difference in interest rates?
. Mr.-PENNER. That is very hard thing to say, in part, because it

a depends so crucially on. what other countries do. If, in response to a
2-percent fall in interest.rates here, they were to lower their own
interest rates .concomitantly, it probably would not have a huge
effect. I doubt if they would make it all up, though, and it depends
very much on whatever differential remained. It is very hard. to
predict that.

Senator ABDNOR. Is the best way to get the dollar back in line by
lowering: of interest rates? That has really been one of the bigger
attractions for-the demand for the dollar.

Mr. PENNER. 1. think’ that is absolutely right, sir, and. that, in
turn, is, in'our view, so intimately related to the deficit. Again, we

- keep getting back to it.
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Senator ABDNOR. There we are. You know, I sounded off today,
but I just cannot imagine a bunch of strong people down here
speaking for the people of this country—535 of us—knowing the
importance of getting the deficit under control, but we cannot drop
politics long enough to do the things that must be done.

Two years ago, the President dared to bring up the subject of
social security. We Republicans got kicked around for the rest of
the year. We went through a campaign with some vicious ads in
how terrible it was to suggest making any changes in social securi-
ty. Then 2 months after the election we came back in session and
passed a Social Security reform bill that everyone wants to take
credit for, claiming it is one of the great accomplishments of this
Congress.

If we could cut out that sort of thing and really do what ought to
be done—maybe I am naive—we could come together in a meeting
of the minds. Maybe I am a dreamer, but it would be awfully nice
if it could happen. And I think it could. But I guess I was talking to’
you about agriculture and how important I think it is.

We have a subcommittee now that I chair on this committee,
dealing with agriculture. One of the things we are going to do is to
investigate the economic conditions of rural areas, small towns,
and, in short, the economic condition of nonurban America. I just
do not think there is always that much attention given to that part
ogfour country. Someday I am going to solicit your expertise in this
effort.

Just last week, Janet Norwood, of the Bureau of Labor Statistics,
presented a monthly unemployment finding for January, and we
discussed a topic related to this. Labor data for rural areas is very
unreliable and subject to seasonable changes. In fact, employment
or unemployment data is not a good measure of labor utilization in
the areas where underemployment is common or where a sizable
portion of workers are self-employed. It really does not tell you the
truth. Perhaps your office could help develop a measurement—an
index which would reflect labor utilization from nonurban Amer-
ica? Is that a difficult challenge?

Mr. PENNER. I am afraid it is, sir. I think, frankly, the very best
people that have all the expertise and are able to do that are in
Ms. Norwood’s office.

Senator ABDNOR. Because she agreed that all of our Federal pro-
grams are based on the unemployment areas, and that really does
not tell the whole tale.

Mr. PENNER. That is absolutely right.

Senator ABDNOR. Just because we do not have the number of un-
employed, we have some very difficult conditions. We have farmers
that go to work and are not getting paid enough to pay for the fuel
they are using out in the field, or people in business who are barely
hanging on. They might be better off if they were unemployed, col-
lecting unemployment insurance compensation, because it brings
in greater income. And I think someday that this situation has to
be related to the overall picture of the underemployment situation.

Mr. PENNER. You are absolutely right that our data on the qual-
ity of the labor-force situation, if I can call it that, are not that
good. I would also warn you that it is very expensive to collect that
sort of data.
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Senator ABpnor. Well, we are going to try.

I could ask you a lot of tough questions, like what all these defi-
cits mean to rural America and tax increases, but I will not burden
you with that.

I would like to feel free to submit questions in writing, if I should
so desire.

But just for the record, what is the current and the projected
condition of the medicare trust fund? Will policy changes be
needed to assess medicare, or will the problem just go away?

Mr. PeENNER. I think we can guarantee that the problem will not
go away. We cannot forecast the exact date on which the trust
fund goes broke under current law, but it is somewhere around
1990. It might be 1991 or 1992 or maybe even 1989, depending on
how the economy does. But it will go broke, with virtual certainty.

Senator ABDNOR. Well, one thing is for sure, the longer we let it
go, the more difficult it is to get it back into shape.

Mr. PENNER. Absolutely. It is very analogous to the Social Securi-
ty situation, Senator. We knew, certainly, years ago, that that fund
was going to go broke. It was not a last-minute thing that fixed it
up. I hope we do not do the same thing on medicare.

Senator ABpNOR. Well, I know it needs attention, and yet I am
afraid, because of the ramifications of an election coming up, and
one side trying to make political hay over it I am afraid we may
have to look at it another time. I hope not. We have to wait and
see.

Well, I had a lot of other questions here, but I know you are
busy, and you have been pretty well quizzed out during the day.
This is your third appearance, on behalf of the Joint Economic
Committee.

- I certainly want-to thank you for your appearance here today,
and we are looking forward to 2 return on your part later on.

I am sure this deficit is not going to go away before you come
back again.

So we thank you very, very much.

The committee is recessed. .

[Whereupon, at 3:45 pm., the committee recessed, to reconvene at
10:20 a.m., Friday, February 10, 1984.]



THE 1984 ECONOMIC REPORT OF THE
PRESIDENT

FRIDAY, FEBRUARY 10, 1984

CoNGRESS OF THE UNITED STATES,
JoINT EcoNnoMic COMMITTEE, ’
Washington, DC.
The committee met, pursuant to recess, at 10:20 a.m., in room
SD-124, Dirksen Senate Office Building, Hon. Roger W. Jepsen
(chairman of the committee) presiding.
Present: Senator Jepsen and Representative Obey.
Also present: James K. Galbraith, deputy director; and Edward
Abrahams, Dale Jahr, and Robert J. Tosterud, professional staff
members.

OPENING STATEMENT OF SENATOR JEPSEN, CHAIRMAN

Senator JEPSEN. I wish to welcome you, Mr. Secretary.

There are so many issues I want to discuss with you that, quite
frankly, I am not sure where to begin.

It is only logical that we begin at the origin—the origins of
today’s farm problems.

Today’s depressed farm economy is readily and directly traceable
to the economic policies of the late 1970’s which yielded hyperinfla-
tion and interest rate levels.

Between 1977 and 1980 farm production costs increased 45 per-
cent, from 389 billion to $129 billion. Those 3 years of hyperinfla-
tion have devastated farm net income and thereby the farm econo-
my. Ten years ago farm cash sales totaled $87 billion and produc-
tion expenses were $65 billion, yielding a net income from farm
sales of $22 billion. Back in 1973, it took less than $4 of product
sales to generate $1 of net income. But, while farm cash receipts
have increased 66 percent since 1973, production costs skyrocketed
117 percent. As a result, today a farmer needs to sell over $32 of
product to realize $1 of net income.

Had those inflation rates of 12 percent in 1978, 19 percent in
1979, and 9 percent in 1980 been kept down to just 8 percent each
year by the previous administration, farm net income from sales
would have been $22.5 billion in 1982 rather than $4.5 billion.
Those 3 inflationary years have cost farmers over $70 billion of net
income during the last 5 years. _

In addition, when the previous administration took control of
this country’s economic policies in 1977 the interest rate on non-
real estate farm loans was 8.8 percent. Four years later, this inter-
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est rate stood at 18 percent. The prime interest rate went from 6.25
percent to 21.5 percent. The prime is currently at 11 percent.

This doubling of interest rates more than doubled farmer’s inter-
est rate payments from $7 billion in 1976 to $16 billion in 1980. On

- .. January 1, 1977, total farm debt stood at $103 billion. Four years

later, on January 1, 1981, total farm debt had climbed to 70 per-

-cent to $175 billion. Tragically, this phenomenal addition to debt

incurred by farmers during the late 1970’s will burden generations
of farmers to come.
Add the grain embargo of January 1980, and one begins to un-
derstand the roots of the farmer’s current financial plight.
Commensurate with these record cost increases came record crop
production levels, a global recession and the buildup of price de-
pressing carryout stocks. The Reagan administration implemented

. a.$30 billion supply control effort, including the payment-in-kind

program, and created and expanded its export blended credit pro-
gram, to reduce stocks and improve farm prices and incomes.

Aided and abetted by the drought, supply control programs
achieved their objectives. For the first time in several years, farm-
ers looked to the market and away from the Government Treasury
as the source of improved earnings and relief from financial stress.
Between 1981 and 1983, farm net cash income went up 24 percent,
from $34.7 billion to $43 billion.

It is with considerable displeasure, however, that I note that the
Department of Agriculture is forecasting a decline in farm net cash
income of 14 percent in 1984, a $6 billion drop from 1983. This $6
billion decline is the net result of a $4 billion increase in cash
income and a $10 billion increase in cash expenses. I am sure you
will agree, Mr. Secretary, that there is something terribly wrong
with an industry which must spend $10 to make $4.

In addition, according to your own budget figures, the Reagan ad-
ministration will have spent $55 billion between fiscal years 1982
and 1985 on just farm price support and income stabilization pro-

. grams. Yet, given current forecasts, it appears that:any improve-

ment in the farm economy during this same period is certainly not
in proportion to the magnitude of this public assistance. In fact,
your Department’s forecast of farm net income in 1984 is but 5 per-
cent greater than that realized by farmers in 1981. The point I
wish to make is that this administration, burdened by a 4-year
farm program not of its own making, nonetheless has been gener-
ous virtually to a fault. ‘

This $55 billion public expenditure, however, is not our greatest
cost. Spending $55 billion or $100 billion for that matter, is no
measure of a job well done. OQur greatest cost is reflected in the
dramatically changed national perception and attitude toward
American farmers and their industry. Equally tragic is the farm-
er’s loss of pride and independence. Farming has become a problem
to be minimized, not an opportunity to be maximized. In my judg-
ment, nowhere has our Government failed its citizenry more than
in its ignorance and misuse of our agricultural resource.

As evidence I offer the conclusions of the -agricultural chapter of
the 1984 Economic Report of the President written by the Council
of Economic -Advisers. This report states that the solution to agri-
culture’s apparent excess capacity is to “retire resources from pro-
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duction” by “allowing capital losses.” I agree some agricultural re-
sources should be retired, and.economic logic suggests we start
with the most inefficient—let us begin with the French. Our unilat-
eral supply control programs have demonstrated again and again
that retiring U.S. farm resources encourages the retention and ex-
pansion of less efficient non-U.S. farm resources. The net result is a
global misallocation of resources, eventually higher food costs, a
more vulnerable and tenuous food supply, and a lower world
income. Our agricultural policy must assume this long-term global
perspective.

The choice is whether we continue to implement futile, costly,
and counterproductive unilateral supply control policies and pro-
grams or do we promote and secure our greatest and perhaps last
international competitive advantage. I propose we ask the primary
beneficiaries of today’s farm programs—those 300,000 farms, or 12
percent of all farms, who traditionally have received about one-half
of all direct Government payments. These are the farms with sales
in excess of $100,000 per year, an average farm income of $93,000
per year and an average net worth of more than $1.3 million.

I cannot tell you how proud I am to inform you, Mr. Secretary,

. that there is presently the beginnings of a grassroots movement in
Iowa—the State with the most $100,000 farms and therefore the
State with the most to lose—to petition this Congress and this ad-
ministration to reprogram the 1985 farm budget by shifting funds
from direct Government payments to market development. For ex-
ample, a maximum Government payment of $50,000 to an individ-
ual farmer could be used instead to pay the Department of Agricul-
ture’s interest outlays to support a §2.5 million blended credit pro-

am consisting of $2 million of guaranteed export credit and
%;00,000 of direct, interest-free credit. I might add that similar
credit programs could be devised to promote domestic markets such
as alcohol production and even low operating loans to less fortu-
nate farm neighbors. '

I note in the President’s fiscal year 1985 budget that $3.1 billion
is allocated to direct producer payments for feed grains, wheat,
rice, and cotton. If only the largest farms—farms with sales of
more than $500,000 per year—were to yield back their direct Gov-
ernment payments, $470 million would become available for
market development and/or production credit programs. Assuming
a 10 percent interest charge, $470 million could buy $4.7 billion of
direct, interest-free credit. When combined with guaranteed loan
authority on a 4-to-1 mix one begins to get an appreciation for the
magnitude and potential of the program. I would appreciate your
reaction to this proposal and how we may encourage and assist
these farmers in their imaginative and bold initiative.

The growing dependency of the American farmer on public aid is
tremendously disheartening. In 1981, 5.5 percent of net farm cash
income came from direct Government payments; in 1982, 9.6 per-
cent; in 1983, 20.9 percent; and according to your projections, 21.6
percent in 1984. Mr. Secretary, the next generation of farm policy
will be developed by this generation of farmers, legislators, and
Government officials. We must all ask ourselves the very difficult
question, what legacy do we wish to leave the sons and daughters
of American agriculture? One of renewed pride and spirit, or one of
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deepening Government dependency and bondage? One of responsi-
bility and self-determination, or one of economic subordination and
political manipulation? I contend that nothing short of the heritage
of the American farmer is at stake. You know as well as I, Mr. Sec-
retary,.that there are those who desperately want to increase the
dependence of the farmer on the State; to assume the role of benev-
olent caretaker of America’s farmers and who view individual inde-
pendence as a barrier to be torn down and replaced by a leash.
After all, what finer political prize than to subjugate the American
farmer?

I plead with you to take a message to the President, Mr. Secre-

tary. It is true, there are things wrong with U.S. agriculture, spe-
cifically its Federal.policies. But there are also many things right
-with America’s agriculture. If this. President is in search of this
country’s greatest contribution to mankind he need look no further
than to the soil at his feet. Even if we win this frantic battle of
international industrial competitiveness, if we lose our ability to
feed ourselves, what have we gained?

.The United States is the only country which has both the science
and natural resource base to explore and commercialize the next
agricultural frontier. There are more and more hungry in the
world every day. Perhaps our greatest challenge as a society is to
devise new methods to grow more, and perhaps new, foods without
exploiting our unique agricultural resource base. We need to
expand our public efforts to develop. more uses for existing crops;

“more environmentally compatible production techniques and equip-
ment; new crops capable of being grown on vast and presently un-
productive lands in hostile environments; new crops which mini-
mize negative environmental impacts; and more efficient food pro-
duction is the key by which the standard of living as well as the
hopes, expectations, and confidence of all nations can be raised.

I obviously cannot overstate the importance of the mission of

-today’s farmer. The U.S. farmer has the natural resource base, the
technology, the expertise and the willingness to fulfill this mission.
Now is the time to design and implement Federal farm policies
that will unequivocally endorse and support that mission.

