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Mr. PATMAN, from the Joint Economic Committee, submitted the
following

REPORT
together with

MINORITY AND SUPPLEMENTARY VIEWS

[Pursuant to sec. 5(a) of Public Law 304 (79th Cong.)]

INTRODUCTION

The 20th anniversary of the Employment Act was celebrated re-
cently with a daylong symposium devoted to a review of performance
under the act, and an analysis of changes and reforms that may be
necessary. While it is beyond the scope of this report to discuss in
detail the record of the symposium, it is highly significant that there
was virtual unanimity concerning the tremendous impact that the act
has had upon our economy.

The inescapable conclusion is that major recasting or amendment
of the act is by no means urgently needed. While the Employment
Act can be improved-like any basic legislation-the unanimous opin-

[NOTE.-Due to the pressure of other responsibilities, Senator Fulbright was
unable to participate in the hearings and other committee deliberations pertaining
to this report and reserves judgment on the specific recommendations made
therein.]
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ion was that it has and continues to function with a high degree of
efficacy as is. The act not only provides for a review of past per-
formance, programs, and policy, but also provides for a projected
blueprint for executive and legislative action. It provides a tried
and successful institutional framework for the coordination of eco-
nomic policies to the end of maximizing employment and production
within a framework of price stability and growth.

President Johnson summed up the act's efficacy in his message to
the anniversary symposium:

In developing an awareness of problems, in improving our
knowledge and understanding, and in designing appropriate
policies, the machinery created by the Employment Act has
proved its value many times over. Hearings and reports
of the Joint Economic Committee have educated the Congress
and the Nation on all aspects of our economy. The advice
of the Council of Economic Advisers has helped four Presi-
dents and their administrations to propose and to carry
out policies that have preserved and advanced our economic
strength. And the requirement of an annual Economic Re-
port of the President has spurred coherence and consistency
in the farflung activities of the many agencies of Govern-
ment, and, at the same time, made a major contribution to
public understanding of economic policy.

But most important of all was the spirit of the act: the
recognition that all plans and policies of Government should
be bent toward protecting and promoting the health of our
economy.

Similar views were expressed by.former President Eisenhower in
these words:

With the dedication of Government policy to full em-
ployment within the framework of an enterprise system
with a stable currency that the Employment Act makes ex-
plicit, and with the facilities for shaping and evaluating
policies' and programs that the act created in the Joint
Economic Committee and the Council of Economic Advisers,
the Nation is without a doubt in a greatly strengthened posi-
tion to achieve the best economic performance of which it is
capable and to play a fully constructive role in the world's
economy.

Clearly, one of the fundamental economic issues facing the Nation
today involves the Federal Government's expenditure policy. To what
extent must other programs be curtailed to cope with the increased
outlays required in Vietnam? On that issue, there is a firm and re-
assuring consensus. Earlier reports of this committee consistently
attest to our findings and confidence on this point.

Let no one, at home or abroad, doubt (1) the ability of the
United States to support, if need be, simultaneous pro-
-grams of military defense of freedom and economic and

, social progress for our people, or (2) our capacity and pref-
erence to live and grow economically without the stimulus
of Government spending on national defense or a com-
petitive arms race.

2
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If we allow increased defense costs arising out of the Vietnam situa-
tion to seriously curtail provision of resources needed to deal with
the domestic problems of poverty, misfortune, and discrimination,
we may well drive those affected into opposition to the Nation's
foreign policy. This would be a terrible price to pay for a lack of
balance in our budgetary planning.

A related proposition stated in the President's report is especially
worth emphasis:

Production for Vietnam accounts for less than 1Y percent
of our GNP. These expenditures are a part of the total
demand that provides a full market for our manpower and
our production. But the private demands of consumers
and businesses, and high-priority civilian programs of
Government, could and would provide a far more welcome
market for that output if there were no war in Vietnam. Our
prosperity does not depend on our military effort (p. 5).

OUTLOOK

As the American economy moves into the sixth year of uninter-
rupted expansion, the pace is clearly accelerating. The Council of
Economic Advisers has predicted a rise in the dollar value of goods
and services produced to $722 billion, which is 6.8 percent over last
year's figure. Output in real terms is expected to advance by nearly
5 percent in 1966. Unemployment has dropped below the interim
target of 4 percent, and the Council foresees a further drop by
the end of 1966. The Council also assumed for 1966 the same rate
of price rise as in 1965, when the price deflator showed a i.8-percent
increase averaged over the year.

The President indicated in his State of the Union Message that,
should the necessities of Vietnam require it, he will not hesitate to
return to the Congress, not only for additional appropriations but for
additional revenues. In the committee's opinion, it is eminently
fitting that the usefulness of tax increases to allay inflationary pres-
sures be recognized and accepted, just as tax cuts are recognized and
used as a means of reducing deflationary tendencies or a gap between
actual and potential employment and production.

It appears to the committee that there are good possibilities
that the economy will go beyond the $722 billion projected
for 1966. There are signs that price pressures may prove
stronger than the administration expected.

In view of these prospects, the signs of an increasing shiftover to a
sellers' market in more and more commodities, and the increasingly
vigorous surge of investment, it would be imprudent to do anything
less than ready our anti-inflationary defenses, prepared to use them
on short notice. As the price of complacency we could harm our
long-term efforts to maintain full employment and by early neglect
ultimately raise the unpleasant necessity of direct controls, such as
were required during the Korean war.

In saying this, we do not belittle the views of Secretary of the
Treasury Fowler and Council of Economics Advisers Chairman
Ackley, who, in testifying before the committee, stressed the danger
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of putting on the brakes too soon or too sharply-a lesson that was
learned to our loss in the 1950's. Moreover, we recognize that
the major impact of the Federal expenditure increase, as contemplated
in the January budget, will come in 1966 and then lessen.

However, prices have already begun to edge up more rapidly, par-
ticularly wholesale prices, which were remarkably stable over the
previous 60 months. Investment intentions are moving upward with
every survey that is made. Inventory accumulation is on the rise.
Finally, there is an overshadowing possibility that a step-up in the
Vietnam war may be forced upon us, accentuating the upward pres-
sures on the economy.

For reasons explained in more detail below, the committee feels it
would be inadvisable to depend upon monetary policy as the primary
bulwark against these manifest (and threatening) inflationary pres-
sures. The preferable solution, in our view, lies in fiscal measures and,
to some extent, in selective credit restraints.

FISCAL POLICY

The President's fiscal program, formulated in December
and January, was shaped in a context of monetary
restraint combined with some uncertainty as to the
course of events abroad and the probable extent of the
economic expansion at home

Fiscal policy was consequently more moderate than many would
-have felt desirable even at that time. As the weeks pass, inflationary
pressures are becoming more manifest, and the possibility of an early
cutback in military expenditures for Vietnam is becoming more
remote. At the same time restraint on the expenditure side is under-
nourishing social programs to aid the less fortunate in our society.
We recommend, therefore, a greater reliance upon fiscal policy,
including a greater readiness to provide funds needed for programs to
promote social progress, cuts where expenditures are for the benefit
of those already well provided for, and immediate planning to make
use of further tax restraints so we can act the moment this becomes
clearly necessary, as we expect it will.

Analysis of the budget figures reveals the extent to which fiscal
programs in the President's budget were shaped by the uncertainties
and dilemmas of December and January. Essentially, tax increases
needed to stabilize the economy at full employment without inflation
and sufficient funds for-programs enacted in recent years to provide
for social progress were both postponed with the pledge that the
President would return to Congress should further funds and taxes
be needed. Restraint was sought by acceleration of tax payments
under existing liabilities and by the sale of financial assets, both of
which have their restraining effects in an indirect manner transmitted
through private financial markets. Taking both into account, about
$8 billion of fiscal responsibility has been shifted over to the monetary
authorities, consisting of a $3.2 billion acceleration in corporate tax
payments and a $4.7 billion sale of Federal assets. Congress should
consider providing authority for Government-administered trust funds
to acquire such securities fully guaranteed by the Government.
This would add handsomely to their income.

4
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This $8 billion, in essentially bookkeeping type transactions, is in
effect a substitute for the issuance of an equivalent amount of direct
Treasury debt obligations. The proposed 1967 budget, therefore, if
enacted, will be stimulating to the economy unless counteracted by
monetary actions we could not accept, as indicated later in our dis-
cussion of monetary policies.

As the national economy grows in the months and years ahead, the
principle of fiscal drag will reassert itself. Federal cash revenues
will tend to run ahead of Federal cash expenditures. Eventually,
therefore, the budget will develop sufficient restraint from the effects
of the growth of the economy. For the period immediately ahead,
however, we question whether it will be possible to hold the line against
the inflationary pressures that seem to be developing in the short run,
while such substantial stimulation is coming from Federal finances.

The committee is convinced that flexibility in fiscal policy
must operate in both directions, countering recessionary
influences, when appropriate, and moving to restrain
total demand when inflationary excesses are clearly
the dominant danger.

Unless our hopes for peace in Vietnam are realized soon, we will
have to face up quickly to a need for a tax increase. On the other
hand, when and if the Vietnam situation can be brought to the con-
ference table we could confront a requirement for a quick tax reduc-
tion in the interest of economic stability.

We believe that the time has come for the appropriate committees
of Congress to map out precise details of the kind of tax increase-or
tax reduction-that would be warranted in either of these circum-
stances, although we are impressed with the increasing evidence daily
that the most likely need this year will be for a tax increase, and that
quickly. There are difficult questions as to the type of tax change
that is most suitable, as well as its magnitude. This committee's
Subcommittee on Fiscal Policy is already investigating current and
future fiscal requirements and the character of the tax measures best
designed for assuring this Nation a continuously stable economy in
future circumstances that cannot now be fully foreseen.

At the same time, it is important that we relieve the undue strain
now being put on monetary policy and the restraints on spending for
social progress by immediate action on taxes as follows:

(1) A tax program should be designed and enacted immedi-
ately on a standby basis with the provision that it should come
into effect whenever Congress passes, and the President signs, a
joint resolution bringing it into operation.

(2) We should immediately suspend the 7-percent investment
credit provision in view of the extraordinary exuberance indi-
cated by investment programs. This is one of the major in-
fiationary threats of this year. This action should be accom-
panied by a provision that the 7-percent credit would go back
into effect at a fixed future date unless Congress acts to extend
the suspension.

(3) There continues to be an urgent need for revision of the
Federal revenue structure to broaden the tax base, improve the

H. Rept. 1334, 89--2:2
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fairness of our tax laws, and contribute to steady economic
growth. Consideration also should be given to raising the per-
sonal exemption so as to exempt from the Federal income tax
those whose income is too low to provide even a fair, decent
standard of living. Such revisions are a continuing responsi-
bility of the administration and of the tax committees of the
Congress. We have urged such structural revisions to remove
inequities in our taxes for some 10 years. We continue to believe
they are of the most pressing importance if our tax laws are to
enjoy continued public support and are to meet the test of
conscience. The urgency of dealing in a timely manner with
immediate tax and expenditure problems should not be allowed
to divert us from removing inequities wherever they appear in
the tax structure.

Taken together, these provisions should insure a noninflationary
budget and one in which there would be ample room to find adequate
funds for the new programs for our least fortunate citizens. This is
essential since we agree fully with the President that we should not
place the burdens of the Vietnam war on those least able to bear them.
These burdens should be placed on those who are already well pro-
vided with the material benefits and comforts of our highly productive
economy. We cannot, in good conscience, ask the poor, the sick, the
aged, the infirm, nor the discriminated against, to carry the major
burdens of preventing inflation in these circumstances. Programs to
house and feed the poor, cure the sick, care for the aged, and break
the shackles of discrimination on the economic life of the disadvantaged
should have high priority. We believe that it is well within the range
of possibility, with present knowledge and skills, to achieve the
Employment Act objectives of full employment and stable prices
without abandoning even for a moment the concern for the less
fortunate to which our moral conscience calls us.

MONETARY POLICY

The committee is seriously concerned about the conduct of monetary
policy in this country. Because of the precipitate action of the
Federal Reserve in increasing interest rates and the interest ceiling on
time deposits, we were compelled to hold special hearings in December
1965. Neither those hearings nor subsequent ones on the President's
Economic Report have served to allay our fears over the lack of
coordination between the administration and the Federal Reserve
System.

In spite of the clear mandate in the Employment Act that all
"plans, functions, and resources" be coordinated in the
interest of the Employment Act's objectives, the Board of
Governors of the Federal Reserve, by a 4-to-3 vote, saw
fit to raise the discount rate right after the administra-
tion had made it very clear that such an increase was
not warranted at that time.

While the rest. of the executive branch was coordinating activities
and plans preparatory to submitting them to Congress in January,
the Federal Reserve went its own way.

6
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As a byproduct of this uncoordinated monetary action, the fiscal
program proposed in the fiscal 1967 budget has not only been unduly
inhibited as to tax proposals but has, ironically, shifted a large add-.
ed burden of some $8 billion from the responsibility of fiscal meas-
ures onto the shoulders of monetary policy. Quite apart from
their merits as to public administration, the proposed budgetary
offsetting of Government expenditures by reducing Government
asset holdings some $4.7 billion below what they would otherwise
have been, and by the acceleration in corporate income tax payments
by an estimated $3.2 billion in fiscal 1967, cannot but add to the pres-
sures on private financing in the immediate future whether as the
result of temporary borrowing or the liquidation by corporations of
short-term assets.

It would be most unfortunate, in our opinion, if such budgetary
measures aimed at minimizing the deficit, in an otherwise potentially
inflationary situation were allowed to break out in a further round of
increased interest rates. It will clearly be the responsibility of the
Federal Reserve authorities to adjust and supply the reserves needed
for the financing of these shifts.

In the committee's view, lack of coordination in the use of
the Government's principal stabilization tools is untenable
in a modern, dynamic society. There should be legislation
to bar any repetition.

We are far less satisfied than the Council of Economic Advisers
seem to be in their report as to the adequacy of the coordination
which goes on between the monetary and fiscal policy makers. The
Council's report states that "effective coordination" has prevailed
in the past and that consultations continue-except for the regrettable
lapse in December 1965. Granting that human failures are not en-
tirely avoidable, it is not easy for us to condone, or accept as adequate,
a system of coordination which breaks down precisely when it is most
needed-at a time when the economy is poised between continued and
orderly expansion, possible overheating and inflation, or an unwelcome
and unnecessary downturn in the rate of economic growth. The
people and the Congress certainly have a right to expect better
coordination of public policies than that recently witnessed.

There are other aspects of monetary policy that give the committee
concern. For one thing, the December action of the Fed in raising dis-
count rates represents one of a number of steps over the last 15 years
to lift the entire structure of interest rates. In that period, interest
rates have almost doubled. The effect of increases in interest rates is
to redistribute income in favor of lenders and, particularly, banks.
It is no accident that bank earnings have steadily risen. At the same
time, millions of low-income families are increasingly burdened with
interest charges. Coupled with the increased regressivity of Federal
taxes, this development threatens imbalance by reducing consumer
purchasing power among poorer families.

Moreover, it is much easier to raise interest rates than to lower
them. When the economy again needs stimulus, as it undoubtedly
will within a few years, interest rates will prove a stubborn barrier
and necessitate stronger fiscal policies to offset them. Furthermore,
most larger corporations are partially insulated from dependency on
bank credit and the capital markets. Hence, they are less likely to be

7
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influenced by monetary policy. Yet in a period of high investment
like the present, it is these large firms which should be dissuaded
temporarily from some of their investments. Obviously, fiscal meas-
ures represent a more effective means of dealing with the problem
than monetary measures.

At present, there is widespread expectation of further interest rate
increases with all the rumors and other undesirable trappings that
go with it. This creates a vicious circle. The expectation leads to
anticipatory borrowing, which of course adds to credit demands and
accentuates the threat of further tightening.

In the committee's opinion, there is a need to review
carefully the "critical mass" monetary theory apparently
followed by the Federal Reserve. We believe that this
theory is false and that it is responsible in part for the
Fed's historical tendency to tighten money too early and
ease it too late.

The "critical mass" theory of money holds that at a certain point
before inflation actually appears in the economy, even a small addi-
tional infusion of money will somehow set off an explosive expansion
of credit and that an uncontrollable inflation will result. This theory
has been thoroughly discredited by economists. As Governor Maisel
said in commenting on the Fed's use of the "critical mass" theory
before the committee:

A large-scale credit expansion without added reserves
would require peculiar types of discontinuities in our mone-
tary system. There is no indication that they exist. They
have not appeared in the past.

In fact, monetary policy is much more effective in stopping an
inflation than it is in boosting us out of a depression. The Fed can
always keep banks from making new loans by raising reserve require-
ments or selling bonds in the open market, but in a recession it is
much more difficult to induce businessmen to invest by lowering inter-
est rates. Therefore, if any bias is justified in monetary policy, all the
evidence suggests that it should be toward greater caution in tighten-
ing money than in easing it. Adherence to the "critical mass" theory
tends to make the Fed act as an automatic brake to the achievement
of full employment by inducing it to tighten credit prematurely.

The use of general interest rate increases to fight inflation
is not neutral in its effects on the economy. It tends to
fall most heavily on small businessmen and on construc-
tion and other long-term investment and is not particularly
effective in curbing speculative excesses.

When businessmen begin to accumulate excess inventory because of
anticipated price rises, or to overinvest in plant and equipment, their
profit expectations are so high that only very large interest rate
increases will deter them. In these sectors of the economy interest
rate increases may have an inflationary rather than a deflationary
effect. On the other hand, residential construction, which we do not
want to discourage, is hit much harder by higher rates.

This committee believes that it would be preferable to concentrate
on a prudent and limited restriction of consumer credit as an alterna-
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tive to general credit restraint. Consumer credit, we know, is not
dependent on interest costs because consumers think primarily in terms
of the periodic payment they are required to make and, within broad
limits, are not deterred or encouraged by interest rate changes. In
fact, under current practices, they usually do not know what rate
they are charged-a situation which Congress should correct immedi-
ately by enacting truth-in-lending legislation.

An interest rate increase may actually have an inflationary rather
than a deflationary effect in the consumer area. But the size of the
downpayment and the extent of the repayment period, on the other
hand, do affect the demand for consumer credit since they directly
determine the size of monthly payments. Temporary and limited
restraint of this sector will do far less harm than the attempt to re-
strain inflationary pressures by general interest rate increases, which
are apt to hurt consumers generally, as well as laborers, farmers, and
small businessmen, and to fall most heavily on the lower income
groups.

The Federal Reserve's December action in raising the interest rate
ceiling on time deposits by 37Y2 percent launched a major disruptive
force into the flow of savings through financial intermediaries. It is
impossible to foresee the extent of the dislocation and deterioration
of credit that this action may cause. In the committee's view, this
action emphasizes the unhealthy situation that exists in the field of
financial regulation. The three Federal agencies that are responsible
for pieces of the job-the Federal Reserve, the Federal Deposit Insur-
ance Corporation, and the Comptroller of the Currency-are un-
coordinated and follow no established practice even for informing
each other of their proposed actions. Significantly, none of the three
has to come to Congress for its funds, nor are they audited by the
General Accounting Office. All are financed independently from
interest on bonds held or revenues received from the regulated insti-
tutions. As a result, they are largely outside of executive direction,
yet their actions have profound implications for the health of our
economy, particularly in its monetary aspects.

NOTE.-Chairman Patman points out that in the case of the
Federal Deposit Insurance Corporation, the limited General
Accounting Office audit is highly unsatisfactory. He cites the
recent report of the Comptroller General of the United
States on the audit of the Federal Deposit Insurance Corpo-
ration for the year ended June 1964.

In that report, the Comptroller General states as follows:
"We were unable to fully discharge our audit responsibility
under the Federal Deposit Insurance Act because, except for
closed banks, officials of the Corporation did not give us un-
restricted access to examination reports, files, and other
records maintained by the Corporation relative to the banks
which it insures. This restriction made it impossible for
us to evaluate the contingent adverse effect upon the financial
condition of the Corporation of specific situations which
may have been identified at insured banks. It also made it
impossible for us to evaluate the effectiveness of bank
examinations made and the degree of reliance that can be
placed upon such examinations to disclose problems at insured
banks."

9
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As a result of the rise of rates in recent years, yields on U.S. bonds
are higher than they have been since 1929. This poses difficulties for
the Treasury because of the 4Y4-percent interest ceiling on long-term
obligations of the United States. Established by the second Liberty
Loan Act of September 1917, this ceiling has been in effect for almost
50 years. But now, because prevailing yields are so high, the Secre-
tary of the Treasury is forced to limit new borrowing to short-term
obligations, which are not covered by the act. Obviously it is a
handicap for the Treasury Department's debt-management operations
to be so limited and there is already a move to lift the ceiling.

The committee believes that it would be a serious mistake
to remove the longstanding ceiling on the coupon rates on
public debt instruments. Its existence is a clear symbol
of the Nation's intention that interest rates be restored to
a more reasonable level in the future.

Should the dangers of "overheating" the economy abate, then
stimulatory measures will be called for. Among these, a general
lowering of interest rates should receive immediate attention. To
"scrap" the present statutory ceiling under the stress of temporary
circumstances would lend strength to those who, either through error
or self-interest, wish to bring about permanently higher interest
rates. It would work against the restoration of lower rates when the
long-term interest of our economy requires them and market condi-
tions warrant.

