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THE 1971 MIDYEAR REVIEW OF THE ECONOMY

WEDNESDAY, JULY 7, 1971

CONGRESS OF THE UNITED STATES,
JOINT ECONo0Ic COMMITTEE,

Ta9shington, D.C.
The committee met, pursuant to call, at 2 p.m., in room G-308, New

Senate Office Building; Hon. William Proxmire (chairman of the
committee) presiding.

Present: Senators Proxmire, Javits, Miller, and Pearson; and Rep-
resentatives Griffiths and Blackburn.

Also present: John R. Stark, executive director; Loughlin F. Mc-
Hugh, senior economist; Courtenay M. Slater, economist; and Lucy
A. Falcone, research economist.

OPENING STATEMENT OF CHAIRMAN PROXMIRE

Chairman PROXNEIRE. The committee avil come to order.
Today the Joint Economic Committee begins its midyear review of

the economy. A midyear assessment of the state of the economy and
of the possible need for policy changes always an important respon-
sibility of this committee. This year,- there are several Feasons why a
midyear review is especially timely and important.

First, the policies so far adopted do not appear adequate to'restore
healthy growth and reduce unemployment. Growth of real output is
falling- far beloiv the hopes expressed by the administration at the
beginning of the year, and far below the rate needed to restore full
employment. o p

econd, progress in restoring price stability has been so painfully
slow as to be almost imperceptible.

Third, monetary stimulus has not produced the hoped-for response.
Interest rates have recently begun to rise despite the unusually rapid
growth of the money supply.

Fourth, in the face of continued high unemployment, continued in-
flation, and rising interest rates, the administration has just'within
the past week indicated that it has no intention 'of adopting new
policies. Furthermnore, recent statements by administration spokesmen
have cast doubt on the commitment of this administration to the goal
of full employment.

These statements by administration spokesmen are both puzzling
and disturbing. One can only hope that the administration has been
misinterpreted. Surely, with the 2d quarter GNP figures not yet avail-
able, it is too earlylto be certain that no new policy measures are

(1)
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needed. And surely, the suggestion that full employment in peace-
time is an unattainable "myth" was not meant to be taken as an indi-
cation that the present administration has abandoned the long-stand-
ing bipartisan goal of full employnient.

-I hope that testimony by the administration during this set of hear-
ings will clear up any misunderstanding. Tomorrow we will hear
testimony from the Council of Economic Advisers. We continue to
hope that the Secretary of the Treasury will also be able to testify.
I regard it as of the utmost importance that during these hearings it
become abundantly clear that this government has a total bipartisan
commitment to the restoration of full employment with price stability
and a willingness to adopt the policies necessary to achieve this goal.

Today the committee is both pleased and honored to welcome as our
leadoff witness the distinguished senior Senator from Montana and
majority, leader of the Senate, Senator Mansfield. The Congress as well
as the executive branch bears great responsibility for the proper execu-
tion of economic policy. Senator Mansfield, I know you are greatly
concerned about the present economic situation and anxious to foster
cooperation between Congress and the executive branch in developing
policies to restore full employment and price stability. We are very
happy you could meet with us this afternoon. So please go right
ahead in your own way.

STATEMENT OF HON. MIKE MANSFIELD, A U.S. SENATOR FROM
THE STATE OF MONTANA

Senator MANSFIErD. Mr. Chairman and members of the committee,
in accepting your kind invitation to testify, it should be made very
clear that I do so not as an economist. I appear before you rather as a
Senator who has responsibilities and worries; one who is deeply con-
'cerned about the present state of our economy and about the apparent
lack of adequate and effective policies designed to meet this critical
situation.

As a Nation, we have just celebrated our 195th anniversary. It is an
:appropriate time, I -suggest, to look at our economic posture in terms
-of immediate needs and long-range effects; in terms of those who suffer
today because remedies were not pursued last year and the year before.
IWe do this in the hopes that by next year or the year after, we cah
return to an economy of full employment and prosperity.

The task will not be easy. The signs are by no means optimistic.
Just yesterday it was disclosed that the Federal deficit for last fiscal
year, which ended- 7 days ago, will exceed $23.3 billion. It was reported
as well that the national debt scored its biggest increase in 26 years-
a whopping $26 billion.

Deficit spending is now the accepted economic practice of both
Republican and Democratic Administrations. Where should we spend
this deficit? Where will the best stimulus to the economy come to cut
down on the high unemployment? As a noneconomist, I wonder if
the Goyernment is not spending its $26 billion in the wrong places.
There might very well be a more productive place to spend-where
the long term investment in this country could be improved and a
more significant short term economic stimulus could be achieved. More
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in human development and less in hardware accumulation would be, a
good start. We do not fully fund the programs for education, man-
power training, and pollution but find the rationale to increase military
obligations in the coming year by over $5 billion from last year.

However, I must admit that there are some signals-though faint at
best-which give us reason for some encouragement. Housing figures,
for instance, show improvement. But of all the economic sectors bogged
down by'this 'economy, it is housing that has fallen amo g the furthest.
And I am not so certain that this positive sign will long survive. Wit-
ness yesterday's announcement that some prime interest rates will be
raised to 6 percent. Housing investment, gains would easily be choked
off by soaring interest rates.

As for unemployment, the monthly figure announced by the admin-
istration last Friday showed an adjusted rate of 5.6 percent. On the
surface, this is a decrease over the preceding month's figure, but the
Labor Department stated nevertheless that there were 1.1 million more
unemployed Americans in June than the preceding month. The in-
crease is due in great part to the influx of college-age students seeking
employment. It is a sad fact that in June 1971, 1.1 million more
Americans wanted to work and couldn't find work than in May 1971.
The total number of Americans out of work today is 5.5 or 5.6 million.
It was 4.4 million just last month.
- In truth, there are 800,000 Americans classified as completely dis-
couraged from seeking employment. In truth, there are 400,000 Viet-
nam veterans unable to find work on their return home. In truth, the
adverse economic statistics have been with us too long. In a very
graphic way, they have told the story of the American economy day
after day after day. They are alarming statistics. To repeat, 5.5 or 5.6
million Americans are out of work today.

Scores of cities are categorized as having substantial unemployment.
Hundreds of so-called labor areas have reached the critical level.
Hundreds of labor areas have been identified as persistently critical-
having severe unemployment for a year or more. In Seattle, Wash.,
the situation is well known. But what about Marion, S.C., and Man-
chester, Ga., and Alexandria, La., and Butte, Mont., and all the rest?
Albuquerque, Charleston, and Johnstown, Pa., may have moved off
the most critical list last month. But they were quickly replaced by
St. Louis-America's 10th greatest city.

And what about the effect of economic policies as they have been
applied to individual labor groups? Unemployment among teenagers
was 17.3 percent last month; among blacks, 9.4 percent. What about
the effect on those major labor areas where significant unemployment
has more than tripled in the last 2 years?

Then there is the question of inflation. For too long, inflation has
continued at an unbearable level. For too long, the rosey and optimis-
tic predictions have been converted into gloomy and pessimistic facts.
In the month of May the fact was that prices went up by more than
one-half of 1 percent. The annual rate for that month was about 7,2
percent. That is the rate of inflation. This is anything but price sta-
bility. Combined with critical unemployment, adverse inflation has
given us the worst of both worlds-able-bodied Americans unable to
find work and facing at the same time ever-increasing bills at the
grocery store. This is the case today. It has been the case for too long.
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1.'e all share some responsibility. Democrats and Republicans alike.
For too long the various ups and downs of the economy have played
havoc with large numbers of Americans, their families, and their fu-
ture plans. I do think it unfortunate that there has been conflict or
confusion and sometimes seeming duplicity from the various quarters.

As I said at the outset, I' am not an economist, but I am troubled
when what seems to be recommended by the Federal Reserve is re-
jected out-of-hand by the Treasury with the Council of Economic Ad-
visers resting uncertainly somewhere in between.

I do think that our once firm goal of full employment should still be
sought. It should not be dismissed or replaced with a less rigid stand-
ard of partial employment. In short, high unemployment is intoler-
able and -unacceptable in our land. What the American people have
had to endure these past months is too-great a price to pay for restor-
ing stability to prices. Such stability does not seem to be in sight.

Again, the most tragic and ironic aspect of this economic situation
today is that despite the increase in the number of the unemployed,
there has been no substantial progress in the fight against inflation.
We have paid and paid dearly with the jobs of over 5 million Amer-
icans or more for a price stability which up to now has been a most
,elusive objective.

It is an economic situation where there is much room for burden-
sharing., It has granted the President twice wage, price, and rent au-
thority for the next 2 years. It .is presumably on the basis of such
authority that policies advocated by the Chairman of the Federal Re-
serve could be implemented. Congress, as well, enacted last year the
selective credit control authority designed to assist those segments of
the economy most in need. - . -

On the jobs front, Congress is -also doing its share. On this score,
I was most disappointed that the accelerated public works measure was
vetoed last week. It was with this proposal that Congress sought to
-move quickly in establishing building programs that would in
turn mean jobs for countless numbers of Americans. At the same time,
I was pleased that the Emergency Employment Act was at long last em-
braced by the administration. By providing at least 150,000 jobs almost
immediately, it is certain that this measure initiated by Congress can
*help alleviate the 'ravages of unemployment and at the same time pro-
vide the type' of public services that are in such vital need.

It should be pointed out that those suffering in the wake of unem-
,ployment today are by no means limited to the workers at the'bottom
of the labor market. It has been the unemployed engineer, the'skilled
worker, -and the general laborer from whom I have been hearing as
well. And the problem is not limited to just one sick corporation or
enterprise. It 'is nationwide and affects us all. Indeed, I am concerned
about an attitude that urges the spending or guaranteeing of hundreds
.of millions of dollars to save particular companies or railroads in the
name of safeguarding the economy while refusing to initiate measures
'aimed at taking the unemployed off the welfare rolls immediately.

As one economic reporter put it last week: fresh and vigorous initi-
atives are imperative to pull 'the Nation out of its economic quicksand.
It is suggested that the initiatives have been lacking or so obscured
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by divisiveness among the administration experts that all we are get-
ting is more of the same-more unemployment and more inflation.
What is happening in turn, I fear, is that disillusionment and frus-
tration are taking their toll among the American people. What has
been experienced with regard to the issue of Vietnam is being trans-
ferred now to the issue of the economy. It is frustration fed by prom-
ises and followed only by a plague of failures and fatigue. An infla-
tion of predictions will not make up the $15 billion differences be-
tween the projected $1,065 billion GNP of the administration and the
more realistic $1,050 billion GNP figure projected by most economists.
Do- not misunderstand me. What is happening to the economy today
is, in part, at least, an outgrowth of what happened years and years
ago. under Democratic administrations.

As for future steps, I would hope that at long last a sound wage and
price program would be instituted. I have said so many times in the
past. I was frankly pleased with today's news that the President is
knocking heads, I am speaking figuratively here, together in the steel
industry. I hope all efforts in this direction are stepped up. But all in
all,- in viewing the economic landscape from my perspective, I find
very little to celebrate as this Nation enters its 196th year. The few
encouraging signs today have not grown into a basis for optimism.
Your leadership, MIr. Chairman, and the leadership of this committee
have served the people well by persisting in its demand for more ag-
gressive economic policies. I would encourage your continued efforts.

It will be efforts such as these that ultimately will assure a strong
-economy. In the end, a strong economy is essential to the future of
America. After all, it is the only tool we have in facing our domestic
needs in the years ahead.- What we will do to educate our children, to
clean the air we breathe and the water we drink, to care for the aged
and the infirm will depend largely on the state of-the economy. Only
if that state is strong and healthy can we be a better America. And if
we are going to be strong in safeguarding the best interests of.this
-country.'from abroad, then I want to say. ladies and gentlemen, we
have to be just as strong in safeguarding the economy at home.

Thank you.
Chairman PROX}IIRE. Thank you very much, Senator Mansfield. for

,a very vigorous and effective statement. .
Senator Mansfield, it occurs to me that one big, economic fact that

frankly I didn't mention in my opening statement, and you -refer.-to
briefly in your statement, but I think it is a very big economic fact in
the -minds of many Americans, and in the mind of business and others,
as we look forward to this coming year, is that the Vietnam war is
now being wound down. We all hope and pray it will be over in 6
months. 9 months, or a year, and it may very well be over. As the war
is being wound down and the people are discharged from the military,
and more rapidly than they have been in the past, as defense con-
tracts may be reduced, we are going to have resources that will be
freed, we are going to have people who will be seeking additional jobs.
We went through the same kind of a situation, as you recall so well,
after World War II. In fact, it was far more dramatic and a far. big-
ger reduction than almost everybody expected. Many predicted we
would have a serious recession or depression after World War II and



it didn't 'materialize. The situation, of course, was quite different.
There were many pent-up demands. But there are som6'pent-up de-
mandsnow, and savings are very high now.

What do you feel we should do in view of the certainty, that we are
going to be discharging hundreds of thousands of 'people from the
Armed Forces over the next few months and every 1ikelilood that the
war will be wound down and perhaps ended inth6e next 12 months?

Senator MANSFiELD. Well, Mr. Chairman, first let me say that it is
difficult to accept the words of those who advocate 3.6 to 4 percent as a
livable level of unemployment in this country' What ought to be
done is to use the tools provided in the laws which' the Congress
passed.; the law, for instance, passed a year or so ago having to do with
regulating credit and interest rates in certain depressed sectors, the
law which was renewed just a few weeks ago, renewed to 'give the
President standby wage-price and rent- controls. I think we ought not
to veto the legislation which has been vetoed this' year and last. We
ought to recognize the fact that by trying to wait out a' long term ob-
jective without taking any steps will- only extend the rate of unemploy-
ment, up it, and at the same time increase the instability which marks
the economic situation in this country.

We have wasted $130 billion in carrying on a war in Southeast Asia,
a; tragic war, a mistaken war and a war in an area which is not vital
nor essential to the security of the United States.,

We will pay twice that much before we are through and then we
will double that amount because the costs of the war in Vietnam are
going into the next century just as the costs of the Spanish-American
War and tb a limited extent the Civil War and to a still more'limited
extent the War of 1812 have come into this century.

All this money which we have spent, wasted-it is"getting to'be a
popular term, they even'apply it to' human beings-could have' been
spent so much better at home in taking care of the needs of pur people,
in controlling some of the difficulties which confront us, like pollution
and the like, in stopping the devisiveness which has come out of the
war, and in bringing us together, so that together we could work for
the common good and in that way make this a stronger and a better
and a more liveable country for all of us.

In this war I don't think we are making any preparations to take
care of the men discharged from Vietnam. They are coming hoxne un-
honored and unsung in many respects. They are thrown into the labor
market. I gave you the figures which indicated that their rate of un-
employment is very much above the average and it is in contrast to
other wars where despite all of the gloomy prophesies and depressions
did not occur unless they were of a limited nature. Unemployment
certainly didn't reach the 6.2 level or 5,500,000 level, so I would think
that what we ought to do is to face up to the present, get away from
projections which we have been hearing about for the past 21/2 years
and do something for the young and the returning veteran and in that
way help to build up our country and to bring our people together.

Chairm'an PRoxmiRE. Thank you. I would like.to before I get into
the details of what we do, I would like to ask you more specifically,
you mentioned in'passing that you felt that even a rate of, as I under-
stand you to say, 3½/2 percent to 4-percent unemployment was too
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high, andt you wouldn't accept it. As you know, Secretary Connally,
speaking fis the adinistAation, says a 4-percent rate of unemploy-
ment is a myth, we canjt achieve it except in wartime. He claimed we
haven't achieveditin the past. ', we

At ally rte,tyou conbteid that.we can reduce unemployment to Mhat
Ie've1<say 3 peicelit, and Ad can'idQ that consistent with stable prices,
and if ecessary in or&r to do it I take it frbm tour statement that
ybu woujild advocate w age and price c6ntrolsis that correct?

Senator 1AMAN4SkELD. Yess sir; indeed for a limited period, because I
think lsorhethihX has to be dolie to stop this spiraling. It doesn't do
the uAnions any gocid to get a sizable increase in wages if inflation is
going to overtake that increase' It certainly doesn't do those who are
living on i'etilement or annluities any good if inflation is out of control.
I realize, of course, that it is imnpossible to reach zero unemployment~
but in general I would agree with the figure, which, you gave, Mr.
Ghailihan, but express the hope that it could be reduced still'further.
However, hIow, I do not know, except on the basis of the actions ini-
tiated by the Congress, which are now the law and which the Presi-
dent can use at hris discretion.

Something will have to be done. Otherwise we are going to be faced
with this anomaly of a decreased percentage in unemployment to 5.6
percent as ann6unced a few days ago, but an actual increase in actu-
ality in the iiumler of unemployed to somewhere between 5.5 and 5.6
million.

It appears to 're that despite all of this doubletalk coming out
that the trend in both fields is upward and it is quite paradoxical to
find such a situi'ti'on existing in that context.

Chairman PROXMME. Now regardless of the. figure we take, whether
we take a.3-percent unemployment figure or- 4 or even 41/2 or 5, it is
hard for me to see any stniulus which the aduninistration is putting
into effect in the economy. The' Secretary of Treasury. keeps talking
about a stimulative fiscal policy. Have you heard of the administration
suggesting a policy, have'ihey offered the Congress or leadership in
the Seniate and House anything since last February that would indi-
cate that they want to stimulate the economy? You did speak about
how they-finally accepted the public service employinent bill which
is a very limited effort in this direction, and commendable, but except
for 150,000 job proposal can you think of anything else that they
have done ?

*Senator MANSFIELD. Frankly, no. I understand that the administra-
tion has an economic game plan. It was supposed to stretch over a
period of time. Two and a half years is a long time with no let up in
sight. And conditions have 'reached such a stage that people are. be-
coming more and more worried and' according to some of the polls
which I have noted the economy has become the No. 1 question in the
minds of many of our people superseding the Vietnamese war which
I think is the No. 1 question and should be. until it is settled. In my
opinion many of our troubles are tied directly and indirectly to what
has been happening in Vietnam, in the case of expenditures, in the
case of losses and in the case of problems, which certainly have been
encouraged from there and which will leave their marks on our
people for decades to come. The costs will be paid'by the rest of the
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people in the next century, as I have indicated. So I would hope that
we could work together, the Democratic majority, if I can put it in
political terms, with the Republican administration.

As I tried to say earlier, I have my responsibilities as a Member of
Congress, as does every member of this committee, and as a citizen I
have my worries, as I think most citizens in this country do, and
what I would like to see is the administration and the Congress work-
ing together cooperatively in tandem to the end that we could do
everything possible for the common good. As far as political effects
were concerned, they should be secondary because if the country is in
good shape we will all benefit, if the country is in bad shape we will all
suffer, Democrats and Republicans alike.

Chairman PROXMIRE. My time is up. Congressman Blackburn.
Representative BLACKBURN. Thank you, Mr. Chairman. Thank you,

Senator.
I want to say for my own part I am gratified and flattered being a

Republican inyited to the Democratic kickoff for the presidential race
of next year.

Senator MANSFIELD. Would the gentleman yield?
Representative BLACKBURN. I would be happy to yield.
Senator MANSFIELD. I noticed a statement that I was going to men-

tion but discretion is sometimes the better part of valor, U.P. dispatch
No. 7 from Washington under the heading "Economy," "Democrats
open fire today on President Nixon's decision to stand pat on the poli-
cies he hopes will restore momentum to the economy by the time the
presidential campaign opens next summer."'

It kind of disturbs me because I am not appearing here in a political
context. I happen to be a.Senator from the State of Montana as well
as the majority leader, and I happen to feel that what we face is not a
Democratic- problem or Republican problem but a national problem,
and I want to repeat again as far as I am concerned I would hope that
our political sensibility would not rise to the- surface but that the
national good would always be in the forefront.

Chairman PRoxMIRE. Would you yield? As chairman of the com-
mittee I take full responsibility for having invited the majority leader
to appear and I would point out to the distinguished Congressman
that we have a dilemma on the committee We listened to the spokes-
man for the administration and we should. We are very anxious, to
get Secretary Connally. We hope he can appear, -we expect him to
appear later in the month. We, of course, are having the chairman of
the council of economic advisers representing the President's view,.
and we-think for balance it is'deisrable and necessary to have at least
one spokesman for the lmajbrity party and we make no apologies that
we have done that. Our' spokesman happens to be Senator Mansfield
although he has decided that he wvill present this as he says as much
as hecan aiid not-in a partisan way but-from the standpoint of, as he
sees it, as a Senat6r.from'Montana.

Representative -BLACKBURN. Let me ask the Senator this question.
Senator, I have read your statement, I have.heard your statement, and
I find that you' emphasize the number of Americans who are out of
work. Of course,.there are more Americans working today than ever
before in the history of the country: Isn't that true?
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Sellator MSANSFI]ELIJ. That is true.
Representative BLACKBURN. So, since we ai~e dealing with a much

larger population, the numbers in-the absolute themselves are not as
significant. In othei words, 51/2 million people uiiinployed 20 years
ago would have been far greater or far worse a problem than it is
today because we are dealingZ with a much larger population.

Senator MAN\SFIELD. That is-true. You'have to divide the number
into the whole' to g(et the percentage. But 5.5 or 5.6 million Anwericans
out of work seeking work to me is an abominable figure.