The next generation of farm policy must unleash U.S. agricul-
ture’s present competitiveness and future potential; target public
support; preserve its natural resource base and family structure;
and confidently and aggressively pursue new opportunities.

At this point in the record, I would like to insert Senator
Abdnor’s written opening statement.

[The written opening statement of Senator Abdnor follows:]
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WRITTEN OPENING STATEMENT OF HON. JAMES ABDNOR

IT 1S ALWAYS WITH GREAT PLEASURE THAT 1 WELCOME YOU TO OUR JDINT
ECONIMIC COMMITTEE, MR, SECRETARY. YOU DESERVE A DROMIMINT ROLE IM THIS
COMAITTEE'S ANNUAL HEARING SERIES WHICH STUDIES IN DEPTH THZ CONMITION OF

THZ U.S. AND YORLD ECONIMIES.

WHILE YOU ARE THE OFFICIAL SPOKESPERSON FOR THE AGRICULTHRAL SECTAR, 1
MIST TELL YOU WITH SOME PRIDZ THAT YDU ARE NOT THE FIRST MNZ TD NISCUSS
ASRICULTURE, EVERY WITNESS THYS FAR HAS MENTIONEN AGRICULTURE IM THEIR
APPEARANCES --- 'REGAN, FELDSTEIN, BROCK, AND VOLCKER WERE AMONG THOSE
MINTIONING THE IMPORTANCE OF ASRICULTURE. WHEN 1 JOINED THIS COMMITTEE
SOME THREE YEARS AGD, MY NUMBER ONE NBJECTIVE WAS TO PUT THIS FARM SECTOR
MW THZ ECONOMIC MAP, AND I AM PLEASED TD NITE THAT GDAL HAS REEW

ACCOMPLISHED,

OVER THE PAST 30 MONTHS, THIS COMMITTEE HAS CONNUCTEN SOME PUSLIC
HEARINGS N AGRICULTURE INVOLVING OVER 107 WITNESSES. IN ADATTINY, THE
COMMITTEE HAS PRODUCED TWA PYSLICATINNS ON THE ECONIMIC CONOITINN F
AGRICULTURE AND FARM POLICY, AND HAS'SEEN INSTRUMENTAL IN PUBLICATINNS 8Y
THE COUNCTIL OF ASRICULTURAL SCIENCE AND' TECHNALNSY, THE MATINUAL
AGRICULTURAL FNRUM, THE CONGRESSINNAL SUNSET AFFICE AMD THZ NFFICE OF

STECHNILNGY ASSESSMENT. YES, MR. SECRETARY, THZ WORD 1S 7T THAT THE 10INT

ECONDMIC COMMITTEE RECNGHIZES THE IMPORTAMCE OF ARICULTURE AND WE YAVE

34-871 0 - 84 - 22
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NONE NUR PART TO SEE THAT AGRICULTURE SETS.THE PROMININCE IT RIGHTFULLY

NZSERVES,

AS YDJ KNNJ, SECRETARY BLOCK, 1 AM A MIM3ER NF THE ADPR5°RIAT10NS
COMMITTEE AND I AM CONCERNEN AB0YT SEEINS THAT THT NIPARTMINT OF
ASRICULTURE RECEIVES ADEQUATE FUNDING, GIVER THE PRECARINYS CONAITION OF
THE FARM ECONOMY, YOU ARE AN ADVOCATE NF A MORE MARKET.NRIENTED
AGRICULTURE AND THAT APPRDACYH HAS CONSINERARLE MERIT, SINCE THE U.S. IS
NOT COMPETING IN A FREE MARKET, WJAEVER, 1 WOULD CAUTINN THAT RELYTHS MARE
ON MARKET FNRCES, BNTH 9OMESTIC AND GLOBAL, MAY JEOPARDIZE THE Well-BEINS
OF AMERICAN AGRICULTURE, AND THAT WE NEED T9 KEEP THAT IN MIND WHEN WE SET

YR FUNNINSG PRINRITIES.

THE FISCAL YEAR 1935 AGRICULTURAL BUDSET 1S A CRUCIAL ONE FOR THE FARM
COMMUNITY, TT WILL ESTARLISH THZ SETTING IN WHICH THE RENEWAL 0OF THE FARM
RILL WILL TAKE PLACE. DOES THE 1935 SYDZET PUT ASRICULTURE'S REST FONT
FNRYARD, REALIZING THAT A FOUR YEAR AUTHORIZATION WILL BE MALDEN NURING
THAT YEAR? FOR EXAMPLE, SHOULD NEXT YEAR'S FUNDING £NR EXPORT CRENIT LOAN
SUARANTEES FALL 25 PERCENT 02 51 RILLION AT A TIME WHEN OUR AGRICULTURAL
EXPORTS ARE SUFFERING FROM THE EFFECTS OF HIGH INTEREST RATES, A STRONA
OILLAR AND UNFAIR TRADING PRACTICES?

MR. SECRETARY, THE COMMERCE DEPARTMEMT HAS RELEASED THIRD NUARTER 1933
DATA WHICH SHOWS THAT THE AGRICULTURE SECTNR AND MANY RURAL STATES ARE WOT
DARTICl#ATING IN THE ECONOMIC RECOVERY. AND YET, THE AOMINISTRATION IS
RECOMMENDING THAT SMALL COMMUNITY AND RURAL NEVELOPMENT PRNGRAMS 8E CUT 28

PERCENT OR 55.1 BILLION. THAT CONCERNS ME GREATLY.
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AS 1 MENTIQ&EH SARLIER, 1 AM OROYD OF THE ACCOMDLISHMENTS OF THIS
CTMITTEID 1N RTHARD TS5 ITS AGRICULTURAL AGINDA,  BUT A2 WNRK IS NIT GOINS
TO IND WITH A YEAR JF ECONOMIC ANALYSIS AND A YEAR OF FENIRAL FARM PRAGRAM
ANALYSIS. IN 92DZR T0O D) THZ.AGRICULTURAL éCON?MY JUSTICZ, NUR EFFORTS N9W
WILL FAN OUT TO A SRNADER NIMAIN. THE FARM IS AN INTEGRAL PART OF & LARAIR
RURAL COMMUNITY AND SMALL TOWN SETTING. THIS YEAR'S TENTATIVE JIINT
ECONOMIC COMMITTEE AGRICULTURAL INITIATIVE WILL STUDY RURAL NEVELOPMENT AND

THE ECONOMIC CONDITION OF NON-URBAN AMERICA.

QUR COMMITTEE HAS PROVEN AGRICULTURE'S IMPORTANCE TO AND INFLUENCE 0N
THE OVERALL ECONIMY. “BUT THE -DVERALL ECONOMY.HAS. IMPORTANT- AN INMFLUENTIAL
EFFECTS ON AGRICULTURE AND RURAL AREAS AS WELL, FOR EXAMPLE, FISCAL
PRIORITIES AND MONETARY POLICIES ARE CHANGING, 'DEMNGRAPHIC CHARACTEQIST}CS
AND CONSUMER DEMANNS ARE CHANGING, TECHNOLNGICAL ADVANCES ARE CHANAGING ™
- HAY ASERICANS LIVEAND WORK, AND THE GOVERNMENT IS~ CHANGING THE way IT
OVERSEESTAND REGULATES THE MARKETPLACE AND INDIVIDUALS. ALL OF THESE
CHANGES AFFECT RURAL AREAS AND SMALL TOWNS TO SOME DEGREE, AND OFTEN NUITE
© DIFFERENT FROM H)4 URBAN AREAS ARE™AFFECTED. FOR THAT REASON, A
COMPREHENSIVE ASSESSMENT FROM A RURAL PERSPECTIVE WOULD PROVINE VALUASLE

INFORMATION FOR POLICYMAKERS.

SJOHN 3LOCK IS & FRIEND OF AGRICULTURE AND 1 KNOW YOU WANT 'TO WORK WITH
CNNGRESS TN MAKING THE“FUTURE BRIGHTER. T PLEDRE MY ‘SUPPART TN NEFENN
ASRICULTURE“S RIGYTFUL AN DESERVEN PYSLIC SUPPART. . MR, SECRETARY, WE'VE
‘GOT A COUPLE OF TOUSH. YEARS AHEAD NF 1S, THE FISCAL PREéSURES WILL RE
UNBEARASLE 4NN AGRICULTURE NEENS MORE ALLIES AMON% TAXPAYERS AND TOYSHMERS.
YOU'RE FIGUTING & 6NDD FIGYT, AND YOU CAN SE ASSURED THAT 1'M WITH Y)Y TN .
*THAT FIGHT FNR A BETTER FUTURE FNR AMERICA'S FARM FAMILIES AND COVMUNITIES.

AGAIN, HELCOME TO 9UR HEZARING. YJUR PARTICIPATION YILL MAKE A VALUARLE

CONTRIBHTION TO DUR ANNUAL REIPORT, )
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Senator JEPSEN. Now with that short introduction, Mr. Secre-
tary, I thank you for coming and I look forward to your testimony.

STATEMENT OF HON. JOHN R. BLOCK, SECRETARY OF AGRICUL-
TURE, ACCOMPANIED BY WILLIAM LESHER, ASSISTANT SEC-
RETARY FOR ECONOMICS; AND WILMER D. MIZELL, ASSISTANT
SECRETARY FOR GOVERNMENTAL AND PUBLIC AFFAIRS

Secretary Brock. Thank you, Mr. Chairman, and may I tell you
that I am delighted to be here to have an opportunity to talk on
the important subject of agriculture and the current state of the
economy and the considerations of where we are going from here
in agriculture. I compliment you on your forceful, challenging
?pﬁning statement and will be interested in reviewing it more care-
ully.

I would like to provide my prepared statement for the record, if
that is acceptable.

Senator JEPSEN. Your prepared statement will be entered into
the record and you may proceed any way you so desire.

Secretary Brock. Thank you very much. I have with me Assist-
ant Secretary for Economics, Bill Lesher; Assistant Secretary
Wilmer Mizell to my left, and if there is a need for some help and
assistance, I will feel free to call upon them.

I would like to start out first of all by reviewing what took place
in 1983 and then proceed to agriculture’s outlook for 1984. Finally,
I would like to discuss briefly some issues that I believe are critical
for the future prosperity of American agriculture.

The year 1983 was a year of dramatic events, of renewed hope,
and new concerns for us in agriculture. In past years I have ap-
peared before this committee and given the outlook for agriculture
that was based on normal weather, economic conditions, and farm
policies as we saw them at the time. As we all know, very little was
normal in 1983, and the events during the year dramatically
changed the conditions facing American agriculture. .

Starting off, first of all, was the implementation of a program
that certainly was not normal—the payment-in-kind [PIK] pro-
gram. The PIK program was developed as we reviewed the situa-
tion in the fall of 1982 and could see that traditional commodity
programs would be insufficient to deal with the huge surpluses
that were on hand. A paid diversion program of the magnitude
needed would not be responsible, considering the impact that it
would have on the budget. Despite some criticism and controversy
over the payment-in-kind program, it has accomplished its objec-
tives—taking almost 80 million acres out of production, reducing
our surplus in almost every category, strengthened farm prices, re-
duced the cost of farm programs to the Federal Treasury, and in
many cases provided some assistance to producers from the
drought.

That leads us to the second unexpected event for 1983, and that
was the devastating drought that primarily hit the midsection of
the country. It was the worst that we have witnessed in nearly 50
years. Fortunately, we had the payment-in-kind program that
made actual commodities available to farmers who participated in
the program. This was a great help in the face of drought, where
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some. farmers raised practically no crop at all, or-maybe 50 percent
or less ofa normal crop.

It is very difficult-to-separate the effects of the drought from the
- impact of the. PIK program: U.S. coarse (feed grain) production to-

taled 137 million .tons in 1983, ‘dowrnrnearly 50 percent from record
1982 levels. Wheat production fell 14 percent and soybean produc-
-tifln&was down 30 -percent, cotton and rice declined by about one-
third.

U.S. exports suffered in 1983, the second year running, primarily

. because of the high value-of-the dollar and the effects of the. world-

- wide recession. Many countries experienced little or no .economic
growth-in 1982 and 1983. Seme countries actually experienced a
-. »net decline in their country’s GNP.

© The dollar  continued strong.and-~in fact. strengthened: over this
period of time. That-has made us less competitive in international
trade. In fact, the value of:the dollar :has appreciated so much that
-for many countries our-products cost: 50 percent more than they
- would have cost back in 1980.

This has exacerbated the problem' of price support levels which
are too high—appreciating that the dollar is so strong and realizing
-~-we have to trade in the international market. Indeed, some of our
- price supports -have.-actually ended up.above market clearing

levels. This has hindered our ability to trade abroad. The value of
+U.S-exports declined 20 percent between 1981 and 1983.

" That. provides-some of the background. Let us now focus on the

1984 commodity outlook. Global grain production is falling more

than 4 percent; the first decline in 4 years, and the largest year-to-

year drop since 1961-62.

-With output down.and world usage up, the record large 1982-83
world grain carryover will be drawn down by more than one-fourth
by the end of 1983-84.t0 the lowest level in 8 years.

Theglobal grain. picture has not been uniform because most of
the reduction was in the United States. I think it is fairly signifi-
cant that the United States was cutting back while the rest of the

- world, for the. most part, was increasing production. We need to
keep that in mind.

In the case of wheat, the PIK: program cut production by 14 per-
‘cent. But around the world, wheat producers increased their pro-
.duction by:4 percent, which meant that the global wheat produc-

* tion actually increased by 1 percent, primarily because of gains in
China, India, and Australia.

‘Fortunately,.in the United States, we have seen the feed use of
.. wheat increase dramatically and that is because of the abundant
‘supplies. We are going to feed 450 million bushels of wheat this
year, which is almost double what we would normally feed.

‘The market prospects. in the coming months are going to be a re-
. flection- of . the participation in the 1984 program and, of course,

continued .appreciation that we have large world. supply indica-
tions.

In the case of rice, the global .picture is similar to wheat. The

. U.S. supply-demand situation is more balanced for rice than it is
-for wheat because we have .reduced our surpluses more
dramatically.
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For coarse grains, despite a projected 4-percent increase in for-
eign coarse grain production, the 1983-84 global situation is tighter
than for food grains. The feed grain production this past year in
the United States was cut by 50 percent. U.S. stocks this fall in Oc-
tober are going to be down to a tight 550 million bushels, and that
is down from the high level of 3.1 billion bushels last October, that
is an almost unbelievable kind of adjustment in carryover stocks
credited primarily to the PIK program and the drought which fur-
ther reduced production of these crops. The world’s stocks-to-use
ratio for coarse grains is 8.7 percent, the lowest on record.