WAGE AND PRICE POLICIES

When the economy reaches full employment and our problem
becomes one of maintaining stable prices and economic
growth, private policymakers must carry an increasing
share of the burden of policy formulation and execution.
But this does not lessen the Government's responsibility
to follow sound fiscal and monetary policies, and to pre-
vent the injustices brought about by wage rates below
a minimum standard of health and decency.

As the economy pulled out of the doldrums of the late 1950's and
early 1960's, the possibility that wages and prices would get out of line
brought a widespread discussion of wage-price guideposts, particularly
in the reports of the Council of Economic Advisers since 1962.

These guideposts deal essentially with the problem of what kind
of wage and price behavior by private individuals and organizations
will best contribute to overall price stability at full employment. Full
employment, stable prices, and economic growth cannot be realized
year after year if private wage-price policies are inconsistent with
these objectives. After all, decisionmakers are no more infallible
when in private employment than when on a public payroll. But
discussion of these "rules of the game" cannot be substituted for
sound fiscal and monetary policies. The problems at which the
guideposts are directed are essentially private, though colored with a
public interest, whereas fiscal and monetary policies are public
functions. We have stated elsewhere our convictions as to the
necessary mix of Government programs for a noninflationary full
employment economy.
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Perhaps Congress might usefully assign to an existing committee,
or to a newly established independent board or commission, the task
of studying such issues and helping private parties come to conclusions
consistent with both the public and private interest. Such a body
might be empowered to make a continuing review of the guidelines
and to require, on a selected basis, advance reports of wage and price
decisions in industries or situations where it is likely that decisions
would be of critical importance. With advance notice and facilities
for advance investigation it might be able to help private policymakers
of good will to reach better decisions. But we hardly think that such
"jawbone" procedures alone will prevent inflation. So far as the
Government has any responsibility, it is mainly to see that fiscal and
monetary policies do not create the troubles.

At the same time, we are very well aware that there is always
with us the problem of the marginal operator who will attempt to
make a profit from exploiting workers by paying them wages far
below that necessary to support individuals and families at a minimum
standard of health and decency. We are convinced that caring for
these cases by requiring a statutory minimum wage and extending this
coverage to the maximum of our labor force is not inflationary so
long as the increases are not too abrupt or extravagant-and this
hardly seems likely.

Therefore we recommend that Congress at this session enact
amendments to the Fair Labor Standards Act extending its
coverage to as much of the labor force as possible, and pro-
vide for planned raising of the minimum wage toward a
level of health and decency over the next several years.

MAINTAINING COMPETITION

Achieving full employment without inflation necessarily
centers attention primarily on monetary and fiscal policy.
It is easy to overemphasize the overall approach and neglect
the promotion of competition and the prevention of
monopoly. In this endeavor our antitrust laws play the
key role.

It is disappointing that the report of the Council of Economic Ad-
visers this year failed to return to a basic development discussed in
its previous annual report, namely, the growing concentration in
American industry induced by the merger movement which has spread
through industry, trade, and banking.

According to the Federal Trade Commission, merger activity last
year rose sharply and both the number and value of assets of large
manufacturing and mining firms acquired by purchase or merger
reached the highest levels on record. Mergers in the manufacturing-
mining sector topped the 1,000 mark. This represented a very
substantial increase over the level of merger activity in the mid-1950's,
when mergers were made at the rate of about 600 per year. In the
early 1950's the number ranged around 200 to 300 per year.

Most impressive is the continued upward movement in the acquisi-
tions of large mining and manufacturing concerns. There are only
some 2,400 large manufacturing and mining companies in the United

11
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States, yet in the aggregate these large firms control over 80 percent
of all manufacturing and mining assets. They thus play an important
role in management decisions regarding output, investment, prices,
technological innovations, and other critical factors. During the
last 5 years there has been a sharply rising trend in the frequency in
which large firms have been involved in mergers. Over the past 5
years, 1961-65, the number of "large" acquisitions has averaged 75per year, with total acquired assets averaging over $2.7 billion an-
nually. Since 1948, a total of 811 large manufacturing and mining
concerns have been acquired. The assets of these firms totaled $27.1
billion at the time of their absorption through mergers with other
firms.

The merger movement-in particular, the merging of large com-
panies-is bringing about profound changes in the industrial structure
of our economy. Most large acquisitions are undertaken by the top
tier of already large firms. Of all large acquisitions undertaken during
the past 18 years, two-thirds (in terms of aggregate assets) have been
made by the 200 largest corporations.

In the meantime, concentration has been rising sharply in total
manufacturing. Whereas in 1950 the 100 largest corporations held
38.6 percent of all manufacturing assets (corporate plus noncorporate),
by 1962 they held 45 percent-an increase of 6.4 percentage points.
The share of the 200 largest companies increased from 46.7 percent to54.6 percent, an increase of 7.9 percentage points. In just 12 years,
their share of all manufacturing assets grew by about 17 percent. At
the present rate, the 200 largest corporations may control two-thirds
of the total assets of American manufacturing corporations by 1975,
very nearly the proportion held by the 500 largest corporations today.

Antitrust policy has dealt largely with horizontal and vertical
mergers. But, as we pointed out in our 1965 report, an urgent need
exists today for a clarification of public policy with respect to the con-
glomerate mergers. As our report stated:

Conglomerate mergers raise basic political as well as
economic questions for our society. Management and
ownership have become increasingly separated in modern
corporations. Managers have been able to retain earnings,
often in excess of the needs of their existing businesses, even
if the bulk of shareholders would have preferred to have such
earnings paid out as dividends. The retained earnings may
then be used for acquisition programs, extending the parent
companies' operations into new areas not related to their
original operations. Managements can greatly extend their
control over the productive resources of our country, includ-
ing the labor force, without directly increasing the real
wealth of the Nation. In the process, they reduce the
number of independent enterprises, and weaken an im-
portant foundation of our democracy.!

Conglomerate mergers can be just as anticompetitive as horizontal
or vertical mergers. Conglomerate mergers often give rise to unfair
advantages, for example, in securing special television advertising
discounts, or enabling the combined firms to engage in reciprocity.

1 1965 Joint Economic Report, p. 19.
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Moreover, they tend to stifle potential competition. Many leading
economists have traditionally looked to the technological intervention
of leading firms into each other's territory to keep industry competi-
tive even where oligopoly prevails. With the merging of giant corpo-
rations, this potential constraint is being removed. In the real world,
technological breakthroughs are no respecters of industries, so that
many of the top-rung corporations are at present, or soon may be,
competitors of one another. When they merge-increasing aggregate
concentration in manufacturing-they may seriously stifle potential
competition in the economy. Antitrust enforcement must show
greater vigor in dealing with these problems.

Antitrust policy can also play an important role in implementing
the wage-price guidepost program for preventing inflationary price
increases. It is no coincidence that the most serious problem areas in
achieving these goals have been the concentrated industries where
prices are administered and do not respond freely to the forces of
supply and demand.

It is pertinent to note that about 94 percent of the business firms in
the United States are small businesses extending to every line of
industry, commerce, and manufacturing which alone includes almost
300,000 small concerns.

It is estimated that small business provides about 30 million jobs,
enough for nearly three-sevenths of the civilian labor force of this
country. In addition, the programs administered by the Small
Business Administration have created many thousands of new job
opportunities. The new and growing company provides a vehicle
for innovation and growth which keeps the economy flexible, dynamic,
and competitive.

What is of equal importance is that the small business sector of
our economy allows an outlet for individual initiative, invention, and
ambition in the best traditions of free competitive enterprise.

The approximately 5 million such companies represent a decen-
tralization in economic activities which is a bulwark against the
concentration of economic and political power.

The small business community is thus basic not only to the func-
tioning of the American economy but also to the preservation of
the American society. The committee accordingly feels that intelli-
gent concern and effective assistance to small business are consistent
with the highest aims of the Employment Act.

HUMAN RESOURCES IN ECONOMIC GROWTH

The capabilities of human beings are the most productive
force in our economy. Our most productive capital
investment is accordingly in the development of our
people, since this investment is the prime source. of our
impressive economic progress.

There is a substantial shortcoming in our economic progress. Many
people have been bypassed or stunted by a material advance which
has left in its wake pockets of poverty, vast urban slums, inadequate
transportation, depressed areas, wasted natural resources, and pol-
luted air and water. Such deficiencies act to impede our development,
especially through their adverse effects on the development of human

E. Rept. 1334, 89-2-3
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capabilities. Population growth and rapidly rising material produc-
tion tend to widen the disparities so that they increasingly threaten
the welfare of future generations.

It is to this complex of deficiencies that the Great Society is ad-
dressed-a reduction of ignorance and poverty; restoration of our
cities and rural communities; improvement of our living environment
and elimination of blight;, and better health care. While focused on
removing deficiencies, these Great Society programs nevertheless
represent substantial investment because they will vastly increase our
productivity, as well as improve the quality of life in the United
States.

Most of these programs have been in existence' for many years;
for example, social security, public housing, and urban renewal. They
have been given a new impetus and more coordinated design and, in
some cases-notably, social security and housing-greatly expanded
in scope and coverage. Others, like the Economic Opportunity Act
and the Appalachian Regional Development Act, have been brought
into being in the last 2 years to deal with needs that were not being
met.

Legislation in the 89th Congress provided a comprehensive charter
for pursuing these objectives. Federal aid to education was expanded
through authorization of a 3-year program of Federal grants to school
districts having a large proportion of low-income families; by estab-
lishment of community education centers, initiation of research and
management assistance; and by providing a program of loans and
scholarships for college students, fellowships for teachers, and other
aids to college improvement.

The manpowver development and training program was extended,
improved, and coordinated with area redevelopment. A Department
of Housing and Urban Development was established and an omnibus
housing bill passed, providing for rent supplements to low-income
families, expanded urban renewal, and community improvement.
Several interrelated programs to improve the health of the American
public were put into law. In addition to medicare-which provides
hospital and medical care to people 65 years of age and older through
social security-the health legislation expanded medical aid to needy
individuals and increased modestly Federal grants for the indigent
aged; it also provided for increased Federal aid for regional and com-
munity medical centers, professional and technical education in the
medical field, and increased community health service.

The committee is gratified that this legislation relies, to the
greatest possible extent, on investment in rehabilitative
and developmental programs. Training, placement, com-
munity rehabilitation, and improved health care are
receiving, quite properly, the major thrust. It is now im-
portant to appropriate sufficient funds to carry out this
legislation.

This extensive legislation of the 89th Congress gives rise to a major
challenge of effectively organizing, and supporting, these programs.
Current emphasis must shift from program authorization to the
establishment of a coordinated structure to carry on the tremendous
task of administration. This calls for scrupulous efforts to coordinate
the programs within agencies of the Federal Government. For

14



1966 JOINT ECONOMC REPORT

example, manpower programs to ease the longrun transfer of popula-
tion from the agricultural sector require the coordination of the
Department of Agriculture, the Labor Department, and the Depart-
ment of Health, Education, and Welfare. Programs to deal with
depressed areas require extensive coordination of the Economic
Development Administration, the Manpower Administration, and
the Office of Education. In the low-income rural areas, the popula-
tion may be so sparse as to make retraining inefficient. In such cases,.
the educational and training programs of the Labor Department might
be tied to the "growth centers" that are designated by the Economic
Development Administration to carry out its program.

Not only must the programs be coordinated within the Federal
Government, but they also require the cooperation of State and local
governments and especially of local organizations. The quality of
administration will greatly influence our success as a human society
for many years to come. The management of such a complex pro-
gram should be a dominant concern of the administration and the
Congress as well, and a major undertaking in creative federalism.

The committee believes it important to stress the fact that
the incremental cost of these Great Society programs
has been relatively small.

Aside from medicare, which is financed from payroll taxes through
the social security trust fund, total additions to the budget for 1967
will amount to only $2.2 billion over 1966 for all these programs. Of
this amount, $700 million is for health care of aged people, $500 million
for education, $400 million for the poverty program, and the balance
is distributed over economic development, housing, various health
programs, and welfare. This $2.2 billion increase is just about
5 percent of the expected increase in gross national product over last
year, and about one-fifth of the amount required for military expendi-
tures in Vietnam.

Against this very minimal increase is the need for vast public
investment. Our educational system has been undernourished for a
long time and requires substantial improvement at all levels. We
neglect it at the risk of cheating the generations to come. In spite of
our material wealth, 32 million Americans live below a minimal pov-
erty line, and millions of people are lacking sufficient skills to work
effectively in our economy. The massive physical restoration of our
cities, our land, and our lakes and rivers will eventually require
outlays of billions if the job is done properly. Of course, the job-
does not have to be done all at once, nor should it be financed only by
Federal funds. Nevertheless, it is obvious that the present Federal
expenditures are merely a first stage of a growing investment, both
public and private, in the development of human resources and the-
improvement of our environment. It is the obvious direction that the
course of investment must take if we are to achieve our own destiny.

In the circumstances, to speak of our proposed rate of progress.
in 1967, minimal as it is, as an inflationary threat or as a luxury in
view of our involvement in Vietnam, is misleading and unrealistic..
The committee believes that we can do no less than is proposed in*
dealing with our domestic deficiencies and that, in fact, we cannot.
delay doing more.
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Amounts appropriated for Great Society programs should be
raised substantially in the years immediately ahead. The
committee is impressed with the fact that failure to move
promptly and effectively will not only lead to increasing
imbalance in our economic progress, but also act increas-
ingly as a brake on our rate of advance.

There is need for much more knowledge than is presently available
on the whole subject of human resource investment. We need to
know more about the size of the job that has to be done, the availa-
bility of resources to do it, the cost of various alternatives, and their
effects on the productivity and growth of the economy. This subject
area unfortunately is largely uncharted, and obtaining answers re-
quires long, hard, patient, and imaginative analysis. Impressed with
the urgency of our need for enlightenment, the committee, through its
Subcommittee on Economic Progress, has begun its own inquiry. As
a first phase, the subcommittee is endeavoring to project the develop-
ment of Great Society programs over the next 5 years and assess the
probable impact on the U.S. economy.

The present period, characterized by rising demand and dwindling
supply of skilled labor, is the appropriate time for a major effort to
revitalize and expand our retraining and vocational education activ-
ities. The achievement of maximum employment has two basic
preconditions: higher economic demand and prompt, effective relief
of labor shortages. In spite of the great progress that has been made
by this Nation under the Employment Act, we need more effective
ways to bring productive employment within the reach of millions
of disadvantaged people.

One of the crucial shortage sectors is that of medical care. Effective
demand has risen rapidly in recent years by reason of improved quality
of services, increased availability of health facilities, and increased
incomes. As a result, health services have been in short supply.
The advent of medicare will unquestionably accentuate this shortage.
Even though some expenditures under medicare will replace private
outlays by older people, a substantial percentage will be additive
and thus increase effective demand. The increased tightening will
be relieved partly by Government efforts to improve facilities and
services and to expand training. There still exists a most challenging
problem, not only of increasing personnel and facilities, but also of
greatly improving efficiency and effectiveness. It will tax the creativ-
ity and resourcefulness of both private and public officials in the
medical care field.

Although great strides are being made to equalize opportunities
for education, the task has just begun. Such equality of opportunity
clearly does not exist when expenditures per pupil in some States are
half of those in other States, and when school resources within some
urban districts are a disgrace to all for which America stands. All
other programs directed toward the poor in both rural and urban
areas depend on educating the youth for any lasting success. For-
tunately, the recognition of the great productivity of investment in
education is beginning to call forth the same kind of creative imagina-
tion and ingenuity that has characterized the management of non-
human capital. A substantial and much needed spurt of energy is
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now going into the development of more efficient techniques for
teaching the disadvantaged groups in our population. This develop-
ment must be encouraged.

INCOME MAINTENANCE

Growth of public support for income maintenance attests to
a recognition by Americans that the care of those who
are unable to participate fully in the economic life of the
Nation is a public responsibility.

Transfers of income from higher income families to lower income
families through organized public and private programs of income
maintenance and social welfare expenditures totaled $46.8 billion in
1965. These transfers now represent 8 percent of the value of gross
national product. Public programs account for 85 percent of such
income transfers, and private programs make up the remaining 15
percent. Private transfer programs enjoy substantial tax benefits
and, in addition, Federal and State tax systems extend direct tax
advantages to the income of those families whose earning power is
limited by age and infirmity or spread thin in supporting a large
number of nonearners.

Many questions have been raised about the income maintenance
system which we have developed over the years. It is argued that
the structure is ill coordinated, that the distribution of burdens and
benefits is capricious, that the operation of the system interferes with
efficient resource allocation, and that the programs are costly to
administer. Further, it is contended that the way in which people
share in the benefits of retirement programs and tax advantages
depends in highly arbitrary ways upon accidents of employment
histories, the size of total income, the proportion of total income that
is property income, military service, and marital status. An appro-
priate subcommittee of the Joint Economic Committee will undertake
a study of these programs when time and resources permit. The
study will consider, among other things, the number of recent pro-
posals for a guaranteed floor income, the relative roles of public and
private pension systems, and the various tax benefits which existing
law affords private income maintenance programs and the income of
the poor.

INTERNATIONAL TRADE AND FINANCE

As this committee has pointed out in the past, there are serious
inadequacies in the international adjustment mechanism for correcting
imbalances in international payments. Domestic policies to promote
maximum employment and price stability prevent free market forces
from producing the inflation or deflation that traditionally were
supposed to maintain international equilibrium. Pursuit of domestic
objectives has served to intensify problems of international balance.

Reluctance by other nations to adopt a mix of domestic
policies that would better serve the objectives of inter-
national equilibrium has resulted in a particularly heavy
burden for the United States and Britain as deficit coun-
tries. Hence the need for special constraints by the
United States to reduce its deficits.
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During the year, the committee, through its Subcommittee on
Economic Statistics, has labored to clarify the important question of
measuring a balance-of-payments deficit (or surplus). As pointed out
in the subcommittee's report of July 1965, on the "Balance-of-Pay-
ments Statistics of the United States," the balance of payments can be
measured in various ways, depending on the objectives of analysis.
It was recommended that the Government show two measures. One
is the "official settlements" measure, based only on the transactions of
central banks and other Government institutions. The second meas-
ure includes both official transactions and changes in the amount of
short-term private claims against the United States. As the name
implies, the official settlements basis reflects changes during the period
in the total of claims immediately realizable against U.S. gold. The
liquidity measure reflects, on the other hand, the amount of potential
claims, including those immediately realizable and those which may
prospectively come into official hands.

In this regard, it is important to note that, in the absence of other
means of providing growth in international currency reserves, busi-
nessmen and private institutions have to hold dollars-the strongest
currency in the period since World War II-for use as reserves and
working balances. These dollar balances would not normally be
"cashed in" for gold, provided their growth is not excessive. For this
reason, many experts feel that the official settlements basis of measur-
ing the deficit more truly reflects the vulnerability of U.S. gold.

During 1965, the deficit increased slightly over its 1964 level to
$1.4 billion, according to the official settlements measure. However,
the liquidity measure shows a sharp drop in the deficit from $2.8
to $1.3 billion. What this means is that there has been a halt in the
buildup of privately held dollar claims, but not in the dollar claims
held by central banks.

The deficit in the U.S. balance of payments is somewhat
abnormal in its causes. Traditional imbalances have been
caused by unfavorable trade, that is, by buying more goods
abroad than the Nation sold to others. The reverse is true
in our case. We have a substantial trade surplus and we
earn $5 billion a year on foreign investments. The factors
which throw our payments balance into deficit are our
heavy military expenditures overseas and the fact that at
the present time our businessmen are investing heavily
in Europe.

To restore equilibrium the administration has adopted direct,
selective restraints on capital flows. In the past year, the interest-
equalization tax, which raises the effective interest rate for foreign
borrowing in the United States, was broadened in scope and extended,
and a voluntary credit restraint program was begun.

Under this program, U.S. banks and other financial institutions were
asked to observe appropriate guidelines with respect to their foreign
operations. Banks were asked by the Federal Reserve System to
limit the increase in their claims on foreigners in 1965 to 5 percent of
the value of their outstanding foreign credits as of December 31, 1964.
TIop priority was to be assigned to bona fide export credits, and second
priority to credits to less developed countries. A related program
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was applied to credits and investments abroad by nonbank financial
institutions.

Under the part of the program administered by the Department of
Commerce, about 500 large nonfinancial corporations were asked to
make a maximum effort to expand the net balance of (a) their exports
of goods and services plus (b) their repatriation of earnings from the
developed countries less (c) their capital outflows to such countries.
They were also asked to bring liquid funds back to the United States.

Both proved successful in reversing the outflow of short-term private
capital, which shifted from an outflow of $2.1 billion in 1964 to an in-
flow of approximately $1 billion in 1965. The net outflow of funds for
long-term direct investment, however, continued to rise. The Presi-
dent's Economic Report correctly singles out this sector for concen-
trated attention and the committee supports the proposed extension of
the voluntary guidelines program into this area.

In pursuing the objectives of equilibrium in our balance of
payments, the committee believes that the administration
should continue to employ a policy of selective measures.

Domestic economic growth and achievement of high employment
must not be sacrificed to traditional, deflationary balance-of-payments
remedies. The committee is particularly impressed with the im-
portance of this precept, not only because of the paramount importance
of domestic prosperity, but because our studies indicate that interest
rate increases are not an important determinant of international
capital movements. Furthermore, whatever influence they do have is
on the flow of short-term private capital funds, and this flow has
already been reversed by the selective measures adopted. Selective
measures must be continued, not only in the form of the restrictions
*discussed above, but positive ones as well: promotion of travel in the
United States, continued stimulation of exports, reduction of non-
essential U.S. Government expenditures abroad, and, finally, en-
couragement through tax and other incentives of foreign investment
in this country.