Representative BLACKBURIN7. Don't we'a1so h'.ive to take in eacount
the seasonal factors of the college graduates wh6 are just coining out
of school just'now entering the Iabor'imarket?- I know f6r myself
,and' l think it~is true for most young pe6ple, that 'when they gradu-
ate from college it takes them sdm&e time t&Thid a job thattl~ey like
andniany times they work at threeor fou'r' different'jobs f'r several
years until'they. finally, find the:one occiup'ation with -vfl'ih'ttiey are
satisfied for therTest of their'life 'Thi is all'part o'f the'moxility of
oul±sbcietyj;isn'tthattrue2 ,-c

Senator AIANSFIELD. That is true.-: 'I '- , * - *
Representative BLAC]KBUrNi. And the+ieri~s always g<oiA's&b6- some

mobility of people who are seekin rq.Jbdtte6 )ob Htlin whait 't had
.beforei' ','.* . 'l' ' .L '

iL~enatoTr MANSFIELD: Ohes, yes 'we .a society *hich'mde', on
%AvlwelsaindI what ihbippens 'thisr yeai' slas)appne'd 'i' aigsAn ye" n'e i,

4in4 Tried to sa~IfthiilklbeforeoAtre'Thi o the
difficultv lies not wvith this administration but lies with previous
-Pe~ociatic ~admin eittrations .asi weltls-so .f .we vi are' go'ing typiut6ou't"ianv
blame I think we have enough to put out all the way-a.oukd..-
;'|Representatiye BnAcKBu-RNWAVelli fhe poiint' I-ah t'Yiii,1t66iikq is
that we tare going through an unsettling period risght now iinwhich

e 4arq .trying tA wiiju a...war f 'have 'disebargedr'70O000 or
800,000 young men who were formerly in the hilitar'. F t ! :. :
.- Senator AI.srzLELD. Pretty close-to'a milliont", , "
1 4Rep~resenh tive BacxsuRN. r eThajve'seenssnf& of o if, ajor d&e
f ense; *industriese Lcutback:- The aerdspaee;iiftluktry' -ii partidular' is
.wdelgoing. r-tiather .serious .cutbacks.. arid; ;1 .4believe *your state m'eh
.pointe out that the eiigineers iirei hmoug the groupvho aie suffeiine
the most right no-w from unemployment: AWel, .this is a- deplorarble

.situatpion but the alternative of goingito war or keepin g -a'wargoing to
eep people emiployed- 'is ertainly not- acceptable.- Sd, don't y6ulthink

that e disru~ption, that ;we rae undeIg6ihg(n.no-vwis one of;thenoh6nma4
.pricqs that o;iir society has paid in the pasbsatfd! will pay i the Vtitire
wheneveE: it winds.down a inilitary engagement and tries to' return

to a.more civilan oriented ec-nomy'? .' " p
Senator M sFirD., Np, Mr Congressman,: I Adn'tbecause that

wasni't the case after the Second Warjrit wasn't the case afterKbKorea,
it lneed ~not-be the -case noW.. I cannot accept a 6.2 percent;,.6f s you
.-vant to putit afiother way; 5 percent, which amounts to 5.54'rillion
people out of wvork. I cannot accept a Z,24percenti inflation rate based
on last month's #g.urees asobeipg something ire should acceptj shrug
off 'and consider normal. To me it is very abnormal ailI:ftlink'it is
up to us to take care of it and if we don't I think we will pay a price.
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Representative BLACKBURN. Don't you think we should consider
figures not solely on the basis of 1 month but perhaps on the basis of
quarterly figures. The rate of inflation for this year, the last. figure
I saw for the whole year, taking into account last month was well, was
something like 4.1-percent Consumer Price Index increase. That is the
annual rate of increase. Don't you think that is a great improvement
over the 6.7-percent rate of increase that we faced in 1968?.

Senator MANSFIELD. I didn't know that we faced a 6.7-percent in-
crease in 1968, but I will take your word -for it. 4

Representative BLACKBURN. There were several periods there when
we did face the rate of inflation.

Senator MANSFIELD. On a monthly basis or quarterly ? -
Representative BLACKBURN. For the year it was about 6.4, I believe,

but I don't have the figures in front of me.
Senator MANSFIELD. Speaking of these figures which you just gave,

I believe that last year the rate was about 5.2 percent, so if you have it
down to 4.8 I would say that is a sizable gain in that area.

Representative BLACKBURN. So we are making progress in our fight.?
Senator MANSFIELD. Not enough. i
Representative BLACKBURN. Against iflation.
Senator MANSFIELD. Not enough.
Representative BLACKBURN. Well, sir, are you suggesting the impo-

sition of wage and price controls with the vast bureaucracy, with the
estimated expense of $21Y2 to $3 billion to establish the bureaucracy
to really fix wage and price controls, as an alternative to our present
method?
.Senator MANSFIELD. Yes; on a temporary basis to see if we can't
halt inflation. , .-

Representative BL>cKBuRN. How can we temporarily spend -$21/2
billion?

Senator MANSFIELD. It wouldn't cost $21/2 billion for a 6-month try-
out period. You know that. ;

Representative BLACKBURN. How are we going to-just get the data
on the millions of prices and wages and wage scales and commission
methods of payment -in this country just to set up a data bank with all
of this vast store of information. It would require somewhere between
6 months- and a year just to get the information accumulated, much
less to implement the wage and price controls.

Senator MANSFIELD! Well, I think we have a Burbau of Labor Sta-
tistics, we have lots of Government agencies, we have lots of bureau-
crats who are working in this, and I think the Chief of State of this
Nation before he went into the Navy in the Second World War had a
good deal of experience in the-field of wage and price controls.

Representative BLACKBURN. Well, as I recall some testimony before
my committee; the Banking Committee in the House; there was an
estimate it would take something like 100,000 full-time employees and
possibly several-hundred additional part-time employees to rbeally im-
plement and make effective -wage and- price controls. Are you'saying
these estimates are unrealistic?

Senator MANSFIELD. No; because I don't know the source and it- is
the first time I have heard the figures. - ! - ' -
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Representative BLACK.BuRN. Don't you think we should consider this
sort of evidence or at least gather evidence on this fact before we start
advocating the imposition of such drastic measures on our economy?

Senator MANSFIELD. I couldn't agree more, Congressman.
Representative BLACKBURN. I have no further questions.
Chairman PROXMIRE. Mrs. Griffiths.
Senator JAVITS. Would Mrs. Griffitis yield to me and I will yield

her my time?
Representative GRIFiITHS. Yes, sir.
Senator JAVITS. I am due on the floor, as the majority leader knows,

for the conquest of cancer bill, which I am managino with Senator
Kennedy, and I just wanted to say to the majority.ea er that I came
out of respect, in deference to him. I think it is very constructive that
as the leader of his party, he should testify, and I think this is a criti-
cal subject, it is probably the most critical after Vietnam. I thoroughly
agree with Senator Mansfield about it being the bone in the throat of
America.

I would like to make one suggestion, Mr. Chairman. I think we
should have either from the majority leader or from the chairman of
this committee a presentation of a program which can be juxtaposed
to the administration's program. I think that this would be very help-
ful and very constructive.

I appreciate the majority leader with his traditional modesty. He
said he is a noneconomist and he presented one major idea. We could
invoke the possibility of wage and price controls. But I do thinkthat
there ought to be a point-by-point program submitted which we could,
in connection with our impending report, lay beside the administra-
tion proposals. I hope very much that he would -give that and our
chairma~n would give that every consideration.

Chairman PBox~rE. May I- say to the Senator from New York he
is always very constructive. I think this is a most useful suggestion.
Frankly, when we invited Senator Mansfield to appear we didn't
specify that was particularly what we wanted. Many witnesses will
appear and indicate courses of action which they espouse.

I have a statement here from Speaker Carl Albert, for example, of
the House, who, I think, has some detailed proposals here. The major-
ity of the committee will certainly propose alternatives and I think
this is a very helpful suggestion.

Senator MANSFIELD. Could I interpolate this? May I say it is a good
suggestion, too, and just as I have advocated for years there ought to
be a greater degree of cooperation between the administration and the
Congress in the field-of foreign policy, so I think the same thing
should be applied domestically and I would hope that the experts
within the administration would get together with the experts chair-
ing and the ranking members of the various committees most inter-
ested in the economy-Labor, Public Welfare, this Joint Committee,
Banking and Currency, and the like-and see if together we could not
work out something which would place the national good ahead of
party profit.

Senator JAVITS. Thank you very much, Mrs. Griffiths; it was very
gracious of you.
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Representative GRIFFITHS. Thaink you. I would like to say I appear
here, too, because of deference in gratitude to you for your kindness.
One of the points, I think, that really should be made is where is the
unemployment. I noticed your figures and I come, you know', from the
bomb burned city of Detroit and we have unemployment in the inner
city that runs as high as 65 percent of young men between the ages of
16-and 24. -

It seems to me that it presents a clanger and a cost that really'afe iiot
made clear when you read mere statistics of 5 or 6 percent unemploy-
ment rate nationwide. So that we need to do something dire'ct exactly
tovaird those areas,'thos'e danger points. ' '

Another thingr thatI thi nk migrht be 6nijhasized'is tJje prbblem now
with trade. For the first time in our lifetimes- *earefaiitg almdsta
deficit in our'tradei balance; It seems to me that'bothipolit'ical piarties
should be' tremerndously. interested and should move teward theckinii
tihe record to find o'tit'vhat is 6ausihig -this This.issmeffiin'r' ecan-
not afford, either. As you have said, there is plenty of blame, fo'll of
u's b~it'thete-is plenty of'iork for all of -us and some 'f these thinfs
sholld be' 'voYked 6ut befbie it is 'tob; Tate' for the vvole cowntry' `7-
';inator MA149FIiLD.' Mdy I'sa' I agree 'ith you comp etbly: -YA

mifiitionrd soA6h df the high ileiplonert''fatest i'l4Iichigan. I 'X'i-A
astounded to hear the 65 percent figure which is exfihaoidiiik'ry! In- my
pv-n'Stat~e 'ef Mbiint ma the nneniplovftent 'ate'lil's usmially b~eei hligh~er

tliaii' thie nhatona?, a' e'ra gte, aii'd how ,it must be aroumid' 1Q oRi 13' pePc5ht,
niayb'e '14' cent bectatiie1'6fthe iact that the filifiek, an'd sh' 4meltiis
ih the; c'opper infdutstriy wentbtion sti ike'iit Thffsdi- Sotl so'l
lvork''whliich compensates ihtfie'sumine9i will not- lS' Abled t take uipthe
slc'i1thisti&ne -and I eahnot 'eriiphiasi;e6ttoo.'fituch.the f acd'that Wi. hlave
to work together. This is not ....RkDp'kblic iin prob`e1fi,' iAty i-i t ' e-n'Y6-
6rahfic pr 15lskern. it is a hattoai al Pblebbl,- inAY f ive d6 bot -et:l bisy6hiiit,
3tlfiink"*'e'aie -oincto pay a, terifi 'price' r r - ; , ,- ;,! i.

-1i'h is o6ufittr 'ch ttfnib4Aford' hndthei' ;depresSio4n letialone a rei-essionii
becaiiheio\vilimnt b'aeable to pull-'oft't f `i+ tlhis 'tie likm.-e- w idzih
the thirties. P'eople, w 'h&ijy th theydid-mothave muchli thery
*er~ie' st~rhivnjo t' t ete l'hmevs -'h we~ r -hbt'so :in~iny people
her'i 'But' here I find hn 'avttc in The'New iYorkdiilmes this morriiin
bvi;'-T Leotard- Si'lk, lqmbconomi i Wfitier of is6mc mote;mdh iefei,
to a study made by Prof. Robert E University

The list of.wvrcosts read like a cataIog of ev As apd §uffebring . ini the hicain
econmbiiy. The wa has .1u'd-'ihifat`iYg the lar bha' cau`e0'i iigh' tace,'*thle wthe
hlas contributed'to the .housing shoirfa-ge, the'-vhr has dI-ained '
areas of eddiatioi,+ transooftation. lfoiising aMi. al,1of thdse'•.es of gove'ment
from ppliceprotectiontopostaldelhyeyv, :, . i. ,; .

-Ardd'to that th'e rise of new problems, thelaggravation of -old' ones;
add to that th- casualties4'and"i-tlink this;co intry faces aiinost'diffi-.
cult. period.'and I. camnrot emrphasizeJ and I hope this'dommittee'vill
forgive nmif jI reiberate amid reiterate, I caulmot emphasize too much
the fact that what we are in is not a Republican recession or a Demow
cratic recession,"both' parties'had' much -todo6 wvitll bringing-us vhere
we are today. W5Te are facing a national situation whiehealls-.for the
best which all of us can produce because if we do not, as Congress-
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woman Griifiths has said, the results 'vill be something which we wvils
regret, not only to our dying clay but perhaps to the dying days of,
ouir childiren and gr andclildrenl as well.

Represenitative GRIFFITI'IS. Thank you.
Chairman PRoxIAIRE. Senator Miller.
Senator MIILLER. May I SaV to my distinguished leader that after

some of the talk I have heard about the depression and recession and
the suggestion that housing development gains woul easily be choked
off by soaring interest rates, I am beginning to wlonder what the stock
inarkot is g6ing to do tomorrow morning.

Senator MAANSFIELD. Probably go Up some morie.
Senator MILLER. 'Well, first, theSenator has said there is much room

for burden sharing and indeed there is; but I do believe in fairness'
1 should say I think the'general tone of his statement, and I know
the sincerity with which it is given, seems to emiiphasize the burdehi
on the Executive ratherthan oh the Conglress..

Senator MWANS'hFILD. That is correct.
*Senator MILLEu..Now, if that'is s6;othen'it'wo'uld seem to me that

fairness would require us to'explore some'of'the shortcomings .of'the
Coi'gress. ,I' do n6t see anything iii here' except in a 'blank referehce
Ifo what the C6igress has done .avith respect. to granting .th6'President
wage and price in-d rent' authoiity'and selective credit 'control. au-t
thority, both of whicli measures I-v'oted'f6or :But if the-Senator-fedls
so strongly about it why does he not as majority leader, see to. it those-
in control of the Congiess mandate those ' i. '.
- Senitoia MAf'IELD. 'Well, nowi the Senator. is taking. a, lot of :free-z
domn' when he attributes the; -authority 'to a person who just happens to.
be a Majority leader to do the thing's Which 'he advoeatesI voted' &or'
the same ilegislation which the Senator. did and I think as a matter. of
fact, the vote was unanimous in the Senate on .both pieces df legisla-
thion, 'including *age-price 'and, rent controls, ,Which, was reniewed just
several weeks, agd, 'but I do 'not believe that you were' here, Senator
Miller, when I said what we-ought'to do-maybe you were-what we.
ought t6 do is to' work in tandem with the. idministrationiand get their
ideas. .g'' : ''

'I do not.lknow what their'game plan is, to tell you the truth. I can
rec'all of no proposals which they have sent to the CQbngress askin'g
that*e\ ework 'together to try and -work 'ourselves ~out-of-lthe difficulties.
in which we find. ourselves. I mentioned the piece of legislation I did;
tO indicate that: in my. opinion,,the Congress has done.ag minch as it
could up tot this time, that -we are eager, willing, and awant -to hear
f rom, the President and his advisers with legislative 'proposals ,wlich
they. think will be beneficial,. But to irepeat, I do not know what the
administration game: plan' is, it is:just a termn I 'have seen in the news-.
papers, but how you would define it, how you would explain it; 'I am

Senator MILLER. Well, I do not know whether there. has been a piece
of paper issued. saying this is the administration gamei plan but I
think the Joint Economic Conmmittee for one, has received some arather'
good outlines dpf what ttle administration has. in mind at least, cer-
tainly as far as their targets and objectives are concerued.. 'What I.
think, and, of course, I thoroughly agree with the Senator, that this

67-650-71-2
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should be a bipartisan sharing of the burdens and coming up with the
necessary actions, but unfortunately, that laudatory approach does
not always find itself reflected in what is done out on the Senate and
House floors. But it seems to me thaat if there is concern that there
should be wage and price controls, if that concern is strong enough, all
tle Congress has to do is legislate.

Senator MANSFIELD. Congress has legislated standby wage and price
controls and the President has indicated he does not intend to use it,
just as President Johnson before him said he did not intend to use it..

Senator MILLER. If the Congress feels strongly enough about the
matter all they have to do is mandate it and they have not seen fit to do
so. As the Senator knows, they attempted to do that over in the House
and it was defeated by a very wide margin.

We can talk about wage and price controls, and I am not throwing
them out of the window as a possible solution to this. I hope we never
have to get to it. But I also think to a degree it is a last resort propo-
sition and if things are getting better, even though they may not be
getting better as fast as we would like, I would hope that we would
not mandate wage and price controls at this time.

Senator MANsInELD. May I say, if the. Senator will allow me, that
the legislation passed calls for voluntary wage and, price controls to
be under the supervision of the President whenever he wanted to put
it in operation. He has indicated he does not desire to do so and will
not do so.

Senator MILLER. I must emphasize if we want to see them actually
done and we do not want to .have to worry about whether the Presi-
dent wants to do it or not, all we have to do -is mandate them in legis-.
lation passed by the Congress. We have that power. - I

Senator MANSFIELI. Yes, but the Senator knows that would be an
impossibility to take action of that nature.-- -

Senator MILLER. Well, I do not know that it would be an impossi-
bility. I am sure the President would carry out the law pissed by the
Congress if we mandated wage and price controls.

Now, the Senator quoted from some comment that fresh and vigor-
ous initiatives are imperative and that is a very fine clich6, but I think
the Senator from New York had a very good point when he suggested
what ought to be done would be to have the leadership come up with
some of these fresh and vigorous initiatives spelled out in specifics so
that we can take a look at them and preferably try to handle themlon
a bipartisan basis. After all, we are members of the separate independ-
ent branch of the Goveinment, and I might say to my friend from
Montana if he wants to get a mandatory selective credit icontrol au-
thority going, I will be pleased to vote for it because I feel very
strongly on that point, even though the executive branch does -not
want it.

Senator MANSFIELD. Why does the Senator not introduce legislation
to that effect if he likes it so well?

Senator MILLER. Well, I did not say I liked it so well. But I would
be pleased to vote for it. If the Senator feels as strongly as he does,
apparently, by referring to it in his statement, I will be happy to co-
sponsor it with him.
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It is true, and this Senator knows, there is not a soul in the Congress
on either side of the aisle who looks on 6 percent unemployment as
normal. WNre all deplore it and we want to do something about it. But
do you not think that fairness demands that we recognize'that when
the defense and space contracts are cut by billions of dollars, when
you have'upwards of a million men taken out by the reduction in the
Armed Forces,' that we cannot have our cake and eat it too. We cannot
expect to get by without some unemployment and that the problem is
not whether we have unemployment because that is inevitable when we
have those actions taken by the Congress. The problem is how to make
the transition'as short as possible. Is that not the real problem?

Senator MANSFIELD. Well, that is true and I would agree that this
Administration has reduced our Armed Forces by something close to
1 million men, somewhere between 900,000 and a million, and what you
say about the unemployment in the aerospace industry is correct, aiso;
but I think you ought to go back a little bit further and point out how
profligate we were with' our resources in giving contracts to some of
the aerospace manufacturers, how many billions of dollars we have
wasted in exotic weapons and machinery of various kinds, and how
much' those losses totaled up to, and you might get part of the answer
there because we really went hog wild in years gone by in spending
so much money in this area: and, as a matter of fact, getting so little
in the way of results.

Senator MILLER., And so we are reaping the rewards.
Senator MANSFIELD. In part.
Senator MILLER., And we should expect to reap the rewards.
Senator MANSFIELD. Not-
Senator MILER'. That is -not the problem, The problem is what do

you doq about it to keep that transition as short as possible so that we
wifl be able, to get the unemployment which, we have got to expect
with those activities, to getthat unemployment rate down.
' Senator MANSFIELD. Well, we have been withdrawing on a phased

basis from Vietnam for almost 21/2 years, in the meantime unemploy-
ment has gone up, inflation has remained steadily, very likely gone up
over that 2-year period, and I do not see any measures being recom-
mended by the- Adminiqtration to -cope with this except the so-called
"economic game plan" about which I know nothing and I only refer to
it because I see it mentioned so often in the newspapers. And the Sen-
ator from Iowa evidently does not understand what the game plan
is, either, because he says he has never seen such a diagram.

Senator. MILLER. I do not mean that I do not understand it. I think,
that the g'me' plan has- become sort of a cliche too. I do not think that
there will be any attempt by anyone to put down an a sheet of paper
and call it the -administration game plan, but I do think that some
guidelines' have been given and the were given early this year before
our Joint Ecopomic, Committee which satisfied many of us that the
objectives sounded pretty good, but I recounted before Arthur Burns
the objectives and I said now, Mr. Burns, these objectives are fine but
they depend upon a number of.assumptions, an assumption that things
on the dome'tic scene will be reasonably stable, the assumption that the
things on the interiiational scene will be reasonably stable, including



'. ~~~~~~~16

our balance of trade, the assumption that those in control of the Con-
gress will keep' pretty well within the administration's budget, full
employment budget spending limits, and several other things, and I
said, do you thihk'we will be lucky if all of those assumptions work
out? And. he said, I think you will be very lucky. So, I think the ob-
jectives have been spelled out.but the uncertainties, at least some of
them, rest over on Capitol Hill.

Senator MANSFIELD. Nobody is arguing with you about that.
' Senator MHTLER. Anld so it is easy to criticize but I thinik what we

need is constructive criticism which will be specific in what. ought to
be done.'

The Senator from New York -has come up with the challenge and
the: -naj ority ]ea'der. has iidicated that the challenge will be met.

Senator M.xNSF`EIED. Just 'a moment. Not by me but by those who,
kmnow what they alie talking about, like the members of this cbmmit:
tee oil both'"sides, the C'ommittee on Labor and'PUili'T Welfare, the
ComiinittIP' on Banking..ancld 'Currency, 'and'Vivav'it td see the chair-
ifiie' adnd the Trnking memibers and the, 'Demiocratic Imembers of those

omihitt~ees, Iwotild like ,to sethem'get together with their, let us say,
o6uiiferpirts' in' the Admiiiistration so that the question of politics

wotuld'not co'n:' inm bht that the comn'on gro6d. the nationail good wo'Ald
beifirst anid 'foremog't: ' ' . '* -

Now, I do not go on assumptions because I am not an economist,I
am an ordinary guy y6o see in the street, who.know~sthaqtAA'improy-
ment is high and the numbers are going up, if not tle Prcentagd, who
knows that iiiflhtibn'has not beeii under c6ntrol and-whbo kn6ws'that,
his money.can be stretched so far and it can 6nly'btii so mucfi'anid'that.
the r'ejied'aWd. the ̀ e6fns'living oon annuities and social security,'tliat
they-are'sqiiee~ed and theV arebemr given no elief so what are &i
do'itdgether, not by thirowiAgnth'e ball back and forthi;.vhit can 'we do,
log,,etljer to help th6e.Natiobn as' a hle and what whll Ave'dob together
i'nst'ad of just alkling ab;Ut it.? ' '. ' . .