In the case of oilseeds, we are looking at nearly a 10-percent de-
cline in world oilseed production. The U.S. producer prices for most
oilseeds and products are expected to be up by a third from the de-
pressed levels a year ago due to the large supplies and generally
weak demand.

Let us turn to livestock now and look at beef first. Feedlot inven-
tories are down 4 percent from the year earlier level. Placements
are expected to be near the year earlier level in the first half of
1984. For the entire year, a decline in beef production of about 1
percent is anticipated. Beef cattle prices are reasonably strong
right now and they should continue into the spring and summer.

Turning to pork, the inventory of hogs kept for breeding was
down 1 percent from the previous year. The pork output this year
probably will decline by about 2 percent. We should be looking at
stable to stronger prices in pork.

Poultry has seen stronger prices because of two reasons, reduced
egg sets last fall and more recently the avian influenza, which has
cut back broiler production. The same situation holds true in the
case of egg production.

Milk production was up 2.5 percent in January from a year ago.
The January 1, 1984, inventory of milk cows is 1 percent greater
than the year before. Heifer replacements are about the same as
the year earlier level. The results of the signup for the dairy diver-
sion program at this point in time indicate that we may be cutting
the production by about 5 percent, which is about half of the de-
sired reduction. While it will help, the prospects of a continuing re-
duction in the price support level as provided by the law will hope-
fully discourage further growth in dairy production.

In the case of cotton, the most dramatic occurrence had been in
China. China had been a big customer of ours, buying as much as 2
million bales. Since 1979-80, they have doubled their production to
20 million bales a year and are now self-sufficient in cotton.

In the case of sugar, we are looking at continued heavy stocks,
depressed prices, and substantial surplus buildup.

Because of the freeze last December, the orange crop is down by
18 percent this year from a year ago; prices of vegetables and
fruits, especially vegetables, have gone up much higher than they
would have been otherwise, but by March or April they should
moderate back to last year’s levels as new vegetable crops are
being planted at this very moment.

Now I would like to discuss the 1984 farm economic indicators.
The farm expense side of the ledger rose at an annual rate of more
than 11 percent from 1976 through 1980. However, the rise in
farmers, total production expenses slowed to 6 percent in 1981 and
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2 percent in 1982 and actually declined by 3 percent in 1983, in re-
sponse to the payment-in-kind program. That is a very dramatic de-
cline in agriculture production expenses.

Another point I think is important is at the recent levels of pro-
-duction expenses, a 1 percentage point increase in inflation will
lead to:about $1.5 billion ‘increase in farm production expenses.
That tells us how important inflation is in terms of how it affects
farm production expenses. A slight increase in inflation to about 5
percent is forecast this year and there will be more acres planted
and thus more money spent in agriculture this year than last.

The receipt (income) side of the ledger is improving and it is
going to continue to improve.- The-net farm income increased in
1983 to around $24 billion from the $22 billion in 1982. Net farm
income this year is expected to rise into the range of $29 billion to
$34 billion. Certainly it is headed in the right direction.

‘Farmland values are important because they. provide the re-
sources-that many farmers borrow against for obtaining loans for
operation and for growth and improvement in their businesses. We
. saw farmland values nationwide decline by 7 percent between 1981
- and 1983. This, of course, led to reduced equity, reduced cash flow
for many farmers, and made it very difficult for them. It appears
that this decline has stabilized and, in some cases, turned back up.
Farmland values may well be preparing to trend upward. I would
hope that would be the case.

The growth in farm debt is forecast to rise only 3 percent during
.1984 which is an indication of a more conservative attitude in agri-
culture, and reduced inflation. We are going to see less aggressive
- borrowing on the part of agriculture. Part of that probably will be
‘encouraged by lenders, but a lot of it will be a conscious decision
made by farmers because they want to be more conservative in
managing their operations.

Farm equity will grow slightly. The farm sector equity will grow -
slowly in the 1980’s, certainly- more slowly than in the 1970’s. By
- next January, it likely will reach $876 billion, up 2.7 percent.

. The debt-asset ratio'is expected to be about 20.2 percent on Janu-

ary 1, 1985; which is close to where it hasvbeen the last couple of
years. Conditions:I think are stabilizing in this area as.the farm
real estate market firms and-grain stocks are down. There is opti-
mism in agriculture in that we are anticipating an annual capital
formation increase of about $3 billion this year.

Turning to the international side, the U.S. agricultural trade bal-
-ance is expected to improve as the value of our exports is expected
to- rise.8 percent. Keep in mind that is an 8-percent increase this
year. We saw a 20-percent decrease in the 2 preceding years. So
thatdis one step in recouping those losses that we earlier experi-
enced.

-~ Imports -of agricultural . products ‘are forecast to increase about 4

percent to $17 billion, allowing an ‘additional $3 billion of trade sur-

‘plus in agriculture, giving us a total surplus of about $21 billion.
That is a very good sign, appreciating that the overall deficit in
.trade-is going to be about $75 billion. You can.imagine where we
would be if agriculture was not making such a large contribution.

Food price increases are going to continue to be very modest in
1984. The food cost at retail rose about 2 percent in 1983 compared
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to 4 percent in 1982. This was the fifth consecutive year in which
retail food prices rose less than the Consumer Price Index. It is
very significant that food has been a leading fighter of inflation for
this country. If food prices had gone up as much as the general
rate of inflation in the last 5 years, consumers would have spent
about $35 billion more for food. I think that the food and agricul-
tural industry should be complimented for its efficiency.

We are looking this year at a probable increase in the cost of
food of somewhere between 4 and 7 percent. Only about 1.5 percent
of that increase could be attributed to a combination of drought,
PIK, and the freeze in December.

Agriculture has made some important adjustments that will
have it better poised for improved economic times in the years
ahead. Some of the adjustments have been painful. I think that a
review of 1983 and 1984 gives us a picture of change and of a turn-
around in agriculture. Looking to 1985 and beyond, we are going to
be a healthier, stronger industry in my judgment.

Many farmers, certainly not all, are on a better long-term finan-
cial footing now than they were in the past. I know that you can
find some individuals and some regions where it is not true, but I
do believe that with the retrenchment and adjustments farmers
are making, on balance nationwide, their decisions are more con-
servative and they are positioning themselves to be stronger than
they have been in the last 2 or 3 years.

I'am urging all of the agricultural industry, indeed everyone who
is interested in agriculture, to become involved in the preparation
of the 1985 farm bill. President Reagan charged the Secretary.of
Agriculture as the chairman of the Cabinet Council on Food and
Agriculture, to conduct a comprehensive review and assessment of
current food and agricultural problems. I have established a Cabi-
net council working group whose mandate will be threefold: To
review and assess current food and farm programs; to initiate a
dialog on the. future course on food and agricultural policy with in-
terested parties outside of Government; and to prepare a set of food
and agricultural policy options.

This working group will be chaired by the Deputy Secretary of
Agriculture, Dick Lyng. It will be composed of other high-level Gov-
ernment Department representatives.

I look upon this as an opportunity to expand the understanding
of the problems we face in agriculture within the public at large as
well as be helpful to me within the administration.

We will be conducting several listening sessions across the coun-
try. We want to provide a forum for the public to express their
views about the shape of future agricultural policy.

In closing, Mr. Chairman, 1983 has been a year of surprises and
change. I personally believe it has been a year of a turnaround. in
the agricultural situation. We are certainly not out of the woods
yet. We are looking at a number of problems, some of them new,
but there are some signs on the horizon that there are better times
ahead. We are looking at increases in crop and livestock prices
from a year ago. The export picture turning around as some of the
other economies of the world are starting to strengthen. Markets
are our lifeblood in agriculture and I think we are looking to the
future with some hope. Thank you.

[The prepared statement of Secretary Block follows:]
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- PREPARED STATEMENT OF HoN. JoHN R. Brock

Mr. Chairman and members of the Committee, I appreciate this opportunity
£0 appear before you and discuss the outlook for agriculture in 1984. I
also appreciate the keen interest and deep concern this Committee has demon-
strated over ‘the economic health of the agricultural economy.

Before I go-into a detailed discussion concerning the agricultural out-
look, I would like to review some of the events that took place in 1983, for
they set the stage for a recovery in 1984 for agriculture. And, following
my discussion of agriculture's outlook for 1984, I will review some issues

that 'l believe are critical for the future prosperity of American agriculture.

1983 .-~ A YEAR .OF DRAMATIC EVENTS, RENEWED HOPE AND NEW CONCERNS
In years past, I have appeared before this Committee and given the .cutlook
for agriculture that was based on normal weather, economic conditioms, and farm
policies. Well, as we all koow, very little was normal in 1983, and events
during that year dramatically. changed :the conditions facing American.agriculture.

The Payment-In—Kind (PIK) Program

By the fall of 1982, it became obvious that.the traditional commodity
programs were- insufficient to .deal with the huge surpluses on hand. Record
world production and sluggish.demand had depressed farm prices and incomes
to unacceptably low levels. A paid cash diversion program of the magnitude
needed would have been irresponsible from.a budget standpoint. 4 special
program was needed to specifically address the immediate needs of agriculture.
As a stopgap measure, PIK was the best alternative available to deal with

. the record surpluses overhanging the market without shorting the market.
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Despite some controversy, PIK has been successful in getting agriculture
on an even keel. The PIK program removed a record of around 80 million acres
from crop production in 1983. In combination with the drought, PIK reduced
our surpluses to reasonable levels with ample supplies to l;leet domestic and
foreign demand. Farm prices: have improved substantially. Expenses were
lowered. The financial downturn in the farm economy was halted.. Federal out-
lays for price support programs for FY 1984 may be cut by two-thirds. And,
the stage was set for an improved setting in 1984,

Drought Devastates the Midwest

The worst drought in nearly 50 years hit the Nation's midsection this
summer. National average yields for corn and soybeans were reduced by one-
third and one-fourth, respectively. Many farmers had no crop at all, although
those who participated in PIK were partially protected because they received
commodities. While the main impact of the drought was in the crop sector, the
drought set off a chain of events in the livestock sector that is likely to
stretch over the next year or more. The large increase in feed costs sharply
altered the profit outlook for livestock and poultry producers. Many farmers
and ranchers began to liquidate animals that would have been held for breeding
or placed on feed.

It is difficult to accurately separate out the effects of the drought from
the impact of the PIK program. U.S. coarse grain (feed grain) production
totaled 137 million tons in 1983, down nearly 50 percent from record 1982 levels.
The drought-related loss was about as large as the impact of.reduced plantings.
In contrast, 1983 wheat production fell only 14 percent with all of the cutback
coming from smaller plantings. The 1983 soybean crop declined about 30 percent
with most of the reduction due to the severe drought. Plantings were also down

becaugse of the heavy sign-up of all cropland in the PIK program. U.S cotton out-
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put fell about' one-third with most of the.decline due to smaller plantings and

low yields anticipated before the drought.

U.S.; Exports Suffer from Worldwide Recession

Growth in the world economy, which is critical for export expansion, came
to a halt.in the. early 1980's. 1In-several countries--EC-10, Canada, South Africa,

Mexico,-and Argentina--real economic growth was zero or negative. In many more

. countries, per capita real. incomes declined. Also, rising indebtedness, combined

with a drop in export earnings, especially in OPEC countries, reduced the ability
of many nations to purchase abroad. As a result, commercial credit became more
difficult to obtain, and the number of countries forced to reschedule debts has

risen. The financial problems of countries like Poland, Mexico, and Brazil were

. especially harmful to U.S..exports. Furthermore, the strengthening of the U.S.

dollar dramatically reduced the international buying power of .many countries. The

appreciation of the dollar, which remains at near-record levels against several

- majof-currencies, has weakened the U.S5. competitive position in a depressed world

‘market. Moreover, with some U.S. price supports above market-clearing levels, our

ability to compete -has been further eroded.. This lack of flexibility in current
farm legislation has further encouraged other exporters to expand output and employ
aggressive marketing tactics. These developments have placed a disproportionately
large share of the dropoff in world trade on U.S. farm exports. By 1983, the value

of U.S..exports had fallen 20 percent from 1981 levels.

© 1984 COMMODITY OUTLOOK
Grains
In 1983/84, we are witnessing an abrupt turnaround in grain prospects.
Glgbal grain production is falling more than 4 percent, ‘the first decline in
4 years and the largest year-to-year drop since 1961/62. World consumption,

after being flat from 1979/80 to 1981/82, has moved forward the past 2 years



! 340

with most of the increase occurring in China. With output down and usage up,
the record large 1982/83 world grain carryover will be drawn down by more than
a fourth by the end of 1983/84 to the lowest levei in 8 years.

This year's change in the global grain picture has not been uniform. The
big drawdown in stocks has occurred in coarse grains, but not in wheat; and in
the United States, but not abroad.

Food Grains

Wheat. In contrast to the Uniteﬁ States, where the PIK program brought
wheat production down 14 percent to a crop of 66 million tons (2.4 billion bush-
els) in 1983/84, foreign wheat producers have increased output by 4 percent.
Thus, global wheat production actually has increased about 1 percent, with the
big gains occurring in China, India, and Australia.

Foreign wheat consumption is projected to be up about 1 percent in 1983/84,
and global wheat trade volume probably will be down a little from last year, so
competition is quite stiff. The U.S. wheat traders appear to be losing out again--
with a second straight decline in U.S. exports now projected following a period
of good performance in the late 1970's.

One bright spot for U.S. wheat producers is domestic use, which is gaining
by more than a fifth this year. Feed use of wheat has more than doubled to
12.2 million tons (450 million bushels) because of wheat's abundance relative
to corn. _U.S. wheat stocks may decline as much as a tenth from the record
high 1982/83 carryover. Farm prices for wheat in 1983/84 should about match
last year's $3.55 a pushel. Market prospects in coming months will reflect par-
ticipation in the 1984 program and large world/ sy ély indications.