The nations of the world need an expanding supply of inter-
national currency, just as an expansion of currency is
needed domestically to accommodate rising incomes and
production. Unfortunately, there is no adequate mecha-
nism for providing either growth or flexibility to inter-
national reserves.

Traditionally, gold, supplemented by the pound and the dollar,
has provided the means for expanding international reserves. But the
annual gold increase is much too small to serve this objective and
there are grave shortcomings to continued reliance upon dollars or
pounds for growth in international reserves. Under this system, the
growth of international reserves requires that "banker" nations incur
continuing deficits, but this condition could lead to a loss of confi-
*dence in these currencies which reduces their desirability as inter-
national reserves.

In August 1965, Secretary Fowler announced:
* * * The United States now stands prepared to attend

and participate in an international monetary conference
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that would consider what steps we might jointly take to
secure substantial improvements in international monetary
arrangements.

Last November negotiations were begun in the Group of Ten.
It would be premature for this committee to undertake now

to set forth a blueprint for a reformed international mone-
tary system. The Subcommittee on International Ex-
change and Payments last August did recommend certain
basic guidelines that should govern the international
deliberations.

It was urged that the United States seek neither to expand nor
reduce the international role of the dollar, and at the same time work
for creation of a new reserve that would not require conversion of
existing balances into either gold or a new reserve medium.

It was also urged that new arrangements be carried out under the
International Monetary Fund, which has eminently justified itself
as the international monetary institution. Moreover, it was recom-
mended that the new method of reserve creation combine agreed
minimum annual increases with supplements to be determined by
annual decision.

Other recommendations were that newly created reserves be dis-
tributed to all Fund members who qualify under criteria that are
applicable equally to all countries; that the new reserves not be used
as a primary foreign aid device; that the Fund's conditional credit
facilities be expanded at the same time that new reserves are created;
and that the structure of the Fund's quotas be improved. The com-
mittee also reiterates its previous recommendation that consideration
be given to broadening the limits of permissible exchange rate varia-
tions. This would permit exchange rate variations to play a more
important role in the adjustment process than is now possible and
would discourage speculation by increasing the risk of loss relative to
possibilities for profit. An additional result would be to give monetary
authorities greater freedom to pursue independent domestic monetary
policies without triggering short-term capital movements.

Successful completion of the Kennedy Round trade -negoti-
ations is of the utmost importance.

We are mindful of the fact that restrictions on the international
flow of capital are not healthy in the long run, either for us or for other
nations. Such restrictions interfere with the most productive alloca-
tion of resources. But, with the heavy burdens of our overseas
military establishment and foreign aid, it is vitally important, if we
are to discard these restrictions, that our trade balance be increased.
If European nations, particularly France, continue to impose arti-
ficial barriers on our exports, it will force us to continue restrictions
on capital outflow. In fact, some of the necessity for capital restric-
tions derives directly from restrictions on our exports. American
companies which are frustrated by trade barriers find it necessary to
establish plants behind the foreign tariff walls in order to sell their
products, thus adding to the normal capital flow.

It is most unfortunate that tariff negotiations have thus far been
delayed. The United States must negotiate vigorously for resolving
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the dispute and permitting the European Economic Community to
go forward in the form originally conceived in the Treaty of Rome.
We must continue to press the Six for a significant reduction of trade
barriers.

Should the deadlock imposed by France continue to prevent
constructive resumption of the Kennedy Round GATT
negotiations, the United States must then give considera-
tion to ways of proceeding without her.

Many European countries also maintain nontariff restrictions on
free trade. Quantitative import quotas, restrictions on their own
capital outflows, and provisions making difficult foreign access to
their capital markets are examples. The committee feels strongly that
among the prosperous industrialized nations of the free world such
restrictions are against the long-run interest of all concerned. We
urge the administration to seek agreements with European nations to
permit dismantling of these restrictions on both sides of the Atlantic.

H. Rept. 1334, 89-2-----4
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SUPPLEMENTARY VIEWS OF SENATOR PROXMIRE

While concurring in the committee's report, I find it necessary to
supplement it with comments on two counts: One is the proposal for
suspending the investment tax credit, and the other is what I consider
to be a failure to recognize fully the value of the wage-price guidelines.

Although I opposed the investment tax credit when it came before
the Senate in 1962 and again in 1964 I opposed the liberalization
of the terms on which the credit is granted, I think it would be a
serious mistake to withdraw it now, for the following reasons:

1. Investment credit is a sound long-range measure.-The investment
credit was adopted to provide a long-range incentive for growth and
modernization of our productive capacity. It has been successful.
Certainly it has proven itself as a major cause of the remarkable
growth of the economy since its passage. The added capacity and
efficiency that have resulted from the operation of the credit, along
with the new. depreciation guidelines since 1962, are of tremendous
value to our economy and our defense effort now.

Such growth in capacity is the ultimate weapon against inflation.
The suspension of the credit would discourage new long-range orders
and commitments and this in turn would result in a cutback in invest-
ment and capacity at a later period.

That result may be entirely inappropriate at that time-for we will
want a high level of investment in the years ahead after Vietnam is in
back of us.

2. Leadtime between order and delivery of productive equipment.-A
period of 18 months is sometimes cited as the average leadtime be-
tween contractual commitment and completion of capital projects
in American industry. This rule of thumb includes both plant and
equipment, a broader category than section 38 property. There are
of course wide differences among investments. Many items such as
office equipment and certain standard types of production machinery
can normally be delivered within a few months. On the other hand,
such investments as large aircraft, large electric generating plants,
blast furnaces, heavy production equipment, and chemical processing
equipment systems, may take 2 or 3 years or more to complete and
place in service following the initial contract.

The design of specialized equipment requires considerable time,
and the trend toward increasing use of specialized equipment makes
this an increasingly important factor in the leadtime for capital
projects.

Against this background, it has been estimated that some 40 per-
cent of equipment subject to the credit has an order-to-delivery time
of not more than one or two quarters, another 40 percent has a delivery
time of three or four quarters, and another 20 percent has delivery
times ranging between 1 year and 3% years with an average of about
2 years. Some additional time would elapse between delivery and
actual installation or placement in use in some cases.
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The overall weighted average time between contract and place-
ment in use of productive equipment eligible for the investment
credit is therefore estimated at between three quarters and a year.
If some allowance is made for necessary advance scheduling of equip-
ment purchases to be installed as building construction is completed,
the overall average leadtime may be somewhat longer.

3. Suspension of investment credit not suitable as short-term restraining
factor for these reasons.-Because there is a considerable "leadtime"
in carrying out investment projects; because the investment credit
becomes available when assets are put in service and hence present
contracts are being undertaken in reliance on the availability of the
credit when the project is completed; because suspension of the credit
would have to provide an exception for projects already under com-
mitment, but which will be completed in the future; it follows that
suspension of the investment credit would generally not alter invest-
ment expenditures or tax revenues for a substantial period of time.

4. Current situation does not reqwire changes in final income tax
liabilities.-As the President has stated, it is not necessary or desirable
to change individual or corporate final tax liabilities at this time in
response to the current economic situation associated with Vietnam
expenditures. Since the investment credit is a component of final
income tax liabilities, it follows that the current situation does not
require a suspension of the investment credit.

5. Balance of payments.-The investment credit helps the balance
of payments in two direct ways: (1) it makes investment here in the
United States more attractive, and (2) it encourages modernization
and cost cutting to strengthen our export position (including our
defensive position vis-a-vis imports). Suspension or reduction of the
investment credit in a world in which investment incentives are
widely used in foreign tax systems under which our friendly interna-
tional competitors operate would weaken our international competi-
tive position.

WAGE-PRICE GUIDEPOSTS

Wage-price guidelines affirmed
This report fails to place sufficient emphasis on the value of wage-

price guidelines for economic stability. It is a fact of economic life
that huge sectors of our economy are not subject to marketplace
discipline and therefore have considerable latitude for increasing
prices, or wages, as the case may be. They are especially immune
to monetary policy. Indeed, testimony before our committee in
December indicated that the 1,000 largest firms would not be affected
at all by the decision of the Federal Reserve Board. to increase the
discount rate. Most of these corporations have a self-respect which
requires that they be able to look their neighbors and compatriots
in the eye, as it were, and walk with their heads up. They listen
carefully when the administration indicates the kind and degree of
increase that is within the public interest and the kind that is excessive.

Skillful handling of guideposts by the President.
The Johnson administration has repeatedly and skillfully used the

guideposts in specific bellwether situations to persuade labor and
management to reach wage agreements that would not put pressure
on prices.
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Similarly, the administration has persuaded management in some
of the leading industries in America not to raise prices.
Guideposts prime factor in stability

In steel, automobiles, aluminum, this use of guideposts has been
in itself a solid and highly significant contribution to price stability,
but the critical effect of guideposts is in the example they set.

Certainly the acceptance of guideposts by the Nation's great labor
and business leaders in widely reported negotiations gives all of
American business and labor an example of far greater significance.

Indeed until the last few months there has been no other force
slowing down price increases on a great national scale; and yet the
price performance of the American economy in the period since the
initiation of the guideposts 4 years ago has been excellent. It has
been outstanding in spite of production pressing far closer to capac-
ity than in the preceding 5 years, and in spite of a far tighter labor
market. Isn't the skillful use, of guideposts at least one logical
explanation of the superior price performance of the economy since
1962?

Indeed a study of the use of similar guideposts in other countries
suggests that the Johnson administration has been more successful in
the application of this vital stabilization technique than the govern-
ment of any other country.
Guideposts do job fiscal-monetary policies cannot do

Since neither monetary nor fiscal policy can "get at" the pricing
and wage-setting practices of big labor or big business, and since the
pattern of economic behavior is so heavily influenced by big business
and big labor, the Joint Economic Committee should affirm the
desirability of wage-price guideposts emphatically, and hail the success
of the administration in using them.
Serious labor inequity in guideposts

This is not to say that these guideposts have been perfect. Indeed,
there is strong evidence that they will be particularly unfair to labor
as applied in the coming year. This is true although labor received a
two-thirds of 1 percent benefit from the increase in employer social
security payments that is not included in labor's allowed 3.2 percent
wage increase. The total labor compensation increase allowable in
the current year within the guideposts would therefore be 3.9 percent.
Basis for labor inequity

Here is why this will shortchange labor: The guideposts assume that
prices in the coming year will be stable. But the administration is
virtually certain they will not be. They will increase. Virtually
every administration witness before the committee agreed they would
go up. The Director of the Bureau of Labor Statistics-probably the
Nation's outstanding authority on price behavior-predicted a price
rise in the coming year of between 2 and 3 percent, with 2% percent
likely.

If prices do rise 2% percent and labor receives a 3.2 percent wage and
fringe increase plus 0.66 percent social security payment benefit, its
increase in real wages (total compensation) will be only about 1.4
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percent, although it is contributing a productivity increase of more
than twice that.

This means that employers will enjoy a profit increment-from the
price increase of 1.6 percent on their labor costs, and of course 53
percent (productivity 3 percent, price increase 2% percent) on their
nonlabor cost.

The committee should call this labor inequity to the attention of the
administration, and the administration should either greatly increase
its flexibility in handling of the wage-price guideposts to take this into
account, or it should from time to time in the course of the year adjust
the "wage productivity" measure upward from 3.2 percent with a
cost-of-living adjustment to take actual price behavior into account.
Conclusion

In general, however, it would be a tragic mistake to abandon wage-
price guideposts. Under skillful administration handling they have
served the Nation well. Of course, they cannot do the whole job.
But monetary and fiscal policy cannot do the whole job either without
provoking a needless recession.

e



SUPPLEMENTARY VIEWS OF SENATOR TALMADGE

The committee's 1966 Economic Report launches a bold and ambi-
tious attack on the forces of economic timidity which for so long have
prevented the Government from taking sound and prudent cautionary
measures to check the threat of inflation. Unfortunately, in the past,
we have often delayed until inflation was clearly upon us before
tightening the economic reins, which meant invoking severe and op-
pressive controls that in turn left us vulnerable to recessionary influ-
ences. Yet we should avoid taking precipitous action and imposing
economic curbs as long as there is room in which to safely expand.
Therefore, the solution appears to lie in an intermediate course of
action. A high degree of flexibility and coordination in our economic
policy movements would enable the Government to maintain a firm
grasp on economic expansion without reaching the point of strangula-
tion. The committee's report clearly recognizes the need for this form
of restructuring.

However, I was somewhat disappointed by the committee's casual
treatment of the meaning of the Vietnam war and its inevitable effect
on domestic welfare programs. Perhaps it is true that the proverbial
alternative between "guns and butter" is an outmoded concept in cur-
rent economic theory, but I believe it is too fundamental to discard
entirely.

The President has indicated that the war will cost in the neighbor-
hood of $10.4 billion this year alone. In view of the progressive
enlargement of our military efforts in Vietnam, it is reasonable to
conclude that the costs might exceed that estimate, and surely will in
following years. Nor is it likely that the war will end soon. Many
high-ranking military authorities, indeed the President himself and
certain Cabinet officials, have admitted that the war could drag on
for a period of many years at a tremendous cost in dollars and lives.

Despite this overwhelming evidence, the committee assures us that
there is no need to curtail Government spending in other areas. The
committee's report goes even further and suggests that we expand
some nonessential programs without delay.

I supported the education program, the medicare program, the
poverty program, the Appalachian program, and other measures
designed to help the less fortunate people of this country. It is
undeniable that our Nation has been enriched in resources and spirit
through the benefits made available by these programs. Furthermore,
it is right and just for Americans to help Americans who cannot help
themselves.

But these programs are by definition nonessential, irrespective of
their merit. If we expand and start new nonessential spending pro-
grams while conducting a war, massive new taxes will be required.
Even this probably would not prevent accelerated inflation which
would hit hardest at the very groups the programs were designed to
aid.

26



1966 JOINT ECONOMIC REPORT 27

It is my considered judgment that we should postpone further
spending for unnecessary programs until we are sure of our military
needs. This would guarantee our revenues keeping an even tempo
with the pace of the war demand, and would obviate the future neces-
sity of hasty and sporadic revenue-raising measures.

We must put first things first.



MINORITY VIEWS

The extremely tight schedule prescribed for the committee by law
provides insufficient time for the majority and minority to develop a
report on areas of agreement and separate reports on areas in which
our views diverge. Therefore, as in other recent years, the minority
has developed independent views based upon the President's Economic
Report, other messages, and this committee's hearings. The careful
reader will be able to distinguish between the majority and minority
opinions, both as to areas of agreement and disagreement.
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INTRODUCTION AND SUMMARY

The administration's economic program exposes the American peo-
ple to the twin dangers of serious inflation this year followed by a
recession in 1967.

Recent increases in both consumer and wholesale prices-the largest
in many years-demonstrate that inflation already is a fact of life.
There is no excuse for further delaying needed action.

The administration admits that inflation is a serious threat, but
stubbornly refuses to concede that effective anti-inflationary action is
needed now. It promises to act sometime in the future should the situ-
ation require. But what evidence or degree of inflation is needed to
trigger action by the administration? Must the country first experi-
ence price increases comparable to the early years of the Korean war?

The administration claims that its economic program, including a
disguised form of price and wage controls, is adequate to hold down
the cost of living. The fact is that the budget for the current fiscal
year as revised in the January budget message is highly expansionary,
while the 1967 budget is contrived to give the appearance of restraint
but actually continues on the stimulative side.

The 1966 economic reports of the President and the Council of Eco-
nomic Advisers are remarkable for their facile dismissal of mounting
evidence of price pressures from both the cost and demand sides. The
administration refuses to admit the full extent to which it has used
illegal powers to restrain price increases and continues to express un-
warranted confidence that the system of wage-price guidelines-a
leaky dike at best-can hold back the tide of inflation without the
exercise of restraint by Government itself.

Consistent Underestimates

In the past the administration has consistently underestimated the
costs of the Vietnam war as well as the underlying strength and com-
position of demand in the private economy. Today it underestimates
the pressures that will develop from increases in capital spending,
a shrinking supply of skilled and experienced manpower, near capac-
ity operation of plant and equipment facilities and rising unit labor
costs.

The administration has in effect denied the presence of inflationary
pressures by-

-sharply increasing both spending and new obligational author-
ity in the current fiscal year;

-seriously underestimating budget expenditures for fiscal 1967;
-covering up planned increases in 1967 expenditures by sales

of Government financial assets that will have little effect in
curbing overall demand;
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-proposing revenue adjustments that largely affect the timing
of tax payments and which, by their very nature, will do little
or nothing to curb inflationary pressures;

-continuing its critical attitude toward the Federal Reserve
Board for its timely move toward monetary restraint last De-
cember and virtually ignoring the impact of debt management
in complicating the task of monetary policy;

-insisting the Nation is still enjoying a peacetime expansion
when it has, in effect, moved into a wartime economy.

While the administration heats up the economy, it asks the private
sector to hold the line and does little itself to effectively attack struc-
tural imbalances in labor skills and productive capacity. To enforce
"responsible restraint" by management and labor, it engages in im-
plicit or explicit price and wage fixing and other forms of harmful
interference with the functioning of our economic system. This policy
of economic interventionism will sap private initiative and inventive-
ness, impair efficiency and retard the Nation's long-term rate of
growth.

Inflationary Psychology Developing

In the absence of appropriate administrative policies, speculative
excesses, such as recent inventory building, will continue to mount
and an inflationary psychology, already taking hold among our people,
will dominate economic decisionmaking in the year ahead. Unless
stopped now, -this could lead to a distortion of cost-price relationships
such as the Eisenhower administration was obliged to correct through
its economic policies in the late fifties. This difficult but vital action
of the Eisenhower administration left a sound legacy of stability
which until recently permitted rapid expansion with relatively little
inflation.

Barring a further acceleration of Vietnam spending, a recession next
year is a likely reaction to growing inflationary imbalances and ex-
cesses already in evidence today. The tendencies toward recession
will be strengthened since failure to take action to halt inflation now
may force the administration to slam on the fiscal and monetary brakes
later this year. Restraint-which is required now-would then begin
to take hold just when economic conditions may call for a somewhat
easier budget policy.

The administration's inflationary economic policy will have other
serious consequences as well. The continuance of this policy will-

-severely harm those segments of our population least able
to sustain economic injury, such as lower income groups, in-
cluding social security beneficiaries and other pensioners, and
young people trying to get a college education, buy a home,
and start a family;

-intensify capital outflows from the United States, reduce fur-
ther our already shrinking trade surplus, drastically worsen
our balance-of-payments position, and intensify the gold out-
flow;

-result in a breakdown of delicate international discussions
on monetary reform and threaten the successful conclusion of
the Kennedy round of trade negotiations.
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The relevant choice is not between "guns and butter." Our pri-
vate enterprise system is flexible and inventive enough to provide both
in an atmosphere of confidence fostered by wise and cooperative Gov-
ernment policies. The critical choice today is between inflation and
a stable rate of growth which will strengthen, not weaken, our capacity
to solve our domestic problems as well as meet our international
commitments.

Maintain But Moderate the Expansion

Rapidly increasing civilian, military, and Government demands
are beginning to exhaust available resources. As pressure mounts
throughout the year on the shrinking reservoir of employables and
production facilities, an opportunity is needed for the economy to ad-
just. An adequate but noninflationary advance can be maintained if
Government policies are restrained until the adjustments take hold.

This requires a balanced and moderate program of Government
fiscal and monetary restraint. However, monetary policy cannot
carry too heavy a burden in tempering the boom. Interest rates al-
ready are at a high level and a further sharp and abrupt rise in rates
will create serious disturbances in the financial markets. Fiscal re-
straint also is essential to hold down the level of demand for funds.

A reduction in the growth of the money supply and bank credit in
keeping with the real growth of the economy should be accompanied
by an immediate deferral of Federal spending for nonessential and
low-priority projects and the elimination of those that are redundant
and inefficient.1 The administration should aim for a surplus on the
national income accounts budget in calendar 1966 rather than the
substantial deficit now anticipated.

If the administration is unwilling to reduce spending, an increase
in taxes will be necessary, which would cause economic damage itself.
Increasing taxes is a less desirable way to moderate the boom than by
deferring expenditures. A cut in tax rates that are already too high
is a sound way to lower barriers to economic growth. To raise taxes
now would restore an obstacle to long-term growth. At the same time,
another turnabout in tax policy reducing some of the high rates might
be required next year if recession threatens. If more stimulus is need-
ed next year, it would be far simpler to increase expenditures deferred
this year than to cut taxes again.

The most certain way for the administration to protect the gains of
the past and to insure social and economic gains in the future is by
promoting a balanced and sustainable expansion without inflation.

The remainder of these minority views will elaborate on the need for
immediate action to stop inflation, the inadequacy of the administra-
tion's program and the policy best suited to provide the degree of re-
straint required by current economic conditions.

1 Senator Javits would support necessary reductions or deferrals of expenditures for
nonessential domestic programs, but he considers that recently enacted programs in educa-
tion, welfare, and antipoverty and other human investment measures to be essential. They
contribute to the Nation's economic strength and Its capacity to fight Inflation. He would
rather Increase taxes to fight current inflationary pressures than to accept material curtail-
ment of these programs.



THE ANATOMY OF INFLATION

A. THE PRICE RECORD IN 1965

Last year witnessed a marked acceleration of the upward drift of
the cost of living and a dramatic departure from the stability of the
wholesale prices that prevailed for seven years.