- 4Snator;MLLER. Te Seniator .fro Montana: is 'more than' just th~e
'diary person. 'We areiall ordinary 'peop'le in: our' reactionu ',which

yobi' h'iive just described. But in addition to that wie'ar'r exttraordinary
people bee"use w'e'hiave the' respihsibility to do somethinig' about it'

Sena tor' M4NSTLDE Not 'exfrordinaiy, 'if I may interrupt, Jleky-
people,'becau•se 'none of 'is would have wgotten' elcted to the jo.bs we
ru6V'holi'iif 'we did T'int have a lot of lick, a'lot of frieind and a.ldfof'
gpqd fortune, but with the job does'g6 resp6nsibilities 'and vwvheave-
got to face up to-those resp§nsibilities as best We can, but 1 wV6ul'd hlpe
instead of the'nbeinig Democratic responsibiliites'orRepublicah re-
sp6isibilities,.oi'e ih'u. awhile we would get togkther'ind try a'd for-
get the politics df the situation and do something' for the common
good. - ' ' .

-Senator.t ER. Weall, I thorodlghly subscribe to fhat, Senatbr,; nd-
y ilknow it', and I think that it might be helpful not only 'to have-the-
d6Pmmitte&s that yo6-iefer to aifd the chairnien and the ranking ,mnier-
bers but also I am'!sure that the mio6iity leader wbuld. join withltlhe
maj6rity Mkader'sb Wb'fimight gt .a bipartisan cnigressional approach
toIsone of. these deeply serions tproblems that '`wdha`ve, and I ''o"l*d
hope further that there would be a little restraint on the part of some-
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people, and I am referring to some on both sides of the aisle, to try to
restrain from negative criticism and come up with positive construc-
tive approaches to follow this bipartisan burden-sharing that you have
referred to, and I am sure the Senator from Montana knows that he
can count on me to do all I can to back him up in that respect.

Senator MANSFIELD. I appreciate that. It is easy to criticize, it is
easy to praise too, if praise is deserved, and I would hope that out of
these hearings will come something which will do us all some lasting
good because we just cannot keep on at this rate of unemployment.
I do not care whether you use percentages or total numbers, we just
cannot keep on at this rate of inflation, because the days of luck which
this country has enjoyed for so many decades may be coming to an end
and we have to recognize that our resources are not unlimited, we have
to recognize that we have problems here at home, we have to do what
we can to face up to them rather than to avoid them, and it is going to
take some sacrifice, it is going to take some harsh legislation perhaps,
but if you are going to do something for the people, and you mean it,
then I think you had better do it because we are the people, too.

Senator MILLER. Thank you, Senator, and thank you, Mfr. Chairman.
Chairman PROXMIIRE. Senator Mansfield, you have been challenged

twice by both Senator Miller and by Senator Javits to come forward
with a program. I think you have done that. In fact, I think you have
said more in eight pages than the witnesses who appear here ordi-
narily do, and said more constructively.

You advocate, as I understand it, a temporary wage-price control
program which would be very far-reaching and have real impact, and
if you apply it, as I understood you to do so, you'apply it to interest
rates, it would have immediate effect in stimulating housing. If you
hold down interest rates automatically you get a great stimulus in
,housing.

You also, as I understand it, propose that we should proceed with
-an accelerated public works program that would, as I understand it,
provide jobs. That is another part of your positive program, too.

Now' I do not want to be too partisan but I want to call attention to
what the Secretary of the Treasury says in his famous press confer-
-ence that he had just a week or two ago in charting the future for the
administration economically. He set out a four-point program. The
four points consisted of: No. 1, we are not going to institute a
'wage-price review board. No. 2, we are -not going to impose man-
datory wage and price controls. No. 3, we are not going to ask the Con-
gress for any tax relief. No. 4, we are not gqing tp increase fiscal
.spending.

Senator AD -sFiFLD. The Senator from Iowa is talking. about
negativism.

Chairman PROXMIRE. That is right. There are four negatives in a
row. I suppose if you had enough negatives together you would get
some kind of positive statement.

Let me ask you about a particular reference that you made in your
statement, you kind of ad libbed it in, about the President's action
with respect to the possible steel strike, negotiations going on between
the management of steel and industry and United Steel Workers. The
administration seems to me to be playing a peculiar role here. They
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'did call the sides together and appealed to them'to make a reasonable
settlement that would not be excessively inflationary, that woufld'help
us in world trade. What they did not do, what' seemed to be sehsible,
was set any target, did not give any figure, did not provide any wage
or price guidelines of any kind at all, just called them together.

senator MANSFIELD. That is right. I think it was an lntroductory
step and it was a good idea, long overdue, but I do not think that one
meeting of that sort is going to bring about; a solution to the diffi-
culties which face both labor and management in the steel industry;
and I must say the President was right when, as the press reports, he
pointed out to them if they do' not get together and achieve better
methods of production and more productivity; that the end result is
going to be a decline in the world markets and in the domestic mar-
kets because Japanese steel, West German steWe, South African steel,
and other kinds of steel will come in. This sfteel will undersell our
products, it will mean more unemployment, more modernization in
some aspects by the steel industry itself. and in that respect he did a
good job. He placed before them whhat I consider the economic facts
of life. But one meeting is not going to bring about a settlement 'unless
agreement is in the works in the meantime. It is going to take a lot
of meetings among a lot of industries. The President is going to have
to use his great personal influence and on occasion he is going to have
to lock management and labor into a room and tell them to stay there
until they come out with a settlement. His emphasis on the needs of
the people, his concern for the national'aspect of the economy were
all good. When I used the term he brought them together and knocked
heads, I made it very clear that I was speaking figuratively in using
that expression, but he did bring them together, I think, for the first
time on this basis and I hope that it results in imore and better jaw
boning in the months and weeks ahead because there will be other
industries which will have a pretty heavy impact on the economy and
the welfare of the Nation as a whole, and despite what the Senator
from Iowa says, it is not the Congress which should take the initiative
but the leadership should come from the President, whoever he
may be.

Chairman PROXMIRE. Well, I think that is 'a very. very generous
statement and it may well be right. I hope it is.

Once again, I would emphasize that it is a preliminary meeting-and
there were no goals specified, either prices or wages, and previous
administrations have done that with considerable'success.

Let me ask you about this.' The administration is making much of
the fact that housing starts at the rate of 1.9 million, that is an im-
provement over 1970 when it was 11/2 million, but there has been no
further improvement since last December and it is far short of the
goal set by the Congress in the 1968 Housing Act, which was 2.6 mil-
lion housing starts.

Now, if we get 2.6 million housing starts that would be an addi-
tional 11/2 million jobs. That would go a long, long way toward solving
our employment problem plus helping to provide the safe, sanitary
homes that we all desire.

One thing that troubles me particularly, is that with the turn around
in mortgage rates, even the current production rate of 1.9 million is
threatened.
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Senator MANSFIELD. Right.
Chairman PROXMIRE. It always bothers me that housing and the

building of public facilities is the first to feel the pinch of tight money.
Would you have some thoughts about what we should be doing to get
more housing

Senator VAN6ssvn. Well, I think that the administration-I do
not see how the Congress could without enacting legislation, which I
do n6t think would be proper at this time' to call bankets in to dis-
cuss with them this question of interest rates and to point out to them
a fact th6y already know, what its effect is on the economy, and I
think there has also got to be a meeting of the -minds between the
contractors, the 'construction management people and the workers
themselves to the end that they will not price themselves out of jobs.
But will be able to develop a longer time period of productivity at a
reasonable wage over a longer period of time.

What a lot of people seem to forget when they talk about the high
wages that construction workers are paid is that many of them-and
this is very true in Montana-work very few days, very few weeks a
year, and what they have to do in the meantime is to make out as
best they can or take a secondary job. So, those are matters which
should be gone into. It is going to take a lot of forebearance and
understanding on both sides, on all sides, really, but it has got to be
done, because if it is not then in the long run those directly concerned
and the rest of us off on the sidelines, so to speak) will be hurt.

Chairman)- PROXmIRE. I just have one other question I would like to
ask and it is a question that troubles me very much as chairman of
this committees and I have talked to other members of the committee
and it concerns them a great deal too.

I read in the paper that the Secretary of the Treasury, John Con-
nally,. has been designated as chief economic spokesman for the ad-
ministration, and I do not know exactly how that designation de-
veloped, but that was the press story, and I think undoubtedly, in view
of the great weight he carries -and his unquestionable ability he may
well be their spokesman.

As you know, this committee was set up by the Employment Act of
1946 and was set up for the purpose of helping Congress to determine
the economic policy in cutting across all kinds of lines which affect
other standing committees. Now it is very difficult for us to arrive,
however, at an economic policy if the chief economic spokesman for
the administration will not appear before us.

Would you. not say that the chief spokesman for any administration,
Democratic or Republican, should find time to appear before our
committee to tell us what the economic policies of the administration
are?

Senator MANSFIELD. Well, it would be preferable if they did.
Speaking of John Connally, Secretary Connally, he is a very strong

man. When Secretary Connally appears before a committee you always
know where he stands. Secretary Connally at the same time is not an
unreasonable man. He has had plenty of experience in politics both
at the State and national level. He is a man of exceptional ability, in
my opinion, and I do not know whether or not he is the chief economic
spokesman for the administration, but if he and Arthur Burns could
get together I think it would be an outstanding team because I have
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a high regard for the Chairman of the Federal Reserve System, Dr.
Burns..and I have a high regard for Secretary Connally as well.

However, I do not know in view of the lineup which you have men-
tioned, 'Mr. Chairman, where that leaves the Council of Economic
Advisers. I suppose still back in the shadows.

Chairman 'PRoxMrTrE. ApDarently they are, although I have great
faith in Paul McCracken. I think he is a fine counselor, a very able
economist. We disagree with him on policy but I cannot fault him on
abilitv or dedication to his work.

Here is the problem we have on this committee and I ithink that it
should be discussed publicly, I think it is best to discuss it publicly,
I do not know any other effective solution. We are having difficulties
in getting Secretary Connally to appear. No. 2, the Secretary of Labor
has refused to meet with us to discuss the nnemplovnyent rate and,
of course, the press conference which the Bureau of Labor Statistics
used to hold on the unemployment rate has been canceled, they no
Ionger will do that.

We have had difficulty gettin- the Secretary of Defense. The Secre-
tary of Defense has consistently refused to anpear before this com-
mittee to discuss economic policies and the impact of the defense
program. which is probably the most significant of the direct effects
that the Federal Government has on the economy.

So these are real problems for us and I ask you this publicly because
vou are our leader and vou do have great concern for the Congress
and dignity and force of the Senate and the great responsibility we
have under the Constitution to determine policy. But it is verv difficult
to do so when the administration -will not cooperate by sending their
wrincinal spokesmen before us so we can develop a policy as we should

in nlblic hearings.
Senator MANSFTEtD. Well. Mr. Chairman. I think they should come

before any congressional comnmittee when requested to do so, if for no
other reason than to get the opposite point of view, if there is an
oyposite point of view, but I think in all fairness it should be said that
these men are very busy. If they are not very busy at home they are
undertaking responsibilties abroad. They also have to appear before
other committees, as the chairman well knows. and they have been ap-
pearinsz before Ways and Means, Appropriations, Foreign Relations,
Armed Services. and the like, so that they do not have the time they
should have really, to appear before

Chairmpan PROXMTRE. Let me interrupt at this point to'say that is all
true, of course. and I am perfectly willing to hold a hearing Saturdavj
we have held Sunday hearings of another committee which I chair6d,
any time, nights, weekends, at any time, but just tvice a year we think
we ought to have the spokesman, economic spokesman for the admin-
istration before the Toint Economic Committee and at least. once in 4
yPars we ought to have the Secretary of Defense appear before ius.
lIe has not appeared before us ever.

Senator MTAN.SFIErD. I think this is a reasonable request and that is
one way perhaps which a meeting of the minds could be arrived at and
this spirit of cooperation and partnership working in tandem could
be p)ut into effect, and in that respect it is a reasonable suggestion
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which the chairman of this committee has made, and I know from
personal knowledge, that he would be prepared to meet with any of
them at any time on any day, even including Sunday. He has held
many Saturday meetings, to my knowledge, here. He is, if I may say
so publicly, a glutton for work. I do not envy but I admire your
stamina in more ways than one, and I think it would be a good idea
if they would come down. But the chairman knows there is no way he
can force them down, but if they would come voluntarily perhaps it
would be a benefit to both the administration and the Congress and
more important, to the Nation as a whole.

Chairman PROXMIRE. Well, as one glutton to another, I klow you
do more work than I do.

At any rate, let me thank you very, very much, Mr. Leader, for an
excellent statement and for fine responsiveness to our questions.

Senator MANSFIELD. Thank you.
Chairman PROXMIRE. I ask unanimous consent that the prepared

statement of the Honorable Carl Albert, Speaker of the House of Rep-
resentatives, be included in the record at this point.

(The prepared statement of Representative Albert follows:)

PREPARED STATEMENT OF HON. CARL ALBERT, SPEAKER, HOUSE OF REPRESENTATIVES

Mr. Chairman, thank you for giving me the opportunity to present my views on
the state of the economy in conjunction with the Joint Economic Committee's an-
nual Mid-Year Review.

It is clear from the first six months' performance that we are still mired in the
depths of the economic slump which characterized all of 1970, officially labeled
a recession year by the National Bureau of Economic Research. Faced with a
prolongation of the unprecedented simultaneous recession and inflation plaguing
the nation, I find it, incredible that the Nixon Administration has announced that
't is stickingto its original "game plan." That strategy is now clearly unfolding
and appears to have two essential ingredients, to wit: (1) ignore the facts, and
(2) attempt to pump up the economy with pep talks. This negativism flies in the
face of the imperative to act, to do something to get the country on the road to
economic recovery.

Where are we in mid-1971? The consumer price index for May, the last month
measured, was up 0.6 percent at a 7.2 percent annual rate, and the wholesale
price index was up 0.3 percent the same month. The inflation rate reflected by the
GNP deflator was 5.6 percent annually during the first quarter, and it would be a
surprise indeed if the second quarter shows any improvement.

The most distressing aspect of the prolonged economic slump is the persistence
of high unemployment. The second-quarter average of six percent of the labor
force was up from the two prior quarters, and the 6.2 percent joblessness in May
equaled the 9-year high set last December. Five and a half million Americans
were out of work in June, up 1.1 million from May, and alarmingly the average
duration of unemployment continues to stretch out until it now has reached a
modern high of 12.7 weeks. There are 580,000 who have been unemployed 27
weeks or more and 375,000 veterans who. cannot find work, while the unemploy-
ment rate for minorities and youth, particularly in the inner cities, has reached
crisis levels. There are now 53 major labor areas suffering substantial unemploy-
ment, and 704 smaller labor markets characterized by substantial or persistent
joblessness.

The Nixon recession has worked hardship on untold numbers of Americans.
Approximately 1.1 million more individuals fell below the poverty line in 1970
after ten consecutive years of intensive and successful efforts to reduce the
number of poor. More than 25.5 million Americans are now in this category.
Further, a record high of 14.4 million Americans were forced to rely on welfare
assistance in March, and 20 percent of the increase for the month was attributed
to prolonged unemployment.
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The blight recognizes no class limitations. Engineers, technicians, and scientists
are hunting for work in record numbers, and college graduates are finding 26
percent fewer job opportunities than they did in 1970, itself a poor year.

There are other signals warning that all is not well. American businessmen
have cut back on previously announced capital spending plans for 1971, and now
project only a 2.7 percent increase in spending over last year, the smallest in-
crease in a decade. American industry is still operating at less than 75 percent
of capacity, and consumer spending remains on the cautious side, with abnor-
mally high levels of deposits in savings accounts indicating a lack of confidence
in the future of the economy. Further, it is clear that interest rates have bot-
tomed -out and are starting to move back up toward 1970's disastrous highs,
with this week's increase in the prime rate to 6 percent portending future
problems.

In the face of this bleak outlook, the Administration's inactivity is difficult to
fathom. Benign neglect is the wrong policy at this time, and Pollyanna-ish pre-
dictions of future improvements are obviously not buoying up the economy. Rosy
forecasts from the White House have not prevented the stock market from going
into a steady' decline over recent weeks, nor have they convinced the American
people, who everyday are confronted with rising prices and increasing numbers
of their neighbors out of work. A. majority of Americans recently questioned by
pollsters believe that this nation is still in recession, and they.are the ones who
bear the brunt of do-nothing economic policies.

It is time for the Administration to drop its obstinate resistance to any
form of incomes policy. The President has overcome his repugnance to using the
persuasive powers of his office, but he has not' gone nearly far enough. If across-
the-board controls on wages and prices are anathema to him, he should at least
establish a wage-price review board as recommended by his own chief advisors
as a minimal first step. The tragic plight of millions of Americans under'the
twin yoke of recession and inflation can no longer be subordinated to the myth
of the inviolability of free enterprise.

I am pleased at the President's conversion to the principle of public-service
employment as one antidote to the scourge of joblessness, and I deeply regret
his recent veto of the accelerated public works bill. Government initiatives are
obviously the key to economic recovery,' and, we cannot afford the luxury of
partisan politics at this critical juncture. Business as usual can no longer be the
byword if the American people are not to lose faith in their own 'future within
our system. We are not dealing with abstractions but with the welfare of our
fellow-citizens and the quality of life in this nation for years to come.

I appreciate having the opportunity to share my views with the committee and
applaud your leadership in attempting to move the country forward.

Chairman PROXMIRE. The committee will stand in recess until to-
morrow afternoon at 2 o'clock when Paul McCracken and the Council
of Economic Advisers will appear in room 1202.

(Whereupon, at 3:15 p.m.. the committee was recessed, to reconvene
at 2 p.m., Thursday, July 8, 1971.)
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CONGRESS OF THE UNrrED STATES,
JOINT EcoNoMIc CoMMITTEE,

Wa8hington, D.C.
The committee met, pursuant to notice, at 2 p.m., in room G-308,

New Senate Office Building, Hon. William Proxmire (chairman of the
committee) presiding.

Present: senators Proxmirei Fulbright, Javits, and Miller; and
Representatives Reuss, Conable, and Brown.
-Also present: John R. Stark, executive director; Loughlin F. Mc-
Hugh, senior economist; Richard F. Kaufman and Courtenay M.
Slater, economists; Jerry J. Jasinowski, research economist; George
D. Krumbhaar, Jr., minority counsel; Walter B. Laessig and Leslie
J. Bander, economists for the minority.

OPENING STATEMENT OF CHAIRMAN PROXMIRE

Chairman PROXMIRE. The committee will come to order.
This afternoon, we are continuing our midyear review of the econ-

omy. Our witnesses are Mr. Paul McCracken, Chairman, and Mr.
Herbert Stein, member, Council of Economic Advisers. As I said in
announcing these hearings, it seems to me that the present economic
situation can only be described as dismal. We have just learned that
the Federal deficit for the fiscal year just ended will probably exceed
$23 billion. This deficit was due entirely to the shortfall in tax re-
ceipts. Tax receipts were about $25 billion below what they would have
been in a full employment economy. Thus, had the economy been at
full employment, the budget would have shown a small surplus.

This budget deficit is one measure of how far the economy has fallen
below the level at which it could be operating. The $7 or $8 billion
by which State and local government tax receipts have fallen be-
low the full employment level in the past year is another. The approx-
imately $65 billion gap between actual and potential GNP during the
first half of 1971 is still another. And, of course, the 51/2 million per-
sons out of work and the continued rapid rise in the price indexes
are still other, and more obvious, measures of the situation.

In the face of these facts, and in the face of early reports that
GNP probably increased no more than $20 billion in the second
quarter-and most of this was simply inflation-everyone was startled
and concerned' last week when the Secretary of the Treasury stated
emphatically that no new policy actions were contemplated.

This does not seem to me to be a time to close the door on new
initiatives. It seems rather a time to search vigorously for new ideas;
to examine carefully possible new policies for stimulating real eco-

(23)
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nomic growth without aggravating inflation. Certainly, it seems to
me to be a time for a vigorous and comprehensive incomes policy.

Yesterday, the Senate majority leader, Mike Mansfield, testified
before us. He stressed repeatedly the need for a bipartisan approach
to economic policy. He made clear his willingness to cooperate with
the administration in working out new policies to reduce unemploy-
ment and to control inflation. I share this willingness, and I think I
can speak for all the members of this committee when I state that
we hope, through these midyear hearings, to conduct a constructive,
objective evaluation of the present economic situation and of possible
new policies.

Mr. McCracken, your testimony before this committee has always
been informative. We have learned to count on you for responsible
and undoctrinaire advice. Of course, we have not always agreed with
your- conclusions. No doubt we will again uncover some disagreements
today. So I want to stress again that our purpose this afternoon is a
constructive public exploration of the policy alternatives presently
available to us.

Mr. McCracken, you have a very fine prepared statement. I've had
*a chance to read it, you handle it in your own way. If you abbreviate
it in any part, it will be printed in full and the tables at the end will
be printed in full in the record.'

STATEMENT OF HON. PAUL W. McCRACKEN, CHAIRMAN, COUNCIL
OF ECONOMIC ADVISERS, ACCOMPANIED BY HERBERT STEIN,
MEMBER

Mr. MCCRAcKEN.Thank you, Mr. Chairman.
*We welcome this opportunity to discuss with you the state of the

.economy at' midyear. We hope that the present hearings will help to
-reduce the uncertainty which exists in the country by highlighting the
facs'about. the economy and the fundamental consensus. on policy
which is sometimes concealed by the usual debate within Government
and-among students of economic policy more widely.

For 3 years a'basic objective of national- policy, has been to- check
the inflation which began about 6 years ago.