Rice. The global rice picture is similaﬁ/to wheat, although the U.S.
supply/demand situation is more balanced for’ricé than for wheat. Acreage
reduction programs caused a decline of more than a third in U.S. rice output,

while foreign production has increased by 4 percent. Foreign rice consumption
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is expected to gain by only 2 percent and wor{d trade is no larger than last
year. Again, U.S. traders appear to be losing out to foreign exporters-—U.S.
exports are projected to decline for the second straight year, with a 6-percent
drop expected in 1983/84.

In contrast with the export outlook, U.S. domestic use of rice is recovering

" by about 1ll-percent from the previous year's depressed level. The increased use

in the face of lower production will cause a sharp drawdown in record large U.S.
rice stocks from 71.5 million cwt. (rough equivalent) to less than 40 million cwt.
Coarse Grains

Despite a projected 4-percent increase in foreign coarse grain production in
1983/84, the global situation is much tighter than that for food grains. The
dominant reason is the small U.S. crop of 137 million tons, down nearly one-half
from 1982 levels. The U.S. crop normally provides about a third of the world's
coarse grains. In the United States, the most successful acreage reduction
effort on record coincided with the worst drought in half a century and farmers
harvested a corn crop of 107 million tons (4.2 billion bushels) that was barely
half the size of 1982's record.

A substantial price run-up followed, but foreign demand has been relatively
firm. Foreign consumption of coarse grains is projected to increase by 3 per-
cent in 1983/84 and global trade by 2 percent. U.S. coarse grain exports may
edge slightly ahead of last year's disappointing performance of 54 million toas,
but will remain well below the 1979/80 record due to the strong dollar and poor
global economic conditions.

Global coarse grain stocks will drop to less than half the 1982/83 carry-
over, as U.S. stocks fall to one-fourth of last year's burdensome record level
of 98 millfon tons. U.S. corn stocks next October are estimated at around 550

million bushels, down from 3.1 billfon last October. The proiected global coarse
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grain stocks—-to-use ratio, at 8.7 percent, is ‘the lowest-on .record. Consequently,
.U.S. corn prices are running’ substantially above last year's season-average price
of $2.68 per bushel. "The supply situation for the other feed grains also has
tightened significantly, and U.S. prices ‘for sorghum, oats and barley are rumning
well above year—ago levels. Developments in coming months will depend on the

level of new crop plantings, Southern Hemisphere crops and demand conditions.

Oilseeds

A near-10 percent décline in.world oilseed production, due principally to
drought-reduced U.S. crops and below-trend gains in demand for protein meals and
vegetable oils,-dominate the .1983/84 outlook. Large carryover inventories for
most oilseeds and vegetable oils.moderated the-impact of .production shortfalls,
although prices rose sharply at the beginning of this marketing year.

.For all of 1983/84, U.S. producer prices for most oilseeds and products are
expected to be up by a third or more over year—earlier levels that were depressed
by large supplies and generally weak demand. Price rises for soybeans are expect-
ed to receive more help. from soybean oil than- soybean meal, with prices for soy-
bean oil and other vegétable ‘oils likely to be-up about 40 percent while protein
meal prices may rise about 20 -percent.r. Prices for other oilseeds are also stronger
this season due to generally tighter. supplies. Prices for sunflower seeds are
the highest since the mid<1970's.

High protein.meal demand.is-being held in check in many.countries because of
very sluggish growth.in livestock output and consumer incomes. Only the Soviet Union
.and a few Far East countries are expected to record good use gains while many tra-

+ ditionalsconsuming areas decline.

A strong dollar and weak.economic growth is plaguing .the EEC, and financial

» .adebt problems and high prices are cutting demand in many developing.countries
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and Eastern Europe. In the United States, coantinued slow growth in livestock
output and below-average feeding margins are contributing to about a 10 percent
drop in protein meal feeding.

The cutback in meal use also is reflected in lower crush and small produc-
tion of vegetable oifl. This, combined with recent declines in Malaysian palm
oils and smaller foreign crops of rapeseed and flaxseed, points to price strength
for soybean and other vegetable oils that have been depressed for the past 3-4
years.

Livestock and Dairy
Beef

The number of U.S. cattle placed on feed decreased in 1983 as feed costs
rose. Feedlot inventories were down 4 percent from the year-earlier level on
January 1. Placements are expected to be near the year-earlier level in first-
half 1984, keeping feedlot inventories and fed cattle marketings down for most
of the year. Nonfed steer and heifer slaughter may continue at a relatively high
level until spring as forage supplies are down in many areas. Total cow slaughter
will be influenced by weather conditions and dairy cow slaughter this winter.

Beef cow slaughter likely will remain relatively large through the winter, but de-
cline in the spring and for the rest of the year.

Beef production is likelyv:o remain above the year-earlier level through early
spring. Beginning in the late spring, production is expected to be less than in
the previous year, and for the entire year, a decline of about 1 percent is anti-
cipated.

Fed cattle prices have strengthened in early 1984, but part of this strength
resulted from adverse weather conditions. Prices may weaken in the couming weeks

but strengthen again in the spring and into the summer. Feeder cattle prices also
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.are expected to strengthen in the spring and summer.: Retail beef prices in the
- first .half of 1984 may remain near the year-earlier level but rise from the low
low levels of late 1983,
Pork

Hog producers reacted to the rising feed costs and weaker hog prices by re-
ducing breeding: stock:in 1983. By year end, the U.S. inventory of hogs kept for
breeding was down 1 percent from the previous year. The réeduced breeding inventory
is expected to result in year-over-year declines in pork:production in the last
three quarters of 1984; first quarter production 'probably will remain above the
year-earlier level. For the year, pork output may decline about 2 percent.

With declining pork production this year, hog prices and retail pork prices @
are expected to strengthen. -Hog prices probably will weaken from the early 1984
level as adverse weather has given some support to higher prices. But spring
prices should rise as production declines; further- strength dn prices is likely
this summer. Retail pork prices will likely remain below the year-earlier. level
this winter, but rise from the late-1983 level.
Poultry

Broiler output for-the first half of 1984 may be down about 2 percent from a
.. year earlier due to reduced egg sets.last fall and more recently the avian flu,
Year-over-year.gains are expected for the last. half with a small rise likeiy for
- the entire year. -Broiler prices have been stronger than expected in recent
months, reflecting strong demand. ' Fourth—quarter 1983 wholesale broiler prices
averaged-more than 55 cents a pound; prices-;re expected to remain strong through
most of 1984.

Turkey producers-reduced output in late 1983 -in response to poor returnsg early
-in the-year. The reduced output helped boost prices. Turkev production is expected
-to -remain- lower for.the first half of 1984 but rise in the second half. The lower

‘output..is helping to hold .up turkey prices.
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Egg production in 1983 was down from the previous year as egg producers re-
duced laying flocks in reaction to poor returms. Production was further cut in
late 1983 as a result of the avian flu outbreak. The planned production cutbacks
plus those resulting from the flu boosted egg prices sharply. Output probably
will remain below year-earlier levels through the summer, but year—over-year
declines will moderate. The lower production will help support egg prices.
Datry

Milk production reached excessive levels in recent years as a result of an
expanding milk cow herd and more output per cow. Cow numbers continued to rise
in 1980/81 and each year thereafter. Production reached a record 138.1 billion
pounds in 1982/83, up 12.8 percent from 1978/79. Gains in commercial use of
dairy products did not keep pace with the increased output. Commercial use in
1982/83 was 121.0 billion pounds, down 0.8 percent from the year before and up
only 1 percent from 1978/79. This sharp rise in production, combined with a
weak commercial use, resulted in high levels of Government purchases under the
price support program. CCC net purchases rose from 1.1 billion pounds milk equi-
valent in 1978/79 to 16.6 billion in 1982/83.

Milk production continues to increase in 1983/84. During the first quarter
of the marketing year production was up 2-1/2 percent from a year earlier as a
result of an increase in cow numbers and a higher output per cow. On January 1,
1984, the number of milk cows was up ! percent from a year earlier and replacement
heifers were equal to the year earlier level. Production is expected to continue
to exceed commercial demand for the year due to the relatively low producer par-
ticipation in the new dairy program. Commercial use should get some boost this
year from the lower support price level for milk, the strengthening economy, and

the new dairy promotion program.
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Cotton
- The most dramatic development in the cotton world centers on China. As

- late as 1979/80, China was.a major importer, taking 4 million. bales——more than

2 million from the United States-—to help supply its growing textile industry.
However, since .1979/80, China has doubled its production to 20 million bales in
1983/84 and*now is self-sufficient. Chinese use this season is estimated at
17.5 million bales, which means China has a surplus of cotton. The implications
; for longer term U.S. cotton exports are not encouraging.

This season record world consumption of 69.6 million bales 1s exceeding pro-
duction of 67.5 million, resulting in a 2-million bale decline in stocks from
last season's high.level of 28.7 million. Reduced production and stocks in the
United States account for reduced world production and stocks.

Near term U.S. cotton export prospects have brightened in recent months.
Weather problems and insect damage have reduced export availabilities in Pakistan
and the Soviet Union. The Soviets have turmed to the world market to supplement

their needs, including recent purchases from.the United States.

Sugar

The 1983/84-season will mark the fourth consecutive year in which world
sugar production has matched or exceeded consumption, resulting in a substantial
buildup in stocks and low prices. Production is estimated at 95 million tons,
down' in the United States and abroad, compared with last season's record 101 mil-
lion. Still,-.sugar use may total only -about 94 million toﬂs~in 1983/84, compared
with 92 million last season.' Thus, global .stocks are estimated at around: 46 mil-
lion tons, equal to nearly 50 percent of consumption. U.S. stocks are estimated

at. about 1.1 million tons, down from 1.3 million-a year earlier.
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Although overall U.S. per capita sweetener consumption has remained about
flat over the past decade, use of sugar has declined dramatically. Increased
use of lower priced high fructose corn syrup (HFCS) is responsible. Since 1970,
HFCS use jv.rmpgd from virtually zero to about 30 pounds per person, while sugar

use declined from more than 100 pounds to 71 pounds per person.

Fruits and Vegetables

As a result of the late December freezes that hit both Florida and Texas,
the 1983/84 U.S. orange crop is estimated at 194 million boxes. This is 18 per-~
cent less than a year ago. Smaller harvests are expected for all citrus except
lemons.

Prices for citrus and frozen concentrated orange juice (FCOJ), which have al-
ready risen, are likely to advance further since demand is expected to be strong
in response to continued economic recovery. However, adequate beginning stocks
of FCOJ and prospects for greater imports will moderate price increases.

The bitter cold weather that swept over Florida during the Christmas week-
end seriously damaged winter vegetable plantings. Despite the severity of the
freeze, its effect on total U.S. supplies of fresh winter vegetables will be
mild. Mexico usually supplies a major portion of some winter vegetables to the
United States, and this year the decreased value of the peso made exporting to the
U.S. even more attractive. Thus, larger-than-usual Mexican supplies will probably
be available to alleviate the shortages from Florida. In addition, replanting
of damaged crops is progressing rapidly; supplies from freeze-damaged areas may
be nearly normal by March.

Prices for vegetables are running sharply higher, but they will return to last

year's levels during March or April. If market gluts develop in the spring when
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production from replanted acreage competes with the normal northward movement of

crop harvest; prices may even decline from a year earlier.

1984 PARM ECONOMIC INDICATORS

Farm-Expenses Slow

- After rising at an average annual rate of more than 11 percent-from 1976
through-1980, :thecrise in farmers' total production expenses slowed to 6-1/2.per-
cent in 1981 and down.to 2 percent in 1982, and actually declined 3 percent in
1983 in response to the PIK program.

As agriculture has grown more dependent on nonfarm origin inputs, production
expenses have increasingly been influenced by the general level of prices and
interest rates in the economy. Thus, high and accelerating inflation in the late
© 1970"s led to high and escalating costs.” Similarly, the lessening in inflation
has, helped to slow rises-in prices paid by farmers for non-farm origin inputs to
about 2 percent in 1983--the slowest increase in-over 10 years.

At recent levels of production expenses, a l-percentage point increase in
inflation.will lead to about.a $1.5-billion increase in farm production expenses.
Thus, with a slight increase in inflation to about the 5 percent that is forecast
for 1984, farm costs are expected to increase somewhat. Slightly higher interest
rates will also raise production expenses. Since the economic recovery in the
United States has taken place at.low levels of inflation, demand should improve
commodity markets more. .than input price increases will raise costs. Even so, with
more -modest acreage reduction-programs in place for 1984, new crop plantings are
expected to return to more notrmal levels and pull production-outlays back in line

with the pattern in the early 1980's.
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Farm Receipts and Income to Improve

In the 1970's, cash receipts in the farm‘ sector rose an average of slightly
more than 11 percent annually. The rapid increase reflected favorable growth in
export and domestic demand. So far in the 1980's, farm receipts have not shown
this high rate of growth due to sluggish world demand and.excessive supplies. In
1984, we are expecting cash receipts to increase 3 to 5 percent from 1983 levels
due to higher prices for crops and livestock. Despite lower dairy receipts,
total livestock receipts will be up slightly as a result of higher prices and a
recovering economy. Crop receipts are expected to increase by 4-7 percent.

Current projections show net farm income in the $29-34 billion range, up
from $22-24 billion in 1983. The improvement is due to greater crop marketings,
higher livestock prices, and a moderate rebuilding of crop stocks, which combined,
more than offset a decline in government payments. But even with the probable
increases, rising expenses could reduce net cash income somewhat from the much
{mproved levels of last year.

Farmland Values Decline With Commodity Prices and Reduced Inflation

With reduced exports and lower expected returns to agriculture, farm real
estate values declined about 7 percent between early 1981 and the middle of 1983.
Since then values appear to have stabilized and even increased in some areas.
The weak farmland market led to reduced equity and cash flow difficulties for
some existing farmers. At the same time, lower farmland values or rental rates
help those who want to get started in farming.

Growth in Farm Debt Slows

Total farm debt is forecast to rise only about 3 percent during 1984. Rela-
tively high interest rates, the need to conserve cash flow, and lower inflation
rates will dampen borrowing for the next few years. While rapidly rising land

values and low real interest rates made financial leverage an effective strategy
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for farm growth in the inflationary 1970's, in contrast, the 1980's seem likely
© to ‘be characteri;ed by financial conservatism. Farmers and lenders will.attempt

to reduce..their financial risk.. This nrobably 1s a good sign for the long term
- health of agriculture.

Although it: has become more dift.  .: for farmers to qualify for credit,
money is available.. As in the past year or two, the major comnstraint will be the
condition of the farmers' financial.statemen:s; Creditworthy operators should
have no trouble obtaining loan funds.