The Consumer Price Index rose 2 percent from December 1964
through December 1965 after an annual average rise of 1.2 percent over
the previous 7 years. Between January 1965 and January 1966 the
wholesale price index rose 3.6 percent. From October 1965 through
January of this year, wholesale prices rose at an annual rate of 6
percent.

Actually these increases understate the magnitude of inflationary
forces in the economy, The reduction or removal of Federal excise
taxes last year had a downward influence on the Consumer Price Index
of about 0.3 percent. In the absence of these tax changes the index
would have risen by 2.3 percent over the year. The index also has a
downward bias to the extent that while corrections are made for qual-
ity improvements in durables they are not made for quality changes in
services, which the Bureau of Labor Statistics admits "deteriorated
further" last year.

The wholesale price index also masks a high degree of "hidden"
inflation. The Council admits that in a period of weak demand list
prices are discounted or lowered, freight absorbed and other terms of
transactions changed. The wholesale price index fails to take fully
into account the shaving of discounts and other changes in the terms
of transactions, amounting to price increases, in a period of strong
demand. The February 1966 issue of Fortune magazine reported that
many executives say that prices of goods they buy have advanced faster
than the price indexes, suggesting that actual prices are perhaps rising
faster than list.

Guideposts Suppress Inflation

The wholesale price index also would have been higher except that
the administration suppressed some price rises by the coercive use of the
wage-price guideposts. Chairman Ackley admitted before the com-
mittee that industrial prices would have risen more in the second half
of the year if the President had not made clear his view "that the
guideposts really ought to be taken seriously." Not only have the
guideposts suppressed price increases in the highly visible steel, alumi-
num, and copper industries but also, according to Dr. Ackley, "in a
large number of industries" where the actions received no publicity.

The administration frequently denies that strong inflationary forces
now exist. What forces was it acting to control in these situations if
not forces of inflation? The problem is that the basic economic pres-
sures for price increases still remain in spite of artificial restraints, and
they are likely to break out sometime in the future unless fiscal and
monetary restraint is pursued.
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B. THE PRICE OUTLOOK FOR 1966
Although honest men may differ over the seriousness of the price

inflation experienced last year, there can be little doubt that 1966 will
see a substantial acceleration in the rate of price increases. Food and
clothing prices will continue their strong upward trend, while other
commodities and services will show larger increases than last year.
There is little price weakness anywhere today. Increases in prices are
being balanced off less and less by price declines.

The National Association of Purchasing Agents reported in Febru-
ary that its monthly survey of members showed 63 percent of those
queried paid more for their purchases in January than in December,
compared to 39 percent reporting higher prices from November to
December. Less than 1 percent reported lower prices in January,
while the number reporting higher prices was the largest in 7 years.
C. SOURCES OF INFLATIONARY PRESSURES IN 1966

The sources of inflation will strengthen this year on both the demand
and cost sides.

The Council predicts that gross national product will grow 5 per-
cent in real dollars at a time when output is already pushing against
capacity and when a number of industries already are at or above the
preferred operating rates. Pressures on the labor supply are already
strong, and the labor market will tighten even more throughout the
year. Demand for bank credit also continues at exceedingly high
levels.

Some private economists are predicting an even greater increase in
GNP this year than the Council, which last year badly underestimated
the pace of the advance. Forecasters already are raising their sights
for the year. If Vietnam spending increases more than anticipated-
which is probable in light of the administration's past underesti-
mates-then the economy will be under more severe strain than now
anticipated.

Capital spending by business is continuing at a high level, and the
volume of fixed investment expenditures in 1966 is expected to run
well ahead of earlier projections. Dr. Walter W. Heller recently
noted that in 1965 investment for the first time equaled high employ-
ment private saving. He said that in 1966 investment "threatens to
exceed high employment saving and exert inflationary pressures."

Inventory accumulation is gathering speed as a hedge against price
increases and as a response to rising sales. In the final quarter of
1965, inventories increased at a seasonally adjusted annual rate of over
$10 billion, $2.4 billion more than in the third quarter and the highest
increase since the Korean war. For all of 1965, inventories rose by
$8.2 billion, almost double the increase for 1964 and the largest annual
increase since 1951.

In spite of the increase in the discount rate in December, the rate
of increase in money and credit continues at a high level. Bank loans
to business rose 20 percent in 1965 after increasing by an average of
7 percent in the preceding 4 years. Consumer credit rose 12 percent,
compared with an average of 8 percent in the preceding 4 years. Total
private debt rose nearly 10 percent, or slightly faster than the average
increase since 1960. Concern about the quality of private credit is
voiced in many quarters.
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The money supply rose nearly 5 percent in 1965, while money supply
and time deposits together rose almost 10 percent. The rate of ex-
pansion of credit and money actually increased within the year itself.
The increase in the money supply was nearly three times greater in
the last 6 months of 1965 than in the first 6 months.

Pressures in Defense Industries

Pressures will be especially great in the defense and defense-related
industries, which are receiving a, flood of new Government orders. As
Charles L. Schultze, now Director of the Bureau of the Budget,
pointed out in a 1959 Joint Economic Committee study, inflation can
originate in excess demands in particular sectors and spread to the rest
of the economy through the cost mechanism. The recent sharp in-
creases in demands in the defense industries ultimately could give
added impetus to the inflation originating in excess overall levels of
demand.

It is true, as the administration claims, that supply problems will
be eased as the result of new capacity now being built. However, this
overlooks the possibility that the growth of demand will soar even
more than the growth in new capacity and particularly in those com-
ponents of demand where supply is already hard pressed. This argu-
ment also fails to recognize that a considerable "shakedown" period
is required for new capacity to become efficiently operative.

The greatest demand pressures will be felt on the labor force. The
economy is now below the administration's 4-percent interim unem-
ployment goal, although it should be noted that this administration
over the past 5 years has added 300,000 to the Armed Forces, 200,000
to Government employment and hundreds of thousands to the muni-
tions industry. The current aggregate unemployment rate conceals
tightness within key sectors of the labor market. In February, the
unemployment rate was down to 2.6 percent for adult men and 1.9
percent for married men. For the entire full-time labor force, the
unemployment rate was 3.3 percent. Unemployment in manufactur-
ing was at 3.5 percent in the final quarter of 1965.

Other signs of a tightening labor market include the fact that in
late 1965 the hiring rate was at the highest point in 12 years, while
layoffs were at the lowest point in 12 years. The factory workweek was
at its highest since December 1945. For the first time since 1957, about
one-half of the unemployed had been looking for work less than 5
weeks. One-third of the 150 major labor areas-nearly twice the
number of a year ago-achieved unemployment rates of 3 percent or
less. At the same time, immigration continues to fill more and more
of our skill requirements.

In a presentation to the Joint Economic Committee, the Bureau
of Labor Statistics admitted the existence of emerging labor shortages
and signs of tightening labor markets. The Bureau called attention
to unemployment rates for certain occupational groups, the low
over-the-year increase in the employment of adult men and the quality
of the 1.2 million adult men still unemployed. After making allow-
ances for seasonal and fractional elements, the Bureau said that of the
remaining unemployed "some have such severe educational and other
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handicaps that they are unlikely to enjoy steady work even in the
most active job markets." The Bureau's report went on to point out
that "mature, experienced, and capable workers were increasingly hard
to find in 1965," although the report reassured us that the situation had
not reached "the critical stage."

Growing Skill Shortages

The Bureau expressed the greatest concern about industries most
closely related to the defense effort where there were growing skill
shortages, sharp increases in the hours of work, and a substantial in-
crease in the ratios of unfilled defense orders to shipments.

This year the Bureau expects 1.8 million new civilian jobs will be
created. It says that "The increase in demand for workers in 1966
will be substantially above the long-term trend rate of growth." At
the same time that civilian labor demands are soaring, the military
services are absorbing about 300,000 young men.

What about the supply of labor? The Bureau says that male en-
trants under 25 "may be no more than 100,000 instead of the 420,000
implied by labor force trends." The main additional source of male
workers for the civilian economy will be the increase of 230,000 in men
25 and over.

The outlook, according to the Bureau, indicates intensifying man-
power demands requiring "more workers with better qualifications."
Yet, the Bureau then says, "young workers and women remain the
primary source of additional labor supply, with relatively few adult
men."

What makes the situation even worse is that the Bureau admits the
labor pinch will be felt this year in those industries, occupations, and
areas already squeezed in 1965. Areas and occupations of high unem-
ployment won't be affected. Aside from the fact that many of the
unemployed are not able to fill job vacancies, they may also not be in
the right place. As a result, there are grave questions as to how much
a reduction. in unemployment will be able to contribute to manpower
needs this year.

The picture of the labor market painted by the Bureau clearly indi-
cates that shortages of skilled manpower will be a source of inflation-
ary bottlenecks in supply and that productivity increases are likely to
be no better and possibly worse than this year.

The slow growth in productivity and strong upward pressures on
wages will combine to create a substantial upward movement of unit
labor costs in the private economy. This will represent one of the
greatest sources of inflationary pressures throughout the year.

Productivity Growth Slows Down

Productivity in the private sector last year increased only 2.8 percent
(and some private sources put the gain even lower). The increase
was far below the average postwar gain and even farther below the
3.8-percent annual increase experienced from 1960 to 1964. Even the
Bureau of Labor Statistics concedes that the increase "does seem low"
and suggests that it should have been 3.5 percent.

The reasons for the slowing of productivity gains are found in the
pressure on resources. Lower quality labor was drawn into the labor
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force last year and more of the same can be expected this year. Also,
as the economy continues to operate at higher and higher levels, less-
-efficient, idle or standby facilities will be drawn into the productive
process with a consequent diminution of productivity gains.

Although the Bureau cited several factors which will contribute
to increasing productivity, it admitted that "some of the factors which
contributed to the smaller productivity gain in 1965 can be expected
to continue to operate for the next few years, particularly should
-output continue to increase at a high rate."

Add to this outlook the likelihood of increasing wage costs and a
picture of a classic cost-push inflation emerges. In 1965 wage adjust-
ments negotiated and scheduled to go into effect in the first contract
year amounted to 3.9 percent, disregarding fringe benefits, which by
themselves added another 0.75 percent to wage costs. This compares
to increases of 3.2 percent in 1964 and 3.0 percent in 1963. The increase
without fringes comes to 3.3 percent even when averaged out over the
life of the agreements, far above the 3 percent of 1964 and the 2.3 per-
cent of 1963. Adding fringes puts the 1965 figure far above the wage
guideposts.

The situation is even more disturbing with regard to unorganized
workers. Here the Bureau admitted that there were "more frequent
or widespread wage increases than in previous years." The proportion
of unorganized workers in manufacturing plants who got wage in-
,creases in 1965 rose to 70 to 75 percent from the 50 to 60 percent of
recent years. Next year the increases among unorganized workers are
likely to be even larger. For one thing, the Bureau notes that "the
consumer price index is a major factor in bargaining and in wage
determination among unorganized workers." Other factors noted by
the Bureau that might cause larger increases in wages in nonunion
firms in 1966 include growing shortages of workers and the reduction
in take-home pay resulting from higher social security taxes.

A recent Labor Department study of 306 major collective bargaining
agreements shows that all but 12 provide for possible wage adjustments
in 1966. The number of workers scheduled to receive deferred wage
increases is the greatest since 1957. About 35 percent will get increases
between 10 and 11 cents an hour, compared to 1965 when the largest
concentration (32 percent) received 7 to 8 cents an hour. Over 4
million workers will get deferred increases averaging 3.2 percent. In
addition, 2 million of these will get another 2 to 3 percent in accord-
ance with escalator clauses based on the consumer price index.

Payroll Tax Bite

Employers are already feeling the effects of the increase in social
security taxes and the increase in the taxable wage base. The Council
has estimated that this tax increase raises hourly labor costs two-
thirds of a percentage point. However, the Council unrealistically
does not believe that these legislated payroll costs should be considered
as a wage increase or fringe benefit for purposes of the guideposts.
Even if negotiated wage and fringe increases were within the guide-
posts this year, the increase in social security taxes would impose a
clearly inflationary cost on business.
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The administration's recommendations for an increase in the mini-
mum wage and a broadening of its coverage may also be inflation-
ary and have the additional effect of pricing unskilled labor out of
the market. Whatever the merits of the minimum wage, there is a
widespread feeling-apparently shared by some in the administra-
tion-that any increase that is granted should be noninflationary.

When asked whether the proposals to increase the minimum wage
and its coverage would increase costs and prices, Chairman Ackley
replied, "I should suppose that the effect of any increase in the mini-
mum wage would depend on how large an increase were involved * * *
an increase in the minimum wage that was consistent with the general
average gain in productivity in the economy would probably have
minimal effects on labor costs." Since all increases suggested so far
greatly exceed the guidelines, it is obvious that current proposals
would be inflationary, particularly if they were to take effect this year.
The upward pressures, of course, would not only be felt at the lowest
rung of the wage scale, but all through the wage structure as com-
peting groups strive to maintain their differential wage advantages.

To the extent that the administration's proposals to change the un-
employment compensation system increase employer costs, they will
also be inflationary. This should be one of the primary considera-
tions taken into account by the Congress in debating both the unem-
ployment compensation and minimum wage proposals.2

If wage adjustments last year were greater than the guidepost figure,
they are likely to be even larger this year. The Bureau of Labor
Statistics estimates that "except for social security taxes, other com-
ponents of hourly labor costs will probably rise about as fast, on the
average, in 1966 as in 1965 or perhaps slightly faster." Taking into
account that new payroll taxes raise labor costs two-thirds of a percent-
age point, the situation will clearly be one of serious cost pressures.

The combination of an inadequate growth of productivity and a
strong upward pressure on costs-particularly wage costs-will mean
sharply rising unit labor costs. Unit labor costs for the private econ-
omy, as Chairman Ackley told the committee, "increased almost 1
percent in 1965-which is appreciable and obviously a subject of
concern."

The administration's assumption of an improvement in the growth
of productivity this year is the key to its optimism about restricting
inflation. As we have shown, however, this optimism is unfounded.
Combined with a strong upward push on wages-which is clear from
labor's complete rejection of the guideposts if not from other evi-
dence-the combination spells a distortion of our cost-price rela-
tionships which may require strong corrective medicine sometime in
the future unless prevented by timely action now.

2 Senator Javits thinks the minimum wage should be reasonably increased to meet new
cost-of-living demands and believes we should adjust in other directions to meet inflation.



THE INADEQUACY OF THE ADMINISTRATION'S
ECONOMIC PROGRAM

How does the administration's economic program fall short of effec-
tively combating the clear and present danger of serious inflation ?

The administration's claim that its present and proposed fiscal poli-
cies are mildly restrictive or neutral was questioned by the majority
of private economists who submitted testimony or written statements
to the committee. Prof. Richard Musgrave, of Harvard University,
examined the current fiscal impact by comparing calendar year 1965
to calendar 1966 and concluded that "fiscal policy is substantially more
expansionary than it was last year." The "main thrust," he said,
"would come in the first half of the year."

Professor Musgrave made an important point in presenting a cal-
endar year analysis and in calling attention to the national income
and product account budget-the most useful for studying the eco-
nomic impact of Federal fiscal activity. Although that budget showed
a surplus of $700 million for 1965 as a whole, it was in heavy surplus
in the first half of the year and progressively moved into large deficit
in the second half. The deficit will continue to be substantial in the
first half of the current year, but will probably taper off later in the
year.

However, the deficit for calendar 1966 as a whole will be substantial
and represents a major expansionary shift when compared to the sur-
plus of 1965. This shift toward expansion comes precisely when the
margin of unused resources has been reduced to the vanishing point.

Another sign of the growing Federal impact on commodity markets
is the sharp increase of $6.2 billion in Federal purchases of goods and
services between fiscal 1965 and 1966. This increase compares to a.
decline of $1.3 billion in such purchases between fiscal 1964 and 1965.
Although the 1967 budget predicts a smaller rise from fiscal 1966-67,
the increase will still amount to a hefty $3.7 billion. For the two fiscal
years from 1965 to 1967, Federal purchases of goods and services will
rise by $10 billion, compared to only $3.6 billion in the three previous
fiscal years.

Procurement Effects

Prof. Murray L. Weidenbaum, of Washington University, has
shown that the primary effect of military procurement on productive
activity "occurs in advance of actual Government expenditures." He
points out that-

It is at the order stage that the Government action normally
will have its initial and often major impact on the markets
for labor, raw materials, and financial resources.

This is the situation today. New obligational authority is soaring
this year and will probably fall off in fiscal 1967, barring further
escalation in Vietnam. Appropriations and other new obligational
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authority, which are an approximate measure of the Government's
intentions to spend and let new contracts, will increase 18 percent from
fiscal 1965 to 1966. Most of the new spending commitments are com-
ing in the first half of the current calendar year, a fact which Business
Week noted will provide "a whopping fiscal stimulus" over the next
few months.

It is this immediate situation which calls for restraint in nonessential
and deferrable expenditures. 3 To date, the administration has refused
to exercise the required discipline on current spending and instead
directs attention to the allegedly restraining character of the 1967
budget.

The question may be raised whether the 1967 budget should not be
more expansionary than it in fact is. The committee heard expert
testimony that the budget will be too expansionary during the final
half of this calendar year and too restrictive during the first half of
next year. Although it is obviously impossible to predict conditions
a year hence, this observation may have merit if revenue and spend-
ing estimates turn out as the administration predicts. This is particu-
larly true if one concedes that an inflationary boom may be laying the
groundwork for a recession next year.

However, we doubt that the 1967 budget will be overly restrictive
next year, and we feel certain that it will be too expansionary in the
second half of this year. The January budget estimates this vear are
a less reliable indication of what actual results may be than is usually
the case.

Spending will almost certainly exceed the administration's esti-
mates. Not only are some proposed outlays underestimated, but Con-
gress may very well increase spending on programs where the admin-
istration-with tongue in cheek-has asked for reductions, such as the
school milk program. Some observers have indicated that the $4.8
billion reduction in nondefense expenditures is largely concentrated
in programs controlled by law. The $5.4 billion increase in nondefense
expenditures, however, is said to be in those areas where the Executive
has a freer hand in determining the level of spending.

Revenuqs Measures

On the revenue side, the tax measures requested by the administra-
tion will yield about $4.8 billion in additional income, but since these
(except for the reinstatement of excises reduced in January) do not
involve any increase in tax rates, their effect on demand will be mini-
mal. To the extent that the acceleration of tax payments affects liquid-
ity and interest rates, it may have some secondary effects in dampen-
ing demand, but the overall impact is likely to be small.

Another factor temporarily swelling revenues is the unusually large
seigniorage profit from converting silver coins to copper, estimated
to total close to $2.5 billion in fiscal 1966-67 combined. 4 As Prof.

See Senator Javits' footnote, p. :23.
* It should be noted that when Congressman Widnall predicted last August the amount

now conceded to be available through seignorage profits, and cautioned on its possible use
for budgetary purposes, his statement was discounted by administration officials. A Presi-
dential committee. appointed in September to report on the use of these profits for pro-
posals such as the Republican water resources trust fund, has never submitted Its report,
though it was due in December.
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Raymond J. Saulnier has pointed out, to the extent of these profits
"budget expenditures are being financed in a thoroughly inflationary
manner."

The massive sale of $4.7 billion in Government financial assets pro-
posed in fiscal 1967 also will have the effect of producing a lower level
of expenditures and deficits than would otherwise be reported in the
budget.. They do not, however, reduce the Government's demands on
the already hard-pressed credit and capital markets, nor do they af-
fect the actual volume of Federal outlays. In effect, these proposed
sales amount to another way of financing the Federal deficit.

In connection with the sale of Government assets, we wish to call at-
tention to a bill (H.R. 13102) introduced by Congressman Widnall to
limit and gradually reduce the use of the Federal National Mortgage
Association to guarantee the sale of participation certificates for Fed-
eral Housing Administration and Veterans' Administration mortgages
'($1.2 billion sold, $410 million due in March) and new participation
certificates for the Farmers Home Administration, Office of Education,
Small Business Administration, Veterans' Administration, and the
Department of Housing and Urban Development, for an anticipated
total of $3.2 billion. The program to sell financial assets should not
become an unlimited pipeline to the Treasury. We urge early con-
sideration of this bill by the appropriate committees of Congress.

Not only does the administration refuse to move toward fiscal re-
straint, but it also continues to be critical of efforts to reduce the mas-
sive rate of growth of bank credit and the money supply. It continues
to carp at the Federal Reserve Board for its "fall from grace" last
December, although one suspects this public posture conceals a private
sigh of relief that the Board moved when it did.

Bank Re8erve Growth

Although interest rates have firmed further since the discount rate
increase in December, the Federal Reserve has not yet taken sufficiently
effective action to curtail the growth in bank reserves and bank credit
to more accurately reflect real and anticipated economic growth. How-
ever, the move toward further monetary restraint must be neither too
large nor too abrupt. The level of interest rates is already high by his-
torical standards and a further sharp movement to higher rates would
be likely to create serious disturbances in the financial markets.

It is for this reason that we believe monetary policy cannot do the
whole job. The degree of monetary restraint which the economy
can absorb at this time without undesirable side effects would not be
sufficient to provide reasonable price stability under current conditions.