It was just about 3 years ago that a bipartisan majority of Congress
enacted the Revenue and Expenditure Control Actbof 1968, imposing
a tax surcharge and a ceiling on expenditures. This was the beginning
of the turn in national, policy against inflation. At the end of 1968,.the
Federal Reserve embarked upon a policy of monetary restraint. -The
.present administration carried through the policy of budget restraint
which had been begun shortly before it took office. In 1969 it held
expenditures down rigorously and worked for an extension of the
surcharge.

It. also encouraged the Federal Reserve in a course. of continued
monetary restraint. Since 1969 both fiscal and monetary policy have
eased, but the degree of relaxation in both spheres has been limited by
continuing concern about inflation.
. What -can now be said about the outcome of this anti-inflationary
effort?

It seems to me that four cardinal facts stand out rather clearly.
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Mr. Chairman, I have some charts here which I would like to point
out, if I may.

Chart 1 illustrates the extent to which we 'have- seen a deceleration,
or at least a cessation, of the trend toward an accelerated rate of in-
flation. Various measures of the price level are indicated.

(The chart referred to follows:)
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Mr. MCCRA:iC1EN. This is the raite of incirease in the GNP deflator,
slightly different from the previous one. because of fixed weights.

The very rapid acceleration in the rate of inflation has tended to
level out. We see a somewhat similar pattern in the wholesale indus-
trial price index. Once again the sharp acceleration .through 1967,
1968, and during the early part of 1969 appears to have leveled off at
about 4 percent. Finally, we have the Consumer Price Index which
shows a deceleration in the rate of inflation since mid-1969.

In chart 2 we see the tendency for the rate of inflation to accelerate
from the early part of the period to 5 and 6 percent by the crest in
1969 and 1970. The rate of inflation has now receded; it now seems to
be at about 4 percent. So one thing c9mes out very clearly in both
charts. The tendency for acceleration in the rate of inflation which
has been going on-did come to an -end along about 1969, and there has.
been a recedence in the rate of inflation and the Consumer Price Index.

(The chart referred to follows:)

I'
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CHART 2
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Mr. MCCRACKEN. There was also a recedence in the wholesale price
index, the industrial wholesale price index from May 1969 through
1970, though I think it would be more cautious to say-

Chairman PROXMIRE. Mr. McCracken, do you have a chart to show
the GNP deflator in the same way?

Mr. MCCRACKEN. Yes.
Chairman PROXMIRE. But right there you have consumer prices and

wholesale prices. It seems to me the GNP deflator doesn't show quite
the same picture, does it? As far as the tailing off of the increase?

Mr. MCCRACKEN. This is shown in chart 1 which I showed you. I
think that this index and the industrial wholesale price index show
somewhat the same thing.

The rapid acceleration in the rate of inflation during this period
here seemed to press down and about-

Chairman PROXMiRE. Except the last point on the chart is the high-
est point on the chart for the GNP deflator. That is not true of the
other measures.

Mr. MCCRACKEN. Yes; but I would be cautious about putting too
much into this. I think about all that we can say is that the rate of
increase in the private GNP deflator has been on essentially a plateau.

Chairman PROXMIRE. All right.
Mr. MCCRACKEN. There is one other aspect of this which I did not

go into in the lower right-hand corner of chart 1, and that is that a
somewhat similar, though more erratic, tendency for settlements for
wage costs and for the rate of increase in compensation in the private
economy to accelerate. These seemed to reach a crest at about a 7-
percent rate, perhaps slightly higher than that.

One of the dramatic things which has happened this year is that
with the resumption of gains in productivity in the first quarter at a
rate even more rapid than normal, we had a rather dramatic decline
in labor costs per unit output.

Now, the restrained growth of demand which first ended the accel-
eration of the inflation and then initiated the reduction also caused a
slowdown of output and employment and a rise of unemployment.
The deterioration was limited, however, and output and employment
have now risen from their lows, as you see here in the chart 3. The
recedence of real gross national product in the top panel; the picture
for both civilian employment in the middle panel and the unemploy-
ment rate in the lower panel are clearly depicted.

(The chart referred to follows:)
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CnART 3
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Mr. AICCRACKEN. The reduction in output and employment was
limited and output and employment have now risen from their lows.
The rate of unemployment has flattened out and in June registered a
substantial decline. The mildness of the economic slowdown was due,
in part at least, to the prompt turn of policy, at the beginning of 1970,
in a more expansive direction.

Total output, as measured by the real gross national product, de-
clined about 1 percent from its peak in the third quarter of 1969 to
the first quarter of 1970. After a slight rise in the second quarter and.
a larger one in the third quarter, real output dropped again in the
fourth quarter under the impact, of course, of the auto strike.

H-owever, output rebounded in the first quarter of 1971 to exceed
its 1969 peak rate and rose further in the second quarter, although
we do not yet know by how much. Total employment, seasonally ad-
justed, declined about one-half of 1 percent from the first quarter of
1970 to its low in the third quarter but has since risen and in the
second quarter of 1971 was one-fourth of 1 percent below its peak.
The unemployment rate rose to 5.9 percent in November 1970 and
hovered in the range 5.8 to 6.2.percent from then until June when, of
course, it fell to the rate of 5.6 percent.

In sum, progress has been made against inflation, the slowdown of
the economy associated with the start of the antiinflation effort was
mild, and it has given way to a rise in economic activity.

Progress against inflation has certainly come more slowly than we
hoped and expected. The decline of output and employment, while
mild by historical standards, was also more than we had expected.
These two facts are, of course, related. That is, given the rise of money
GNP, which was much closer to our expectations, the decline of out-
put and employment would have been even smaller than they were if
inflation had subsided more promptly.

There are probably several elements in an explanation of the stub-
bornness of inflation. First, a major factor was the extraordinary
strength and duration of the inflationary movement in the period
before the excess of demand was significantly reduced. It must be
remembered that although policy turned in an anti-inflationary direc-
tion in the second half of 1968, it was not until the second half of 1969
that the overall effects on demand became visible. Thus there were
about 4 years of demand-stimulated inflation, which generated strong
claims for further inflationary price and wage increases which sur-
vived the end of the excess demand period itself.

Second, the increased prevalence of 3-year labor contracts has
strengthened the tendency for large wage increases to continue to be
obtained after initial inflationary stimulus has passed.

Third, the relatively low productivity growth during 1968 and 1969
meant that the disinflationary process began from a condition in which
workers had not received the real wage increases they had come to
expect whereas profit margins were also exceptionally low. As a con-
sequence the pressure for lower price increases that was exerted by the
demand restraining encountered unusually strong resistance on the
cost side.

Fourth, the composition of unemployment may have weakened the
price and wage restraining force of the slowdown of demand. The
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unemployment rate for adult men was low, relative to the total, andthe geographical distribution 6f the unemployment was somewhat
more uneven than in earlier periods of 6 percent unemployinent-. Thislatter phenomenon may have been related to the incidence of defense
cutbacks.

The moderateness of the whole slowdown, and the expectation that,Government would keep the slowdown moderate, may halve delayed.
the inflation-restraining response.

-These and other factors which might be listed, do not, in outr Opill--ilOn, mean that we'have entered a new era to which previous expel ience-does not apply. In fact, the general character of the events we a re nowobservino' has been noted in the past. For example, the inflation late;did not s'ow down during the contraction Phase of the 1957-5S reces-sion, although that was a relatively sharp recession leading manypeople then to say that we were in a new, permanently inflationary
state. IHowever, the inflation did subside as the economy recovered.

Let us turn now to the prospect before us. Two propositions standout. The first is that output and employment will continue to rise. Thesecond is that the rate of inflation w-ill not rise, and it is reasonable toexpect further deceleration. I believe that these two propositions wouldbe agreed to by most analysts who try to make an explicit forecastof the economy.
There are many ways to reach' the conclusion that output and em-ployment will continue to rise. The conventional forecasting techniqueof adding up categories of demand leads to that conclusion. Housingstarts have been rising, housing permits have recently spurted extra-

ordinarily, the supply of funds in savings institutions is large, andthe Federal support for housing through the budget is high and rising.All of this points to a further increase in residential constructionabove the levels already reached.
The expenditures of State and local governments have been risingvigorously, these governments have recently been able to borrow on,more favorable terms, they have greatly increased the amount of funds,raised in this way, and grants to them from the Federal Governmentcontinue to expand.
The Federal Government's own expenditures for goods and servicesare now starting to rise, after 2 years of decline. Consumers' dispos-able income has been rising sharply as increased social security bene-fits have been added to growing incomes earned in production, and:this should be increasingly reflected in consumer spending.
Meanwhile, additions to business inventories have been low, and.inventory-sales ratios have declined sharply as the rise in sales has;outpaced these small increases in stocks. At some point, productioni

schedules must be stepped up further if inventories are to be adequatefor this rising sales volume, and this will boost the rate of expansionfurther.
The behavior of the monetary aggregates also points to further ex-pansion. The money stock narrowly defined increased 71/2 percent

from June 1970 to June 1971, and at the annual rate of 101/A percentfor the past 6 months. The money supply including time deposits roseby 161/2 percent for the year and at the rate of 161/2 percent, in otherwords about the same, for the past 6 months. It would be extremely
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unusual if these rates of monetary expansion were not followed by
an increase of money GNP in the next 6 months sufficient to raise
production and employment further.

Finally, the index of leading economic indicators has now risen for
7 months in a row. It would be unprecedented, for such a long rise in
these leading indicators not to be followed by general expansion of
the economy.

On the other side of the coin, it is reasonable to ex.pect' a further
deceleration of inflation. This statement is made cautiously, because
the record of economists and others in forecasting the behavior of the
price level in recent years has not been inspiring. However, the state-
ment I have just made is a cautious one.

The explanations of the "peculiar" behavior, of the price level to
which I have already referred are explanations of the failure of the
rate of inflation to decline as rapidly as might have been expected.
They are not reasons for thinking that the rate of inflation would rise
Lnder current and prospective'conditions.

,There are several cogent reasons for expecting a .decline in the rate
-of inflation in the next year.

First, even though the economny is rising, a good deal of slack will
remain in the economy foi at least a year.

Second, we can expect a rapid increase of productivity i's total'out-
put rises. 'We can see in the lower 'ight hand corner of chart 1 that
productivity has increased. ' .

Third, the last of the labor'contracts negotiated in 1968 and earlier
will soon have been renegotiated and'we shall leave behind the time
when workers had a strong claim to big settlements to catch up with
'an. amount of inflation that had not-been anticipated in their previous
contract. I

Fourth, the number of workers covered by new settlements and
therefore getting the large increases typical of the first year of a
3-vear contract will be less in '1972 than in 1971 or 1970.

This combination of conditions should lead to a slower rise of labor
costs per unit of output and therefore to a slower'rise in prices, which
will in turn reduce the rate of wage increases, especially in view of the
prevalence of cost-of-living escalator clauses.

The question today is not whether employment and output will be
rising and the rate of inflation declining. Every quantitative forecast
of which I am aware answers this question affirmatively.

The question is how fast these developments will occur and how far
they will go.

More specifically, will the economy rise fast enough to achieve the
fundamental goals for the Nation-as, for example, stated in our 1971
Economic Report, namely, "that the rate of unemployment should
decline as fast as is consistent with a reasonably steady and durable
decline in the rate of inflation?" And operationally, the question has
been whether policy should be changed to try to make the economy
rise more rapidly.

In our Economic Report,' we said that we thought the fundamental
goals for unemployment and inflation could be represented by the
achievement of. an unemployment ifate in the 41/2 percent zone and' a
decline of the inflation' rate to approach the 3-percent range by
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around 1972. We also said that we believed those figures could be
reached with an expansion of money GNP along a path that would
yield $1,065 billion in 1971.

Money GNP so far this year has probably been running. below the
path we envisaged in January, while inflation has continued higher
and the rise of real output and employment have risen less than we
had expected. The lag in the increase of money GNP is reflected
mainly in the lower-than-expected inventory increase so far this year,
which as I have already indicated may portend greater gains in the
second half of the year.

Nevertheless, there is a danger that if money GNP were now to
rise, or be pushed up, to reach the targets previously put forward, that
would revive inflation or at least seriously delay its abatement. This is
because to regain the original path from the present apparent starting
point of money GNP would require a steeper rise of money GNP than
was originally contemplated and because the rate of inflation has been
very persistent.

Even if a somewhat reduced target for the rise.of money GNP is
accepted, questions have been asked about whether existing and pro-
spective policies, added to the private forces in the economy, are likely
to be adequate to reach that target. In answering that question, we
must recognize that the budget for fiscal 1972 is already much more
expansive than the budget that was submitted in January.

Actions taken since January have reduced the prospective fiscal year
1972 revenues by almost $2 billion. Congressional actions on expendi-
tures have increased expected outlays for that year by about $3 bil-
lion, and further increases in "uncontrollable" outlays for public as-
sistance, medicaid, veterans benefits and farm price supports will
apparently add almost $2 billion to.what had been anticipated.

So we have already confronting us a net further expansive fiscal
effect of $7 billion beyond that already put forward in the President's
budget message, and many actions on appropriations for fiscal year
1972 have not yet been taken.

We should also give weight to the fact, which I have already noted,
that the money stock has risen from June 1970 to June 1971 by 71/2
percent and the rise during the first half of 1971 has been at the rate
of about 101/ percent per year The effects of this relatively rapid rate
of expansion, following, it muist be pointed out, an abnormally slow
rate of expansion in the latter part of 1970, have yet to express them-
selves in economic activity.

The rate of monetary expansion in the future will, of course, be
determined bv the Federal Reserve, and we cannot foretell it. How-
ever, if the- rate of expansion in the second half of this year were to
be half the rate of the first half, the increase from the average of 1970
to the average of 1971 would not be much below 7 percent. Thus, even
with a substantial moderation of what most people would regard as
an exceptionally high rate of expansion during the first part of this
year, we would still have a large year-to-year change in the monetary
actions.

Whatever the unemployment rate, we, of course, have unfinished
business so long as anyone is searching for work and unable to find a
job. In the light of the stance of both fiscal and monetary policy, how-
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ever, we regard it as probable that money GNP, output, and employ-
ment will rise, and unemployment will fall, about as rapidly as is
consistent with satisfactory reduction of the inflation rate.

Of course, no one can be absolutely certain of this, and there are
risks in any policy that is chosen. The administration's rejection of a
policy of yet further economic stimulation reflects the belief that we
cannot temporize with the inflation problem with yet more stimulus.
JIndeed, it is now unlikely that even a very temporary gain on the
unemployment front can be obtained by so stimulating the economy
-that the inflation rate would accelerate.

The system seems to be very sensitive to the expectation of infla-
tion, so that policy moves intended to be expansionary may so gen-
erate expectations which raise prices and interest rates and thereby
retard rather than advance recovery. This sensitivity to expansionist
government policy, which inhibits efforts to restore high employment,
is the legacy of many years of inflationary action by the Government.

The decision against further stimulative measures is a difficult one.
Nevertheless, the administration believes that its responsibility for
the future of the American economy require it to take this course.

We are now seeing how difficult it is to remove from the economy
the consequences of the inflation that was allowed to develop after
1965. To permit the inflation to revive, for some short-run and doubt-
ful advantage to ourselves, would be highly irresponsible.

In decisions about the proper course for the domestic economy, and
the emphasis that is placed on achieving further progress against
inflation, we must also keep in mind our external payments position.

A strong and vigorous domestic economy is, of course, essential for
our international position. It is the economies with a strong domestic
performance that generally have done well in the international
arena-

Mr. Chairman, I am not in very good voice today, and I'm going to
ask Mr. Stein to complete the statement.

Chairman PROxIiRE. All right.
Mr. Stein.
Mrl. STEIN. It is the economies with a strong, domestic performance

that generally have done well in the international arena, and histori-
cal evidence is clear that for the United States the surplus in its bal-
ance of payments position tends to be positively related to the operat-
ing rate of its domestic economy.

Moreover, it is also true that our price performance now is better
than that for the industrial world generally. Even so, we cannot ignore
the fact that our trade position has not come back strongly from its
low in 1968, and in April and May the United States ran a new mer-
chandise import surplus.

There is another important reason for the administration's decision
not to recommend tax reductions or expenditure increases at this time.
The reason is the long-run consequence for the Federal budget.

Once new expenditures are introduced to give the economy a tem-
porary stimulus, it is hard to get them out.

Therefore, we must realistically expect that further stimulative
fiscal action now would leave a permanent or at least long-continuing
residue of higher expenditures relative to revenues. This would be
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added to a budget trend which already shows the costs of present
programs for several years beyond fiscal 1972 exceeding the revenue
that the existing tax system would yield under conditions of high em-
ployment.

The result would be a continuous drain by the Federal Government
on the capital supply to finance large Federal deficits, the conse-
quently high interest rates, more difficult financing conmditions for
housing and for State and local governments, and an inadequate rate
of investment in producers' plant and equipment.

For these reasons, the administration does not favor further fiscal
actions to pump up the general economy. However, the administra-
tion does support actions, through the budget, that will have a large
effect on unemployment, per dollar of cost, and relatively small effect
on inflation.

It is for this reason that the administration has proposed an en-
larged manpower program, now embodied in the manpower special
revenue sharing, including provision for increasing manpower funds
when the unemployment rate exceeds 4.5 percent.

Also for this reason the President has supported the temporary
public service employment bill. H.R. 1, the welfare reform bill, would
provide additional public service employment jobs and also training
subsidies for private sector jobs. The administration has initiated a
Federal program to provide 674,000 temporary summer jobs for teen-
agers and has enlisted the support of the National Alliance of Busi-
nessmen to find 150.000 additional summer jobs.

The suggestion is repeatedly made that our present economic dif-
fi6ulties could be resolved, or at least radically reduced, by something
called "income policy." The underlying idea is that if workers and
businesses can be kept from raising prices and wages, demand for out-
put can be stimulated and output and employment raised without any
inflationary consequences.

Few supporters of "incomhes policy" mean comprehensive, manda-
tory price and wage controls. Congress has given the President au-
thority to impose mandatory price and wage controls, but when faced
with the opportunity to do so, the House of Representatives voted
overwhelmingly against imposing such controls on its own initiative.

Why this great reluctance to impose mandatory controlsIt is be-
cause the element of control makes clear that what is involved is

forcibly preventing workers, businessmen, lenders, and other individ-
uals from doing what they want to do, which they regard as equitable,
and which may, in fact, be equitable by a more objective standard, and
which may be in the general economic interest.

Naturally, there is reluctance to adopt measures which have this
transparent result.

But still, being determined to find a less difficult solution, many
resort to willing the end without willing the means, calling for the
results of control without the controls. This is what is meant nowadays
by an effective incomes policy-a policy that compels without being
compulsory and operates by force of government without legislation.

There is a question whether the end would be desirable even if it
could be achieved without compulsion. However, the question is moot,
as the lawyers would say, because there is no evidence to suggest that
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the results can be achieved voluntarily, except very temporarily or in
limited sectors of the economy.

No amount of repetition of calls for an effective incomes policy
will get around this fact, and neither will the repetition of calls sub-
stitute for the study of experience or the attempt to work out detailed,
specific standards and procedures. These matters have been the con-
tinuing concern of this administration, and particularly of this Coun-
cil, for 2 and a half years.

We have studied American and foreign experience, we have had a
study made by outside experts, we have participated in numerous dis-
cussions of the subjects with responsible officials of other governments,
at the OECD and elsewhere. The lessons of this experience are clear.

There are countries where voluntary'incomes policy seems to have
worked for a time. These are small countries, in which the social and
economic sectors are highly organized, like Finland and Austria. In
such countries representatives of labor, capital, and other claimants on
the national income can meet together and bargain over its distribu-
tion, each aware of the limits of the total and of a point at which
excessive demands become' self-defeating.

However, the scope of the bargaining can extend to issues of public
policy that also affect the distribution of the national income, such
as taxation and social services. However, in large, complex, decentral-
ized societies, where the political and the economic organizations are
not congruent, this kind of voluntary agreement to divide up the na-
tional income without inflation does not work. I believe that the gov-
ernments of most of the large countries have cofe to that conclusion.

The reason for the general frustration of efforts at incomes poJicy
can probably be summarized as follows: If the policy is to succeed,
it depends on voluntary assent of millions of people to not receiving
the increases of prices or'wages or other incomes, in money terms,
that they could get.

A necessary condition for this voluntary assent is the feeling of. the
parties that they are fairly treated, or that they are receiving what
they regard as their just desserts. However, the sum of what people
regard as their just desserts exceeds what the economy is capable of
delivering, an unfortunate fact of life, and the attempt to obtain their
assent by assuring them all that they will get their just desserts is
inflationary.

Thus, wage standards under voluntary incomes policies commonly
allow for productivity increases, plus increases to keep pace with past
or future changes in the cost of living, plus increases for wages that
are absolutely low, or inequitably low relative to some other wages,
and increases where necessary to attract labor or raise productivity.

And price standards turn out in practice to be equally complex and
difficult to apply in an effective way. Thus comprehensive incomes
policy programs have turned out in practice to be ineffectual or with
temporary effects that have disappeared in a subsequent wage-price
explosion as the suppressed pressures erupted.

Now, the previous discussion as to what is a comprehensive income
policy, the attempt to reach a far-reaching restraint, the mechanism
of the wage-price review board, or some such device, the term "income
policy" has come to be very broadly used, nowadays, to include almost
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everything except fiscal and monetary policy. This Government, as we
said in my testimony earlier this year, has been operating a great many
elements of what are commonly called "income policies." By some
standards which might be used, it might be said that we have an in-
come policy.

Our discussion here, perhaps at this point, might be related to the
more ambitious, gullible and unspecified variance of this devise which
we are commonly called upon to embrace whatever is the next step.

Nevertheless, Government intervention in some particular cases may
be helpful. These efforts may occur when the Government has a spe-
cial involvement as purchaser or regulator, when even the parties in-
volved recognize that the increases being obtained exceed reasonable
norms, or where there is a clear divergence between the short-run and
long-run interests of the parties. The leading case of intervention by
this administration has been in the construction industry, where all
three of these conditions were present.

A Tripartite Board has been established to pass on wage increases
in the construction industry. Increases approved by the Board up to
June 30, 1971, were on the average much lower than those commonly
obtained before it was established. Average approved increases have
been 9.7 percent compared to average actual increases' of 15.3 percent
in 1970, in the construction industry. Parallel procedures are now
being established to restrain other incomes in the construction
industry.