Farm Equity Grows Only Slightly

=~Farm:sector equity will grow slowly.. By next January it likely will reach
+ only about™$876 billion, up 2.7 percent. The debt/asset ratio is expected to
«~ be about 20.2-percent on January 1, 1985, which is near a record. While higher
than .in recent years, still it is.low compared with other industries. In spite
of the difficult financial situation, conditions seem to be stabilizing because
of a firming in the farm real estate market and lower grain stocks. After 3 con-
secutive years of-declining net investment in.the farm sector, annual capital

formation is expected to increase about $3 billion in 1984 to $22 billion.

Agricultural Trade Balance to Improve

.Despite fragile growth in the world economy and strong foreign.competition,
the value of U.S. farm exports is expected.to rise 8 percent in FY 1984 to about
$37.5 billion, after.declining the two previous years. Higher prices for feed-

. grains and soybean products. are the primary cause of improved earnings as total

export volumes are projected to decline slightly. Foreign markets for U.S. food
.grains are not expected to -improve. TImports of agricultural :products are fore-

-cast to increase about 4 percent to $17 billion, allowing the agricultural trade

surplus to reach nearly $21 billion, up about $3 billion from last vear's level.
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The increase in agriculture's contribution to the trade surplus occurs at a
time when the Nation's overall trade deficit is projected to rise to a record
$75 billion.

Food Prices Continue to Rise Moderately

Food costs at retail rose about 2 percent in 1983, compared to & percent
in 1982, ‘i"his was the fifth consecutive. year in which retail food prices rose
less than the Consumer Price Index (CPI). These small increases are a result of
low farm prices and a general reduction in inflation which has held down labor,
processing, and other food manufacturing and distribution costs. 1f food prices
had gone up as much as the general rate of inflation in the last five years,
consumers would have spent about $35 billion more for food. Moreover, the average
consumer in most other countries in the world spends well over a 20 percent of
his/her disposable income on food, while the average American consumer spends only
about 16 percent.

The general economic and farm sector outlook suggests that food prices may
increase about 4 to 7 percent in 1984. About 1 to 1-1/2 percent of the increase
may be attributed to last season's drought, PIK and the December cold snap that
will temporarily push up vegetable and citrus prices. The costs of food process-
ing, distribution, and labor will increase, although at a moderate pace. In
summary, it is unfortunate that lower cost food to consumers often comes at the
expense of U.S. farmers.

1985 AND BEYOND

Over the past year or so, agriculture has made important adjustments that
will have it better poised for better economic times in the years ahead. The
supply and demand for most commodities have been brought into better balance
as stocks have been reduced. Many farmers are now on a better longer term
financial footing than they were a year ago. Resources in the agricultural

sector should come more closely into line with long-term market conditions
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and the economic reality of more moderate demand growth 1is apparently beginning
to take hold.

We are now.approaching a critical period for agriculture and for the develop-—
ment of future agricultural policy. The past few years have demonstrated that
in order -to insmre the long term viability of agriculture, we need to meet the
competitive challeriges of: the export market and'adjust to: a new domestic and
foreign economic enviromment. Failure to develop and implement agricultural
policy. that meets these changes could lead to irreparable harm to our farm and
agribusiness economies and the total economic standing of the United States.

In preparing for the debate over the 1985 farm bill, it is important that
those with a‘ stake in agriculture become involved. The Department has encouraged
the ‘participation. of a broad range of interests, beginning with the Agricultural
Summit that I held last July and through a variety of forums siﬂce then.

Most recently, President Reagan charged the Cabinet Council on Food and
Agriculture, which I chair, to conduct a comprehensive review and assessment of
current food and agriculture problems. The President indicated that the purpose
of this endeavor is to better prepare tﬂe Administration to participate in the
debate on the future of Federal food and farm programs and policies. The President
- emphasized that this Administration will be seeking information and ideas from
.people inside and outside of government during this comprehensive review and
agsessment.

‘In response to the President's directive,.l have established a Cabinet
Council working group on Future Food and Agriculture Policy. The working group's
mandate 1s three—fold: to review and assess current food and farm programs; to
initiate a dialogue on the future course on food and -agricultural policy with
interested parties outside of government; and to prepare a set of food and agri-

culture policy options.
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The working group will be chaired by the Deputy Secretary of Agriculture
and will consist of high-level officials from the Departments of State,

Treasury, and Commerce, the Office of the U.S. Trade Representative, the Office
of Management and Budget, the Council of Economic Advisors, and the White House
Office of Policy Development. We are now at work formulating a process through
which interested parties will be given an opportunity to express their views on

a wide range of agricultural policy issues. 1 will encourage broad participation
in this endeavor.

Before we start holding formal meetings of the Cabinet Council on Food and
Agriculture, the USDA plans to hold several listening sessions throughout the
country. These sessions will provide a forum for the public to express their
views about the shape 9f future agricultural policy.

Agriculture is vitally linked to the larger domestic and international
economies. Agriculture's problems and the solutions to those problems require
that we look beyond the farm gate. That is why 1 always look forward to meeting
with this Committee. You bring a perspective that is essential to the well-being
of the agricultural industry in this country.

Thank you. I will be happy to answer any questions you may have.

34-871 O - 84 - 23
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Senator Jepsen. Thank you, Mr. Secretary, for a very thoughtful
statement.

As I mentioned in my opening statement, and in your testimony,
the economic policies of the late 1970’s which yielded this hyperin-
flation rate in the cost of production and high interest rates have
put agriculture into a deep hole. The chart on my left [indicating]
shows total production costs and farm debt. The bars indicate
annual rates of change in costs and debt.

Would you agree, Mr. Secretary, that rational macroeconomic
policies are equally or perhaps more important to agriculture than
farm programs?

Secretary Brock. Yes, I would. I am convinced that they are
more important. The strength of the dollar, the interest rates, the
inflation rate, and the impact that they have on the economy, all
have a much larger impact than farm programs.

Senator JEPSEN. I am pleased, Mr. Secretary, to hear about your
Cabinet council working group that you have discussed at some
length at the end of your statement, but I am sure you are aware
of how a group like this tackles an issue depends on the group’s
attitude toward the issue.

We have over a period of years seen some consistent indifference
on behalf of OMB, regardless of whether it has been a Republican
or Democratic administration, to agriculture. We have seen where
in the matter of trade and so on we have some concern for motor-
cycles and steel and other areas, yet it does seem now to appear
the European Community is going ahead with its threat to tax corn
gluten. Consistently the Japanese have held firm on the imports of .
red meat.

Agriculture provides the major part of the plus or the black side
of the ledger in the balance-of-trade payments and yet as we look
at policy and trade activities we see that agriculture somehow or
other seems to get left, as we say in the Middle West, on kind of
the short end of the stick. .

Because perhaps of our farm programs, the public views agricul-
ture as a problem to be minimized and we hear very little about
the opportunity that we have in agriculture and the great thing
that it does for our economy.

What assurances can you give that this group, given its composi-
tion with the State Department, the OMB, Commerce, the Council
of Economic Advisers, that they will not begin their deliberations
with the proposition that the solution is less American production
and fewer American farmers? Many of them characteristically in
the past throught their actions have sort of reflected that.

Now I am pleased to see Dick Lyng is going to chair it, but do
you need any help in that Cabinet council working group? The
deck looks kind of stacked.

Secretary BLock. Well, let me point out the way I visualize it.
First of all, keep in mind that when a farm program option is
chosen, it is not chosen by the Secretary of Agriculture alone. It
may have been at one time in history some years back, but it is
really a Presidential decision, and agriculture policy has an impact
in many different ways, just as macroeconomic policy impacts agri-
culture.
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I usually am able to put forward my position when we talk about
other issues in the various Cabinet councils and others are going to
get a chance to state their positions when we talk about policy in
the Cabinet council on food and agriculture. That is the way the
system works and will work in the future.

So I think you need to plan a system that can give you the best
chance of achieving appreciation and understanding of the prob-
lems that agriculture faces in order to arrive at the best possible
answer. You cannot do that if the Secretary of Agriculture or who-
ever prepares a plan and then takes it in cold to all of the other
advisers to the President and says, “This is it,” because they are
going to have a lot of questions. They will not completely under-
stand it. I have been through this process before. The next time the
Secretary takes it in, hopefully, there has been a lot of time spent
on the issue. That way there is a much greater in-depth under-
standing and appreciation for the position. In addition, the public
at large will also understand what we are doing because there will
be much public discussion of farm policy, not just the listening
groups that Mr. Lyng will be chairing. I know that Members of
Congress and many interested parties in agrlculture are doing the
same type of thing.

In the end I think we are going to have a much better apprecia-
tion for the problems and needs of agriculture and will be able to
come to a better solution than we would otherwise.

Senator JEPSEN. I agree with everything you said and certainly
the next generation of farm policy which this committee has been
turning its attention toward with some top priority for some time
now must be forged on the basis of consensus, and that is what I
think you are pointing out, rather than conflict. We need every-
body involved and all their input.

My only comment on the council is that we have a track record
with some of these departments and I know that you have person-
ally really moved mountains in educating. I have seen the results
of your work when just the other day we had a member of the
State Department here, an economist, before this committee, and
his knowledge and understanding of agricultural problems was
quite refreshing compared to what conversations I have had with
some members of the State Department when I first came to the
Senate. So somebody is making some real headway.

We have a President, of course, that came out the day after the
Korean airliner was shot down and when there was a great move-
ment to immediately come up with a grain embargo. The Presi-
dent, without even having had a .Cabinet meeting or advice from
anybody, simply said no; we are not going to have any of those
grain embargoes; they hurt us more than they hurt our
adversaries.

I say that is great progress because we have had both Republi-
cans and Democrats in the past who have not understood that type
of logic.

So my only comment with regard to that group was meant to be
very constructive. If you need any help visiting with any of these
folks, there are those of us here who would volunteer to do so from
our end by way of education because I have found personally and
much to my dismay that some folks in a couple of Departments,
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OMB and the State Department to be specific, in the past have not
always been very sympathetic or displayed very much perspective
as to the role that agriculture plays in this country, let alone those
of us who come from the firing line where they produce and
process.

I will not ask you to comment on that. It is just that you have a
standing offer and I will gather together some of my colleagues in
case you need some assistance in working with some of those folks.

You know, the United States is the only country which practices
agricultural supply control and you alluded to that in your pre-
pared statement. After several years of unilateral supply control,
where has this policy gotten the American farmer or taxpayer or
consumer, in your opinion? We are going to do it again now in 1984
and probably in 1985. That is from the sound of things. Where is
this path taking us and what are your feelings about supply
control?

Secretary Brock. I do not want to prejudge all of the efforts of
the group that are working on agricultural policy, but I do think
that it is relevant to look at what has happened in the United
States relative to other countries. It is true we are the only country
that uses Government programs to take large amounts of our acre-
age out of production. As an example, after 50 years of rigid pro-
duction controls and artificially high prices, U.S. cotton production
has declined by almost 50 percent. Over all this period of time we
have had control programs and I am not so sure it has served us
very well.

Prices may have been stronger than they would have been other-
wise, but the other countries in the world have increased their
cotton production more than 7 times as much as the United States.
Put all that together and you wonder whether we maybe missed an
opportunity. On the other hand, look at soybeans. This is a crop
where we have no production controls and minimal price supports
and it has been a miracle crop for us in the United States. I am
sure you could argue that soybeans are somewhat different, but
nevertheless, these are examples that we should look at carefully
as we work on the farm bill.

We should learn from experiences of the past and we should ap-
proach it with an open mind and not assume that anything is
sacred because we can make mistakes over again.

Senator JEPSEN. Just two more questions and then I will defer to
Congressman Obey.

Mr. Secretary, in another area now, I understand that spending
for Federal food assistance programs has reached about $20 billion
a year, yet reports of increasing hunger in America continue.

Would you explain for what food assistance the $20 billion is
being used and why this does not seem to be enough?

Secretary BLOCK. It is true that the spending has reached $20 bil-
lion a year and it has been a frustration for me to see our spending
go up as dramatically as it has, some 35 percent for food programs
overall—that is food stamps, child nutrition, and WIC—they use 90
percent of our food money. Food stamps are up 45 percent in the
last 3 years. The frustrating thing is this dramatic increase in re-
sources provided for people in need. A phenomenal effort has been
made by the private sector—charitable organizations are really a
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tribute to the people of this country. They have come together and
worked hard with the States and the Federal Government to help
solve this problem. No one is proud that there are some people that
are hungry and that we have more people in need than we have
had in the past.

But realizing we have gone through one of the most difficult re-
cessions that this country has ever faced, certainly in the last 50
years, there are special problems of different kinds. I am not sure
we know everything about them yet, but we are still trying to
learn. This whole problem was thrust upon the Federal Govern-
ment, the State governments, and the private sector, and probably
we all have not done as good a job as we could have.

But I would point out that we are all learning how to do a better
Jjob and I think we are doing a better job every day. My frustration
1s that the message of the efforts that have been made and the
human and governmental commitments to satisfying the needs is a
story that somehow does not seem to get told.

Senator JEPSEN. Following this along, why are Government ware-
houses stockpiling surplus foods if indeed some people are going
hungry in this Nation? '

Secretary BLock. We do have surpluses of several commodities,
but the ones that are in surplus, we are giving away at record
levels. We have quadrupled the donation of dairy products, corn-
meal, and rice, and I think perhaps flour and honey in the last
year. There has been a dramatic increase and most of the outlets
are able to get all they want.

There are cases that could be cited where States have turned
back commodities to the Federal Government, and I do not bring
this up to point the finger at States or local communities but only
to show that this is a massive distribution system. Some States are
still trying to make the next linkup down to the cities and to the
communities and to get it all to work right. It takes a little bit of
time, and a few bugs have to be worked out and I think they are
being addressed.

I do not believe anybody is hoarding all this food in our ware-
houses. We are using a great amount of it today and I think we all
realize you cannot just give all the food away to anyone. You have
to concentrate on the people in need. Otherwise, the Government
would be the sole provider of this food and we do not want that to
happen either. _

Senator JEPsEN. Congressman Obey.

Representative OBey. Thank you, Mr. Chairman.