A reduction in the supply of money and loanable funds will raise
interest rates and reduce demand for credit. However, credit demand
for marginal projects can also be reduced by a more restrictive fiscal
policy. Harnessing fiscal policy and monetary policy together in this
fashion would result in reducing the overall level of demand but at a
lower structure of interest rates than would be true if emphasis were
placed on a restrictive monetary policy alone. Therefore, fiscal policy
must reinforce monetary restraint while debt management considera-
tions must not be permitted to impair its effectiveness.
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Another phase of current administration economic policy is designed
to reduce residual unemployment through structural measures to im-
prove the training and skills of the labor force and to generally
strengthen the performance of labor markets. *While it is true that
this approach will augment the ability of the economy to absorb
increases in demand without inflation, the administration has too
often pushed the wrong programs while letting those with real poten-
tial languish. Even when effective, these programs will not have any
substantial effect in alleviating current pressures. Considerable lags
exist between the beginning of training and the time the trainee is able
to fill a pressing job vacancy.

While the administration now talks as though structural attacks
on unemployment are another of its unique contributions to the eco-
nomic expansion, the fact remains that the administration began to
fashion structural tools only after persistent Republican pressure and
then in a tardy and limited fashion. We have long pushed for and
continue to urge improvement of training programs to update skills,
ease adjustment to technological unemployment and improve the op-
portunities of minorities.

Much remains to be done in this area in order to reduce residual un-
employment to a minimum while avoiding inflation. We shall com-
ment at greater length on this critical aspect of economic policy later
in these views.
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THE WAGE-PRICE GUIDEPOSTS 5

The administration hopes to restrain inflation by wage-price guide-
posts that were first enunciated in 1962 as a guide to private action but
which have since become a disguised form of direct control over the
private economy.

We Republicans believe that our economic system is designed to
economize our natural and human resources and to channel and al-
locate them among alternative uses through the impersonal operation
of the market system. We have placed chief reliance upon the forces
of (1) free independent initiative and choice, (2) profit motivation,
and (3) competition between independent sellers, seeking the favor
and purchases of independent buyers, trying to get the "most-of-the-
mostest" for their money. Through these forces our system is de-
signed to maximize employment, production and purchasing power,
and achieve the optimum use of resources at the level and in the direc-
tions we desire.

The risk is that we will drift or be led into a new pattern, down-
grading collective bargaining and the free market system. The proper
role of Government under our political and economic system should
be to create and maintain the market machinery in good working
order-not undertake to substitute for it or confuse the issues of its
imperfections by admonitions that it do better.

This is precisely the risk that we face today. We do not believe
that the guideposts can restrain inflation in a period of tight labor
and commodity markets, nor do we believe that they should be relied
upon for this purpose even if they were effective.

From past experience, we would expect that the failure of the guide-
posts will lead the control-minded policymakers in the administra-
tion to seek more direct and damaging restraints on private economic
decisionmaking.

The debate which would certainly follow a forthright request for
authority to impose direct controls would have a healthy effect. If the
administration believes controls are needed, we would prefer con-
trols imposed and limited by statute to the ambiguous and arbitrary
exercise of economic power now assumed by the administration with-
out sanction of law or provision for redress of grievances.

A full-scale study within the Congress, such as we have urged the
Joint Economic Committee to undertake, might convince well-meaning
proponents of the enforcement of the guideposts of the long-run perils
to which systematic interference with the market mechanism exposes
our free economy. If such a debate did nothing else, however, it
would make abundantly clear the technical difficulties which stand in

b Senator Javits agrees with much of the discussion of the guideposts advanced by his
colleagues particularly regarding their inflexibility and the coercion used by the admin-
istration to enforce them. However, he believes that the guideposts perform a useful
and necessary function In a complex modern economy now burdened with the Vietnam
war. He believes that they provide some economic guidance to the private sector and thus
help to avoid the need for mandatory controls to curb inflation.
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the way of devising a satisfactory formula governing the changes
in wages and prices in our economy.

Variety of Exceptions

The complexity of the guidepost concept is demonstrated by the fact
that there are a variety of exceptions which are not as clearly dealt
with as behavior under the general rule. Since the average rule is
more easily administered than the numerous exceptions, inefficiencies
in allocation of resources may result, as Professor Musgrave pointed
out to the committee.

The Council's decision to scrap the 5-year moving average as an
appropriate indication of the general productivity trend and to retain
instead the 3.2-percent guidepost of last year illustrates another in-
herent weakness of the guidepost concept: the problem of developing
a measure of the trend growth of productivity. What time period
truly represents the trend value of productivity in the U.S. economy?
Should this value reflect only output per man-hour or output per
unit of total factor input? Should the national increase in productiv-
ity include the large gains in agricultural production along with the
smaller increases in the nonagricultural sectors? Should wages go
up 3.2 percent in industries which experience substantially larger
productivity increases? These are a few of the difficult questions
which should be debated. Depending on the answers, the value of
the wage-price guidepost would be vastly different.

Another difficulty with the guidepost concept is that the approach
lends itself more readily to markets in which a few firms are dominant
and wage settlements involve large contracts. Inescapably, their en-
forcement becomes selective and discriminatory.

The guideposts also miss the mark in concentrating on industries
rather than individual firms, where much of the wage determination
and price setting actually occurs. The concept of an industry of
homogeneous enterprise has been blurred in recent years. Even if an
industry could be clearly identified, the position of individual firms
within that industry differ markedly from one another.

The guideposts are intended to deal with cost-push inflation caused
by market power, even in the absence of excess demand. The argu-
ment that specific industries or unions exercise a high degree of ar-
bitrary market power is often overstated. Among other factors, it
frequently overlooks the competition of domestic substitute products
as well as imports. For the most part, price or wage increases in these
highly visible situations are a response to rising demand and limited
supply, just as is the case with other industries.

The European Experience

In any event, spreading wage and price increases are only possible
if a rapidly increasing supply of money supports an excessive level of
aggregate demand in the economy generally. If aggregate demand is
held within noninflationary bounds, guideposts will not be needed. If
aggregate demand is permitted to get out of hand, the guideposts will
be ineffective. The European experience with "income policies" offers
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persuasive evidence of the futility of trying to restrain inflation
through such devices in an overheated economy.

Administration officials who castigate private decisions as "not in
the public interest" or "unpatriotic" assume a depth of understanding
of what constitutes the public interest that is almost mystical. Woul
the increase in aluminum prices which the administration rolled back
have been in the public interest? If prices had been allowed to rise,
resources would have been drawn into the aluminum industry, raising
investment and ultimately output. Higher output would have meant
lower prices sometime in the future. Higher prices now might also
have shifted demand to substitute domestic products, where demand
pressures may be less.

The administration's extensive arguments about the effectiveness
of the wage-price guideposts in restraining price increases in the pri-
vate sector have obscured the vital role that prices have to play in a
predominantly free market economy. Prices are sensitive and reliable
indicators of the relationship of supply to demand, and price changes
serve to direct creative effort and materials to their most productive
uses. A price rise indicates that more resources should be devoted to
a particular productive activity, while a price decline indicates that
resources can be profitably withdrawn and utilized elsewhere. In
other words, prices serve as traffic signals directing resource flows to
the most efficient activities in terms of satisfying demand. When the
traffic signals are replaced with essentially static guideposts, there is
little assurance that resources are being directed to their most pro-
ductive uses. There can be no assurance when the guideposts are
fixed in an arbitrary manner. A product's price rise persuades con-
sumers to shift their demands to substitute products, thus lessening
demand pressures on the more expensive items. A price rise also
induces producers to increase supply by opening up opportunities for
greater profit. This increased supply further lessens upward price
pressures. When this adjustment mechanism is perverted, both high
demand and low supply continue with no alleviation of inflationary
pressures.

Antitrust Policies

Where private market power does exist to thwart the working of
the price system, it can be dealt with most effectively by diligent and
determined pursuit of policies to make competition more effective,
including both antitrust action and lowering the barriers to imports
from abroad.

If the guideposts divert attention from fundamental fiscal and
monetary policies, they will have an upward bias of their own while at
the same time weakening the capability of the economy to adjust to
changes in demand and technology. Prof. Paul W. McCracken, of
the University of Michigan, has said:

An economy whose pricing system operates according to
the guidelines as enunciated would certainly find its capa-
bility for progress severely weakened.

As Professor McCracken points out, there are serious dangers in
attempting to apply aggregative rules relevant to the general price
level to the ever-changing relationships among individual prices.
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Budget Director Charles L. Schultze, in a paper written for the
Joint Economic Committee in 1959 while professor of economics at
Indiana University, maintained that it was essential to economic
stability for wages and prices to be responsive to changes in demand.
Commenting on guidepost policy, he said:

Public policy statements in recent years have emphasized
that wage-rate gains must stay within the bounds of produc-
tivity advances if inflation is to be avoided. This study on
the other hand stresses the importance for price stability of
the responsiveness of wages and prices to changes in demand.
There is no single formula which can specify the appropriate
relationship between changes in productivity, prices, and
costs in particular industries. In a flexible economy in-
dividual wage-price-productivity relationships should reflect
the strength of demands in each industry. If businessmen
and labor leaders would become more deniand conscious and
less cost conscious, the overall wage-productivity relationship
would take care of itself, so long as intelligent monetary and
fiscal policies were pursued. Hence, if one must preach to
business and labor about their obligations to the "public in-
terest," the emphasis should lie on the need to orient price
and wage decisions more closely to market conditions. The
continual invocation of the phrase "wage-rate gains on the
average should not exceed productivity gains on the average"
is not sufficient to enable management and labor in an in-
dividual basis to determine the kind of price and wage be-
havior on their part needed to achieve a greater stability of
the price level in a full employment economy.

We believe the guideposts have been useful in conducting a more
intelligent public dialog. But we reject as inequitable and damaging
to our economic system the selective, arbitrary, and punitive enforce-
ment of what were intended to be no more than guides to private
action.



REPUBLICAN POLICY PROPOSALS RESTATED

In the preceding discussion of administration policy, our views on
the appropriate course of economic policy in the current inflationary
environment have been implied but not precisely stated. In this
section, we wish to set forth our policy proposals more fully.

The basic assumption upon which these proposals are based is that
immediate steps are required to reverse the ever-worsening inflation
in the economy. Further delay in applying anti-inflationary re-
straints will require a stronger and more disagreeable dose of restric-
tive medicine in the future.

A. MONETARY POLICY
The Federal Reserve Board should reenforce its increase of the dis-

count rate last December by moving to slow down the growth of bank
reserves. The Board should supply a level of reserves that will restrict
the growth of bank credit to about 5 or 6 percent in the coming year
in contrast to the growth of nearly 10 percent last year. The increase
in the money supply (currency and demand deposits) should be held
to the current and anticipated real growth of the economy and not
permitted to continue at an excessive rate of increase.

A monetary policy such as we advocate would permit the economy
to grow at or near its current real rate but would avoid an accelera-
tion of the inflationary boom. However, even this degree of mone-
tary restraint probably will not prevent a substantial increase in the
cost of. living this year in the absence of fiscal tightening designed to
reduce the demand for credit.

B. FISCAL POLICY
I The administration should reduce the administrative budget deficit

of $6.4 billion projected for the current fiscal year and, at a minimum,
produce a small surplus in fiscal 1967. The national income and
product account budget for calendar 1966 should also show a surplus
instead of the substantial deficit that will result from present
policies.

These results should be achieved through strict control over Federal
spending.6 If expenditure control is not pursued with sufficient dili-
gence and determination, then an increase in taxes faces the Ameri-
can people. These measures should be in addition to tax changes
already requested by the administration.

The administration should move immediately to defer nonessential
civilian expenditures, to stretch out planned spending wherever pos-
sible and to eliminate redundant and inefficient expenditures. We do
not suggest a meat-ax approach to expenditure control, but rather an
approach that takes cognizance of the limited skilled and professional
manpower and physical plant capacity in particular areas of the econ-
omy. The Bureau of the Budget should set forth strict but carefully

See Senator Javits' footnote, p. 33.
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formulated spending priorities in this spirit, recognizing that not
every dollar of Federal spending is of equal importance to the national
interest.

The need to set priorities for Government spending is well illus-
trated by the continuing housing needs for low and moderate income
citizens, and the refusal of the administration during hearings this
year before the House Special Subcommittee on Housing to back a
Republican amendment to the urban renewal laws which would redi-
rect the urban renewal program by setting priorities for using avail-
able funds in projects designed for this necessary housing.

Prior to the enactment of the 1964 tax reduction, administration
officials maintained that reductions in spending would be virtually
impossible to make. Republicans insisted that the tax cut should be
accompanied by reductions in the administration's proposed spending,
and time has proved the wisdom of that position. If spending had
increased in the past 2 years as rapidly as in the 1961-63 period, the
inflationary overheating of the economy would have occurred much
sooner and would have been more severe. In fact, it is likely that tax
cuts accompanied by rapid expenditure increases would have resulted
in more serious inflation before the achievement of 4-percent unem-
ployment. It was not until the administration stepped up its level of
spending last fall that overheating of the economy began to appear.

Congress Skounld Exercise Restraint

We also urge the Congress itself to exercise restraint in considering
the administration's 1967 budget requests. There may be selective
cases when the Congress will increase administration requests. If so,
these should at least be balanced by reductions in other areas.

Above all, we hope that discussion of expenditure deferral until
economic conditions are more favorable will avoid the emotionalism
that generally surrounds appeals for expenditure restraint. No one
believes that the underprivileged in our society should bear the costs
of the Vietnam war. But neither can anyone doubt that numerous
programs of marginal value to our society can be slowed down with-
out harm to the national interest. In some cases, a less rapid and more
carefully considered buildup of Great Society programs would avoid
the redundancy, inefficiencies, errors and controversy that accompany
well-meaning efforts to do too much too soon. We would also remind
the administration that-in the words of the minority members of the
Ways and Means Committee-"we cannot win the war on poverty if
we lose the war on inflation:"

Whether a tax increase can be avoided depends upon monetary
policy, debt management policy and a change of heart by the admin-
istration so that expenditures are held down in the coming year.

If too little is done in these areas, then taxes will have to be increased,
which is preferable to increasing the debt. We would regret the
necessity for a tax increase. Experience has shown that high tax rates
are an impediment to economic growth. Our hope is that as Federal
revenues grow in the future, expenditures will grow by a smaller
amount, permitting regular tax cuts that will stimulate long-run
economic growth.
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We recognize that changes in tax rates starting from a level of
exceedingly high rates can be a powerful weapon for economic stabi-
lization. We would not hesitate to use the tax tool when necessary.
However, our feeling is that a tax increase can be avoided today if
our recommendations in the fiscal and monetary areas are followed.
As we have already stated, we feel that an increase in taxes this year
might be followed by a reduction again next year if recession threatens.
It would be considerably more difficult and time consuming to cut
taxes again next year than to reinstate the expenditures deferred
this year.

However, if a tax increase becomes necessary, we believe that a flat
percentage increase in corporate and personal rates would be the
simplest and quickest method to pursue.

We believe that consideration should also be given to elimination
or temporary suspension of the investment tax credit as part of any
proposed general tax increase package. Since capital expenditures
are at an unsustainably high level and apparently going even higher,
there is a danger that the economy may face a situation of excess
capacity sometime in the future. It would be desirable under these
circumstances if some currently planned capital spending were de-
ferred until next year or beyond.

On the other hand, new capacity increases aggregate supply and
enables the economy to absorb higher levels of aggregate demand
without inflation, particularly in distribution and services where
bottlenecks and shortages are particularly serious. More efficient
capacity also strengthens our international competitive position and
produces a larger growth in productivity and downward pressures on
costs at home. Our long-run policy should continue to emphasize the
importance of a high level of savings and productive investment in the
economy.
D. DEBT MANAGEMENT

One of the most important but least debated economic issues is the
impact of debt management on monetary policy. Although the Treas-
ury-Federal Reserve Accord of 1951 was designed to free monetary
policy from the iron grip of debt management, the flexibility of open
market operations is still impaired to some extent by Treasury debt
financing. If monetary policy is to serve its purposes effectively, con-
siderably more understanding is needed of the relationship that exists
between the operations of the Federal Reserve and the debt financing
of the Treasury. We have consistently advocated that the Joint Eco-
nomic Committee study this issue as a part of its continuing interest
in the tools of monetary policy.

Recent developments point up our concern. Since mid-1965 changes
in the composition of the debt have tended to be stimulative because
newly issued debt has been relatively short term. The legal interest

7 Senator Javits believes the prevailing priority should continue to be the encouragement
of real production, and he is, therefore, for retaining the investment tax credit. He
wants to see It broadened to Include manpower training expenditures by business which are
approved by the Secretary of Labor and in addition to normal training already being
carried on.
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rate limit on long-term Government bonds is no longer competitive,
forcing the Government to borrow in the form of "near money" secu-
rities with short or intermediate maturities.

The legal interest ceiling has also affected the term structure of
interest rates.. Yields on Treasury bills and intermediate-term securi-
ties have risen abnormally relative to yields on long-term Government
bonds.

We believe that the administration must recommend immediate
lifting of the 41/4-percent ceiling on Government bonds. Removal
of the ceiling would facilitate noninflationary, long-term Government
financing and at lower interest costs than are now possible through
financing at shorter term.



EMPLOYMENT OBJECTIVES

Our employment goal is that every person, ready, able, and willing
to work should be able to find a job without suffering the hardships of
underemployment or unemployment. The recent reduction in unem-
ployment is a welcome development, but it offers no excuse to rest on
our oars. We believe that we must do better, and that we can do better.

We refuse to play the numbers game and specify a full employment
target. We realize that in a dynamic economy marked by frequent vol-
untary job changing there will always be an unavoidable level of fric-
tional unemployment. Beyond this, no level of involuntary unemploy-
ment is acceptable. And we would hope that even for the frictionally
unemployed the period of joblessness could be sharply minimized.

Achieving this goal will not be easy. Not only must we equip the
long-term jobless for gainful employment, but we must also insure
that the ill-trained who have found jobs in the current buoyant eco-
nomic environment are not dumped back on the market when the
expansion slows down. A democratic society where affluence is
enjoyed by many but denied to a few should do no less.

What will be required to reach our goal?
First, we believe the goal must be achieved without inflation. No

foreseeable amount of Federal assistance can undo the damage to the
well-being of the poor and deprived which is caused by unrelenting
erosion in the purchasing power of the dollar.

Seconds we must move steadily toward our goal but not try to reach
it too quickly. Programs required to equip the chronically unem-
ployed for gainful employment require considerable time to imple-
ment. Too rapid an increase in aggregate demand before these
programs take hold will only result in inflation and-when the re-
action sets in-disillusioned, unemployed people.

Third, we must develop a better understanding of who is unem-
ployed and why. Our aggregate unemployment statistics are among
the best in the world, but they still tell us too little. Fascination with
aggregates conceals deep-seated structural changes taking place in our
labor force, such as the shift from rural to urban employment, the
larger role played by women and the sharp increase in young and in-
experienced jobseekers. Without a full understanding of these
changes our programs will miss the mark and dilute assistance to those
who most need and deserve our help.

Censws of the Unemployed

The logical beginning for an attack on hard-core unemployment
should be an immediate effort to collect a census of the unemployed, as
recommended by Prof. Raymond J. Saulnier, of Barnard College.
Such a census would provide us vitally important information that we
now lack with any precision. It would pinpoint the reasons for
chronic unemployment, the groups most seriously afflicted, the degree
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of labor force attachment of the unemployed and the areas where
public programs could be most beneficial. Such a census would for
the first time reveal the size and shape of the problem which confronts
us. Also essential is an up-to-date and realistic Dictionary of Occupa-
tional Titles in order to make job training for the unemployed
meaningful.

Along with the census of the unemployed, we must make faster
progress in developing a statistical series on job vacancies. Had the
administration seen the vital need for such a series, it could have long
ago induced the Democratic Congress to appropriate the modest sums
required to launch such an effort. To the extent such statistics pin-
point unfilled job openings by occupation and geographic area they
would be invaluable in shaping effective manpower training and guid-
ance programs. Information on the relationship between the number
of persons unemployed and the number of job vacancies also would
help policymakers determine with greater certainty whether aggre-
gate demand at any particular time was deficient and, if so, aid the
development of policies to deal with it. When the number of job
vacancies is greater than the number unemployed, policies to stimulate
aggregate demand will obviously be inappropriate and probably
inflationary.

We also believe that the administration or the Joint Economic Com-
mittee should study the entire system of the Nation's employment
security programs, both public and private, on an integrated basis and
with special emphasis on the employment consequences of these pro-
grams. In the Government sector, study is needed on the economic
impact of the minimum wage and payroll taxes. These studies should
try to determine, among other things, the level at which the payroll tax
begins to act as a deterrent to adding new employees.and its incentive
effect for the introduction of laborsaving machinery and equipment.

American business itself should launch a creative effort to provide
full employment for our people. Businessmen as a whole enthusiasti-
cally joined together to urge passage of the tax cut of 1964. Their
support had a major impact in securing passage of that legislation.
We believe that leaders of American business should now form a busi-
nessmen's committee for full employment to seek new ways in which
the private sector can expand employment and training opportunities
for the millions of young men and women entering the labor force in
the coming years.

Aside from these basic steps to attack the problem of residual unem-
ployment, there is a need for a complete evaluation and inventory of
present Government programs designed to reduce unemployment, help
the poor, raise economically depressed areas to their full productive
potential, and provide welfare to the unemployable.