And the President has said that the administration will also act in
other cases where the appropriate conditions exist.

When this Council first appeared before your cominittee in Febru-
ary 1969, we said that the country had run out of easy wa's to do
things. Experience had exhausted the great national asset which is the
expectation of reasonable price stability.

The country had run out of the credibility of Presidential guide-
posts. The slack in the economy and in the budget had been used up.
And a deep cynicism about Government policies had been generated.

Even though we pointed these difficulties out 21/2 years ago, we did
not appreciate how serious their consequences would be. That is water
over the dam now, and these conditions are in the process of being
corrected.

But the experience leaves behind it a basic lesson.. That is how tran-
sitory are the gains and how abiding the losses from temporizing with
inflation. That lesson underlies the policy of this administration.

At the same time, much of the foundation for orderly and enduring
expansion of the economy has been established. The long acceleration
in the rate of inflation has been halted, and there is some evidence that
the rate has been moving to a lower level. Increases in labor costs per
unit of output are now on the average smaller than at any time since
1966, reflecting better productivity gains and a cessation of the tend-
ency for compensation per man-hour to accelerate.

Monetary and fiscal policies are strongly expansive. Much of the
effect of these policies, if experience is any guide, has yet to express
itself in the economy.

With the cautious inventory policies followed by businesses, rising
demand should translate fairly promptly into stepped-up production
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schedules. These are the building blocks of an improving economic per-
formance in the months ahead.

(The prepared statement of Mr. McCracken follows:)

PREPARED STATEMENT OF HON. PAUL W. MCCRACKFN

We welcome this opportunity to discuss with you the state of the economy at
mid-year. We hope that the present hearings will help to reduce the uncertainty
which exists in the country by highlighting the facts about the economy and the
fundamental consensus on policy which is sometimes concealed by the usual
debate within Government and among students of economic policy generally.

-. ~~~~~~~I
For three years a basic objective of national policy has been to check the infla-

tion which began about six years ago. Domestically the inflation was creating
major economic and social distortions and strains, and it had also produced a
serious erosion in our external position as our merchandise trade surplus de-
clined from $7.1 billion at its peak in 1964 to its low of $0.8 billion in 1968.

It was just about three years ago that a bipartisan majority of Congress
enacted the Revenue and Expenditure Control Act of 1968, imposing a tax sur-
charge and a ceiling on expenditures. This was the beginning of the turn in
national policy against inflation. At the end of 1968 the Federal Reserve em-
barked upon a policy of monetary restraint. The present Administration carried
through the policy of budgetary restraint which had been begun shortly before
it took office. In 1969 it held expenditures down rigorously and worked for exten-
sion of the surcharge. It also encouraged the Federal Reserve in a course of con-
tinued monetary restraint. Since 1969 both fiscal and monetary policy have
eased, but the degree of relaxation in both spheres has been limited by concern
about inflation.

What can now be said about the outcome of this anti-inflationary effort? Four
cardinal facts stand out.

First, at a minimum the rate of price increase, which had been rising, has
stopped rising.

Second, some important measures indicate that there has been a significant
decrease in the rate of inflation.

Third, although the evidence is less clear on this, the rate of wage increase has
probably also stopped rising.

Fourth, the rate of increase of labor costs per unit of output has declined, as
productivity increases have accelerated while the rise in labor compensation per
hour has continued at a rather steady rate of just over 7 percent per year.

The evidence in support of these propositions is shown in the accompanying
tables. However, it may be briefly summarized.

The deflator for the private gross national product with constant weights (in
order to reduce the consequences of shifts in the composition of output) reached
an annual rate of increase of about 5 percent early in 1969, and while it has
fluctuated since, possibly for statistical reasons, it shows no persistent tendency
to rise further. The index of industrial prices at wholesale reached an annual
rate of increase of about 4 percent early in 1969 and has remained in the neigh-
borhood since (if we look at 6 month spans to minimize erratic variations). Evi-
dence of a decline in the rate of inflation is found in the Consumer Price Index.
In the six months that ended in 'May 1971 the CPI increased at an annual rate of
4.1 percent, compared to 6.5 percent in the six months to May 1970 and 5.7 percent
in the six months to May 1969. The force of this comparison is somewhat weak-
ened by the erratic and transitory influence of mortgage rates and food prices in.
the total. If these two elements are removed the comparison becomes an annual
rate of increase of 5.0 percent in the six months ended in May 1971 compared to
5.8 percent and 5.2 percent in the similar periods one and two years earlier. ion
this basis one could say that the measure of inflation that is most relevant to the
average American has slowed up significantly.

Measures of wage change are more varied and difficult to interpret. Probably
the most significant figure is compensation per hour for all persons engaged in
the private economy. The rise of this figure over the same quarter a year earlier
has been between 7.2 -percent and 7.4 percent for each quarter since the beginning
of 1969 except for the fourth quarter of 1970 when it was depressed by the auto
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strike. This level, a little over 7 percent, is important to note because of the
impression of a much higher rate of wage increase commonly obtained from re-
ports of big settlements. The rate of increase of labor costs -per unit of output,
compared to a year earlier, has declined from 7.8 percent in the first quarter of
1970 to 3.8 percent in the first quarter of 1971.

The restrained growth of demand which ended the acceleration of the inflation'
and initiated a reduction also caused a slowdown of output and employment and.
-a rise of unemployment. The reduction was limited, however, and output and'
-employment have now risen from their lows and the rate of unemployment has
flattened out and in June registered a substantial decline. The mildness of the
economic slowdown was due in part at least to the prompt turn of policy, at the
beginning of 1970, in a more expansive direction.

Total output, as measured by the real gross national product, declined about
1 percent from its peak in the third quarter of '1969 to the first quarter of 1970
After a slight 'rise in the second quarter of 1970 and a larger one in the third
quarter, real output dropped again in the fourth quarter, under the impact of the,
auto strike. -However, output rebounded in the first quarter of 1971 to exceed its
1969 peak rate and rose further in the second quarter, although we do not yet
know by how much. Total employment, seasonally adjusted, declined about ½/2
of one percent from the first quarter of 1970 to its low in the third quarter but
has since risen and in the second quarter of 1971 was '/, of one 'percent below its
peak. The unemployment rate rose to 5.9 percent in November 1970 and hovered
in the range 5.8 percent to 6.2 percent from then until June when it fell to 5.(;
percent.

In sum, progress has been made against inflation, the slowdown of the econ-
omy associated with the start of the anti-inflation effort was mild, and it has
given way to a rise in economic activity.
I Progress against 'inflation has come more slowly than we hoped and expected.
The decline of output and employment, while mild by historical standards, was
also more than we expected. These two facts are, of course, related. That is,
given the rise of money GNP, which was much closer to our expectations, the
decline of output and employment would have been even smaller than they were
if inflation had subsided more promptly. There are probably several elements in
an explanation of the stubbornness of the inflation:

1. The major factor was the extraordinary strength and duration of the infia-
tionary movement in the period before the excess of demand was significantly
reduced. It must be remembered that although policy turned in an antdinflationary
direction in the second half of 1968 and it was not until the second half of 1969
that the overall effects on demand were visible. Thus there were about four years
of demand-stimulated inflation, which generated strong claims for further infla-
tionary price and wage increases which survived the end of the excess demand.

2. The increased prevalence of three-year labor contracts ha s strengthened the
tendency for large wage increases to continue to be obtained after the initial
inflationary stimulus has passed.

3. The relatively low productivity growth during 1968 and 1969 meant that the
disinflationary process began from a condition in which workers had not received
the -real wage increases they had come to expect whereas profit margins were
exceptionally low. As a consequence the pressure for lower price increases that
was exerted by the demand restraint encountered unusually strong resistance on
the cost side.

4. The composition of unemployment may have weakened the price and wage
restraining force of the slowdown of demand. The unemployment rate for adult
men was low, relative to the total, and the geographical distribution of the un-
employment was somewhat more uneven than in earlier periods of 6 percent
unemployment. This latter phenomenon may have been related to the incidence
of defense cutbacks.

5. The moderateness of the whole slowdown, and the expectation that the
Government would keep the slowdown moderate, may have delayed the inflation-
restraining response.

These, and other factors, which have been or might be listed, do not in our
opinion inean that we have entered a new era to which previous experience does
not apply. In fact, the general character of the events we are now observing has
been noted in the past. For example, the inflation rate did not slow down dtr ng
the contraction phase of the 1957-58 recession, leading many people then to say
that we were in a new, permanently-inflationary state. However, the inflation
did subside as the economy recovered.
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II
Let us turn now to the prospect before us. Two propositions stand out. The

first is that output and employment will continue to rise. The second is that
the rate of inflation will not rise, and it is reasonable to expect some further
deceleration. I believe that these two propositions would be agreed to by most
analysts who try to make an explicit forcast of the economy.

There are many ways to reach the conclusion that output and employment
will continue to rise. The conventional forecasting technique of adding up cate-
gories of demand leads to that conclusion. Housing starts have been rising,
housing permits have recently spurted extraordinarily, the supply of funds in
savings institutions is large, and the Federal support for housing through the
budget is high and rising. All of this points to a further increase in residential
construction above the levels already reached. The expenditures of State and
local governments have been rising vigorously, these governments have recently
been able to borrow on more favorable terms, they have greatly increased the
amount of funds raised in this way, and grants to them from the Federal Govern-
ment continue to expand. The Federal Government's own expenditures for goods
and services are now starting to rise, after two years of decline. Consumers'
disposable income has been rising sharply as increased social security benefits
have been added to growing incomes earned in production, and this should be
increasingly reflected in consumer's expenditures. 'Meanwhile, additions to busi-
ness inventories have been low, and inventory-sales ratios have declined sharply
as the rise in sales has outpaced these small increases in stocks. At some point
production schedules must be stepped up further if inventories are to be adequate
for this rising sales volume, and this will boost the rate of expansion further.

The behavior of the monetary aggregates also points to further expansion. The
money stock narrowly defined increased 7Y2 percent from June 1970 to June 1971,
and at the annual rate of 101A percent for the past six months. The money supply
including time deposits rose by 161/2 percent for the year and at about the same
rate for the six months. It would be extremely unusual if these rates of monetary
expansion were not to be followed by an increase of money GNP in the next six
months sufficient to raise production and employment.

iFinally, the index of leading economic indicators has now risen for seven
months in a row, and it would be unprecedented for such a long rise in the lead-
ing indicators not to be followed by general expansion of the economy.

On the other side of the coin, it is reasonable to expect a further deceleration
of inflation. This statement is made cautiously, because the record of economists
-and others in foercasting the behavior of the price level, in recent years has not
been inspiring. However, the statement I have just made is a cautious one. The
-explanations of the "peculiar" behavior of the price level to which I have already
referred are explanations of the failure of the rate of inflation to decline as
xapidly as might have been expected. They are not reasons for thinking that the
-ate of inflation would rise under current and prospective conditions.

There are several cogent reasons for expecting a decline in the rate of inflation
In the next year.

1. Even though the economy is rising, a good deal of slack will remain in the
economy for at least a year.

2. We can expect a rapid increase of productivity as total output rises.
3. The last of the labor contracts negotiated in 1968 and earlier will soon have

been renegotiated and we shall leave behind the time when workers had a strong
claim to big settlements to catch up with an amount of inflation that had not been
anticipated in their previous contract.

4. The number of workers covered by new settlements and therefore getting
the large increases typical of the first year of a three-year contract will be less in
1972 than in 1971 or 1970.

This combination of conditions should lead to a slower rise of labor costs per
unit of output and therefore to a slower rise in prices, which will in turn reduce
the rate of wage increase, especially in view of the prevalence of cost-of-living
escalator clauses.

The question today is not whether employment and output will be rising and
the rate of inflation declining. Every quantitative forecast of which I am aware
answers this question affirmatively. The question is how fast these developments
will occur and how far they will go. More specifically, will the economy rise fast
enough to achieve the fundamental goals for the nation-as, for example, stated
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in our 1971 Economic Report, namely, "that the rate of unemployment should
decline as fast as is consistent with a reasonably steady and durable decline in
the rate of inflation."? And operationally, the question has been whether policy
should be changed to try to make the economy rise faster.

In our Economic Report we said that we thought the fundamental goals for
unemployment and inflation could be represented by the achievement of an un-
employment rate in the 4Y2 percent zone and a decline of the inflation rate to
approach the 3 percent range by mid-1972. We also said that we believed those
figures could be reached with an expansion of money GNIP along a path that
would yield $1065 billion in 1971.

Money GNP so far this year has probably been running below the path we
envisaged in January, while inflation has continued higher and the rise of real
output and employment have risen less than we expected. The lag~in the Increase
of money GNP is reflected mainly in the lower-than-expected inventory increase
so far this year, which as I have already indicated may portend greater strength
in the second half of the year. Nevertheless, there is a danger that if money GNP
were now to rise, or be pushed up, to reach the targets previously put forward
that would revive inflation or at least seriously delay Its abatement. This is
because to regain the original path from the present apparent starting point of
money GNP would require a steeper rise of money GNP than was originally con-
templated and because the rate of inflation has been very persistent.

Even if a somewhat reduced target for the rise of money GNP is accepted,
questions have been asked about whether existing and prospective policies, added
to the private forces in the economy, are likely to be adequate to reach that
target. In answering that question we must recognize that the budget for fiscal
1972 is already much more expansive than the budget that was submitted in
January.

Actions taken since January haye reduced the prospective fiscal year 1972
revenues by almost $2 billion. Congressional actions on expenditures have in-
creased expected outlays for that year by about $3 billion, and further increases
in "uncontrollable" outlays for public assistance, medicaid, veterans benefits and
farm price supports will apparently add almost $2 billion to what had been
anticipated. So we have already confronting us a net further expansive fiscal
effect of $7 billion beyond that already put forward in the President's Budget
Message, and many ,actions on appropriations for FY 1972 have not yet been
taken.

We should also give weight to the fact, which I have already noted, that the
money stock has risen from June 1970 to June 1971 by 7Y2 percent and the rise
during the first half of 1971 has been at the rate of about 10'/2 percent per year.
The effects of this relatively rapid rate of expansion (following, it must be
pointed out, an abnormally slow rate of expansion in the latter part of 1970)
have yet to express themselves in economic activity. The rate of monetary ex-
pansion in the future will, of course, be determined by the Federal Reserve, and
we cannot foretell it. However, if the rate of expansion in the second half of
this year were to be half the rate of the first half, the increase from the average
of 1970 to the average of 1971 would not be much below 7 percent. Thus, even
with a substantial moderation of what most people would regard as an excep-
tionally high rate of expansion during the first half we would still have a large
year-to-year change.

Whatever the unemployment rate we, of course, have unfinished business so
long as anyone is searching for work and unable to find a job. In the light of
the stance of both fiscal and monetary policy, however, we regard it as probable
that money GNP, output, and employment will rise, and unemployment will fall,
about as rapidly as is consistent with satisfactory reduction of the inflation rate.
Of course, no one can be obsolutely certain of this, and there are risks in any
policy that is chosen. The Administration's rejection of a policy of further eco-
nomic stimulation reflects the belief that we cannot temporize with the inflation
problem with yet more stimulus. Indeed, it is now unlikely that even a very
temporary gain on the unemployment front can be obtained by so stimulating the
economy that the inflationary rate would accelerate. The system seems to be very
sensitive to the expectation of inflation, so that policy moves intended to be
expansionary may generate expectations which raise prices and interest rates
and retard rather than advance recovery. This sensitivity to expansionist govern-
ment policy, which inhibits efforts to restore high employment, Is the legacy of
many years of inflationary action by government.



This decision against further stimulative measures is a difficult one. Neverthe-
less, the Addministration believes that its responsibility for the future of the'
American economy requires it to take this course. We are now seeing how difficult
it is to remove from the economy the consequences of the inflation that was
allowed to develop from 1965 to 1968. To permit the inflation to revive, for some
short-run and doubtful advantage to ourselves would be highly irresponsible.

In decisions about the proper course for the domestic economy, and the
.emphasis that is placed on achieving further progress against 'inflation, we must
also keep in mind our external payments position. A strong and vigorous domestic
economy 'is, of course, essential for our international position. It is the economies
with a strong domestie performance that generally have also done well in the
international arena, and historical evidence is clear that for the United States
the surplus in its balance of payments position tends to be positively related to
the operating rate of its domestic economy. Moreover, it is also true that our price
performance now is better than that for the industrial world generally. Even
so, we cannot ignore the fact that our trade position has not come back strongly
from 'its low in 1968, and in April and May 'the United States ran a net mer-
chandise import surplus.

There is another important reason for the Administration's decision not to
recommend tax reductions or expenditure increases at this time. That reason
is the long-run consequence for the Federal budget. Once new expenditures are
introduced to give the economy a temporary stimulus it is hard to get them out.
Therefore we must realistically expect that further stimulative fiscal action
now would leave a permanent or at least long-continuing residue of higher
expenditures relative to revenues. This would 'be added to a budget trend which
already shows 'the costs of present programs for several years beyond fiscal 1972
exceeding 'the revenue that the existing tax system would yield under conditions
of high employment. The result would be a continuous drain by the Federal
Government on the capital supply to finance large Federal deficits, high interest
rates, more difficult financing conditions for housing and for State and local
governments, and an inadequate rate of investment in producers' plant and
equipment.

For these reasons ithe Administration does not favor further fiscal actions
to pump up the general economy. However, the Administration does support
actions, through the budget, that will have a large effect on unemployment, per
dollar of cost, and relatively small effect on inflation. It is for this reason that
the Administration has supported an enlarged manpower 'program, now embodied
in the Manpower 'Special Revenue Sharing, 'including provision for increasing
manpower funds when the unemployment rate exceeds 4.5 percent. Also for this
reason the President has supported the temporary public service employment
bill. H.R. 1, the welfare reform 'bill, would 'provide additional 'public service
employment jobs and also training subsidies for private sector jobs. The Admin-
istration has initiated a Federal program to provide 674,000 temporary summer
jobs for teenagers and has enlisted 'the support of the National Alliance of
Businessmen to find 1-50,000 additional summer jobs.

III

The suggestion is repeatedly made that our present economic difficulties could
be resolved, or at least radically 'reduced, by something called "incomes policy."
The underlying idea is ithat if workers and businesses can 'be kept from raising
prices and wages, demand for output can 'be stimulated and output and employ-
ment raised without any inflationary consequences. Few supporters of "incomes
policy" mean comprehensive, mandatory price and wage controls. Congress has
given the President authority to impose mandatory price and wage controls,
but when faced with the opportunity to do 'so ithe House of Representatives voted
overwhelmingly against imposing such controls on 'its own initiative. Why this
great reluctance to impose mandatory controls? It is because the element of
control makes clear that what is involved is forcibly preventing workers, busi-
nessmen, lenders and other individuals from doing what they -want to do, which
they regard as equitable, and which may be equitable by a more objective stand-
ard, and which may be in the general economic interest. Naturally there is
reluctance to adopt measures which have this transparent result.

But still, being determined to find a less difflcult.solution, many resort to will-
ing the end without willing the means, calling for the results of control without
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the controls. This is what is meant nowadays by an effective incomes policy-
a policy that compels without being compulsory and operates by force of govern-
ment without legislation. There is a question whether the end would be desirable
even if it could be achieved -without compulsion. However, the question is moot,
as the lawyers would say. because there is no evidence to suggest that the results
can be achieved voluntarily, except very temporarily or in limited sectors of the
economy.

No amount of repetition of calls for an effective incomes policy will get around
this fact, and neither will the repetition of calls substitute for the study of
experience of the attempt to work out detailed, specific standards and procedures.
These matters have been the continuing concern of this Administration, and
particularly of this Council, for two and a half years. We have studied American
and foreign experience. we have had a study made by outside experts, we have
participated in numerous discussions of the subjects with responsible officials
of other governments, at the OECD and elsewhere. The lessons of this experi-
ence are clear: There are countries where voluntary incomes policy seems to have
worked for a time. These are small countries, in which the social and economic
sectors are highly organized, like Finland and Austria.' In such countries repre-
sentatives of labor, capital and other claimants on the national income can meet
together and bargain over its distribution, each aware of the limits of the total
and of a point at which excessive demands become self-defeating. Moreover, the
scope of the bargaining can extend to issues of public policy that also affect
the distribution of the national income, such as taxation and social services.
However, in large, complex, decentralized societies, where the political and the
economic organizations are not congruent, this kind of coluntary agreement to
divide up the natonal income without inflation does not work. I believe that the
governments of most of the large countries have come to that conclusion.

The reason for the general frustration of efforts at incomes policy can prob-
ably be summarized as follows: If the policy is to succeed it depends on volun-
tary assent of millions of people to not receiving the increases of prices or wages
or other incomes, in money terms, that they could get. A necessary condition for
this voluntary assent is the feeling of the parties that they are fairly treated,
or that they are receiving what they regard as their just deserts. However, the
sum of what people regard as their just deserts exceeds what the economy is
capable of delivering, and the attempt to obtain their assent by assuring them all
that they will get their just deserts is inflationary. Thus, wage standards under
voluntary incomes policies commonly allow for productivity increases, plus in-
creases to keep pace with past or future changes in the cost of living, plus
increases for wages that are absolutely low, or inequitably low relative to some
other wages, and increases where necessary to attract labor or raise productivity.
And price standards turn out in practice to be equally complex and difficult to
apply in an effective way. The comprehensive incomes policy programs have
turned out in practice to be ineffectual or with temporary effects that have dis-
appeared in a subsequent wage-price explosion as the suppressed pressures
erupted.

Nevertheless, government intervention in some particular cases may be help-
ful. These occur when the government has a special involvement as purchaser
or regulator, when even the parties involved recognize that the increases being
obtained exceed reasonable norms, or where there is a clear divergence between
the short-run and long-run interests of the parties. The leading case of interven-
tion by this Administration has been in the construction industry, where all
three of these conditions were present. A tripartite Board has been established
to pass on wage increases in the construction industry. Increases approved by the
Board up to June 30, 1971, were on the average much lower than those commonly
obtained before it was established. Average approved increases were 9.7 percent
compared to average actual increases of 15.3 percent in 1970. Parallel procedures
are now being established to restrain other incomes in the construction industry.