Mr. Secretary, let me ask you to respond to a statement made by
Senator Huddleston a while ago. He indicated that the President’s
budget submission contained the statement that net farm cash
income is expected to reach a record level of over $42 billion in
1984 and he then pointed out that the budget stated then that this
higher income will enable farmers to repay more of their loans and
result in lower target price deficiency payments in 1984; and then
he goes on to say that that statement directly contradicts official
Department of Agriculture estimates that were included in the De-
cember issue of Agriculture Outlook and that in that official fore-
cast net farm cash income was estimated to be close to $35 billion,
a drop of about 20 percent from 1983.
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What is the right figure?

Secretary Brock. Well, I think that there may have been a typo-
graphical error. The figures are that 1982 net farm income is §22
billion and 1983 will be $22 to $24 billion. We are projecting 1984
net farm income to be in the range of $29 to $34 billion.

Representative OBey. Well, if it is a typographical error, it is one
hell of a typographical error, because what it says——

Secretary BLock. The $40 billion figure, Congressman.

Representative OBey. Pardon.

Secretary Brock. I think you mentioned something about $40 bil-
lion net farm income.

Representative OBEY. Yes.

Secretary BLock. Is that the net cash income?

Representative OBey. Net cash income.

Secretary Brock. I will let Mr. Lesher respond.

Mr. LesHER. Just briefly, Congressman, we do several calcula-
tions. One is net cash income, one is net farm income. Two major
differences are inventory adjustments and depreciation. The net
cash income is not reduced by the inventory adjustments and
depreciation.

In the budget print on the cash income figure there was a typo-
graphical error. We sent over corrections but perhaps they were
not received in time for that document to go to print. There was no
intent to keep anyone from knowing the truth. We stand by our
December estimates and they are available to anyone.

Representative OBey. Well, what I am trying to figure out is this.
There is no difference in the designation of the number. I mean, it
is referred to as being the same thing. In the budget on page 5-55,
it is referred to as net farm cash income and in the statement of
the Agriculture Department it is referred to as net farm cash
income. So it is not mixing apples and oranges, I do not believe,
-and I am trying to figure out—because I believe I have heard three
sets of figures here—I am trying to figure out what it is.

You are saying, if I gage it correctly, that the $42 billion figure is
not correct in the budget; is that right?

Mr. LesHiEr. The Secretary gave you the correct figures for net
farm income. '

Representative OBEy. I am asking for net farm cash income.

Mr. LesHER. OK. With net cash income, there is a difference.

Representative OBey. Well, why do your own publications use the
term “net farm income” then?

Mr. LesHer. U.S.P.A. does not use the term ‘“net farm cash
income.” We use net cash income. You are reading from a docu-
ment produced by the Office of Management and Budget. We sent
some corrections over concerning the terminology and they were
not included in that document. It is unfortunate. It is an oversight,
but the published figures for both net farm income and net cash
income are available. We have not changed them.

Representative OBey. I have not suggested you are. I am just
trying to figure out what the right figure is and I wish you would
not be so defensive about it. I am just trying to get the number. I
am not trying to question anybody’s motives, intelligence, or any-
thing else. I just want the right number and I want to know what
that number actually reflects.
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Mr. LesHeRr. The 1983 net cash income figure is $42 billion.

Representative OBEY. The cash farm income is $42 billion?

Mr. LEsHER. Yes, $42 billion.

Representative OBEY. And what was it for the previous year?

Mr. LesHER. Let me see if I have it here.

Secretary Brock. We think it was $36 billion.

Representative Oey. Now that is what you call net cash income?

Mr. LESHER. Yes.

Representative OBey. How does that compare with net farm
income?

Mr. LesHer. Well, the net cash income represents total cash re-
ceipts and income minus actual cash expenses.

Secretary BLock. Accounting on a cash basis. .

Mr. LesHER. Farmers also have other expenses they have to pay
out in a given year including depreciation of farm capital.

Representative OBEY. I understand that.

Mr. LesHER. The cash income excludes that depreciation and in-
ventory adjustments.

Representative OBey. What I am trying to get is how does net
farm income compare in your projections for 1984 with 1983.

Mr. LesHer. Net farm income is projected to be $29 billion to $34
billion in calendar year 1984. It is estimated to be between $22 bil-
lion and $24 billion in calendar year 1983. And it was $22.1 billion
in calendar year 1982.

Representative OBEY. Then explain the figures to me. What does
the Agriculture Outlook mean when it indicates that in 1983 net
cash income nominal will be between $42 billion and $44 billion
and in 1984 it will be between $35 billion and $39 billion? What are
they talking about there?

Mr. LEsHER. In 1983, the payment-in-kind program cut farmers
cash expenses dramatically. In 1984, one can expect larger acreages
of corn and wheat and all the other commodities, and so the cash
expenses are going to be much higher. Even though farm prices are
higher on the receipt side—the expenses will increase in the ab-
sence of the PIK program. Thus, net cash income may be down in
1984, but not net farm income.

Secretary BLock. Let me add just one thing and correct me if 1
am wrong, but the net farm income figure is a better gage of what
is going on in agriculture than the cash farm income because the
net farm income takes into account the inventory.

Representative OBEY. Let me stop, because I do not want to go
home to Wisconsin for a week, more confused than I was when I
came in the room, and I expect I am going to. Let me simply ask
that you provide me as quickly as possible a concise statement ra-
tionalizing the numbers in Agriculture Outlook and responding to
Senator Huddleston’s statement.

Let me ask you some questions on dairy. You indicated that
signup is going to be, in your judgment, insufficient to meet the
target that you hoped for on production reduction. Is that right?

Secretary BrLock. Yes, sir, that is true.

Representative OBEY. 5.5 percent you indicated?

Secretary BrLock. Yes, sir.

Representative OBey. What do you think the major reasons are
for that shortfall in the signup?
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~ Secretary BLock. One reason is I think it is kind of a natural
tendency for dairymen that have a business with a certain labor
force and equipment designed to satisfy a certain volume of busi-
ness that one does not like to make a dramatic change. While they
might pencil it out in the very short run and find that it is a profit-
able decision to participate, they do not like to see this kind of
interruption.

The second point and maybe the most important—feed grain
farmers are used to coming in and signing up for programs to cut a
certain amount of production acreage. Dairymen are not used to
doing that. When they found that they were obligated to come into
the ASCS office and agree to sell so many cows over a certain
period of time, meet the requirements of the contracts over 15
months and that they would not be able to change their mind. I do
not think most dairymen liked these restraints. I do not think you
could get beef cattle or hog farmers to do it either.

Representative OBey. What they are telling me—a lot of them
are telling me that the reason they did not sign up for it is because
they felt that over a short 15-month period they simply could not
make it work and they thought they would have been much more
inclined to risk going into the program if it were of longer dura-
tion, say another year or so. Any reaction to that? o

Secretary BLock. Well, there is no reason why it would not work
over 15 months if they had signed up and I cannot see any reason
why a longer period of time would have made it a better program
for them. Frankly, if I was a dairyman and wanted to go into it or
felt I was going to try to participate, a shorter obligation would
have been better.

Representative OBEy. All I can say is that I have been to about
four farm meetings in the last month and that is what I hear 80
percent of the time, and I think we made a mistake in having a
shorter program, but that is water over the dam.

Let me ask you, what do you expect to happen to the dairy farm
picture in the United States in the next 8 or 4 years? How many
dairy farmers do you expect are going to go out of business?

Secretary Brock. I do not know, but one way or another, we are
going to have to cut about 10 percent out of production.

Representative OBEY. Somebody in your shop must have some
guess of how many fewer dairy farmers we are going to have 3 or 4
year from now.

Secretary Brock. No, we do not have that. How many are we
losing?

Mr. LesHer. We are not losing very many.

Secretary Brock. I think the dramatic change we are going to
see, Congressman, is that there are not going to be new people
going into the business.

Representative OBey. That is not what I am asking. I am trying
to get a picture of what is going to happen over the next 4 or 5 or
10 years, you name it. You mean your shop does not have any esti-
mates or expectations of how agriculture’s face will change the
next 10 years?

Secretary BLock. We may have some figures.
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Representative OBey. How can you plan if you do not know or if
you do not have some expectation as to what will be happening in
terms of numbers. out there?

Secretary BLock. Well, I am sure we have some kind of numbers,
but I do not have any with me now, but would be happy to review
what we have and make them available to you.

Representative OBEY. I would be very interested in knowing in 5-
and 10-year slices what your expectations would be in the Depart-
ment in terms of the number of dairy farmers we will have at each
of those periods, in terms of the percentage of production which
will be coming from farm operations which are, say, 500 head and
over, and how you think the regional distribution of dairy farmers
will be changed 5 and 10 years from now.

Secretary BLock. We will do what we can.

Representative OBey. Can you give me that?

Secretary Brock. We will do what we can. One of the major prob-
lems is going to be the kind of dairy program we end up with in
1935. We have a recent USDA study and it focused on marketing
orders.

Mr. LEsHER. And other issues as well. )

Secretary BLock. The study may have some good projections.

Representative OBEY. I would be interested in seeing what your
projections are specifically on the point that I just raised.

Secretary BLock. We will make them available to you, sir.

Representative OBey. What happens now in dairy if we are not
going to meet those targets? Are you and is your Department con-
tent to just allow the scheduled price reductions to take place or do
you have anything else in mind?

Secretary Block. No, I do not have any legislation in mind and I
would assume that those scheduled price reductions would come
about, assuming that the targets are not met. I doubt whether they
will be met under current projections right now.

Representative OBEY. But you just want to let it ride for the time
being then with the existing law?

Secretary Brock. Politically, I do not think anybody wants to
deal with dairy in the Congress right now and we have tried to
deal with it for 3 years now.

Representative OBey. What are some of the options we should be

. looking at, if you want to get it out of politics, after the next elec-
tion? What are the options you hear being bandied around the
country and what do you think makes the most sense from the
standpoint of future dairy policy after the next election?

Secretary Brock. I think we are uniquely positioned so that as
we go forward with development of the 1985 farm bill, that farm
policy including dairy will receive a full review. I think the options
should be framed and the decision should be made as a result of
that effort. :

Representative OBey. What are some of the options that people
in the industry, and you in your own head, think we ought to con-
sider? I am not asking you what you are going to choose, but what
are the options that you think we will be faced with?

Secretary Brock. Well, one option would be to have more Gov-
ernment controls on how much an individual producer could
produce.
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Another option would be—after the price does adjust down-
ward—to keep the support price at a level that provides a safety
net for dairy but is not at a level that encourages excessive produc-
tion. There are different variations on that theme.

There are other questions that need to be answered, such as re-
gional problems. These are all difficult questions.

Representative OBey. You indicated what had happened in terms
of the increase in production over the last year in dairy. Would you
prepare for me a State-by-State inventory indicating how much
production has changed on a State-by-State basis each year for the
last 3 years?

Secretary BLock. Certainly. We can do that.

Representative OBey. One last question. I think that everybody
has their own moral view. I think that in the end that the worst
moral shortcoming that we, in the developed world, have had is our
inability to find ways to use the incredible surpluses, which we
have accumulated from time to time, in parts of the world where
they are needed to save lives.

What are the major impediments to doing that to a greater
degree right now, and what are some of the things that we could be
doing to help overcome those impediments?

Secretary BLock. Congressman, I would be inclined to agree with
you. It concerns all of us that there are countries having so much
trouble providing food to their people and we have such an abun-
dance. I think that without a doubt, we probably can do a better
job of using this great asset of food in this country to help others
and our technology in agriculture to provide a more stable, peace-
ful world.

Representative OBey. Do you have any specific efforts going on
now to review that situation?

Secretary BLock. What we have been trying to do and what we
are trying to focus in on are twofold. First of all, we need to again
be recognized as a reliable supplier to all these countries. That has
beiep the policy of this administration and it will continue to be our
policy.

These countries want to be able to buy what they need when
they want it. Second, they want more agricultural technology. We
are educating representatives from other countries in the United
States each year. I have just returned from Algeria and Morocco
and we signed a memorandum of understanding in Algeria where
we would provide expanded trade and agricultural technology for
that trade.

Representative OBEy. Mr. Secretary, with all due respect, those
are very generalized answers and you are talking about something
that I did not ask you about. What I asked you about was whether
there were any specific efforts in your shop at this time, whether
you are looking at Public Law 480 or greater use of PVO’s or you
name it? Do you have any specific efforts to look at methods by
which we could use some of the surpluses in the various commod-
ities—as the chairman was asking earlier—not just to deal with
our domestic problems, but also to provide greater assistance to
areas of the world where people are starving? I am not talking
about long-term development. I am talking about specific short-
term emergency actions now to help in these areas.
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Secretary BLock. We are continuing to use every means possible
to move our surplus dairy products.

Representative OBEY. | have asked these questions for about 5
years of the appropriate officials before my Foreign Operations
Subcommittee, for instance, and I always get the same generalized
responses but I never—what I get out in the countryside is people
asking every day—farmers asking every day, why can that not be
done; what are the impediments? We understand the problems in
terms of different diets, the necessity not to crush developing agri-
cultural institutions in those parts of the world. We understand
that. But I have never seen in one place a lucid description on the
part of any administration of either the problem or specifically
what some of the specific efforts are that are being made to over-
come the problem.

Secretary Brock. Well, I would be happy to get a detailed review
of that prepared for you. We have expanded the section 416 dona-
tion of dairy products to some 16 countries. This is a new program
which started a year ago. We are giving away our dairy surpluses
to countries in need, which is very helpful for children in these
countries. I think you are probably quite aware of the recent an-
nouncement of $90 million more aid for Africa. I announced $25
million of aid when I was at the Food and Agriculture Organiza-
tion meeting in November, which is money for food from the
United States. These are specific kinds of efforts.

Representative OBEY. I am aware of that, but it is a drop in the
bucket and it does not—well, I stand on my previous statement.
Why do you not just prepare for me the most specific response you
can to the question that I raised?

Secretary BLock. We would be happy to.

Representative OBey. Mr. Chairman, thank you for your time.

Senator Jepsen. Thank you, Mr. Congressman.

Mr. Secretary, I have several groupings of questions here that I
will move along very quickly with on a variety of issues currently
being discussed. .

The first is farm credit. I am extremely concerned about the
price of farm credit that is occurring in this country, certainly in
the Midwest which I know most about, and more specifically in the
southern tier counties of my own home State of Iowa. I understand
that this is not atypical. Many farmers have told me that the bur-
densom paperwork trail on emergency loans is causing undue
backup in the county Farmers Home Loan Mortgage offices. The
number of forms sometimes required seems to be delaying forever
the application process.