Programs Fall Short

In recent years, there has been a proliferation of new Federal,
State, and local programs to achieve these goals. We have supported
many of these programs, particularly in the area .of training and re-
training, and feel that they undoubtedly have accomplished much.
The trouble is that too often these programs have fallen short of their
potential.

I
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The unhappy experience of the former Area Redevelopment Ad-
ministration and the confusion and controversy surrounding the pov-
erty program are only two examples of programs which have failed
to live up to expectations. These programs and others have been weak-
ened by inefficient administration, bureaucratic conflicts, poor coordi-
nation, political meddling and overenthusiastic efforts to produce
quick and sensational results.

Contrary to what we are sometimes told, Americans of both polit-
ical parties do care about the hopeless and deprived of our society.
But there is a difference between concern and accomplishment.

There is still a place for new, well-conceived programs to aid the
unemployed and poor. However, we feel that there is an even greater
need to improve our present programs. We should seek to-

-modernize and better coordinate training and retraining efforts
carried on under the vocational education program, the military
services, the Manpower Development and Training Act, appren-
ticeship programs, the poverty program and the Economic
Development Administration;

-strengthen the Federal-State Employment Service by improv-
ing its capacity to provide occupational guidance and testing
by developing interarea recruitment procedures by the use of
modern computer techniques, by closely coordinating the Serv-
ice's work with private employers to encourage voluntary list-
ing of job vacancies and advance notice of mass layoffs, by
carrying on more research on manpower problems and by.
strengthening the critically important private employment
services rather than competing with them where they are doing
a good job;

-improve our economic security programs, principally unem-
ployment insurance, by raising benefit payments and lengthen-
ing the benefit period, increasing slightly the waiting period
for benefits and by more adequately tying in manpower train-
ing for the long-term unemployed with the provision of un-
employment compensation;

-facilitate the mobility of the labor force by encouraging the
transferability of pensions and other rights, eliminating tax
impediments to changing jobs, considering subsidizing the mi-
gration of workers out of severely depressed areas and paying
transportation and living allowances to unemployment insur-
ance claimants who seek a job beyond a predetermined distance
from their homes:

-encourage individuals to upgrade their skills by eliminating tax
obstacles in the path of new skill development, by increasing
training in basic skills of reading, writing, and arithmetic, by
convincing the States to permit unemployment insurance claim-
ants to receive normal benefits while undergoing training or
retraining and by providing tax incentives to business (as.
through the Human Investment Act proposed by House Re-
publicans) to step up their programs of on-the-job training."

8 Senator Javlts supports the objective of the Human Investment Act, but favors an
approach such as is developed In his bill (S. 2343), which provides for Including the
expenses incurred by employers in providing training and retraining programs for their
employees and prospective employees as expenses which qualify for the investment credit
under see. 38 of the Internal Revenue Code of 1954.
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-encourage employment of teenagers and other low skill individ-
uals by considering enactment of a two-step minimum wage,
with the Government subsidizing the employee for the differ-
ence between the actual wage paid and the minimum wage.

By no means does this list exhaust possibilities where existing pro-
grams could be strengthened. It does emphasize, however, the extent
to which such programs could -be improved and often at small cost.
While progress along these lines may sometimes seem slow and unspec-
tacular, it offers more chance of success than efforts to do too much
too soon. These objectives could be better realized over the long run
by creation of a National Commission on Economic Goals along the
lines of the Eisenhower model and as proposed in a bill introduced by
Senator Javits.

We believe it is time to stop playing emotional and political football
with the hopes of the poor and deprived. The goals of the Great
Society can be achieved, but not by the grandstand play. The hum-
drum business of collecting job vacancy statistics or conducting a
census of the unemployed may not win many votes, but it will enable
our policymakers to chart their course with an intelligent and well-
informed understanding of the problem. With the present gaps in
information, this is more than they can do now. The knowledge
gained can be applied to better conceived and better coordinated pro-
grams that can offer the deprived a passport to the Great Society that
is already a reality for the vast majority of Americans.



THE BALANCE OF PAYMENTS AND THE GOLD DRAIN

Administration officials have painted a misleading picture of the
progress that was made in reducing our chronic balance-of-payments
deficit in 1965. The payments deficit and the gold outflow continued
at a high level last year, and we see little prospect for improvement
during the current year despite the heavy price paid for the time being
bought.

A committee of distinguished experts appointed by the administra-
tion to review our balance-of-payments statistics unanimously recom-
mended last April that the official settlements basis should be the main
measure of surplus or deficit. The committee said that-

The United States has a deficit which cannot be indefinitely
continued * * * if its reserve assets are declining and/or if
the claims of foreign monetary authorities on the United
States are rising.

By this test the United States continued in serious deficit in 1965.
Although the administration incorporated the official settlements

figure in its balance-of-payments statistics as a result of the commit-
tee's recommendation, its statements on the results for 1965 have
played down the official settlements computation and have stressed
instead the improvement registered by the liquidity measure.

On the official settlements basis the deficit for 1965 was $1.38 billion,
compared to $1.25 billion in 1964. The official settlements deficit ac-
tually was slightly larger than the deficit on a liquidity basis. This is
particularly meaningful since from 1958 to 1964 the official settlements
figure was lower by about $900 million a year than the liquidity
measure.

Large Gold Loss

The deepening of the deficit on an official settlements basis reflects
the growth in official foreign dollar balances last year as well as the
large gold losses which the United States sustained. The gold drain
totaled nearly $1.7 billion between December 1964 and December 1965,
following a loss of only $125 million in 1964. Increases in official dol-
lar holdings represent an additional threat to the diminishing U.S.
gold stock.

Short-term dollar liabilities to foreigners, both private and official
but excluding international and regional organizations, reached $24
billion in 1965. Our gold stock today covers only 57 percent of these
liabilities. This compares with ratios of gold to the same liabilities of
.65 percent in 1964 and 73 percent in 1963. Clearly the improvement
in the balance of payments on a liquidity basis is being accompanied by
a heightened vulnerability of our existing gold stock to large and sud-
den withdrawals. This represents one of the greatest sources of in-
stability in the present international monetary system.
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Even the improvement on the liquidity measure is, in a sense, arti-
ficial and bought at a very high cost in terms of the movement away
from a more open international economy. It depended on the exist-
ence of what the administration terms "temporary" and "voluntary"
restraints on U.S. private direct investment and bank lending. While
these programs have achieved temporary short-term results, their long-
term effectiveness in reducing capital outflows is open to serious
question.

Thie short-term effectiveness of these programs also masks a serious
deterioration in other items of our balances of payments. Principal
among these was a shrinkage of our trade surplus by $1.9 billion in
1965. Partly as a result of a booming domestic economy combined
with a slowdown of growth in Europe, U.S. exports rose only 4 per-
cent while imports increased by 15 percent. This development was
particularly disturbing in the light of the administration's optimism
about the trade surplus expressed in its 1965 Economic Report.

Another reason for the decline in the trade surplus was the worsen-
ing of our competitive position overseas. From 1964 through the
third quarter of 1965 prices of U.S. exports rose slightly faster than
export prices of the rest of the developed world. A recent report by
the United Nations showed that during the first 9 months of 1965
Western Europe strengthened its trade position in the developing
world relative to the United States. While our exports to the less
developed countries rose only 3 percent during this period, those of
Western Europe rose 12 percent. Also, for the first time in years,
wholesale prices have been rising faster in the United States than in
most countries of Western Europe.

Investment Linkage to Exports

The close linkage of U.S. private investment and our export trade
raises another fundamental question about the degree to which the
"voluntary" program of capital restraints contributed to the sharp re-
duction in the rate of increase of our exports. The linkage between
overseas investment and exports was recently studied by the Depart-
ment of Commerce. The results showed that exports from the United
States to foreign affiliates of U.S. firms comprised 25 percent of total
U.S. exports in 1964 and one-third of nonagricultural exports. More-
over, exports to affiliates grew by 18 percent from 1963-64, faster than
exports as a whole. In addition, some U.S. businessmen have com-
plained that the reduction of bank lending abroad has curtailed export
financing and contributed to the difficulties of increasing their exports.

Restraining capital outflows not only diminishes our trade surplus,
but the program will have the inevitable effect of reducing income
from foreign investments, which again in 1965 was one of the strongest
elements in our overall payments position. The longer the voluntary
program continues (and its promised termination next February is
now in grave doubt), the more prolonged and serious will be the ulti-
mate reduction in foreign income flows.

We commented at length in our minority views last year on the self-
defeating character of capital controls. Not only are the immediate
benefits of the program ofset in part by reduced exports, but they will
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result in reduced income flows. Most seriously, perhaps, they under-
mine the financial leadership of the United States. The United
States is a capital-rich country. The rest of the free world depends
on U.S. funds very heavily in order to develop and strengthen their
oown economies. This in turn strengthens the U.S. economy and the
entire free world.

If 1965 was not as good a year for the balance of payments as the
administration claims, the current year is likely to belittle better. The
administration already is hedging its earlier predictions that the
United States would be in approximate balance this year. The blame
is laid at the door of Vietnam spending.

Trade Surplus Increase Unlikely

The administration expects a substantial increase in the trade sur-
plus to offset the foreign exchange costs of the Vietnam war. It
would be more realistic to assume that the booming domestic economy
sand sharp increases in the wholesale price index would make an
improvement in the trade surplus exceedingly unlikely. In addition,
the tourist deficit will continue to widen. The balance of payments
will also fail to benefit this year as it did in 1965 from large and essen-
tially one-shot repatriations of liquid funds by financial and nonfinan-
*cial corporations in response to the "voluntary" program.

There will be some offsetting gains. Private investment income will
*continue to grow and direct investment outflows may continue to mod-
erate. But on balance we look for little or no improvement in the
balance of payments this year. If the costs of the Vietnam war-
which have been consistently underestimated-grow sharply, or if do-
mestic inflation accelerates, there will surely be a worsening of our
payments position.

We strongly urge that the program of "voluntary" restraints on
capital movements be abandoned at the earliest possible time.9 They
-should be replaced by a balance-of-payments program which deals with
fundamental economic forces as well as certain Government policies
which lie at the root of our chronic deficit. Such a program should
include:

1. Elimination of inflationary pressures in the domestic economy.-
Unless domestic costs and prices are controlled, other policies to cor-
-rect the balance-of-payments deficit will be superfluous. For the first
time in a number of years the requirements for a stable domestic econ-
-omy and a more favorable balance-of-payments position coincide.
The sharp worsening of our trade surplus last year lends particular
urgency to the need to control costs and prices at home. A stepup in
cost and price inflation will produce massive deterioration in our trade
position. Under these circumstances, preventing a collapse of inter-
national confidence in the dollar probably would require the im-
position of compulsory controls over capital outflows and tourist
spending. Certainly present programs would be inadequate to do the

9 Senator Javits has long opposed the interest equalization tax and has pointed out that
the voluntary program of restraints on private capital outflows is counterproductive,

-especially If maintained over a long period. He would prefer to see a more selective
.-approach that would not impair U.S. financial leadership abroad. He would emphasize
expanding exports and reform of the world monetary and credit system.
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job of keeping our overall deficit within tolerable bounds under these
conditions. Since every effort must be made to avoid compulsory
controls, we urge implementation of our recommendations for stabi-
lizing the domestic economy as also being essential for an improved
balance of payments.

2. Redoubled efforts to stimulate U.S. exports.-The administra-
tion's efforts to expand U.S. exports have been feeble and unimiagina-
tive. Some of its policies have actually resulted in a decline of exports.
We urge that the administration make new proposals to create interest
among businesmen in selling abroad, stimulate foreign interest in U.S.
products and devise new and improved methods of financing exports.
Vigorous efforts are needed to bargain down tariff and nontariff bar-
riers to our exports and to remove discriminatory ocean freight rate
differentials. We also believe that ways of rebating the corporate tax
payments to U.S. exporters should be a subject for negotiation in the
Kennedy round in order to bring our practices into line with that of
many other foreign countries.

3. Reexamination of military and foreign aid expenditures over-
seas.'0 -The added requirements of the war in Vietnam lend special
urgency to finding means of reducing the foreign exchange costs of
other expenditures by the U.S. Government overseas.

The administration has called for a new look in foreign aid. an
objective which the Clay committee recommended as long ago as 1963.
We urge support for these efforts to streamline the foreign aid pro-
gram and increase its efficiency and effectiveness. At the same time,
we believe the administration should press for implementation of the
recommendations of the Advisory Committee on Private Enterprise in
Foreign Aid in order to speed the flow of private capital to the de-
veloping countries.

Deployment of American troops, particularly in the NATO coun-
tries, should be reexamined in the light of Western Europe's increasing
strenoth and the Nation's growing airlift capacity. The administra-
tion should also make an effort to increase offset agreements, involving
allied purchases of U.S. military equipment, with those countries
possessing large and growing international reserves.

4. Promoting foreign investment in the United States.-We urge
the passage of legislation to provide tax reciprocity for foreign invest-
ment in the United States.

5. Promoting foreign travel to the United States.-Greater efforts
should be made to increase foreign travel to the United States. A
proposal designed to achieve this by strengthening the U.S. Travel
Service has been introduced by Senator Javits and cosponsored by a
bipartisan coalition in both the House and Senate.

6. Achieving international monetary reform.-We have been grati-
fied that discussions have finally started on reform of the international
monetary system. For the past 21/ years we have strongly urged
that the administration take the initiative in this area in order to
prepare for the day when the United States eliminates its balance-of-
payment deficit. It is clear, however, that any serious deterioration

10 Senator Javits continues to believe that foreign economic and military aid is on aparity with military expenditures in terms of the national interest. He believes we must
look to our worldwide responsibilities notwithstanding the Vietnam struggle.
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in the U.S. balance of payments during the current year will under-
mine the work that has been done and delay needed improvements in
the system.

Agreement on a rational method of creating reserve assets is particu-
larly urgent in the light of the sharp slowdown in the growth of re-
serves over the past year. The reserve assets created by international
agreement should be large enough to provide for the growing needs
of world trade and payments and should be distributed in equitable
fashion not only to the rich industrial countries but to the developing
nations as well. We urge the administration to move forward with
this work while undertaking fundamental correctives to alleviate our
continuing balance-of-payments problem. It must be constantly em-
phasized that improvements in the international monetary mechanism
are no substitute for correcting our balance-of-payments deficit."

' While Senator Javits believes that the recent levels of U.S. balance-of-payments deficits
have been too high, he does not feel that immediate elimination of the deficit is a necessary
or desirable goal in view of the key currency role of the United States, our position as
banker for the world, and the important part dollars have played in increasing international
liquidity.



INTERNATIONAL TRADE

A. THE "KENNEDY ROUND" OF TRADE NEGOTIATIONS

The sixth round of tariff negotiations under the General Agree-
ment on Tariffs and Trade (GATT) began in May 1963, with great
expectations to increase international trade through reciprocal reduc-
tion of tariffs on industrial as well as agricultural products. There
was also a new emphasis on removing nontariff trade barriers and a
special concern for the less-developed countries.

The sixth round was conceived as more than a simple tariff bargain-
ing session. It was to help create a stronger and more cohesive At-
lantic Community, a central goal of American foreign policy in Eu-
rope for over a decade. The political importance of the Kennedy
round has not diminished with time. Thus, for political as well as
economic reasons the United States should continue to use every
means at its disposal to press the trade negotiations to a successful
conclusion.

The 6-month hiatus in EEC activity arising partially from the
French boycott beginning June 29, 1965, was broken at a ministerial
meeting of the Six on January 28, 1966. Now the EEC must com-
plete its internal economic negotiation and decisionmaking on issues
regarding the Kennedy Rotud. The' EEC has little time to do so,
and it has been so informed. Deputy Special Representative for Trade
Negotiations Ambassador William M. Roth in a speech on February
14 said that:

We must get back to the hard bargaining by midspring
so that we have the outline of a package by midsummer. It
will take another 6 months or so to negotiate the many fine
points that give balance to the package. The deal must be
set by early 1967 so that all necessary procedures can be com-
pleted in time.

The Six have a very short period in which to resolve their
internal problems if they are to return to the negotiations by
spring. Soon after returning, they will have to table concrete
and specific agricultural offers and these must be of real trade
meaning if they are to be accepted as a basis for bargain-
ing.

But the prognosis is not optimistic. Very delicate, very difficult
matters must be settled. Among them are the size of the EEC excep-
tions list vis-a-vis that of the United States, the issue of "tariff dis-
parities," the problems involved in achieving the goal of "acceptable
conditions of access to world markets for agricultural products," and
various nontariff barrier items, which can, however, carry over beyond
the June 30, 1967, deadline.
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If. however, by the end of 1966 the EEC has not demonstrated
clearly and unequivocally its intention to move forward in concrete
bargaining on both the industrial and agricultural fronts, new ave-
nues of approach should be sought. Under no circumstances should
the United States rush to complete an arrangement that could make
a mockery of the original hopes and goals of the 1962 Trade Expan-
sion Act. On the other hand, if by the end of the year, there is con-
crete evidence that the EEC will come willingly to the bargaining
table with constructive intent, then the 90th Congress should consider
extending the 1962 Trade Act's negotiating authority for one year.

The goal of a greater Atlantic community, closely knit economi-
cally, politically, and militarily, and open to all free countries, is
one which we must pursue as the central theme of U.S. policy. Con-
structive proposals to avoid the deadlock in which we find ourselves
are welcome, always recognizing that the continuing effort at Geneva
is one of the best means at the disposal of the United States to en-
courage the EEC countries to reach internal agreement on key eco-
nomic issues, and in so doing to resolve political differences.

B. EMPHASIS ON NONTARIFF BARRIERS TO INTERNATIONAL TRADE
The GATT trade negotiations, since their beginning in 1947, have

concentrated on the reduction of tariffs. This GATT effort, of course,
was part of the postwar movement to free international flows of cap-
ital and trade. As such it recognized the importance of good eco-
nomic relations in maintaining peace. It was an attempt to strike at
the many root economic causes of World War II.

In large measure the GATT tariff negotiations under the five previ-
ous tariff negotiating rounds have done their work. The tariffs of
most nations are at a reasonably low level, with those of the United
States among the lowest. In the U.S. case the extraordinarily high
tariff rates imposed by the Smoot-Hawley Act (Tariff Act of 1930)
have been greatly lowered, with some notable exceptions. The U.S.
tariff schedules have been newly systematized and rationalized some-
what along the lines of the Brussels tariff nomenclature.

Thus, were the "Kennedy Round" to be successfully completed,
tariffs on the whole would cease to become a major trade barrier. Un-
fortunately, as tariff barriers have diminished other barriers to inter-
national trade, more pernicious and often hidden, have arisen. These
"nontariff barriers" can take many forms. Such barriers can be built
into tax systems, health and sanitary regulations. They can have a
highly protective effect. The United States maintains some notable
nontariff barriers to trade, but in contrast to those of many of our
trading partners, ours are relatively few and those that exist are largely
published and "above the table."

As Mark S. Massell, senior staff member of the Brookings Institu-
tion, wrote recently:

Agreements to reduce import duties constitute only the first
step of an effective program to free world trade. If tariffs
are reduced to a minor role in international trade, the non-
tariff barriers will take on major importance. As a con-
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sequence, even an effective program to lower tariffs, standing
alone, may not achieve a major improvement in the flow of
international trade. Indeed, the complete elimination of
tariffs would encourage the proliferation of a wide variety
of the more subtle import barriers which bear the tag "non-
tariff."

We believe the future trade negotiations must concentrate not on
tariff but on nontariff trade barriers. These far more knotty inter-
national problems should be the subject of consistent effort by the
Special Representative for Trade Negotiations, during and between
formal GATT negotiating rounds. Fetters on international trade
cannot be removed so long as there is a preoccupation with tariffs
and a neglect of nontariff barriers.

Among the efforts in the nontariff area which should receive special
attention by the President's Special Representative for Trade Negotia-
tions, we urge the development of an international code to harmonize
antidumping laws and procedures of trading nations: House Resolu-
tion 405 and Senate Resolution 133 (89th Cong., 1st sess.), introduced
respectively by Representative Curtis and Senators Javits, Jordan,
and Miller, called on the U.S. Government to negotiate an international
agreement that would harmonize the operation of the antidumping
laws and regulations of major trading nations. The Special Repre-
sentative for Trade Negotiations has recently made significant pro-
gress toward this goal, with the cooperation of the Treasury Depart-
ment. We urge them to continue to seek agreement on such a code.
The goal of an international antidumping agreement is a realistic
one, and through it a nontariff trade problem common to all major
nations will be solved.



FEDERAL-STATE-LOCAL FISCAL RELATIONS 12

By any measure, expenditures of State and local governments have
risen substantially over the past decade. In the 10-year period be-
ginning in 1954, when gross national product rose at an average an-
nual rate of 5.5 percent, State and local direct general expenditures
rose an average of 8.5 percent a year. During the same period, Fed-
eral spending rose at an average annual rate of 6 percent. State and
local outlays totaled over $70 billion in 1965 and are expected to pass
$100 billion by 1970.

Pressures producing higher and higher levels of spending at the
State and local levels are not likely to abate in the foreseeable future,
but are almost certain to increase. The total population will continue
to grow at a rate at least as fast as in recent years. Within the total,
there will be relatively large increases in the rate of growth of those
segments of the population making the largest demands on the services
of State and local governments. For example, the number of elderly
dependent persons will increase substantially, as will those people liv-
ing in costlier, urban areas.

The growth of demand for government services at the State and
local levels will experience a qualitative increase as well as the quan-
titative increase noted above. With generally increasing economic
affluence comes a growing demand for improved government services.
The aspirations of the lower income classes are being raised and con-
sequently their demand for more and improved government services at
the State-local level also rises.