And the President has said that the Administration will also act in other
cases where the appropriate conditions exist.

[ l

When this Council first appeared before your Committee in February 1969
we said that the country had run out of easy wyays to do things. Experience had
exhausted the great national asset which is the expectation of reasonable price
stability. The country had run out of the credibility of Presidential guideposts.
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The slack in the economy and in the budget had been used up. And a deep cyni-
cism about government policies had been generated. Even though we pointed
these difficulties out two and a half years ago we did not appreciate how serious
their consequences would be. That is water over the dam now, and these condi-
tions are in the process of being corrected. But the experience leaves behind it
a basic lesson. That is how transitory are the gains and how abiding the losses
from temporizing with inflation. That lesson underlies the policy of this
Administration.

'At the same time much of the foundation for orderly and enduring expansion
of the economy has been established. The long acceleration in the rate of inflation
has been halted, and there is some evidence that the rate has been moving. to a
lower level. Increases in labor costs per unit of output are now on the average
smaller than at any time since 1966, reflecting better productivity gains and a
cessation of the tendecy for compensation per man hour to accelerate. Monetary
and fiscal policies are strongly expansive. Much of the effect of these policies, if
experience is any guide, has yet to express itself in the economy. With the cautious
inventory policies followed by businesses, rising demand should translate fairly
promptly into stepped-up production schedules. These are the building blocks of
an improving economic performance in the months ahead.

TABLE IA.-PRICES, WAGES, AND COSTS

(Seasonally adjusted annual rates]

Percentage change from 6 months earlier

Private GNP Consumer prices
deflator

percentage All items less
change from Wholesale food and

Period * ~~~~~~2 quarters industrial mortgage
Period earlier I Period prices All items interns

1965:
NA May 1.2 1.8 1.9

I -- - NA November.-- 2.0 1.7 1.1
1966:

I--------------NA May 2.8 3.9 2.7
1 _-- 3.6 November.-.-- 1.6 3.3 3.3

1967:
I- - 2.4 May .8 2.0 3.1
III --- ---- - 3.1 November ---- 2.4 3.7 3.6

1968:
I----------------------1---------- 3.5 May 2.8 4.4 4.2
II- -4.4 November.---- 2.4 5.1 4.7

1969:
- - - 4.5 May 4.0 5.7 5.2

I -- - 5.0 November.---- 3.8 5.8 4.7
1970:

I-- 4.8 May 3.9 6.5 5.8
1- :- 4.8 November ---- 3.3 4.7 5.9

1971:1 -5.2 May -4.0 4.1 5.0

3 1965-lV weights.
Source: Department of Commerce and Department of Labor.
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TABLE 1B.-PRICES, WAGES, AND COSTS

[Percentage change from year earlier]

Total private (all persons) Total private (all persons)

Compensation Unit labor Compensation Unit labor
Period per man-hour costs Period per man-hour costs

1965: 1968:
I-------------------- 3.9 1.4 1:-.- ......-.- 7.3 3.8
11 .- . ......... ... 4.0 1.4 i -6.9 4.3
IV- 4.1 .5 III ---- 7.6 4.8
IV ---------- 4.4 -.6 IV ---------- 8. 5 5.3

1966: 1969:
------- ------- , 6.0 1. I- 7. 3 5. 4

II ------------ 1.3 2. 3 II-7.2 6.6
Ili -- 7.1 3. 8 li -7.2 6.7
IV- 7. 5 4.3 IV- 7.3 7.1

1967: * 1970:
I-------- .---- - 6.1 4.8 1- ----------- 7.4 7.8
1-1 .- 5.9 3. 4 71 . 7. 3 6.3
II- 5.9 3.0 III- 7.2 5.5
IV - 5. 3 3.5 IV-6.7 5.2

1971: 1---------- 7.3 3.8

Source: Department of Labor.

TABLE 2-OUTPUT, EMPLOYMENT; AND UNEMPLOYMENT

{Seasonally adjusted]

GNP, - GNP,
billions Civilian Unemploy- billions Civilian Unemploy-

of dollars, employ- ment of dollars, employ- ment
'1958 ment * rate 1958 , ment rate

Period prices ' (millions) (percent) Period prices' '(millions) (percent)

1965: 1969:
I----------- 601.6 70.19 4.9 i- - 722. 1 77. 36 3. 4
-11 610.4 70.90 4.7 11 - - 726.1 77.58 3. 5
II -622.5 71.37 4.4 III -730.9 78.11 3.6
IV -636.6 71.82 4.1 IV - - 729.2 78.58 - 3.6

1966: 1970:
I----------- 649.1 72.18 3.9 I- - 723.8 78.90 4.2
I ------- 655.0 72.61 3. 8 11 ------- 724.9 78.60 4.8
II -660.2 73.09 3.8 III - - 727. 4. 78. 52 5.2
IV ------ 668.1 73.66 3.7 IV_------ 720. 3 78. 57 5.9

1967: 1971:
i----------- 666.6 73.81 3.8 I-.-.--.. 732.7 78.63 5.9
11 ..-. 671.6 73.98 3.8 11 . -- - - 78.70 6.0
III -678.9 74.64 3.8
IV -683.6 75.11 3.9

1968:
I- 693. 5 75.32 3.7
11 -705.4 75.91 3.6
III -712.6 76.05 3.5
IV -717.5 76.42 3.4

I Annual rate.

Source: Department of Commerce and Department of Labor.

67-650-71 1
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Chairman PROX3IIRE. Thank you gentlemen very much for a very
informative and candid statement.

Last week, the White House indicated that the economics spokesman
of the administration would be the Secretary of the Treasury, Mr.
Connally. I have the greatest admiration and respect for you and for
y our economic capability.

I always thought the Chairman of the Council of Economic Advisers
was the economic spokesman for the administration, at least in many
senses. To the best of my recollection, this is the first time that I can
recall, since the Council of Economic Advisers was established under
the 1946 act, in which an administration has designated a person who
is not chairman, as the economics spokesman, and it puts this com-
mittee in a dilemma. When you come before us, I have always thought
of you as being the spokesman for the administration and qualified
professionally to speak on economic policy, but now we hear the Sec-
retary of the Treasury is the spokesman for the administration in
economic policy.

What does that do to your position?
W7hat does that do to your authority?
Mr. MCCRACKEN. I don't think the basic position of the Chairman

of the Council of Economic Advisers or the Council itself as an agency
is changed. We are still where we were before, both organizationally,
and otherwise; we are here today speaking for the administration.

On the other hand, there is no question but that the Secretary of the
Treasury is the ranking administration official in the broad financial
and economic area.

Chairman PROXMIRE. Well, in view of the fact that he's been desig-
nated apparently as economic spokesman, can you speak with assur-
ance that you speak for him ?

For example, was your statement that you just gave to us cleared
with the Secretary of the Treasury?

Mr. MCCRACKEN. We always have a very elaborate clearance pro-
cedure. Yes, I can say that this statement is far more than just a CEA
document.

It represents the administration.
Chairman PROXMIRE. It was cleared with the Secretary of the

Treasury?
Mr. MCCRACKEN. It was cleared, as usual, with OMB and

Treasury.
Chairman PROXMIRE. I think this statement is disturbing and dis-

tressing. Essentially your statement seems to say three things:
No. 1, that despite the high prices wve have paid in unemployment.

our progress against inflation has been very limited and disappointing.
No. 2, the employment goals set by the administration earlier this

year are not being met.
No. 3, because the administration is so concerned about inflation.

what you seem to sav in your prepared statement would imply that no
further action is going to be taken to try to reduce unemployment.
except as it is possible to do so consistent with also reducing inflation.

I refer to, and I will quote you expressly. You say:
Unemployment will fall about as rapidly as is consistent with satisfavtory

reduction of the inflation rate.
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-Now, (does that mean that the principal guide to your economic
policy is rate of inflation and that unemployment policy will hinge on
that?

Mr. MCCRACKEN. The management of economic policy always re-
cluires taking cognizance of a great many different objectives and
trying to have, or trying to find, an appropriate b flance among these

.objectives.
WI'e certainly consider the unemployment problem and the objective

,of reducing the rate of unemployment to be a very high priority
.objective.

On the other hand, because of what has happened over the last
-several years as the distortions of inflation have been built into the
Keconomy, it has to be given high priority too.

But I want to go back to the beginning. To say that we would like
*to have made further progless is not to say very important progress
has not been made.

If one looks at these charts here-
Chairman PRoxMIRE. Well, the second one, as I pointed out, the

,GNP deflator, leave that chart up there. And in the upper left hand
-corner, the GNP deflator, many feel, is the best indication of inflation.

Of course, there's dispute about that, but that is the general view
.of many in the economic profession, and it is clear, as I say the last
'date for that figure is the highest of all. The rate of inflation seems
-to be on the basis of the statistics you give us to be as high as it has
been at any time on your chart.

It goes up to apparently over 5 percent.
Mr. MCCRACKEN. Yes, but here is the point I am talking about.
This is the kind of track the economy was on. Now, if you follow

-that kind of a track, and if nothing had been done to try to counter
-the inflation, then this would suggest that the rate of inflation would
''be up to the 6 to 8 percent range or more.

The only thing one can confidently say in regard to the GNP de-
flator at this moment is that it has a more level rate of increase. After

'having risen for a period of years, it has recently been on essentially
.a plateau. It may be-I won't try to fortell the future here-it may
be that the rate will go on up. But the last upward shift is only 0.2 of
a point and I would not try to make anything out of that.

If one looks beyond the GNP deflator, if you look at the Consumer
Price Index, which for most people is probably the most meaningful
index, this is broadly speaking the kind of trend that inflation was
*on during that period. If that trend had continued, we would be look-
Ing at something like an 8-percent rate of inflation today. In fact, thus
far this vear it's only about a 4-percent rate. We haven't made as much
progress here as I would have liked. Certainly, even here there was
-a trend which, if projected, would bring you substantially above where
we are now.

Now the question can be raised whether this is getting up into
numbers that have little relevance to the American economy. No one
knows.

I think 2 or 3 years ago we might have raised the question as to
whether numbers in the rate of inflation that you are seeing in the
United Kingdom would ever be seen in that kind of economy.



48

But, on the first basic question, very important progress has been
made. The acceleration has been halted, and in this case there has been
some decline. In all of the indexes, there has at least been a deceleration.

Chairman PROXmIRE. Let me tell you why this is so disturbing to me.
I understood Secretary Connally last week to say that the notion of

a 4-percent unemployment level was a myth. He argued, I think, with
complete inaccuracy, that we never achieved it in peace time.

We have, in fact, as you know. We achieved it many times in peace
time. It is not easy and it has been the goal of this action until what
I think is an historic statement by this administration that they
don't feel that they can responsibly try to achieve a 4-percent level
of unemployment.

Now, is this your position too? Because I understood the council to
make that statement to us earlier this year saying that the goal is
4-percent unemployment.

Have you now modified that so your goal is 4.5 percent?
Mr. MCCRACKEN. First, with regard to the comment that Secretary

Connally 'made, the Secretary certainly was not in any sense trying to
make light of the problems of unemployment. I don't think there's
any question about that.

What the Secretary was trying to point out is the complexity of this
matter of unemployment, and the importance of looking behind some
one ratio, such as the overall rate of unemployment, as a shorthand
for a very complex phenomenon.

It is interesting, for example, to take the. composition of the labor
force as it existed in 1956 and apply to that the unemployment rates,
group by group, which prevail now. The average unemployment rate
would, in fact, be about 0.5 percent lower than it is, because today we
have a relatively larger percentage of people with a somewhat looser
attachment to the labor force. In other words, the composition has
changed.

The importance of not just having this total unemployment phe-
nomenon described by one single figure, is increasingly important.

Chairman PROXMIIRE. Well, Secretary Connally was very explicit,
very clear I thought in his statement. He said that it is a myth; it has
never happened-that is, 4-percent unemployment has never been on
an annual basis, unemployed at the rate of 4 percent, so 4 percent is
not the norm. We have never achieved it.

He goes on to say, "I don't think the American people are willing
at this point in time to continue the work, to conutinue all it means
in order to achieve a 4-percent level of unemployment."

So he was-two or three times in this statement he made it clear
that 4 percent was being abandoned as far as he was concerned.

Now, you say that you are just not sure the precise figure, but you
don't think the figure is satisfactory. But he seemed to be very explicit
in dismissing the 4 percent.

Do you disagree with that?
Mr. MCCRACKEN. We have always said, as we did here in our state-

ment again today, that so long as people are looking for work and can't
find a job we have unfinished business. But I would emphasize the
importance of our looking at the multi-dimensional aspects and not.
trying to identify some specific figure as the target at which point we
quit and that short of which we have to keep at it.
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I think that is the basis.
Mr. STrEIN. I think perhaps the Senator misspoke in saying we have

put forward a goal of 4 percent in our most recent report. Our Janu-
ary report spoke of the goal for the middle of 1972 as being in the
zone or neighborhood, some such words, of 4.5 percent unemployment.
Now, we have previously spoken of lower number. In fact, at one
time we held 3.8 percent as a goal, but I think it is important to bear
in mind that then we were talking about goals which might be achieved
over a considerable period of time as a result of considerable improve-
ment in labor market conditions which could be furthered by public
policy and not to be achieved solely as a result of pumping up demand.

Chairman PROXMMRE. Well, maybe I'm deceived, but the memoran-
dum that was written to us, and I quote from it, a year and a half ago,
you clearly point to a long-term goal of at least 4 percent unemploy-
ment with inflation of 2 percent.

Now, Secretary Connally, you say, in saying 4.5 percent as referring
only to a temporary goal. A goal for the next 2 or 3 years, something
of that kind? That is what this 4.5 percent means?

Mr. STEIN. I think this is a time-related goal and also a policy
related goal. When we spoke of the 4.0 percent and at one time the 3.8
percent goal, we were talking about the results to be achieved through
a process of improving labor markets and improving employment
services and all that sort of thing which we said would work out slowly
in any case.

Chairman PROXMIE. Well I hope you have further conversations
with the Secretary because he was so emphatic when he said 4 percent
is not the normal. He said, "Never have we achieved it except in war
time." He was about as clear and explicit as I think an official can be
on that and you gentlemen are indicating that that isn't your view as
far as a long term goal is concerned.

Senator Miller.
Senator MILLER. Thank you, Mr. Chai rman. Mr. McCracken, as jux-

taposed to my colleague from Wisconsin I find your statement mod-
erate, logical, comprehensive, and hopeful.

Chairman PROXMIRE. What was that last adjective,.wholesome?
Senator MIILLER. Hopeful. [Laughter.]
In your prepared statement you point out the money stock increased

7.5 percent from June of 1970 to 1971 and at the annual rate
of 10.5 percent for the past 6 months. I believe you also pointed out
elsewhere that there were large supplies of money in savings. Now,
how do you reconcile that with the recent increase in the prime rate of
interest?

Mr. MCCRACKEN. I note in the newspaper there seems to be some
evidence of a tightening up in the money market which may suggest
such actions as we try to move away from this 10.5 or 16.5 percent
track. And, of course, any kind of a change such as that would put
pressure on the money market. Apparently what we have seen, at least
among other things. I think are two things that are pertinent to the
interest rate development. One of them is that we have had an enor-
mous volume of financing of corporations and also of State and local
governments. The volume of flotations so far this year in each case is
roughly 50 percent larger than last year and about double that of 2
years ago. So the market has been under heavy pressure. This evidently
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tends to transmit itself to some extent across the interest rate spectrum,.
including short term rates.

Having said that, I must say I think we have to watch this. Cer-
tainly, the high interest rates are not good news for housing or for-
State and local financing either for that matter. It is another concern.

Senator MILLER. Well, if I follow what you have said, your sug-
gestion is that there might have been a lowering in the increase in
the money stock for the month of June which is not included in that
10.5 percent rate of increase for the first 6 months of this year and
that on a short range, a matter of days, that this could be reflected in
the prime interest rate?

Mr. MCCRACKEN. Well that would be a rather brief transmission
process. I was merely trying to tick off the various factors which may
be impinging on the market. Certainly most students of monetary
conditions have indicated that the rate of monetary expansion we've,
had so far this year ought not to be continued indifinitely as we move-
away from that path to a somewhat more modest rate of expansion..
This could have a rather immediate effect on the money market. I'm
talking about relatively short term rates.

At the same time, as I say, I am not happy with either the rising-
rates or the level of rates we have.

Senator MILLER. Well I understand you would't be happy although
I can see some possible benefit on our balance-of-payment situation.

Mr. MCCRACKEN. That is true.
Senltor MILLER. With respect to foreign market?
Mr. MCCRACKEN. Yes.
Senator MILLER. But I am just wondering if another reason is pos-

sibly the expectation on a part of the major banks which set a tone
of continued inflation at about the same rates because of what is hap-
pening on the fiscal front here in the Congress. Is that another
possibility ?

Mr. MCCRACKEN-. That is a very important point and we hear this
cited over and over again. A substantially more expansive policy could
be counterproductive because it could support fears of inflation and the
inflation premium, the added interest rates, would be that much larger.
This would have an adverse effect on housing and so on. This does
seem to be very much on the minds of financial managers and we
alluded in our statement to the high sensitivity of the economic sys-
tem to things which may indicate a quickening in the pace of inflation.

Senator MILLER. Well, as an economist would you say that the factors
you pointed out totaling $7 billion in further expansive fiscal effort
and the 10.5-percent increase in the money stock during the first 6
months of this year would have an inflationary impact which could
be reflected in that increase in the interest rates?

Mr. MCCRACKEN. These developments may well have played some
role in expectations about inflation as they are translated into interest
rates. I would point out that these developments to which we allude
are, or have been, of course. relevant to the question of whether we
should go for further nicasures to expancl the economy. If the ]ags be-
tween fiscal and monetary policy on one hand and the economy on the
other are anything like what the evidence seems to suggest the visable
effects of these more expansive effects on the economy are yet to show
up. They ought to be showing up in the latter part of the year.
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Senator IMI1 LLi7. Well. I take it that prudence would indicate oi
dictate that it was these factors which you call attention to and with
the increase, the very substantial increase, in the money stock for the
last 6 months 'and now with this increase in interest rates that prudence
would dictate that we had better be very, very careful about any fur-
ther fiscal expansionary activities here in the Congress.

Mir. MICCRACKEN. Yes, very definitely. And we do have to take cog-
nizance of the fact that these would have a significant backlash effect
on financial markets, interest rate levels, and so forth.

Senator MILLER. I don't want to bore you with an old classroom
question but I have always been taught that if there is persistent in-
flation that sooner or later it is going to result in unemployment and
especially when we have such a great dependence upon our foreign
trade that if we let the inflation keep right on going sooner or later it
is a matter of more imports coming in and fewer exports going out;
it is going to mean higher prices, lower purchases and therefor less
employment at least in the long run.

Now are we trying to straddle here? Are we trying to follow a policy
of short term gain in employment, which in the long run because of
the inflation that will persist, will lead to greater unemployment?
What is the policy we are trying to solve here or am I wrong in what
I haiwe been taught all those years?

Mr. MCCRACKEN. No; I think that has been an important rationale
included in our policy that it would be irresponsible not to face up to
the inflation problem. We could not ignore the unemployment con-
sequences just by failing to face up to them because in a variety of
ways if we ran out the inflation or allowed the rate of the rising price
level to continue to accelerate there is no assurance that we could
thereby avoid the unemployment problem.

Now, having said that, we have tried of course to hold the adjust-
ment in the economy to a fairly narrow proportion. Obviously we
have to be concerned about that side of it too but we do not, I think,
have the option of being able to handle the unemployment problem if
we are just willing to accept more inflation.

Senator MILLER. AWrell, what you are trying to do is steer a middle
course between long- and short-range results.

Mr. MCCRACKEN. Exactly.
Senator MILLER. By expanding the economy to attack the unem-

ployment problem without aggravating inflation, you are avoiding
short-range rapid expansion which would aggravate inflation on the
one hand and overriding a stagnant economy to stop inflation at the
costs of long-range, high unemployment on the other hand.

Mr. MCCRACKEN. Yes.
Senator MILLER. Thank you.
Chairman PROXMIRE. Senator Fulbright.
Senator FUlLBRIGHT. Thank you, 'Mr. Chairman.
Mr. McCracken, in your statement you say April and May the

United States had net merchandise import surplus. Is this the same
thing as a deficit in our balance of trade?

Mr. MCCRACKEN. Yes, sir; that it is. That could have been worded
the other way, the net merchandise export deficit. In other words we
have a net merchandise export deficit. We have a net excess of imports
over exports of roughly $200 million in each month.
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Senator FULBRIGHT. The word "surplus" has a more euphonius
sound. Is that the reason why? [Laughter.]

It reminds me of the "protective reaction" strikes. That sounds
better than a bombing raid. Do the same people rephrase these state-
ments whether they are made in the Pentagon or CEA?

Mr. MCCRACKEN. No, the CEA will take full responsibility for this
line here.

Senator FULBRIGHT. What was the deficit, if I may use that word,
in our balance of trade in fiscal year 1971 ?

Mr. MCCRACKEN. 1971 or 1970?
Senator FUJLBRIGHT. 1971, which has just ended. Do you have those

figures on 1971 fiscal year?
Mr. MCCRACKEN. The balance of trade?
Senator FULBRIGHT. Do you keep them on that basis?
Mr. McCRAcyEN. We don't have the final ones.
Senator FuLBRIGHT. What is the last one you have?
Mr. McCRAcKEN. Well, the last month we have is May.
Senator FtILBRIGHT. That was a deficit of $200 million?
Mr. MCCRACKEN. About $200 million. I can give you the monthly

figure.
Senator FULBRIGHT. Well, I don't want to burden the record with all

of them but the point is these last 2 months you did develop a deficit
in trade, did you not?