We are coming into a time when it will not be too long before
people will be leaving for the fields and so decisions have to be
made now concerning operating loans and many other needs.

What is being done to work on those areas of delay and is there
any way we can simplify that process and move it forward?

ecretary BLock. Mr. Chairman, I talked to Under Secretary
Naylor yesterday and I am quite aware of the problems in the
southern tier of counties in Iowa and I asked them to see what
could be done to expedite the applications and satisfy the need
there. I have not yet had a report back, but that problem has
reached my desk and I have asked that some action be taken.
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Senator JEpSEN. I would hope that we could make some special
effort. I will be in Iowa all of next week. In fact, we will be togeth-
er 1 day, I believe a week from Friday, with the corn growers. But
the question is going to be asked often, and I hope that I can call
early in the week and get an answer. lowa has lost some of their
best Farmers Home Mortgage county supervisors to the lending in-
stitutions and banks, and I do not know if that is characteristic of
all States but they are going out and have hired some of these
more knowledgeable people away.

So this, combined with the understaffing problem and the miles
of paperwork, seems to be magnifying their problems greatly. What
is the reason, Mr. Secretary? Are there any answers or more long-
term solutions to the staffing problem? I know we have hired extra
people, but they say they are temporary employees for 90 or 120
days where some of our key people in these counties have been
leaving this permanent employment for banking institutions.

Secretary BLock. I am aware of your special problems in Iowa.
They have lost some of the better lending officers for different rea-
sons. We are going to try to address that problem.

Senator JEPSEN. Is this unique in Iowa?

Secretary BLock. Yes.

Senator JEPSEN. Just in Iowa?

Secretary BrLock. Well, it is one of the worst pockets of drought
in the United States. There are other areas with problems, but this
has to be one of the worst we have right now to deal with.

Senator JEPSEN. On another matter that I can assure you is
being discussed often and I am asked about it often, is your Depart-
ment’s January 13 erroneous crop report. After that report, during
the following 2 trading days, as you know, soybeans dropped 50
cents. Some have indicated prices never have recovered. And now
it is my understanding—I do not know whether I have my dates
exactly correct here—that you have February 24 for the deadline
for the signup?

Secretary BLock. February 24.

Senator JEPSEN. Approximately a week prior to that you are
planning to come out with a report on projections for planting, is
that also correct? :

Secretary BrLock. Yes.

Senator JEPSEN. And a lot of farmers scratch their heads and
say, “Why in heaven’s name are you coming out with a planting
projection when you have not finished the signup and you have no
idea how many acres will be planted?”’ That is just another typical
example of some of these reporting things that really dilute, to be
charitable about it, the credibility of your reporting agency. Does
that make any sense?

Secretary Brock. Mr. Chairman, the variations in the reports
stem primarily from the different methodology that was used in
the different reports. We have seen differences before but never of
this magnitude. The administrator in charge made some personnel
changes and a review in the methodology is being undertaken in
order to improve the reporting process. I will ask Mr. Lesher to
comment, if he would, on the reporting service under his
jurisdiction.
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Senator JEPSEN. Well, you can appreciate the concern that they
have and what they are saying. ] mean, they really do not know
about all the formulas that go into the report. I might just add for
further perspective. Mr. Lesher, we recently held a hearing in Chi-
cago at which time the Commodities Futures Trading Commission
admitted that price manipulation is possible and that they current-
ly have ongoing investigations into alleged market abuses. Part of
the reason for holding that hearing was the fact that we had all
kinds of projections last fall in September of lower amounts of
supply and that prices would attain such levels. Then later on they
said, “Oops, the amounts aren’t going to be that high; the amounts
are going to be way down here,” which would have led one to be-
lieve that prices would remain at least the same since the supply
had gone down dramatically. But prices actually dropped.

You put all these things together, and 1 know you understand
that, Mr. Secretary, because you are a farmer, and farmers start
scratching their heads. Farmers do not know much about formulas
and methodologies and who does what and where. All they see is
the end result, and the end result after they did some planning and
thinking and maybe a little hoping on the basis of what seemed to
be very logical projections and then defying all precedents, prices
went down when supplies turned out to be less. You then mix in a
little bit of erroneous projections after Christmas that drive prices
down another 50 cents, and then on top of that they come out later
and say, “Oops, that wasn’t what we meant,” it is no wonder farm-
ers are concerned. And frankly, there has not been really any
statement or effort made to correct that situation. I know you have
dm(‘)?ved some personnel around, but people say, what good does it

07 -

I do not know if I have asked a question. I have kind of told you
what I get. How do you respond to that now?

Mr. LesHer. I know Secretary Block, myself, and others, are
alway concerned whenever there is a question about the validity of
the numbers. Concerning the earlier crop report versus the stocks
report, there were some apparent inconsistencies that we are
deeply concerned about. Administrator Kibler recommended that
the personnel rotation, which is a normal ongoing procedure, would
provide a fresh look to assess the methodology and the analysis of
the data. He has also ordered an internal review in SRS to make
some recommendations to him about what we can do to improve
the reporting process.

Concerning your hearing in Chicago, Deputy Assistant Secretary
Ahalt testified before your committee and provided some back-
ground that the overall supply of grain was perhaps a little bit
larger than some had previously anticipated. I sometimes hear
farmers complain when a report is issued and prices go down. I ap-
preciate those views, but you never hear from them when you issue
a report and prices go up.
. I think our job is to not necessarily say what prices should or

should not be, but to make the best estimates of production and
supply we possibly can. I accept your criticism of the quality num-
bers and suggest that we are going to do better.

Senator JEPSEN. I understand that only about 2 percent of the
farmers use the futures markets as a financial planning tool. The
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financial assistance provided by proper use of the futures market is
very key especially during these stressful, tough financial times
that the farming community is going through. It is unfortunate
that we have something that punctures any confidence level that
they may have been building on, it seems to me, one thing is piled
on top of another. That is why I was asking this question.

Mr. Ahalt did acknowledge the fact that your Department, as a
practical matter, has not had, to the best of his knowledge, a lot of
direct contact with the Commodities Futures Trading Commission.
I would think that by way of educating farmers, by way of provid-
ing for maximum credibility and building confidence and hopefully
assisting in other ways, a good relationship with the CFTC is
needed. I have not talked to him since, but he was going to check
on that.

Mr. Secretary, your fiscal year 1985 budget asks for $12.6 billion
for farm price support and income stabilization programs, all of
which was basically preprogrammed. by the 1981 farm bill. What
are you anticipating regarding participation in this year’s farm
program?

Secretary Brock. In feed grains I am rather optimistic that we
are going to get a good signup. In wheat, we probably will get a
reasonably good signup. I am not pessimistic about the signup pros-
pects right now. I believe we are looking at a range of 50 to 70 per-
cent feedgrain. A failure to get a good signup is an indication pro-
ducers are willing to take a big risk and I do not think it is a wise
thing for them to do. Most of our respected analysts and econo-
mists studying farm programs are recommending to producers that
they participate because of the security that it provides and the
income protection. So I hope when I say participation in the range
of 50 to 70 percent that I am accurate.

Senator JEPSEN. If you had complete freedom, what would you do
with the $12.6 billion that your fiscal year 1985 budget asks for?

Secretary Brock. I have never had that kind of freedom.

Senator JEPSEN. Is the administration going to push for a freeze
in target prices this year?

Secretary BLock. Well, we are going to try to freeze the prices
for 1985. I do not anticipate now any changes in 1984.

. Senator JEPSEN. I hope not. Regardless of how it felt, it is too
ate.

Secretary Brock. It would be confusing to change the program at
this point in time.

Senator JEPSEN. Getting to exports, our volume of agricultural
exports declined for 3 consecutive years. So has your budget for
export loan guarantees. Do you see any relationship here?

Secretary BLock. The budget for export loan guarantees was up
in 1982 and 1983. In 1984, it is set at $4 billion, which is not an
increase from 1983, but it is the second highest on record. I have
said publicly that we can sell more products if we had more guar- .
antees, but there is a lot of risk involved in doing this because we
have been finding that some of the guaranteed loans are not being
paid back on time which is causing rescheduling problems. You can
always sell a product if you are willing to guarantee a loan for it
and you do not care if you get paid back. It is a delicate balance of
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how much are we willing to provide guaranteed loans, and the
President has set the level at $4 billion.

Senator JEPSEN. Well I am going to conclude this hearing very
quickly. There are questions that I would have to submit for the
record and ask for your reply. Time does not permit us to cover all
of the areas I would like. '

You did mention earlier, and you used soybeans as an example,
about how we picked up in exports and so on. I did want to just
touch on this area because it is related to your council that you
have that is going to study agriculture. It is also related to prob-
ably one of the most serious problems, and that is our trading rela-
tionships with our neighbors around the world.

Whereas it is true that soybean exports of whole beans have
picked up the last 7 years, the United States has lost 40 percent of
the soybean oil and meal markets. If we are to continue to provide
the leadership in the world in the production and processing of ag-
ricultural products, which we had better do, we are going to have
to do everything we can to make sure that our agricultural prod-
ucts are given as much attention when we go to the negotiating
tables for various limits and tariffs. I note that, for example, we
have had some sunflower seed activity pick up. Years ago in Iowa
the sunflower was a noxious weed. We used to get in an argument
with Kansas about that. In fact, the legislatures were in session
and they sent us a telegram telling us they were going to kill our
State bird if we did not stop naming the sunflower a noxious weed.
They have found now that sunflower seeds have had quite a
market in recent years and there have been some industries and
individuals that have invested considerable amounts of money in
building plants. '

Mexico has literally come in and bought up the sunflower seed
business. They pay and guarantee an automatic profit for processed
sunflower seeds and oil. They pay for that excess profit by money
that we and other countries around the world loan them and a
little bit of that goes a long way. GATT is one of the great things
that has happened. It is a little cumbersome, but it is a great idea.
It has not functioned as well for agriculture as it should, however,
especially in the area of developed and processed foods.

We need a collective basis to educate and work together with all
of our economy and in all segments of our economy to do what we
know how to do best in this country, better than anyplace else in
the world, and that is to produce food and fiber and find out new
high tech ways to use it, process it, store it. You talk about provid-
ing $25 billion extra for foreign aid and so on. We need to tell the
story about some problems we are encountering in some of these
countries where we are indeed trying to help. In Ethiopia, for ex-
ample, I know people see on television the same thing I do, starv-
ing youngsters with flies around their faces, and you see that and
it tears at one’s soul and one’s heart. Then when you inquire, as I
have, and find out that the Ethiopian Government gives our Gov-
ernment and our people who are trying to feed their people and
help them out a very tough time. They will not even let us fly food
in to these desolate areas or truck them or will not allow spare
parts to go in when the trucks break down.
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So it is inconceivable that we have governments that consist of
people of the same color, race, blood, and creed of those people that
are starving yet they refuse to help people help their starving
people. These things are not very pleasant to talk about. But I
think they are not realized by many who may criticize this great
country of ours, who has always lent a helping hand and who has
always had a record of compassion and assistance, not one of
taking over as one of our adversaries has. That needs to be told,
too.

Anyway, in the mix of things, we need greater emphasis on high
tech and utilizing agricultural products and our relationships and
trade agreements around the world. ' .

Do you have closing statement, Mr. Secretary?

Secretary BLock. No, sir. I am pleased to have a chance to testify
on this very important subject here today. Thank you, Mr. Chair-
man.

Senator JepseN. I thank you, Mr. Secretary. The committee will
stand in recess.

[Whereupon, at 12:10 p.m., the committee recessed, to reconvene
at 10 a.m., Tuesday, February 21, 1984.]

[The following information was subsequently supplied for the
record:] )
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Responsk oF HoN. JoHN R. BLOCK TO ADDITIONAL WRITTEN QUESTIONS POSED BY

Senator Jepsen:

Secretary Block:

SENATOR JEPSEN

Are you satisfied with the way the EPA handled the EDB igsue?
What input does USDA have to the EPA in these investigations?
Does the EPA have an agricultural chemical "hit 1list™?

The results of the EDB actions appear reasonable given the
stated risk of exposure to EDB. The EPA established
recommended action levels in grain products that allow for
the orderly marketing of grain and grain products containing
EDB residues except for small quantities of products with
very high residues. The actions on quarantine uses on fruits
and vegetables established tolerances consistent with those
established for grain products and hopefully will allow time
to develop and have in place by September 1984, alternatives
for domestic products requiring treatment.

Historically, the Department has developed agricultural
pesticide use information, estimated benefites of use and
developed-agricultural worker exposure information. These

are important activities that benefit both the pesticide
regulatory process and the agricultural community by helping
ensure benefits of pest control are maintained without creating
unnecessary risks to man or the enviromment. Additionally,

the Federal Insecticide, Fungicide and Rodenticide Act (FIFRA)
requires the EPA to notify the Department and provide for
Departmental comment prior to announcing changes in regulations.
The EPA has complied with the notification requirements of
FIFRA,

We are not aware of an agricultural chemical. hit list. The
EPA does have a 1ist of agricultural chemicals which are
under review as a result of questions arising from their
mandated registration review activities.
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Are the Canadians subsidizing their wheat export sales?
What about the Australians?

With their monopoly wheat boards, both Canada and Australia
have the mechanism in place and would be ready to draw

on government funds to keep their wheat competitive on

world markets; under their system, this could happen whenever
wheat prices fall to a point that is below their guaranteed
initial payment levels. At present, neither Canada nor
Australia are subsidizing in the semse that compensatory
funding from the government is involved. However, in

another sense, such government-authorized export monopolies
can provide export assistance of another kind in which profit
margins on sales to certainm countries can be used by the
monopoly to finance predatory pricing in certain other
markets to achieve new business or an expanded share.
Although frequent instances arise in which there appears

to be this kind of activity, it is simply impossible to
demonstrate or document, because the accounts of such
monopoly organizations are not subject to public disclosure
and, in some cases, are exempt even from scrutiny by their
own government.
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We have about eight months left in fiscal 1984. How much of
the export guarantee program has already been allocated?
What funds do we have left in Title Il of P.L. 480?

Under the Export Credit Guarantee Program, approximately
$3.891 billion has been announced in fiscal 1984 (as of
February 23). This leaves approximately $100 million
available for programing this year from the currently
authorized level of $4 billion.

With regard to P.L. 480 Title II, $33 million is available
for programing this year. This figure includes both freight
and commodity costs. The split between freight and
commodity costs is contingent on the cost of shipping to the
countries selected.