The increase in State and local revenue from their own sources has
also risen substantially over the past 10 years. General revenues from
internal sources rose 124 percent to $58 billion during that time, while
GNP rose only 71 percent. In spite of this growth, however, State and
local governments have relied increasingly on borrowing and Federal
grants-in-aid to finance their rapidly growing expenditures. Revenue
from the Federal Government has increased 237 percent over the past
decade to over $10 billion in 1964. State and local debt outstanding
rose to $92 billion in 1964, a 137-percent increase over its level 10 years
before.

Revenue Sources Grow Slowly

The primary reason State and local governments have been unable
to meet their increasing expenditure commitments from their own
sources is that their revenue sources tend to grow at a slower rate than
GNP. The traditional instruments of State and local revenue, sales,
excises and property taxes, are by and large income inelastic, that is,
their yields grow at a slower rate than overall GNP. This is especially

' Representative Curtis disagrees with the conclusions and recommendations of this
section. (See his supplementary views. p. 76.)
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undesirable at a time when expenditure increases are far outpacing
the growth of the economy. The States and localities have mitigated
somewhat the results of the low sensitivity of their revenue sources by
increasing tax rates, but this action still has not yielded sufficient
revenue to cover rising expenditures. And it is doubtful that States
and localities can continue to raise consumption, payroll, and service
taxes at anywhere near the rate they have been. increasing them over
the last decade.

The financial plight of our larger cities is particularly acute and
deserves special attention. The influx of population into the cities
consists largely of those groups with the greatest demands for Govern-
ment services. Newcomers to the cities often lack the skills necessary
to earn a decent living and tend to settle in deteriorating neighbor-
hoods, increasing the load on health, education, and welfare programs.
At the same time, there is an increasing outflow of citizens in the upper
and middle income classes to the suburbs, stripping the cities of leader-
ship talent, the self provision of many services which the cities would
otherwise have to provide and essential tax dollars.

This outflow seldom 'diminishes the need for maintaining costly
inner-city operations because the emigrants often continue to earn
their living in the cities as commuters. Add to this outflow the exodus
of industry to the suburban areas, where land and taxes are cheaper
and the labor plentiful, and an even further erosion of the cities' tax
base takes place, as well as a decrease in sources of employment. The
growing needs of our cities for increased revenues must be considered
especially critical at this time with little prospect that they can satisfy
their needs from their own resources.

The tightening fiscal squeeze on State and local governments has
received a great deal of attention recently, and justly so. But unfortu-
nately, although the financial positions of States and localities have
been rapidly deteriorating since the end of World War II, it has been
only in recent years that significant steps have been taken by the Fed-
eral Government to provide aid. This assistance has largely taken
the form of grants-in-aid tied to specific activities, which has proven
to be a mixed blessing. Although the grants have enabled the lower
levels of government to expand functions that the Federal Government
has designated vital, these governments have little influence on which
projects are considered critical and often are required to direct a por-
tion of their own revenues toward federally chosen projects, aggra-
vating the shortage of funds available for activities in which the States
and localities are vitally interested. For example, about' 45 percent
of the increase in Federal aid to the States over the last 10 years has
been earmarked for highways and another 25 percent restricted to pub-
lic welfare.

Federal G/rant Programs

There are presently over a hundred different specific Federal grant
programs, each with many conditions attached. Aside from increas-
ing the complexity of State and local budgetary problems, this situa-
tion unavoidably leads to overlapping and waste, confusion of ob-
jectives, and inefficient administration at the Federal level. While
we do not suggest a reduction in the present size of the Federal grant-
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in-aid program, we do oppose increased complexity, regulation, and
.awkwardness.'

The strengthening of State and local control over their own spend-
ing is essential in a federal system of government such as ours. A
level of government without effective control over directing its ex-
penditures has essentially lost its identity and justification as a sepa-
rate political entity. Those levels of government closest to the people
:are most responsive to their wishes and best equipped to most efficiently
administer pro-rams for the health, education, and welfare of their
citizens. In order to strengthen these governments to meet their in-
creasingly heavy responsibilities, the trend toward fiscal centralization
.must be restrained.

Among many proposals to help solve the State-local financial di-
lemma, three stand out as being particularly worthy of consideration.
These are the revenue-sharing plan introduced by Senator Javits in
the Senate (S. 2619) and by Representative Ellsworth in the House
(H.R. 11600), the revenue-sharing proposal for education made by
Senator Miller, and the income-tax-credit approach.

Under the Javits and Ellsworth plan, a trust fund would be estab-
lished into which the Federal Government would deposit 1 percent of
aggregate taxable income each year. Payments from the trust fund
to the States would be made in the following manmer. The most sub-
stantial portion of the trust fund would be distributed to each State on
a population basis with each State's allotment being adjusted according
to its revenue effort relative to the average effort of all the States. The
remaining portion of the fund would be distributed to the lowest
'quarter of the States in per capita income, each State's allotment de-
termined on the basis of population. The only restriction placed on
the State allotment is that it must be spent on programs in the fields
of health, education, and welfare and not on prograins already lib-
erally provided for by the Federal Government, such as highway
construction and disaster relief, or on general administrative expenses
or debt service. Provision is made for local government aid by requir-
ing the States to contribute to its local governments no less a per-
centage of its own revenues than the average over the previous 5 years.

Under the proposal made by Senator Miller, the Federal Govern-
ment would allocate a percentage of the total Federal revenue collec-
tions to the various States "for education purposes." This would pro-
vide assistance to the States in coping with the increasing costs of
education, while avoiding Federal bureaucracy and controls in this
area.

Tax, Credit Proposal

A uniform tax credit approach to providing unrestricted Federal
fiscal aid to States and localities has not been spelled out in detail or
introduced as a bill in Congress, yet the concept deserves careful atten-
tion. The object of this approach is to have the Federal Government

13 Senator Javits notes that Federal grant-in-aid programs tend to discriminate against
highly urbanized States. Traditional allocation formulas ignore the fact that the extraor-
dinary growth of the cities has multiplied their need for funds more sharply than the
allocation formulas provide Increased Federal funds. He urges early enactment of S. 561.
which calls for periodic congressional review of further grant-in-aid programs, so that
allocation features are not endlessly perpetuated without any conscious reevaluation from
time to time, as conditions change, of formulas, ratios, and maximum limitations.
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help the States and localities raise more revenue through their own
revenue instruments without increasing appreciably the combined
Federal-State-local tax burden on individual taxpayers.

All plans in this category involve a credit against Federal income
tax liabilities for taxes paid to State and local governments either in
place of or in addition to the present provision allowing taxpayers to
deduct State and local taxes in figuring Federal taxable income. Some
experts propose to allow only certain State and local tax payments,
such as on income, to qualify for the credit while others would permit
all types of State and local taxes paid to qualify.

Some suggest that a certain percentage of State and local taxes paid
be allowed to comprise the credit, while others recommend allowing
some percentage of the individual's Federal income tax liability as a
ceiling on the amount credited. While the many different tax credit
approaches differ in details, all provide for unrestricted aid to State
and localities to strengthen their fiscal positions.

Both the tax credit approach and the revenue sharing proposals
deserve careful study. Although budgetary conditions now preclude
immediate enactment of such legislation, we believe that the ground-
work should be laid now for early action when inflationary pressures
ease. To that end, we strongly recommend that the relevant congres-
sional committees begin hearings soon on these approaches to saving
our State and local governments from fiscal impotence and ultimate
Federal assumption of control.
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STRENGTHENING THE FARM SECTOR

Despite the self-serving claims of the President's Economic Report
that living standards have risen at an unprecedented rate and that
realized net income per farm rose in 1965, the fact is that the con-
tinued cost-price squeeze has prevented the Nation's farmers from
sharing fairly in the national net income. There are two reasons:
(1) Continued inflationary increases in the prices farmers pay for
~goods and services; and (2) farm parity prices consistently below
81 for the fifth consecutive year.

On the cost side, the November 1965 issue of the Farm Cost Situa-
tion, published annually by the Economic Research Service of the
Department of Agriculture, shows an increase in the index of the cost
of goods and services used in agricultural production from 103 to 112
from 1960 through 1965. Farm machinery, seed, and wages repre.
sent the largest increases, mainly because of general inflationary
pressures.

When the purchasing power of the dollar goes down, it is to be
expected that wage earners will ask for wage increases. An increase in
the social security tax withheld from the worker's paycheck will be
followed by a demand for an offsetting wage boost. Increased costs to
the manufacturer-wage hikes and more taxes to match the increase
in employee social security taxes-means an increase in farm costs of
production. Over the past 5 years, these costs have climbed $4 bil-
lion-almost $1 billion in 1965 alone. A substantial portion of this
increase is the result of inflation.

It is truly alarming to farmers that notwithstanding increased costs
of farm production and costs of Federal farm programs, farm prices
have remained depressed. Farm parity prices were at 81 in December
of 1960 and have been consistently lower ever since. Notwithstanding
an improvement in livestock prices, the average parity ratio for 1965
was 77; and it has averaged less than this since October of 1962. The
Food and Agriculture Act of 1965 continued the power of the Secre-
tary of Agriculture, through sales of surplus commodities by the
Commodity Credit Corporation, to hold down market prices of grains;
and the Secretary has made it clear that he intends to continue to use
this power.

Indebtednes8 Increases

Indebtedness of our farmers has increased by $14.8 billion during
the last 5 years-from $26.2 to $41 billion. Although proprietors'
equities have grown to record levels, as noted in the President's Eco-
nomic Report, as farms have been consolidated into larger units and
more farmers have been forced out of agriculture by the continued
cost-price squeeze, the ratio of farm debt to total farm assets has
worsened.

The total increase in net farm income over the last 5 years compared
to 1960 net farm income has been $5.2 billion. During the same peri-
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od, Federal Government payments increased by over $6 billion. Thus
the agriculture sector has grown more dependent on the Federal Gov-
ernment-necessarily so as markets have been adversely affected by
the power of the Secretary of Agriculture to dispose of surpluses at
low prices; at the same time, farmers have not been sharing fairly
in the national net income due to the cost-price squeeze.

The number of farmworkers continued to decline in 1965. There
has been a loss of 401,000 hired farmworkers and 1,047,000 farm fam-
ily workers since 1960. The loss in farm employment in 1965 alone
was more than 500,000. Total farm population declined in 1965 by
554,000, bringing the 5-year loss to over 3.2 million.

The Republican Party has continued to emphasize that farm pro-
grams should be continued, but that they should enable our farmers
to share fairly in the national net income by moving toward good
market prices and not away from them. The foregoing record lends
little credibility to the nice-sounding recitals which appear in the ad-
ministration's farm bills: "to increase farm income, reduce surpluses,
and reduce costs to the Government." Net farm income, in terms of
"real" dollars (and not the present cheap dollars resulting from in-
flation), has not kept pace with the rest of our economy. The ad-
ministration's farm programs have not reduced production, and pro-
duction has actually increased under them. Surpluses have been
reduced because of increased domestic usage and increased disposals
under Public Law 480 (the food-for-peace program), which was
commenced during the Eisenhower administration. And, as shown
above, costs to the taxpayers have increased.

We are pleased to note that the Economic Report for 1966 con-
tains a chapter specifically devoted to agriculture and farm sector
problems. Unfortunately the Council of Economic Advisers has not
fulfilled its obligation under the Employment Act of 1946 to consult
with representatives of agriculture.

Ruwral Poverty

We are pleased to note that the President has recognized the
necessity for a different type of planning to attack rural poverty.
We have pointed out in previous years that many of the areas of
chronic economic depression are rural and that these areas do not share
proportionately in existing antipoverty programs.

It is significant that agricultural labor has the lowest per-hour
return of any of the major segments of our economy. This reflects
the unsatisfactory level of farm parity and the steadily increasing
costs of production, which deprive farm operators of the means to
increase wages.

Republican spokesmen have long supported the concept of adequate
reserves of feed and food grains that are needed to provide security
to our country in the event of national emergencies. Not until this
is done can one intelligently talk of surpluses, because only the anmounts-
of such commodities which are in excess of such needed reserve are
properly termed "surplus."

We support improvements in and continued development of Public-
Law 480 enacted during the Eisenhower administration to enable our
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agricultural production to meet the needs of the developing nations
on a self-help basis. We have consistently advocated maximum
efforts to make such use of our agricultural abundance and support
efforts to strengthen the structure and performance of the program.

The greatest emphasis in the research activities of the Department
of Agriculture continues to be on the production side as distinguished
from the marketing and consumption sides. While foreign exports,
disaster relief, Public Law 480, and other tools we are now using to
dispose of agricultural commodities are very useful, we have not yet
made full use of our research resources in finding industrial uses for
agricultural commodities. Exceptional developments have occurred in
recent years. However, less than 10 percent of the fiscal 1966 research
budget is devoted to industrial uses of agricultural commodities;
whereas the great portion of these research funds is earmarked for
continued production research. We believe that the emphasis should
be the other way.

We recommend that the administration take coordinated action
along the following lines:

1. Reorient the whole network of Government price-support
programs toward a strong market economy for agriculture.

2. Reject the doctrine of "supply management," which, as
presently administered, means strict Government controls and
supervision over farmers with market controls exercised by the
Secretary of Agriculture.

3. Reorient the research activities of the Department of Ag-
riculture to develop new and increased uses for agricultural
products.

4. Establish sound inventory and reserve policies for all price-
supported commodities, with disposal of such stocks not to be per-
mitted in a manner which disrupts normal markets.

5. Take action to encourage greater industrial and economic
development in rural areas through coordinated Government
efforts and program administration to provide rural areas a fair
opportunity to share in increased economic growth.

6. Adopt enlightened fiscal policies to stop inflation and, in turn,
stop the increases in costs of farm production.

7. The Council of Economic Advisers should take immediate
action to fulfill its obligation to consult with a fair representative
cross section of farmers.

8. In order to further the objective of increasing U.S. agricul-
tural exports, U.S. negotiators at the Kennedy round of trade
negotiations in Geneva must continue to insist that U.S. conces-
sions on industrial products be contingent upon European con-
cessions on our agricultural products.
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NATIONAL EMERGENCY STRIKES

Recent labor disputes in key industries have demonstrated the lack
of adequate Government powers to assert the public interest in dis-
putes which -affect the health and safety of the Nation or a substantial
part of it.

A crisis of national proportions in the railroad industry was nar-
rowly avoided in 1963, but may threaten again this spring. Last
year's dock strike closed some of our major ports for long periods,
while the steel labor crisis last fall was resolved only after it brought
the Nation to the brink of economic disaster. And it will be some time
before New York's crippling transit strike last January is forgotten.

If we learn nothing else from these unhappy experiences, it should
be that the whole Nation or individual communities can be immobilized
by key labor disputes and that Government is virtually powerless to
do anything about it.

The steel dispute provided a glimpse of another danger arising
from the lack of adequate machinery to deal with national emergency
strikes. In that instance, the President personally intervened to
protect the national interest. In the absence of adequate legal ma-
chinery, the administration virtually wrote the contract for steel man-
agement and labor. The dangers of such interference with private
decisionmaking is obvious. Settlements dictated by third parties can-
not solve the underlying causes of labor-mangement disputes, but only
suppress them until they arise again some other day. For lack of
better machinery to deal with this problem, we are edging close to a
system of compulsory arbitration which is inconsistent with free col-
lective bargaining and a free trade union movement.

Legislation is needed to give the President new and critically neces-
sary powers to protect the public interest in labor disputes of a national
character, without in any way depriving the parties of the power to
write their own collective bargaining agreements. A bill (S. 2797)
introduced by Senator Javits would establish machinery to accomplish
this goal.

The bill would authorize the President to appoint a board of inquiry
to make public recommendations for a settlement based on factfinding
in cases where a labor dispute materially affects the national health or
safety.

The President would also be authorized to order a 30-day freeze dur-
ing which the parties would be required to bargain upon the recommen-
dations. However, neither party would be required as a matter of law
to accept the recommendations.

Finally, the President could seek appointment by a Federal court
of a special receiver to operate the struck facility to the extent neces-
sary to protect the national health and safety.

This bill would extend coverage of the emergency labor disputes pro-
visions of the Taft-Hartley Act to controversies which, though they
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may not affect an entire industry nor imperil the health of the Nation
as a whole, do affect interstate commerce and imperil the health or
safety of a substantial part of the population or territory of the
Nation.

The Javits plan is a constructive proposal for providing maximum
protection of the public interest with a minimum of Government inter-
ference with the collective bargaining process. Under the procedures
of the bill, labor and management could bargain rationally and pro-
duce a settlement beneficial to both. At the same time, the public
would be protected against harmful disruptions in key industries af-
fecting the national health and safety.

We believe the proposal merits most careful study and recommend
that the appropriate committees of Congress begin immediate con-
sideration of the bill.



CONCLUSION

The administration never tires of claiming that its "new economics"
have brought the American people 5 years of unprecedented pros-
perity and economic growth. How valid are its claims?

There is a danger that the administration's attempts to rewrite eco-
nomic history may convince the Nation that the road to permanent
prosperity requires continuing budget deficits, ever-higher levels of
Government spending and increasing Federal controls over private
economic decisionmaking. For this reason, we think the record must
be set straight.

The record of the past 5 years actually shows that-
-the dynamism inherent in the private economy was already

powering a vigorous recovery from recession as the Kennedy
administration entered office in 1961.

-after increasing Government spending sharply in 1961 and 1962
and applying other stimulative measures, the advance stalled
and the economy was threatened with recession in 1962.

-the recovery resumed its advance in 1963 only after the admin-
istration restored business confidence shaken by the steel-pricing
episode of the previous year by supporting incentives for job-
creating private investment and risk taking, which Republi-
cans had long urged.

-the tax cut of 1964 was successful in removing impediments to
economic growth because it made reductions in exceedingly
high rates and at Republican insistence was accompanied, at
least temporarily, by firm restraint of Federal spending.

-in the face of administration indifference and even hostility,
Republicans successfully fought for legislation to correct struc-
tural imbalances in the economy through manpower training
and retraining and strengthening the vocational education
system.

-the Kennedy administration inherited a sound cost-price struc-
ture from the Eisenhower years which permitted expansion
without inflation until the Johnson administration unleashed a
new wave of Federal spending in 1965.

-the administration continues to talk about a peacetime recovery
when, in fact, our current growth results from the demands of
the Vietnam war rather than the "new economics."

-the administration has proven itself indifferent to the special
problems and opportunities connected with the Nation's small
business community. Despite Republican prodding, it refuses
to adequately fund the Small Business Administration disaster
and regular loan programs in separate accounts and moves to
deprive the small businessman of an independent Small Business
Admin ist ration voice within Government counsels.
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The lesson to be drawn from this brief accounting of recent economic
history is that balanced policies to stimulate the private sector and re-
move impediments to economic growth has been the source of our
prosperity. When business confidence was impaired or when the
Government relied too heavily on budget deficits and higher spending,
trouble appeared in the forms of inflation, a slowing of business in-
vestment and economic growth early in the expansion, and a continuing
gold outflow and balance-of-payments problem.

By misrepresenting recent history, the administration has been able
to win wide support for -enlarging the dimensions of Federal control
over the economy. Both the scope and the nature of the Government's
involvement in economic affairs have changed significantly in the past
5 years. Government not only plays a larger role in influencing the
general level of economic activity, but it has also moved in on areas
ormerly reserved for private decisionmaking. A few men in Wash-

ington have substituted their judgment for that of the marketplace
as expressed by millions of daily decisions by leaders of business and
labor.

It is surprising and disturbing that the new and ominous dimensions
*of Federal economic power have been accepted-at least until re-
cently-with such calm acquiescence. Should the trend continue, the
relationship between the private sector and the Federal Government
Will be sharply recast. Our economic system, which has produced un-
-paralleled opportunities and abundance for our people, would be the
loser.

Government has an important role to play in economic affairs.
But we believe this role should be limited to the wise and balanced
use of time-tested weapons of fiscal and monetary policy designed
to stimulate creativity and growth among our corporate enterprises,
small businesses, farmers, and labor organizations.

Senator JAOOB K. JAVITs.
Senator JACK MILLER.
Senator LEN B. JORDAN.
Representative THOMAs B. CURTIs.
Representative WIuaAm B. WIDNALL.
Representative ROBERT F. ELLSwORTH.



SUPPLEMENTARY VIEWS OF REPRESENTATIVE CURTIS

I appreciate the desire of my colleagues to strengthen the fiscal
capacity of State and local governments to meet their growing prob-
lems. However, I find the arguments they and others advance for
new forms of Federal assistance without merit.

These arguments ignore that State and local governments have met
their revenue needs successfully in the past. With greater efforts to
mobilize their financial resources, they can meet their growing needs
in the future. Particularly important is the modernization and up-
dating of the property tax.

One cry for increased Federal Government participation is that the
State and local governments are so hard pressed financially that they
cannot assume the increased costs of education and other services.
This is a peculiar theory in that there is only one source of taxation
Governments, whether State, local, or Federal, are only tax collectors
and they can collect taxes only from one source, people. The cor-
porate income tax, as in any business tax, is a tax upon people-not
upon some unidentifiable fictitious person-it is 'primarily a sales tax
because every business, if it is to stay in business, has to pass the tax
it pays on to the consumer in the price it charges for the goods and
services it is selling. Maybe the investor pays a bit of the corporate
income tax, but very little, and even if the investor pays some, we
must remember that investors are people, too, and increasingly in the
United States the investor is becoming every one of us.