Mr. MCCRACKEN. That is right.
Senator FULBRIGHT. And how long has it been since we've had a

comporable deficit in our trade balance?
Mr. MCCRACKEN. One would have to go back roughly 20 years to

find 2 consecutive months with a trade deficit.
Senator FULBRIGHT. Don't you find that rather ominous?
Mr. MCCRACKEN. Yes; I am disturbed. I think this is something we

have to be concerned about. If one goes back and projects what would
seem to be the basic pattern or trend of both exports and imports; it
would suggest that there may have been some special factors in those
2 months. The accumulation of foreign steel inventory and that
sort of thing may have added some unusual things. We don't
have the full detail yet so I just can't be sure, but the basic trends
would still suggest that we should be having a net export surplus in
this period of $100 to $150 million per month.

Senator FULBRIGHT. But hasn't the trend ever since inflation took
over been toward a lessening in our balance of trade? I mean infla-
tion is gradually pricing us out of the market isn't it?

Mr. MCCRACKEN. Well, that is the peculiar thing.
We had our strongest trade surplus, that is the excess in mer-

chandise exports over imports in 1964 of $590 million per month or
roughly $7 billion per year. That generally moved downward in suc-
ceeding years and in 1968 it averaged only $70 million per month.
Then in 1969 it went up to $107 million. In 1970, to $225 million. But
in the latter part of 1970 it deteriorated again somewhat.

Senator FuLBRIGHiT. Mr. McCracken, what assumption did the
council make with regard to the continuation of the war in Vietnam
in making these estimates. Do you assume that it is going to be over
in the foreseeable future?
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Mr. MCCRACKEN. In making our projections for the economy we
make our projections on the basis of the President's budget.

Senator FULBRIGHT. So that means you make it on the assumption
that the war will continue at the present level?

MIr. MCCRACKEN. Of course, there has been a substantial decline in
defense spending.

Senator FULBnIGHT. Oh, has there? Would you elaborate that? I
thought the Defense request in this present 1972 fiscal year was up
to $76 billion. I wasn't aware there was any substantial decrease in
military spending.

Mr. McCRAcKEN. The point I made was that there has been a sub-
stantial decline in defense spending in real terms.

Senator FULBRIGHT. What do you mean by that?
Mr. MCCRACKEN. Washing out the effect of inflation, in other words,

interms of real goods and services allocated to the defense effort, on
the national income basis. Defense spending reached a peak in calen-
dar year 1968 of $96 billion in first-quarter 1971 prices. It was run-
ning at the rate of $74 billion in the first quarter of 1971. That is a
decline of over 20 percent.

Senator FtuLBRIGHT. Well I am not sufficiently agile mentally to
follow those changes. The dollars are still as high or higher as they
have been; the nominal dollar, however depreciated they may be. The
budget figures are still up, aren't they?

Mr. MCCRACKEN. According to my record here national defense
budget outlays in fiscal 1969 were $81.2 billion; 1970, $80.3 billion;
$76.4 billion in 1971; and then a projected figure of $77.5 billion in
1972. Now if you also allow for the price rise, in real terms from 196S
to 1971. there has been close to a 20-percent decline.

Mr. STEIN. Twenty billion dollars. In retrospect there has been a
$20-billion decline in the annual rate of expenditure. Now if we are
discussing the real question we should keep this thing in real terms
and not in nominal terms. The fact is an enormous increase in the rate
of pay granted to the Armed Forces and an enormous increase in the
prices paid for military supplies just as for other things, No real ques-
tion is answered by looking at these nominal amounts.

Senator FULBRIGHT. Well, is your income in real dollars or fancy
dollars? Does your income come in on these real dollars that you are
talking about? Your taxes, are they in real dollars or these other kinds
of dollars?

AIr. STEIN. Well, I don't know whether you are asking a real ques-
tion now or not. [Laughter.]

Senator FULBPIGUT. Well, I don't think I got a real answer. But
let's come back to another matter.

Mr. MCCRACKENT. Is it correct to- interpret from what you say in
your statement that you think it is the responsibility of Congress to
take hard decisions and not the President? Is that what that means?
That if anybody is going to take the hard decision of putting in con-
trols that it has got to be Congress; the President shouldn't be ex-
pected to take the hard decision?

Mr. MCCRACKEN. Well, it means several things.
Senator FuBRIaGHT. What is its real meaning?
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Mr. MCCRACKEN. It means several real things. The President did
indicate when he signed the act in regard to the authority for wage
andl price controls, that this was the kind of action of such momentous
nature that he wanted to come back to the Congress if a thing like
that were ever contemplated. However. I think the basic point beyond
the question of how the Government's decision ought to be made, is
a caution against excessive hopes or something, which as we use the
term, would compel without being compulsory, and so forth.

We do have a vexatious and stubborn problem of inflation, of prices
and, of course, costs. It is a phenomenon of the industrial world gen-
eralty. There has been enormous experiences now internationally with
various forms of what is coming to be called incomes policy. As we
indicated in our statement, it is very difficult to read that record and
be very encouraged about what, in fact, it is realistic to expect. *We
have examined that record rather carefully ourselves. There have been
other studies. The OECD recently published a study reviewing this.

Everyone seems to get a pattern something like this: In some cases,
after a period of following the more voluntary type of approach, the
country moves into direct wage and price controls. Finland, for ex-
ample, is often cited as a successful example of income policy. If I
remember correctly, something like 70 percent of the items in their
cost-of-living index are under price control. In other words, Finland
moved on into price control. In other cases, it does appear that in initi-
ating some kind of program such as this there was, for a time, a dis-
placement effect. In other words, the rate of price and wage inflation
did seem to level out, but not infrequently the brief experiment
resulted subsequently in an explosion in wages and prices. It has been
a very characteristic experience in the United Kingdom. It also char-
acterized the experience in the Netherlands in the mid-1960's. In
Germany, which I suppose is as sensitive as any country to the problem
of inflation, they have been trying what they have called concerted
action policies since about 1967. They have one of the most difficult
wage and price problems of any country in the world today.

These experiences caution against holding out excessive optimism,
that an extremely vexatious problem has some kind of solution in this
term of incomes policy.

Senator FYLBRRIGHT. I can only say that the Executive's concern for
the Congress, its opinion in this field, is in marked contrast to the
Executive's concern about Congress' concern in foreign policy, such
as invading Cambodia or ending the war.

My time is up, Mr. Chairman.
Chairman PROXMIRE. Mr. McCracken and Mr. Stein, a big economic

problem in this country now is 51/2 million Americans are out of work,
the largest number of people we've had out of work in 10 years, and
in spite of that you have made a decision which as you say in your
paper against further stimulative measures you say it was a tough
decision to make and I am sure that is true. But in view of the large
number of people unemployed and in view of what I thought was a bi-
partisan determination to reduce unemployment as rapidly and com-
pletely as we could, I am concerned as to why you didn't at least wait
for the second quarter GNP figures. Why you didn't wait until you
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*had a case more clearly documented, that we are moving ahead or
that unemployment is going to improve.

I hope and trust that you aren t placing your reliance primarily on
those very tenuous and questionable unemployment figures that we had
on the 2d of July.

Mr. MCCRACKEN. I think I can confidently say that the decision
was not based on this one statistic alone. I want to emphasize that the
decision not to go for yet more expansive measures is not a decision to
;stop further economic expansion, obviously.

The budget message, for example, which the President put forward
calls for something like $161/2 billion in additional expenditures from
1971 to 1972. As I indicated in the statement, some further actions
have increased that expansion by, I believe, $5 billion more and other
actions had produced a somewhat similar effect on the revenue side of
:about $2 billion, so that we already have in place a highly expansive
fiscal policy. Also, we had in the first half of this year a highly expan-
sive monetary policy.

Chairman PROXMIRE. Now just at that point can we really argue
that these are highly expansive fiscal policies when the full employ-
ment budget is really in balance?

Mr. MCCRAcKEN. Yes, I would. Let me ask the question if the econ-
omy is otherwise holding in a level position, what kind of things in
the budget would tend to move the economy up? Well, there are ob-
viously two things. One of them would be a direct increase in spend-
ing. The second would be a reduction in tax rates and therefore an in-
crease in after-tax incomes.

Now if you look at the magnitude of this expansive fiscal thrust
on both sides of the budget, both the rise of spending and the change
of tax rates from 1971 to 1972, it is very large. And, it is larger now
than was projected in the February budget message.

Chairman PROXMIRE. Earlier this year when you appeared before
this committee in February or March I understood you to testify that
a balanced full employment budget was neither stimulative nor re-
strictive, that it was pretty much neutral.

Mr. MCCRACKEN. Relative to the full employment growth path.
Chairman PROXMIRE. Yes; and now taking a look at what you have

said at that time at that point you were aiming at a $1,065 billion
budget. It seems less realistic with every month that passes. And you
said this:

We are saying that that is the probable outcome and this surely differs with
-the consensus. There is one basic reason of this difference. We incorporate in
*our view of 1.971 as earlier private forecasters have not always done the fact
-that 1 trillion, 65 billion GNP is the target of government policy for 1971. That
,the government has the means to achieve the target and that the government
will use them. That is the target of government policy because it describes the

-path that would reduce unemployment as rapidly as is consistent with the reduc-
tion of inflation.

And so forth.
Now in view of the fact that you are not going to achieve that

.$1,065 billion, and correct me if I am wrong about that-it seems to
me that you simply are not using, the government is not using the
tools that it has to reduce unemployment to achieve a greater degree
iof economic growth. Isn't that the case?
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Mr. McCRAcKEN. The $1,065 billion projection really was, of course,
an arithmetic expression of a path to try to find a balance that would
make progress against inflation and also economic expansion.

Chairman PROXMIRE. Well you called that a probable outcome. I
just quoted your own statement Mr. McCracken.

Mir. MCCRACKEN. One must evaluate or monitor the situation as we
go along. The persistence and stubbornness of inflation was indicated
m our statement. I think it would be irresponsible to try to push the
economy now hard enough to achieve in a second half of the year what
would be necessary in order to achieve $1,065 billion for the year 1971.
It certainly would reactivate widespread fears of inflation and this
would be counterproductive. The path that we are on is still the path
where we have, I think, a reasonable chance of making good progress
on both fronts. Of course we will have to watch it as we go along.

Chairman PRoxMnuE. Now constantly in your testimony and in your
response to questions Mr. McCracken, you've indicated your fear that
if you stimulate the economy you will reactivate fears of inflation and
that it might become counterproductive as well as harmful because
of the inflation effect. We are having in a couple of days, in a few days
we are having Professor Gordon of the University of Chicago who
has quite a contrary view and I would like you to comment on what
he says. He says this:

A policy to hold the unemployment rate at its present level of about 6 percent
for another two years to beat the inflation out of the system will cost an addi-
tional 171 billion dollars in real output to achieve a further reduction in the
inflation rate which reaches a maximal of 1.5 percentage points but then dis-
appears. In short, whatever the target for the unemployment rate in the long
run, the best short run stabalization strategy is to guide the economy to it as
rapidly as possible and remain there permanently.

Now how would you evaluate that by a reliable and competent
economist?

Mr. MCCRACKEN. Well I am certainly all for getting to the optimum
position and remaining there permanently.

Chairman PROXMmIE. But if you are going to get there the argument
by Mr. Gordon, as I understand it, you might as well get there rapidly
because in the long pull the effect on inflation is going to be no more
if. you get there rapidly than if you get there slowly.

Mr. MCCRACKEN. I am familiar with Gordon's paper. I think it is
a very interesting paper on an extremely complex subject. I think it is
fair to point out that we got there rapidly the last time we gained full
employment and I think this is one of our problems. We didn't ease
into the full employment growth path and therefore never really had a
chance to avoid breaking things loose. It is once again a question of
balance. There are those who suggest we must stay stuck on dead
center because any expansion in the economy would simply carry with
it a parallel acceleration to inflation. That is a view I would not buy.
We go through a sequence of phases in trying to restabilize the econ-
omy. We do have to go through a period of disinflation. That is a
period, a painful period, when businesses are cutting costs. So loner as
the economy is sluggish of course you don't see improvement in output
per man-hour, but then as the economy starts to expand we get stronger
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gains in output per man-hour and that helps to relieve the pressure, the
cost pressure, underneath the price level-so that we can, as we indi-
cated in our statement, have strong gains in the economy without auto-
matically tripping off and accelerating the rate of inflation. There is no
question on that.

Now, on the other hand we do have to recognize that if we would
go all' out for expansion we would certainly reactivate widespread
fears of inflation and the fact of the matter is the inflationary record
of the last 5 years or so is such that it is a little hard to argue about
this. An-d this in itself would produce severe distortions. It is a ques-
tion of balance again.

Chairman PROXMmRE. Well,'I am going to yield to Senator Javits
right now but what this panel hasn't gotten into that I want to get
into iii the next-round of. course is the question of strategy. The only
way you can reconcile this if you can stimulate the economy to reduce
unemployment as rapidly as possible with a lessening degree of in-
flation at the same time is either wage price controls or a wage price
guideline system which you gentlemen have dismissed with some vigor
in your statement. But I don't think we questioned you adequately. I
expect to do that when our next round comes up.

Senator Javits.
Senator JAvrrs. Mr. McCracken, I have one fundamental question

on the importance of this statement. Is. this an answer by the adminis-
tration to the attacks upon it that its so-called game plan for the
economy has been demonstrated to be invalid by .the fact that both
unemployment and inflation have continued at unacceptable rates?

Mr.'McCRAcKFN. It is put forward here, of course, as a straight-
forward statement on the status of the economy and economic policy.
The fact'that unemployment and particulary inflation have turned
out to be more stubborn than we had expected, does not invalidate the
basic strategy of economic policy. I am sure economic policy is like
football. If you are a Monday morning quarterback you can see a
number of things possible that one would do different. The basic
strategy was one of pursuing a policy of trying to hold any decline of
business'activity to a fairly limited level and then starting a policy of
expansion again while trying to avoid having it so strong that you
reactivate price increases. It seems to me the experiences of this effort
based on the response patterns of the economy, suggest that a lot of
these things are on track.

Senator JAVITs. Well, there are major elements in your calculations
that could.change, that is, 1, the ending of the Vietnam war, and 2, a
major burst in productivity; is that correct?

Mr. MCCRACKEN. Yes, sir; both would be quite significant.
Senator JAvrrs. Now has any concept of the ending of the Vietnam

war, which many predict is going to be signaled this very year, been
cranked into these estimate expectations X

Mr. MCCRACKEN. These projections, or expectations, take the Presi-
dent's budget together with the changes which have come into the pic-
ture that we can take cognizance of. I outlined them in my statement.
About $7 billion more of fiscal expansiveness has been added since the
January public message. But they are, based on the budget message.
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Senator JAVITS. Does this assume then that we will have or we will
be operating for the whole of this fiscal year with 184,000 troops in
Vietnam and the continuence of that war?

Mr. MCCRACKEN. This is based on the projections for the military
budget in the budget. I don't have the numbers at hand. I could check
that.

Senator JAVITS. Well the 184,000 men are the December 1st level
which the President has stated he will achieve. But suppose there was
an announcement by the President on November 1st, let's say, that
we are getting out of Vietnam within the next 6 months. Whatimpact
would that have in this whole outlook?

Mr. MCCRACKEIN. Anything that altered the budget picture sub-
stantially of course would have to be taken into account. And if
something along that line developed which substantially altered the
budget picture, we would have to add that into our analysis.

Senator JAVITS. Well, is it only the budget picture that counts or is
it also consumer confidence and work motivation that counts, and if
so, what do they count for?

Mr. MCCRACKiLENT. I was addressing myself just to the budget problem
as such. Consumer confidence is a very important matter. The work
which has been done at my own University of Michigan has pretty
well established that consumer spending swings are associated with
changes in consumer sentiment. Now you alluded to one other thing,
namely, a substantial burst in productivity, a major change in
productivity.

Senator .JAVITS. Right.
Mr. MCCRACKEN. This of course would be enormously important.

We see in the lower right hand of chart 1-the lower line-which is
labor costs per unit of output. This rate of rise declines because in-
creases in compensation per man-hour are rather flat while there have
been much stronger gains in productivity. So, rate of increase of labor
costs per unit of Output is lower than at anv period of time since 1966
or 1967. This is a very important factor.

Senator .JAVTTS. And right now you say in your statement that we
have had a gain in productivity. You say that that gain is a plus to
the viability of the economv in the terms that you speak of or is it
just relative to the various points of performance which have pre-
ceeded it?

Air. MCCRACKEN. The gain of productivity in the first quarter was
large, very large. Now it is true, if you look at our experience for the
first year or so of resumed expansion that you normally get a large.
gain. During each recession during the postwar period, the four or
five such periods, the first annual gain in productivity after the expan-
sion begins is apt to be in the neighborhood of 5 or 6 percent. Of course
in the long run it is nearer to about 3 percent.

We are getting once again strong gains in productivity from the,
combination, I think, of the actions taken earlier on the cost cutting
side and the resumption of a better operating rate for the economy.

Senator JAVITS. You indicate that properly anticipated increases in
wages is 7 percent a year. At that rate, considering the improvement
in productivity, are we beginning to catch up so that wage increases
are no longer coming out of the bone and sinew of the economy but.
are rather equal to productivity increases?
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Mr. MCCRACKEN. Productivity increases aren't large enough to neu-
tralize that and give us stable costs per unit of output where the com-
pensation for men are rising that fast. On the other hand we are getting
much better gains in productivity and the rise in labor costs per unit
of output is much lower than it has been for some time.

Senator JAVITS. So we are not yet home free but we are improving.
Is that fair to say?

Mr. MCCRACKEN. That is fair to say.
Senator JAVITS. Alright now, under those circumstances, what has

happened to the President's Productivity Commission which has been
going for about a year and from which one doesn't hear a single
word?

Mr. MCCRACKEN. The Productivity Commission is active. As a
matter of fact we had a meeting of the commission last week. This is
the kind of operation which gets miderway a little slowly, probably
because we were having to feel our way along concerning the develop-
ment of the program. The members, of course, can meet only infre-
quently. But I find myself very encouraged about this. I think it can
make quite a difference, over a long period, of course.

Senator JAvITS. In World War II we had local productivity council
right down to the factory level. In an emergency like this when we
are at war why shouldn't we revert to that experience?

Mr. MCCRACKEN. This is something we will want to look at.
Senator JAVITS. But you haven't looked at it yet?
Mr. MCC'RACKEN. Not yet, but this is the kind of thing I think that

the Productivity Council will be examining.
Senator JAVITS. Now you have expressed, as has been noted, funda-

mental opposition to any kind of an incomes policy or a wage price
board and/or wage-price freeze except some modified plan which
even the President is beginning now to engage in with respect to the
steel indusry. But would you give us your opinion of the effect upon
consumer confidence if the administration did adopt some kind of
a wage price board approach? I might tell you personally I am
deeply convinced that the two are intimately tied together and that
one of the great reasons for the wage price board approach, aside from
doctoring their economics, is that it will make consumers feel that
well now it is safe to buy.

Mr. MCCRACKEN. The thrust of our statement here was not to take
a doctrinaire position, but to examine the lessons of experience. By
now there has been an enormous amount of experience in Canada,
the Netherlands, United Kingdom, Austria, Finland, Norway, and
Belgium involving a variety of experiences with different formula-
tions. And, of course, we have had our own guidelines in the United
States. I think it is fair to summarize that evaluation as indicating
that this approach has not been very effective in getting at the prob-
lem. If it starts to be effective, it tends to bottle up pressures which
subsequently erupt into wage price explosions. This has been the ex-
perience in the United Kingdom. In the Netherlands, there seemed
to be a significant effect in 1963, but then, I think it was a year later,
they had a 15-percent wage increase.

In other countries the machinery is set up and for a variety of
reasons it just doesn't get hold of the problem. In the more recent
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Canadian experience, they did have some short run effect on their
prices. It was destined to be short run unless they could get at the
wage problem. This they were unable to do. Finally after less than
a year they gave up on this. There has been very much the same experi-
ence in Germany with the policy of so-called concerted action.

So the basic thrust of this statement is to introduce another caution
about what experience has suggested is reasonable to expect. If there
is no substantive differences, then I think the contribution to con-
sumer sentiment has to be short lived.

Senator JAvrTs. Well, as a practical matter, Mr. McCracken, it all
depends, does it not, on the frame of reference in which you speak?
We have a situation in which increases in compensation have for a
number of years outstripped productivity gains. You have a serious
errosion of consumer confidence which has been our enemic difficulty
in bringing the economy back for health and therefore aren't we
entitled to consider wage price board methods? You are no less an
authority than the'chairman of the Federal Reserve Board who speaks-
in the same vein. Wouldn't such an approach allow us balance?

Mr. MCCRACKEN. Yes; but in examining this we are also able to ex-
amine the lesson of experience where these kinds of approaches have
been tried. Now as to the impact on the lower level of consumer confi-
dence, most measures of consumer sentiment are lower than they were
2 years ago. I think the inflation problem is a part of that but it is a
very complex thing. The unemployment problem would be a part of
this also. So the thrust of our statement was: let us examine the ex-
perience, so that we have a realistic expectation about what this kind
of thing might produce.

Senator JAVITS. Well, the Chair has given me permission for a
couple of more questions and I shall return in a minute. But aren't we
in a generous situation? We fought a war without any of the economic
accompaniments of war and now we want to reclaim the peace with-
out making up for it in any way.

Do you think that can possibly work? We fought a war without
controls, without the necessary taxation, without the necessary belt
tightening, without the necessary restraints and now you say that we
can make up for it and we can get over it without doing anything
about it; just allow the natural processes to continue.

Does this seem logical?
Mr. MCCRACKEN. I am sure that all of us, if we had the last 5 or 6

years to run through again, would suggest some differences. Certainly
Federal spending should not have taken off on the track it did in early
1966 without a major tax increase. I think the very large deficit even
though the economy was at full employment during that period is in
many ways the source of our economic problem today. But, on the
other hand, that is history and the question is, where do we go from
here?