Are the Canadians subsidizing their wheat export sales, what
about the Australians? Do Brazil and Argentina subsidize
their agricultural exports? If so, why don't we use the
Blended Credit Program to combat these unfair trade

practices like we do against the European Economic Community?

Most countries, such as Canada and Australia do not
subsidize their agricultural exports. Brazil and Argentina
have engaged in unfair trade practices such as differential
export taxes. Brazil's export subsidy program is currently
not funded probably due to their poor financial situation,**

Rather than use the Blended Credit Program to compete with
Brazil and Argentina, which would result in increased
government intervention on all sides, we seek to decrease
government intervention through bilateral and multilateral
consultations.
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Senator Jepsen: It certainly appears that the European Economic Community is
going ahead with its threat to tax corn gluten and other U.S. agricultural
products. What's going to be our reaction?

Secretary Block: This Administration is very concerned about current EEC
proposals to restrict agricultural imports. Of the proposed restrictions,
we object most strongly to the tax on fats and oils {other than butter) and
tne quantitative restrictions on imports of corn gluten feed and other
non-grain feed ingredients, which together could affect $5 billion in U.S.
exports to the EEC.

Ever since the announcement of the Community proposals last summer, we have
sought every opportunity to express our concerns to the EEC Commission and
to member state officials. We believe that our representations have had
some effect -- the adoption of fats and oils tax now seems much less
certain, and, although non-grain feed restrictions are still very much under
discussion, the EEC has not yet acted on that matter, either.

In the course of our dialogue on the issue, we have made it clear to the
Europeans that any unilateral action on their part would be met with swift
and appropriate U.S. countermeasures. The Administration has prepared a
1ist of items imported from the EEC against which the U.S. could retaliate
in the case of a move by the Community. Naturally, if the EEC should choose
to pursue the matter under the appropriate provisions of the General
Agreement on Tariffs and Trade {GATT), the United States would fulfill its
obligations under the Agreement by consulting with the Community. Such
consultations would have to precede any actions by the EEC and would not
obligate the United States to accept either the EEC's proposal or its offer
of compensation.
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Your outlook for cotton exports is very depressing.
Do you see cotton production going the way of tobacco
and peanuts?

There are some factors that suggest total demand for
cotton during the next several years may be able to
support plantings at an 1ll- to l3-million-acre level,
compared with the 14 million acres averaged during
1977-81. Domestic use has rebounded this season with
economic recovery, and exports have exceeded
expectations, mainly due to production problems in
Pakistan and the USSR. But, large cotton textile
imports are expected to continue in the future and
limit expansion of U.S. cotton mill use. Large
foreign production and greater use of manmade fibers
in the Far East--our major export destination--may
restrain our cottoa exports.

Cotton is not in the same situation as tobacco, where
high, rigid support prices have contributed to a
surge in imports and a drop in exports. Annual
declines .in domestic use, exports, and basic marketing
quotas for tobacco seem likely to comtinue, unless
U.S. prices become more competitive. As for peanuts,
domestic edible quotas have also been lowered in
recent years, to bring quota production in line with
domestic edible use. We have the opportunity for
export growth, which has been helped by keeping
prices for "additional” peanuts competitive in world
markets. Acreage appears to be heading back toward
the 1.5 million acres averaged from 1960 to 1980.

We need to be realistic in our assessment of market
prospects for those crops. We face stiff competition.
Currently, domestic edible peanuts and tobacco are
priced above world markets. Cotton and additional
peanuts can compete in world markets, and the total
market 1s likely to grow. OQur prospects for sharing
in this growth are tenuous but can likely be achieved
if we develop our policies and programs accordingly.
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Do you have any idea to what extent tax sheltering by non-farm
jnvestors increases output —- particularly for livestock --
thus depressing prices for farmers?

The extent of tax sheltering activities in agriculture is
extremely difficult to quantify. An objective standard

based on income source alone would undoubtedly classify some
bona fide farm operations as tax shelter activities. Desplte
these limitations, however, an examination of the same 1976
farm tax returns on which the Treasury study was based provides
some insight with regard to the magnitude of tax sheltering
activities among various farm types. An examination of

these returns indicates that two-thirds of all farm returns
reported nonfarm income or deficit greater than farm income

or deficit. These "tax shelter” farms accounted for one-third
of all farm business receipts. With regard to livestock
operations, approximately 85 percent of the returns for beef
cattle feedlots, other beef cattle farms, general livestock
farms and animal speciality farms reported off-farm income

or deficit greater than farm income or deficit. These returns
accounted for 58 percent of all farm business receipts for
beef cattle feedlots, 44 percent for other beef cattle farms,
45 percent for general livestock farms and 73 percent for
animal speciality farms. The number of "tax shelter” returns
and percent of farm business receipts reported on such returns
were much lower for crop, dairy, poultry and hog farms.
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In a recent study by the Internal Revenue Service of 1976
farm tax returns it was found that 12,000 farms showed oper-—
ating losses of $50,000 or more. Yet these same returns

also showed an average off-farm income of $122,000. This
seems to suggest that the larger the off-farm income, the
larger the farm losses. In fact, the IRS found that the
average adjusted gross on- and off-farm income of all farms
reporting losses exceeded the adjusted gross income of 75
perceat of all farms reporting profits in 1976. One-half of
all farms -- 1.2 million farms -- have product sales of less
than $10,000 per year and these farms always lose money, yet
their combined on- and off-farm fncowme in 1981 was over
$20,000, which was near the average national household in-
come....could you please comment on the effect of tax shelter-
ing opportunities in agriculture and how does one incorporate
into farm programs the consideration of off-farm incowme?

Farm investments receive favorable treatment under the income
tax rul:s. Some of the provisions which are responsible for
this treatment include the deductibility of certain capital
costs, the use of cash accounting, capital gains treatment on
assets developed through deductible costs, and favorable
treatment for certain assets under the Accelerated Cost Re-
covery System. These provisions permit investors to mismatch
income and the expenses incurred to produce that income by
generating deductions and credits in the early years of the
investment and delaying the recognition of income from the
investment until later years. The benefits from these deduc-
tions often exceed any future tax liability on the income from
the ianvestment. Since the advantage from such tax-favored
investments increases as the investor's income and tax bracket
increases, the combined return from the investment and from
the tax system is the greatest for high bracket investors.
Thus, high income individuals are encouraged to invest in tax-
favored industries such as agriculture. This can overstimu-
late production and lead to lower product prices and in some
cases cause the values of limited inputs guch as land to
increase.

Currently, farm programs are administered on the basis of
price and production levels. To administer farm programs on
the basis of income levels would greatly alter the direction
of ‘farm policy towards one of providing direct income trans-
fers. It is not clear that by considering income levels the
inequities in agriculture resulting from the current tax
system would be alleviated.
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Would you encourage the average farmer to borrow at today's
interest rates for the purpose of expansion in light of future
income and prospects for world demand, and the uncertainty

of farm programs and policiles? It seems to me this Administra-
tion, through its farm programs is sending a clear signal to

 farmers--that signal is bright red--imploring farmers to

retire, not expand, production capability.

Today's high interest rates and the current low rate of
return on farm production assets has sent a signal to the
pation's farmers to borrow less and reduce their debt burden.
Farmers have responded to this signal by decreasing consider-
ably the rate of growth in total farm debt. We expect this
development to continue. Low rates of return in agriculture
suggest that it is appropriate to shift resources out of the
sector until profitability is re-established. Any policy
initiatives to expand agricultural production at this time,
through subsidies or liberal credit programs, runs counter

to market forces and will likely exacerbate farmer's cash
flow problems in the future.
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There is a well-publicized disagreement within the adminis-
tration concerning the economic impact of deficits and how it
should be brought down. I'd be very interested in koowing your
view on this subject. Which would have the least negative econo-
mic impact on the Agriculture Sector--reduced federal spending

or higher taxes?

The federal budget deficit automatically increases duriog a
recession, as expenditures rise for built-in stabilizers such

as unemployment compensation and food stamps at the same time
that revenues fall due to lower income levels. These cyclical
deficits--related to the business cycle--merely replace falling
private sector demand with increased public sector demand and
have little impact on interest rates and foreign exchange rates.
Furthermore, cyclical deficits can be monetized with little
impact on inflation as they only occur during periods of slack
in labor and product markets. Thus, cyclical deficits likely
benefit agriculture by stabilizing aggregate demand without
putting upward pressure on farm costs. However, structural
deficits—-which measure what the deficit would be if the economy
were operating at high employment--compete against the private
sector for real and financial resources, putting upward pressure
on interest rates and foreign exchange rates. This crowds—out
certain components of domestic demand such as housing, consumer
durables, fixed business investment, and inventory demand.

The crowding out of fixed business investment is especially
detri mental to the economy, as it results in a lower level of
capital stock and reduces the economy's long-run growth potential.
Furthermore, export demand is weakened by the strong dollar--a
process becoming known as “export crowdingout.” Structural
deficits raise the cost and lower the availability of credit to
farmers while drying up their foreign markets. Also, monetizing
a structural deficit only leads to inflation, thus increasing
farm costs. In summary, cyclical deficits are probably beneficial
to agriculture while structural deficits are detrimental. Reduc—
ing the structural deficit by reducing federal spending, rather
than by increasing taxes, 1s preferable because it would free up
resources for more efficient use by the private sector.
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In your statement you allude to the cross-subsidization consequences
of commodity programs. That is, PIK improved crop prices
substantially which yielded large increases in feed costs which
sharply altered the profit outlook for livestock and poultry
producers. My point is that because of a farm program crop

farmer deficiency payments are now in essence, being paid out of

the pocket of livestock producers. As a result aggregate net

farm income may show no improvement in spite of spending record
amounts on farm programs. Your comments please.

Feed prices increased 10 percent in 1983 after registering a 9
percent decline during 1982. Feed prices tend to fluctuate with
crop output and would have risen without PIK because of drought-
reduced supplies. It is possible that on average, feed prices in
1983 may not have risen as much in the absence of the PIK program.
However, large stocks overhanging the market were depressing

crop prices for the second consecutive year. This could have
resulted in massive CCC loan forfeitures and considerable cost

to the government for the storage of these commodities.

Although a record $18.9 billion was spent on CCC farm programs
in FY83, the amount spent during calendar 1983 was about half
this amount. The FY83 outlays benefited 1982 income significantly
as net CCC loans, a potentially recoverable cost which accounted
for 45 percent of total FY83 outlays, were used heavily in the
last quarter of calendar 1982. Net farm income in calendar 1983
is expected to have changed little from the $22.1 billion of
1982 as lower crop cash receipts and a sharp reduction in crop
inventories offset increased livestock receipts (due to record
output and slightly higher prices), higher government payments,
and lower production expenses. However, net cash income, which
excludes depreciation, nonmoney income, and inventory change
likely increased significantly in 1983 as strong government
payments and reduced cash expenses offset lower cash receipts.
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I see by your 1984 net income forecasts that you're anticipating
a 10 percent increase in cash expenses. This is a dramatic
increase compared to recent years. How much of this increase is
increases in the price of inputs as opposed to the purchase of
more inputs ?

Farmers' cash expenses are curreantly expected to increase about
9 percent in 1984, This follows an estimated 3-percent decline
in 1983 caused mostly by farm program-induced reductions in farm
input use. As acreage in production this year moves back toward
the 1981 and 1982 levels, use of agricultural inputs is also
expected to rise. Since prices paid by farmers for inputs are
expected to rise about 5 percent this year, around 4 percent of
the increase in cash expenses will be due to increased input
use.
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I understand there are those who contend that high com-
modity loan rates discourage exports. How much of a
reduction in loan rates would be necessary, in your opinion,
to have any significant effect on export sales. I note

that just to offset the increase in the value of the dollar,
loan rates would have to fall 25 to 30 percent. Your
comment please.

Commodity loan rates set above world markef—clearing prices
do result in reduced export potential for our agricultural
products. Our exports fall as high loan rates place us at

a price disadvantage with our competitors. In addition, our
high loan rates encourage producers in competitor countries
to expand production. We must work to keep our loan rates
at a level that does not interfere with our producers
ability to export.

Where is the economic, humanitarian, or political logic —-
from a global perspective —-- of retiring the most efficient
food production resources in the world and as a result
encouraging the retention and expansion of less efficient
food production resources?

Our farmers are among the world's most efficient. But, com-
petition in the international market is fierce. Competitor
nations, acting on behalf of their own producers, push their
surpluses onto world markets. This results in reduced demand
and depressed prices for our agricultural products. We are
then left with either reducing our production or subsidizing
our products abroad. These are tough choices. I look for-
ward to working with members of Congress in addressing these
issues and finding solutions that allow our farmers to com—
pete successfully in world markets when we develop the 1985
Farm Bill.

I'm sure you're a believer in free trade and the end

result of free trade is comparative advantage, each country
producing what it produces best. Continuous unilateral
supply control programs is a policy of contradiction. Isn't
this inconsistent with U.S. agriculture's economic destiny
and obligation? We need not only a long-term farm policy
but also one with a global perspective. Don't you agree?
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Let me assure you that I believe in free trade. But, we
must also remember that the international market is far from
the free trade model which we read about in textbooks. Our
long-term farm policy must recognize our role in world
markets and the advantages and problems created by those
markets. We must continue to work towards farm programs
that allow our farmers to respond to market signals rather
than producing for government programs. It makes no sense
to continue to expand production when there is no market for
our commodities, yet our present rigid loan rates often
result in just that. 1 think that we must establish a long-
term policy that recognizes the importance of world trade
and international competitiveness to the health of U.S.
agriculture.

Yesterday Rudolph Penner, the Director of the Congressional
Budget Office, appeared before this Committee. CBO is pro-
Jjecting a $326 billion deficit by 1989. I noted that outlays
for agriculture are projected to more than double by 1989,
the largest percentage increase of any function of Government
including defense and social security. Your reaction please.

Agricultural program expenditures in the recent past have
been high. However, as Dr. Penner noted in his comments, the
President’'s budget proposes to freeze target prices at the
1985 levels, which according to CBO's estimates reduces pro-
jected outlays by a total of $14.8 billion over the 1985-89
period. This serves to underscore the neéd in Congress to
freeze or even lower target prices. Maintaining an economic
safety net is an important goal for our agricultural prograas,
but, we must do it at reasonable cost to taxpayers.

o