So when it comes to easing any tax burden, I am not so inclined to
worry about the tax collector-the State or local government-or the
Federal Government, as I am about the taxpayer. I think of tax
collection from the efficiency of the collection system-the efficiency
from the standpoint of the taxpayer so that the minimum amount of
cost goes into the collection of the tax and the maximum amount can
go into the expenditure of the funds for the purposes intended by
the governmental agency. I also want the tax collection for efficiency's
sake to be pretty close to the agency of government that is going to
spend the money so that there is a minimum of cost in transferring
the money from the agency that collects it,to the agency that spends it.
Also so that those who spend have a better understanding of the cost
of spending, which they do if they are close to those who have to raise
the revenues.

By these criteria the Federal Government is not a very efficient tax
collector for educational and other expenditures. It is not even an
efficient tax collector per se in minimizing the economic cost of the
mere collection aspects. The Federal Government is merely efficient
in hiding the economic cost of collecting the Federal income tax be-
cause it passes the main cost burden of bookkeeping, accounting, and
collecting over to the private sector-to the individual person and
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businesses making out the complicated tax returns. But passing the
cost of tax collection over to the private sector does not save the cost
economically to our society, it merely avoids some of the blame for
the cost being placed where it belongs on the type tax itself and on the
governmental body using it. The most efficient tax economically to
collect is the real estate property tax. All it requires is an assess-
inent every 10 years or so and a yearly billing-no accounting, no time
on the part of the taxpayer, and little time on the part of the tax col-
lector. It is almost all done by mail.

Furthermore, I would observe that it is the Federal income tax
that has come in for the greatest criticism from economists and tax
theorists in recent years, as well it should. It is the high rates of the
Federal income tax which has created the economic damage to our so-
ciety which we are now trying to remedy by timely tax reduction, not
the real property tax or the State sales and use taxes. Yet there are
people who would put a further burden on the Federal income tax.

Further, since the Federal Government is not the sector of gov-
ernment which is charged with spending the education dollar, it has
the difficult and costly job of transferring the tax dollars collected to
the local governmental agencies which are charged with the spending
of them. As has often been observed, send a tax dollar to Washington,
D.C., to be returned to be spent in the community and it comesback
badly clipped. We certainly can cut down on the amount the dollar
gets clipped when it is sent on its long journey to Washington and
thence back to the community, but we must recognize that there will
always be considerable cost in undertaking the round trip journey
in the first place. And we may well ask, Is this trip necessary?

The answer is made that the trip and the clip are necessary because
we need the Federal governmental mechanism to equalize between the
rich and the poor States. It is said that many of the children who
need to be educated are in the poor States which cannot afford to bear
the costs of education while the ability to pay taxes lies in the richer
States. Well, I have often sought to answer this syllogism. I ask,
where are these so-called poor States? The answer to that ques-
tion is quite ready, in the South: Arkansas, Alabama, Mississippi,
et cetera. I then ask, But on what basis do you say these are poor
States? The answer to this is also quite ready. "Take a look at the
per capita income of these States." Indeed, per capita income in
these States is relatively low. But then, I ask the next question, and
the answer to this is not quite so ready. But these States do not pay
for education out of taxes on income, do they? Don't they pay for
education costs and community facilities of all sorts essentially by
use of the property tax? If this is so, and it is so, let's take a look
at the assessed valuation in these States which allegedly are so poor.
Here we have the true answer. There are not really any poor States
in the United States. The States so often cited are States where
there are poorly developed and enforced property taxes, where there
is a considerable amount of absentee ownership, among other things,
where the assessments on real estate hardly match the true value of
the land and structures. These are the very States, by the way, which
are digging themselves further in the hole by waiving property taxes
for a period of years to entice businesses to locate in their area-on
the assumption, I suppose, that having the payrolls will assist them to
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have a better tax base than one based upon property wealth. This
is surely regressive thinking for the 20th century. This theory can be
found entrenched in most of our Latin American neighbors and
throughout the world and until the theory is abandoned these societies
will not move ahead.

No, there is no need for the Federal Government to get into the
business of Federal equalization laws, although there is still plenty of
reason for all the States to continually update their State equalization
laws for education. And there is much room for counties to pass edu-
cation equalization laws so that tax revenues can be spread from
wealthy areas, measured in terms of property wealth to areas of less
property wealth. Above all, there is ample room for modernizing our
property tax laws and keeping them up to date-which means, among
many things, modernizing our zoning laws and keeping them up to
date. No community can support schools or community facilities-
except the very few unusually wealthy communities-with a property
tax based heavily on home assessments.

I like to point to Crestwood, Mo., as an example of up-to-date zon-
ing and assessment. Here is a new community-nonexistent in 1945,
about 12,000 population. To a casual observer it looks like a typical
middle-income, suburban bedroom community. Yet look at its tax
assessment books. Look at its zoning laws and you have the real story.
Seventy-five percent of its assessed valuation comes from industry,
commerce, and the utilities, only 25 percent from the private homes of
its citizens. It has fine schools, fine community facilities, ample rev-
enues, and little debt.

Henry George extolled the values of the property tax further than
I would go to the single tax idea and these values should be considered
today. In America the real estate tax provides the money which is
spent largely in increasing the valuation of the very real estate taxed.
Build roads, schools, sewers, provide fire departments and police pro-
tection, and the value of the real estate and the buildings increase.
The expenditures from the real estate tax go to and relate to increasing
and preserving wealth. This makes a neat package and is the basis
of the grassroot community growth in America. Furthermore, a well-
designed real estate tax is a discouragement to the greatest of all eco-
nomic sins-to hoard rather than to utilize wealth. A well-designed
real estate tax system places an incentive on utilizing real estate to its
greatest economic potential-and if a good tax system is established in
context- with up-to-date zoning laws and building codes, increased
wealth flows to the community.

It is the property tax which has responded nobly since the end of
World War II-not the Federal income tax. It is the property tax
which has financed the increased expenditures for education from a
$2.3 billion figure in 1940 to a figure now well over $18 billion in 1965-
not the Federal income tax.

Nor is it true that this cornucopia of our communities is running low
or needs priming. The expenditures on education have produced what
we anticipated they would produce in new and greater wealth which
in turn increases the potential for the future flow. Educational bond
issues are continuing to be passed by the local citizenry. The HEW
statistics reveal that beginning in 1957 when they first collected the per-
centage of public school bond issues passed per bond issues submitted
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to the voters, only once has the figure fallen below 70 percent: 1957, 74
percent; 1958, 78 percent; 1959, 62 percent; 1960, 83 percent; 1961, 71
percent; 1962,70 percent; 1963,70 percent.

And I hazard a guess that of the bond issues failing many should
have failed but undoubtedly most of these bond issues were resub-
mitted in an improved and corrected form and then passed-a healthy
situation in itself not duplicated by the process of local school dis-
tricts submitting their needs to a political bureaucracy in Washington,
D.C.

The second observation I wish to make is that the property tax
responded in this noble fashion in spite of the serious difficulties it
experienced as the result of the failure of the Federal Government
to perform one of its primary functions, namely maintain the dollar
as an accurate economic weight and measure by following sound Fed-
eral governmental fiscal policies.

The drastic inflation which occurred from 1946 until 1951 placed
the property tax systems all over the United States in very serious
jeopardy. The property tax systems are based, as I have pointed out,
on assessed valuations. Most systems make the specific and multi-
tudinous assessed valuations when the improvements are made to the
land inasmuch as improvements amount to the major part of most
valuations. Accordingly, most assessments reflect the dollar cost of
making the improvement in the year in which it was made. So in
1946, the assessment books reflected valuations in terms of the many
years of the preinflated dollar. All new improvements, new homes
built after 1951 went on the books in terms of the post-World War II
inflated dollar. This process by itself created an inequity in the tax
system to the owners of new homes and new improvements, vis-a-vis
the owners of older structures. However, the cost of services and
goods-teachers' salaries and blackboards-went up with the inflated
dollar. Therefore, the revenues, the tax collections, had to be in-
creased, just to stand still, let alone to progress. However, increasing
the rate of the property tax aggravated the inequity already existing
in the base because of the measuring of new improvements in terms of
the inflated dollar. Every community in the United States was faced
with a very difficult process, difficult mechanically as well as politically,
the process of reassessing all the property on the assessment books in
terms of the same dollar. Over 80 percent of our communities have
now done this and I would observe they are now in relatively good
shape. A small percentage have not assumed their responsibility.
Many of these are the communities, and some of them are sizable,
which are creating a great deal of the pressure on the Federal Gov-
ernment, through its overburdened income tax system, to bail them
out. Yet these communities have it within their power to do exactly
what the others have done, painful as it was.
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COMMITTEE AND SUBCOMMITTEE ACTIVITIES IN THE
PAST YEAR

The Joint Economic Committee is directed by the Employment Act
of 1946 (Public Law 304, 79th Cong.) to report to the Congress on the
main recommendations of the President's Economic Report and to
make a "continuing study" of the economy.

The work of the full committee and the subcommittees for the period
March 1965 through February 1966 is summarized below:

FULL COMMITTEE

January 1965 Economic Report of the President
The committee held 7 days of hearings on the 1965 Economic Report

of the President (February 19, 29-27), receiving testimony from the
Council of Economic Advisers, the Director of the Bureau of the
Budget, the Secretary of the Treasury, the Chairman of the Board
of Governors of the Federal Reserve System, academic economists, and
others. Part 4 of the printed hearings contains invited comimnents from
organizations representing bankers, business, labor, and agriculture.
The 1965 Joint Economic Report

The annual economic report of the committee was filed with the Con-
gress on March 17. This report also contains minority and additional
views. (H. Rept. 175.)
Recent Federal Reserve action and economic policy coordination

The committee held 4 days of hearings on December 13-16, to inquire
into the actions of the Federal Reserve System in raising the discount
rate and the maximum rate that member banks are permitted to pay
on time deposits and on certificates of deposit, and the apparent ab-
sence of economic policy coordination between the Federal Reserve
Board and the executive branch of the Government. Witnesses heard
were the Chairman and Members of the Board of Governors of the
Federal Reserve System and economists from outside the Government.

'SUBCOMMITTEE ON FEDERAL PROCUREMENT AND REGULATION

The Subcommittee on Federal Procurement and Regulation is com-
posed of Senator Paul H. Douglas (chairman), Senators John Spark-
man, William Proxmire, and Len B. Jordan, and Representatives
Wright Patman, Martha W. Griffiths, Thomas B. Curtis, and William
B. Widnall.
Economic impact of Federal procurement

The staff study "Background Material on Economic Impact of Fed-
eral Procurement, 1965" was published early in April. The materials
contained in this volume provided a useful background for the hear-
ings on "Economic Impact of Federal Procurement" held April 27, 28,
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and 29. Witnesses included representatives of the Department of De-
fense, the General Accounting Office, General Services Administra-
tion, and the Bureau of the Budget. In July the subcommittee issued
its report "Economic Impact of Federal Procurement" as a followup
to the recommendations of the subcommittee reports of October 1960,
July 1963, and September 1964. The report was based on the hearings
held in April, staff field investigations, and staff materials.
D1scrimninatory ocean freight rates and the balance of payments

Continuing its interest in the subject of discriminatory ocean freight
rates, the subcommittee held a series of hearings on "Discriminatory
Ocean Freight Rates and the Balance of Payments." On April 7 the
subcommittee heard representatives of the Department of Agriculture,
the Agency for International Development, and the Military Sea
Transport Service. On April 8, representatives of the steamship in-
dustry and labor unions testified. On May 27 officials of the Federal
Maritime Commission were heard, and on June 30 the Assistant Secre-
tary of Commerce for Economic Affairs and officials of the Office of
Transportation of the Department of 'Commerce presented testimony
relating to problems associated with ocean freight rate differentials.
The impact of Government-generated cargo on the U.S.-flag foreign

trade fleet for calendar year 1964
In April, during the course of the Maritime Administration's testi-

mony before the subcommittee, a question arose as to the relative im-
portance of Government cargoes to total freight shipments. Subse-
quently, the Maritime Administration investigated all of the sources
of revenue received by the American merchant fleet from Government-
sponsored cargo as well as Government-sponsored passenger travel.

This analysis, published by the subcommittee in November, provides
very useful knowledge pertinent to the subcommittee's efforts to see
established a more rational and equitable basis for setting ocean
freight rates.

SUBCOMMITTEE ON FISCAL POLICY

The Subcommittee on Fiscal Policy is composed of Representative
Martha W. Griffiths (chairman), Representatives Hale Boggs and
William B. Widnall, and Senators Paul H. Douglas, William Prox-
mire, Herman E. Talmadge, Jacob K. Javits, and Jack Miller.
Fiecal policy issues of the coming decade

Following publication in February of a compendium of statements
by individual economists and representatives of interested organiza-
tions on "Fiscal Policy Issues of the Coming Decade," the subcommit-
tee on July 20, 21, and 22 held hearings on the same subject. Wit-
nesses included the three members of the Council of Economic Ad-
visers, a representative of the Treasury Department, and the Director
of the Bureau of the Budget.

SUBCOMMITTEE ON ECONOMIC PROGRESS

The Subcommittee on Economic Progress is composed of Repre-
sentative Wright Patman (chairman), Representatives Henry S.
Reuss, Martlha W. Griffiths, and William B. Widnall, and Senators
Willilari Proxmire, Herman E. Talmadge, Jacob K. Javits, and Len B.
Jorda ii
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The Federal Reserve portfolio
This volume contains the statements of 86 individual economists who

replied to a letter of inquiry sent out by the subcommittee on Septem-
ber 1, soliciting their views concerning the structure and management
of the portfolio of financial assets held by the Federal Reserve System.
Great Society programs

The subcommittee submitted a questionnaire on human resource ac-
tivities to Federal agencies as a first phase of preparing a detailed
compilation of human resource programs and a projecton of their
economic impact in the next 5 years.

A second detailed questionnaire was sent to Federal agencies and a
number of private organizations on the financing requirements for
State and local public works during the next decade.

SUBCOMMITTEE ON ECONOMIC STATISTICS

The Subcommittee on Economic Statistics is composed of Senator
William Proxmire (chairman), Senators Paul H. Douglas, J. W.
Fulbright, Herman E. Talmadge, and Jack Miller, and Representatives
Richard Bolling, Thomas E. Curtis, and Robert F. Ellsworth.
Measuring the Nation's Wealth

On June 1, 2, and 3 the subcommittee held hearings on "Measuring
the Nation's Wealth" based on a report by the Wealth Inventory Plan-
ning Study established by the George Washington University under
a grant from the Ford Foundation. The text of this report entitled
"Measuring the Nation's Wealth" was published by the Joint Eco-
nomic Committee in -December of 1964 for consideration -by the sub-
committee. Witnesses were chosen from those who prepared the study,
and other experts who gave their appraisals of the findings contained
in the study.
Measuring the Nation's material wealth

In August the subcommittee issued a report on "Measuring the Na-
tion's Material Wealth," containing its findings and recommendations.
Improved statistics for economic growth: A compendium of views and

suggestions from individuals, organizations, and statistics users
In July the subcommittee published a compendium of statements by

economists and statisticians on measures to strengthen the Federal
Government's contribution to statistical and diagnostic tools for deal-
ing with economic policy.
The balainee-of-paynents statistics

The report of the Review Committee for Balance-of-Payments Sta-
tistics (the so-called Bernstein committee) entitled "The Balance-of-
Payments Statistics of the United States, a Review and Appraisal"
was the subject of hearings by the subcommittee on May 11, June 8.
and June 9.

In July the subcommittee issued a unanimous report on "The Bal-
ance-of-Payments Statistics of the United States" containing it, find-
ings and recommendations.
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SUBCOMMITTEE ON INTERNATIONAL EXCHANGE AND PAYMENTS

The Subcommittee on International Exchange and Payments is
composed of Representative Henry S. Reuss (chairman), Representa-
tives Richard Bolling, Hale Boggs, William B. Widnall, and Robert
F. Ellsworth, and Senators Paul H. Douglas, William Proxmire, and
Jack Miller.
Guidelines for international monetary reform

On July 27, 28, and 29 the subcommittee held hearings on "Guide-
lines for International Monetary Reform," receiving testimony from
10 witnesses. Part 1 of the printed hearings also contains statements
from five experts who did not appear in person. Part 2-supple-
ment-contains articles and speeches and excerpts from articles and
speeches, quoting from specialists in international affairs.
Guidelines for improving the international monetary system

In September the subcommittee issued a report on "Guidelines for
Improving the International Monetary System" climaxing 6 years of
work by the committee and subcommittee on problems of international
monetary reform.
Off dead center; Some proposals to strengthen free world economic

cooperation
Following a trip to Western Europe, Representative Reuss and Rep-

resentative Ellsworth on December 23 issued a report offering 12 rec-
ommendations to deal with the problems of free world economic co-
operation.

SUBCOMMITTEE ON INTERAMERICAN ECONOMIC RELATIONSHIPS

The Subcommittee on Inter-American Economic Relationships is
composed of Senator John Sparkman (chairman), Senators Jacob K.
Javits and Len B. Jordan, and Representatives Richard Bolling, Hale
Boggs, Henry S. Reuss, Martha W. Griffiths, and Thomas B. Curtis.
Latin American development and Western Hemisphere trade

The subcommittee on September 8, 9, and 10 heard the testimony of
eight witnesses on "Latin American Development and Western Hemi-
sphere Trade." In addition to the oral testimony the printed record
contains extended answers-submitted in writing by representatives of
the Department of State to questions raised by subcommittee members
after the close of the oral hearings.

OTHER COMMITTEE STUDIES COMPLETED SINCE MARCH 1965

In carrying out its duty to make a "continuing study" of the econ-
omy, the Joint Economic Committee from time to time releases for
public information pertinent materials prepared for the committee
under the direction of the staff.
Economic policies and practices

The committee published further brief studies which are designed
as aids to understanding comparative economic policies and institu-
tions in the various industrial countries under the general title "Eco-
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nomic Policies and Practices." The following' were published since
March 1965:

Paper No. 7.: "European Social Security Systems."
Paper No. 8: "Programs for Relocating Workers Used by Gov-

ernments of Selected Countries."
Subsidy and subsidy-effect programs of the US. Goivernennt

This study, prepared by the Legislative Reference Service of the
Library of Congress, represents an updating and revision~of an earlier
publication which has long been out of print.
Current economic indicators for the U.S.S.R.

This compendium' of statistical materials is a continuation of the
studies on the Soviet economy published periodically by the' com-
mittee.

STAFF PARTICIPATION IN MEETINGS WITH OUTSIDE- GROUPS

In addition to conducting formal studies and arranging hearings
for the committee and subcommittees, the staff participated in discus-
sions of economic problems and research techniques with outside
groups. The following list of meetings illustrates the nature of these
activities in which the staff took part in 1965:

American Economic Association Annual Meeting.
American Bankers Association Symposium on Federal Taxa-

tion.
American Statistical Association, Annual Meeting.
Conference on the Economic Report-Woodrow Wilson School

of Public and International Affairs, Princeton University.
Escort interpreter training program, Department of State.
Business Research Advisory Committee Meeting, Bureau of

Labor Statistics.
McGraw-Hill Informal Conference on Business Outlook.
National Association of Tax Administration Revenue Estimat-

ing Conference.
National Bureau of Economic Research-Conference on Re-

search in Income and Wealth.
National Industrial Conference Board-Economic Forum.
National Planning Association-Seventh Annual Conference of

Center for Economic Projections.
Princeton-Brookings Roundtable on Business-Government

Relations.
University of West Virginia Conference on Poverty.

The executive director and other professional staff members'made
addresses or presented papers to the following groups:

Columbia University, International Affairs Department.
Goucher College.
George Washington University.
Hollins College.
Insurance Investment Officers.
U.S. Savings and Loan League.
Omicron Delta Epsilon National Society for Economists.
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;WesleyTheological Seminary seminar. .
Williams College.
Johns Hopkins International Center, Bologna, Italy.
Federal Bar. Association.

Conferences were held with groups of foreign visitors seeking infor-
mationontthe activities of the Joint Economic Committee, represent.
ing the following nations: .: .

Czechoslovakia .. Sweden:
Iran . ., The Netherlands
Italy Yugoslavia
Germany Philippines
Japan.

The staff also met with two groups from Canada: The Royal Com-
mission on Taxation representatives and the Economic Council of
Canada representatives.
Student interns

As usual, the committee participated in the student intern program
by having college students working in the committee offices who were:
able to take advantage of the many programs offered to interns by the,
various Government agencies.

CHANGES IN COMMITTEE STAFF

Gerald A. Pollack, international economist, resigned to accept the
post of Deputy Assistant Secretary of Commerce for Economic Affairs.
Nelson D. McClung and George R. Iden joined the staff as economists
in the fields of fiscal policy and wage-price policy, respectively.

DISTRIBUTION OF COMMITTEE PUBLICATIONS

During the past year the Joint Economic Committee and its sub-
committees issued 35 publications. Approximately 226,202 copies of
current and previous committee publications were distributed during
the year to fill individual requests. Committee publications are also
on sale by the Superintendent of Documents., In the past year, in-
dividual and quantity orders of committee publications, current and
past, were nearly 50,000. This figure does not include the approxi-
mately 9,000 subscriptions to the committee's monthly publication,
Economic Indicators, sold by the Superintendent of Documents.
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