Now, I think we are makinig progress. The administration has cer-
tainly not foresworn moving beyond or outside fiscal and monetary
policy. A great deal has been done. What it has tried to do is be selec-
tive in what kinds of action in those areas where there is some reason
to think you can be effective. I think action in the construction area is
an example. There is no question in my mind but what the settlements
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that we would have had so far this year would have been significantly
more had it not been for what was done. The President did suspend
Davis Bacon for a period. There were factors there that made this
look like the place where something could be done. More generally,
the evidence, I think, is less encouraging.

Senator JAVITS. Well one last question and my time is up.
Suppose this sticky situation, 7 percent inflation, 6 percent unem-

ployment, continues for another year. Can you see any situation in
which the administration would go for a freeze or a wage price board
or an income policy or some change in the game plan? What do we
look forward to?

Mr. MCCRACKEN. The current situation, by the way, I think is more
nearly something like a 4-percent rate of inflation and the basic unem-
ployment path slightly below 6 percent now. The policy has been
evolving. Overall the monetary and fiscal policies are quite expansion-
ist now, and there is certainly a lot of coal under the boiler wVhich has
not yet burned.

Outside of that, the tempo of activity has increased. The recent
activity in construction being the case in point, or, for example, the
meeting with the steel industry. This tempo has been stepping up,
but we have not attempted to claim more than what a realistic ap-
praisal of the 'results would lead one to expect: There is the possibility
that there- will be further actions, although I do not want to prejudge
in advance what that'would be. I would merely want to register that
economic policy is an evolving thing that changes as you go along..

Senator JAVITS. Well, Mr. McCracken, I think that the big weak
point of the national picture right now is the national economy, and
I hope that just as iwe try to- learn from you,' you perhaps may try
to take some messages' home from us, atnd perhaps improvements can
be made which we all devoutly hope for. But I must tell you in 'all
honesty that I jusit cannot see how we can make up for these'admitted
serious deficiencies and accept the suffering which it entails and the
natural remedies on nAtural development will bring 'it back.

I really think, for myself as a Senator from my State, that we have
to take, even if overdue, some of the action we should have taken before

'in -order: to' bring the situation into a stable character:
i will telliyou, however, I hope the'administration is prepared-for

what I thinkivill 'be a tremendous unleashing! of feceptivity 'by the
American people; increased productivity', and consumer .confidence if
the end of the' Vietnam war is signaled by. the President. I-hope very
much thAt the administration will have clearly in mind another major
reference' point; 'and that point will be the feeling of the American
people that inflation is behind them and that they can get value for
what they spend. *

Thank you; Mr. Chairman.
Chairman PROxMiRE. Senator Miller.
Senator-MILLEi. Thank you,.Mr. Chairman.
Mr. McCracken, going through your prepared statement, it appears

that you traced some history for us. Did I understand it we had 4
years of demand pull inflation, tapering off somewhere in late 1969?
And that then the. cost piush inflation has continued until now, but it
seems to be abating somewhat. *And that being the case, the adminis-

67-650-71-5
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tratioin hopes 'that the Congresss will still manage our national fiscal
'p~olicy atto not -get us back into -the demand pull inflation cycle all
over again; is 'that so 8*

* Mr. MCCRACKEN. Yes'; I think that is crucially important.
Senator MILLER. And then you- more or less underscored that by

your statement that-the administration believes that its responsibility
for the, future of the American economy, requires it to take the courses
you have outlined.

We are now seeing how'difficult' it isto remove from the economy
the conse~queices -of the inflation that was allowed to develop from
1965 to 1968. To permit the inflation to revive for some short run,
doubtful advantage to ourselves would be highly irresponsible. Isn't
that pretty niuChthe answer to the statement from Professor Gordon
that the chairman read? '

Mr.' Mc0iRAQREN. Well,. yes;Jthis does simply lay out in words the
crucial.impoitance Ofr finding the-harrbw -and somewhat..indistinct

ath between overdoing it one way or the other. The policies are at
feast based on what we now know would be a reasonable expression
of the path. . - -

Senator MILLER. -0ell, your statement, while prepared by the press
department, pretty well represents. administration thinking all the
way through; you say therefore, and it seems to me to be very signifi-
'cant, we must realistically expect that further stimulative fiscal ac-
tio'n-and, of course, you are now speaking to Congress, because Con-
gress has the fiscal stimulative power-now would leave a permanent or
at least long continuing residue of high rate expenditures relative to
revenue. This would be added to a budget trend which already shows
the cost of present programs-just present programs-for several years
beyond fiscal 1972 exceeding the revenue that the existing tax system
will yield under conditions of high employment.

Now, if you have high employment, which I would assume is pretty
close to full employment, and you have the spending exceeding -the
revenue, you will end up back in that demand pull inflation situation
again; won't you?

Mr. McCRAcKEN. Yes, sir; that is the problem.
Senator MILLER. Well, then, what you' are really saying' here is you

are saying to the Congress which has control over the fiscal policy of
this country, let's not kid ourselves- about that, that if the Congress
isn't very careful about how it handles this budget business, that sooner
or later we are going to be hit by some increased taxes unless we want
'to have inflation-more 'demand pull inflation; isn't that it?

Mr. MCCRACKEN.' That's about it. I would 'like to make -this one
general statement.; When- one, looks'back; over histbry it seems to me
the major problem of economic policy is the tendency to-take actions
on the spur of the moment which leaves -extremely' difficult- long-range
problems to deal with. We want-to avoid that this-summer, if we can.

Senator MILLER. Finally, you said that theiadministratibn does sup-
port actibns through the budget that will have a- large effect on unem-
ployment Per dollar of cost and a relatively small -effect-on inflation.
ITassume that the President's veto of the' accelerated public-works-bill
-indicated thiat that bill failed to meet that guideline. - -

- ';Mr. MOC'iA-oEN. The bill failed to meet the guidelinel.
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Senator MILLER. That you just enunciated here.
Mr. McCRAcirEN. Yes: I think that it's characteristic of the kind ofan aetion which won't get underway sO~n enough to have a significanteffect on the problem,'but leaves you with a longer range problem.It leaves you with an activity when it's not needed.
Senator MILLER. Well, you used the term large effect on unemploy-

ment per dollar of cost. l)o you recall what the per dollar of cost wasfor this public works acceleration bill?,
Mr. STEIN. Well, there have been estimates of the first round costper dollar of employment generated of $30,000 to $50,000 for the publicworks program. Then, of course, there would be indirect consequences,

but this is a much more expensive program per dol1ar of employment
generated than public services.

Senator MILLER. You said $30,000 to $50,000 per job per year?
Mr. STEIN. Yes.
Senator MILLER. NTow, you recognize there's going to be some capitalinvestment and other benefits but if you atre trying to get unemploy-ment down fast at a low-per-dollar cost or low- dollar cost per job, this$30,000.to $50,000 seems to be extremely high.
Mr. STEIN. Well, the public works programn employs, in the firstplace, a high rate of labor, 'and' then there's large capital and material

input. ' .Senato MILLER. Do you know what the estimated dollar per job

cost was'for the public service bill? -
.Mr. STEIN. Something like $5,000 or $6o00o.
Senator MILLER. So, I take it that the administration feels thatstimulated activity to. relieve unemployment within, a range of cost

per job of $6,000 per year is acceptable and is desirable, but when you-get into the $30,900 to $50,000 per job per year xangef then that is offlimits.
Mr.' STEIN. Well, that Was .also the point that' Mr. McCracken madeabout the timfeand how the effectswouild .befelt. The effects would befelt promptly'in thepiiblic's'rvice case.
$Senator MILLER. In other words, 'the public works takes much longerto have the, impact, bit'even if it has a short range impact doesn't .that$30,000 to $50;000 per job,,per year cost~seem pretty high? Isn'ttheresome way we can geti it better, Jike the public service bill.,
Mr. STEIN. Certainly.'That is the administration's conclusion.,
Senator MiiLER.,Yes.' ;
I have no further questions.
Thank you - Thank you, Mr.,Chairman. -
Chairman PRoxftRE. Gentlemen; I'm just astounded that you indi-cate your present'concern, about demand pull inflation. It doesn't make,any sense at ail to me We a'rq 6perating Fan economy now with a plantcapacity of about 75 percent, where 90 percent is the preferred andefficient rate. We are. operating with 61/2 million people out of work.It seems to9 me we. could have a. tremendous stimulus of the economy

without getting* into a, pdsition of demand.pull inflation. A cost push
is somnething else. Xay i$now you have a psychological situation where
labor insist. on higher. wage settlements that tend to push up prices.But do you really seriously argue that there is any prospect that ifwe took such action as, for example,.stepping up the tax reductions of

MP.
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1972 and 1973, pulling them into this year, or had any kind of a pub--
lie works program. Incidentally, I tend to agree with you on the ef-
fects of the public works program. Say we went ahead with them.
Would you seriously argue that this could put us into a demand pull
inflation situation?

Mr. MCCRACKEN. If we moved in that direction there are two or
:three adverse consequences, that is if we were to move substantially
more rapidly. Incidentally, concerning the 75-percent figure-I think
"we need to bear in mind that in terms of the overall operating rate

-of the economy it is probably not 25 percent below par. In other words,
if we try to increase sharply the output by a third in order to get from
75 to 100, long before that, we would have all kinds of pressures in the
economy.

Chairman PROXMiRE. Well, that may well be, but we're still far
below that, so we should get to a level of 85 percent. But you still have
such a long, long way to go. Such a tremendous improvement we need
in demand to put people to work and to use our great resources that
it would seem to me that to have the spector of demand pull inflation
as something inhibiting economic policy makes no sense at all.

Mr. MCCRACKEN. The gap in the economy is probably in the neigh-
borhood of 5 to 6 percent in terms of the short fall of output rela-
tive to reasonably full employment. But, that is not the only 'reason.
The degree of pressure that you put on the economy, in other words,
the rapidity with which you try to regain reasonably full.employment
is itself a factor in increasing the possibility of demand pull. And fin-
ally, we have to recognize there is an enormous sensitivity or sensiti-
zation of the economy to concern about inflation. If we started to go
all out through fiscal and monetary actions to regain full employ-
ment as quickly as we could, we would certainly court the risk of
triggering inflation rather promptly, and we would probably make it
almost impossible to effect a reentry into full employment without
having a recurrence of the same thing as occurred in 1965.

Chairman PROXMTRE. Well, I suppose it would be easy- to, design
a program that would insure inflation, that would insure demand pull
inflation within a year and a half or two. But that would be so enor-
mous and so unrealistic. The kind of recommendations we have had
from competent economists who 'have appeared before us is that we
step up the income tax reductions we are going to get in 1972 and
1973, we provide for more ambitious public service employment pro-
grams instead of 160,000 jobs, perhaps twice that many.

This kind of an approach which is rather moderate, it seems to me,
and certainly doesn't fall into an all or out category, or a category
that could conceivably stimulate demand pull inflation.

Let me get into something else, because the hour is late and I did
say at the end of my last line of questioning I wanted to come to
this incomes policy. Senator Javits discussed it with you, and that
was useful, but I'd like to go a little further. What you seem to be say-
ing is that workers are motivated solely by desires to maximize their
gain in the short run. And I think that is an extreme view of eco-
nomic man, one that I just don't think is true on the basis of our
experience.

People are responsive to the needs of society if these are honestly
and vigorously presented by the President. I think the best evidence
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of that is the one experience this country had had only less than 10
years ago with wage-price guidelines.

Now, there's one study I know of by John Sheehan of Brookings..
It's probably the most definitive study made, of this Nation's experi-
ence with incomes policy. John Sheehan does not conclude this is the
answer to all of our problems by any means. As you well know. But he
does make the conclusion. That policy gave us the following anti-
inflation advantage. For wholesale industrial prices the change that
would be expected on the basis of prior behavior appears to have been
about eight-tenths percentage points better per year on the lowest
basis of estimation, and 1.6 percentage points on the highest, from the
period of 1961 to 1965.

He also pointed out it had a cumulative effect and there isn't any
question that during that period when we had it, our wage costs were
stable. They weren't increasing. So, if studies are the answer to
whether or not we ought to try the prescription that some of the econ-
omists have urged on the committee, and the Chairman of the Federal
Reserve Board said we ought to try, what study do you have that is
more acceptable or comprehensive than Sheehan's study?

Mr. MCCRACKEN. The basic point that I can make in my statement
can be expressed something like this.

Here's the kind of problem that we have that is not singular to the
United States. It characterizes the entire industrial world. We see it
in Europe. We see it in almost all industrial countries. All right. And
it is a very vexatious problem. Looking at what might be appropriate
in the United States, it is crucially important that we examine care-
fully the experience of these nations that have the sanie kind of prob-
lem we do to see whatlesson We can learn.:

And, as I examine experience, and there has been an enormous
amount of this experience, it is very difficult to see where the successes
are. There are temporary successes, as I say, which

Chairman PRoxMuiE. We certainly would welcome a temporary
success here.

Mr. MCCRACKEN. Not necessarily.
Chairman PROXM1Pn. We don't have any success at all so far. We

have both serious inflation and very serious unemployment.
Mr.- MCCRACKEN. Not necessarily. Because if-this temporary success

is followed by a wage-price explosion, then it is not good. It is not
good to do that at all. And it's not automatic that you arie better off.
You are worse off. And I think if you look at this experience it is fair
to say, as I indicated, that in some cases it just seems to have no effect
at all.

Chairman PizoxmiRE. But Mr. McCracken, I didn't talk about a
study of what went on in Luxenboug or what went on in Japan, or
what went on in Thailand. I talked about a study of what went on in
the United States of America from 1962 to 1966 when we had a wage-
price guidepost policy. And I agree that it wasn't everything that we
hoped it would be, and it didn't succeed as much as we hoped. But the
most comprehensive study I've been able to get my hands on said it
did help hold down the cost of living by a substantial amount.

Mr. MCCRALCKEN. All right. Let's comment on the U.S. experience.
There is an enormous amount of econometric analysis. Various studies
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have tried to measure the extent-td which these guidepostpolicis may
have had a displacement effect. I thirtk the. gmost s'tightforward
statement that one can, make) is that the 'evidence 'is extremely incon-
clusive, as to whether there was any 'real effect. Thete are studies
which seem to suggest that for a period it may have had some effect.
There are other studies equally technically 'credible, including, imici-
d'entally, the Gordon study which you alluded to, which come to the'
conclusion that they find. no visible effects.

I don't think one can point' to one study. There are a variety of
studies, and I think the most you ban say is 'that verdict is still out.
And if the evidence is that inconclusive, it is a fairly slender reed to
lean on.

In any case, the guidelines went by the board. When we had the
airline mechanics strike in 1966
'IChairman PROXMIRE. They did, indeed.
Mr. MCCRACKEN. In other words, when we begin to move into this

basic problem it didn't hold.
Chairman PRQXMIRE. Well, we didn't tty to hold them. President

Johnson, I thought in error, maybe he was right in doing so, but I
thought, in error, failed to recommend after the airline strike he
failed to recommend a guideline for us.

Mr. MCCRACKEEN. But recognizing internati6nal experience he may
simply have been recognizing reality because several countries have
tried the guideline approach and it simply has had no visible effect.

Chairman PROXMIIRE. Well, as I said, the Chairman of the Federal
Reserve, Board has pioposed this, and I think for a very significant
reason. As you know, he's a competent economist. He's a conservative
man. He has great sympathy for the administration. He simply doesn't
want to cause any embarrassment.

But he is in the position you alluded to in your statement. and I
think the full consequences have been-haven't quite been spelled
out. You said a very sharp increase in' the money supply, yowi said had
increased at the rate of 7 percent in the last year and 10 percent in the
first part of this year.

Now. what does that mean? On the basis of everything you've told
this coommittee, it would seem to me, then. in the latter half of this
year he is going to reduce the rate of increase in the money supply.
If he does that, say you come out to a 6- or 7-percent average for the
year. it would seem to me that would mean several things.

One it would mean high interest rates.
Two. it would mean less stimulus for the economy.
Three. it would probably mean that this element, at least, in the

economic picture is going to be restraining rather than expanding.
What is vour reaction to that?
Mr. MCCRACKEN. Well, my reaction to that, in relationship to the

proposal for an incomes. policy, is really what I have' said already.
Exnerience with incomes policy has been one of almost unrelieved
failure.

So the nuestion about an incomes policy is not one you need theorize
about. It is one that wve've.had a lot of experience with. And it is very
diffliclt to point to the conziderable body of experience that we've had
and-find a-nything that is a success.
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Chairman PRoxMipx. Well, there's a lot of indications in this coun.-
try with inflation and unemployment. You mean, when we write an
income policy that it won't work, the next step that we have to take, if
we don't accept that and are determined to do what we can to reduce
unemployment, might well be price controls and wage controls.

At what point do you feel that we could seriously consider taking
that big step -

Mr. MOCRACKEN. I wouldn't want to speculate as to when or the
circumstances that might promote that.

Chairman PRoxNiRnE. You reject the wage-price controls. You reject
a wage-price guideline policy. Now, would you comment, and I didn't
mean to move around too fast for you, but would you comment on the
implications of this monetary situation where we've had the sharp in-
crease in money supply in the first 6 months of the year and the likeli-
hood that the Federal Reserve, if it follows the policies that it assured
this committee, that it would try to have a 6 percent annual growth in
the money supply, that it would probably have, to reduce the rate in
the rest of the year.

What does that mean for the economy?
Mr. MCCRACKEN. Well, just translating the pattern for monetary

expansion thus far into what it subsequently would mean to the econ-
omy, it of course ought to mean that some acceleration in the rate of
the expansion of the economy in the second half of the year.

Chairman PROXMMIE. Acceleration? If the rate of increase in the
money supply declines?

Mr. MCCRACKEN. No; the expansion of the economy.
Chairman PROXMIRE. Because of the lag?
Mr. MCCRACKEN. Because of the lag.
Chairman PROxMIRE. Well, I can understand this effect on industry

*and so forth as far as that is concerned. But isn't it likely on the basis
of all of our past experience that-if the Board does slow down the
increases in the supply of money which is-logical to expect, that it
would have a prompt effect on interest rates and a rather prompt effece
,on the one clear stimulus our economy enjoys from housing.

Mr. MCCRACKEN. Yes. I think so. As a matter of fact, we may be
seeing this now. And our housing starts, of course, have remained high.
Apartments are very strong. I think that housing is going to continue
to be very strong this year as well as next year. But this is something
that is going to have to be watched carefully.

Chairman PROXMtIRE. I know the depressing element in the situa-
-tion is the policy to be followed with respect to social security taxes.
As you know, those were deferred. We didn't increase our social se-
*curity tax at the beginning of this year. We postponed that until the
beginning of January 1972. As I understand it, it would be Lhe-biggest
.single increase in social security tax this country has ever had.

Does this come at a propitious time? We have a rising interest rate,
slowdown in housing, and a sharp increase in social security taxes.
Aren't those elements that could be depressing in our economy?

Mr. MCCRACKEN. It might be. Of course, there are several things.
Anything that improves the basic position of the budget and forces
the Treasury to borrow less will have a therapeutic effect. The thera-
peutic effect that you have in mind. Incidentally, the impact of fiscal
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changes on the economy through the impact on the capital market is
one aspect of economic analysis which economists tend to neglect.

Chairman Piox-miRE. But the major effect certainly is that it would
be rstraining rather than expansionary in a tax increase.

Mr. MCCRACKEN. That probably is true.
Chairman PROXMIRE. Well, the big element that's disturbed us very

much, I'd like to have your reaction to it. You don't discuss it in your
statement, but I think it is right over the horizon, is the steel situation.

Now, we have been praying all of us next month that we won't
have a steel. strike. If we have a steel strike this will have an adverse
effect on the economy. If we don't have a steel strike, as I understand
it, there has been a tremendous amount of stockpiling of steel so that
in anv event there will be a sharp slowdown in the production of steel
as that particular inventory is worked off.

What effect is that likely to have on the economy? Is that likely
to be negative too?

Mr. MCCRACKEN. As such, of course, that has a negative effect, but
we do have to remember that the steel industry, as important as it is,
does not determine the pace of the entire economy. It counts for some-
where around 1 to 1.5 percent of the gross national product. And one
has to evaluate that in the context of the inventory situation,
generally.

As I read the inventory situation for the whole economy, actually
inventories are fairly thin and it is n6t at all inconceivable that what
we could see, outside of the steel inventory situation, developments
that would tend to balance it.

Chairman PRO'xMiE. Well, I notice that you place quite a bit of
reliance on inventories, and that's a helpful point, but the actual dif-
ference is only about $1.5 billion, I understand, in inventories, and
we have about a $15 billion shortfall in GNP, so this would be a very
modest overall element; would it not?

Mr. MCCRACKEN. Fairly modest, but the changes, the differences,
are nonetheless rather important. In the first quarter of 1971, inven-
tories were rising at the rate of $1.4 billion. I would think on a normal,
ongoing basis with the size of the economy, inventory accumulation
would be close to $8 billion, and might even be $10 billion. This is a
big economy. So this rate of inventory accumulation together with the
fact that inventories are already low does suggest that as the basic
demand continues to rise and sales hold up pretty well, production
schedules are going to have to step up.

Chairman PROXMIRE. Let me ask you what alternatives are open for
the President in the event the steel settlement exceeds the reasonable
limits he's hoping. Can he do anything in that area such as he did
in construction? After all, we have some-we have some kind of power
with respect to (a) Government purchasing, (b) importation of for-
eign steel. We've had Presidents enter into the steel situation in the
past with some success. Will this President go farther than he has gone?

He's called a general meeting. He hasn't suggested any wage or price
guidelines. Perhaps that's the policy he should follow at the beginning
of this situation. But what should he do now?

Mr. MCCRACKEN. There are several things. In principle there is the
question of imports of steel. I think we have to recognize, though, that
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he has a very difficult problem with an industry which is itself not any
longer a strong industry. The profitability position is very low, rela-
tive to other industries. Generally its basic costs are high. I think the
costs of incremental investment pertaining to steel-producing capacity
here are probably close to four times what they would be in Japan,
for example.

On the other hand, it isn't just a simple matter, either, of shielding
the domestic market for steel and allocating it for domestic producers.

Chairman PROXMImE. Did you say four times what it would be in
Japan?

Mr. MCCRACKEN. Three or four times.
Chairman PROXMIRE. Is that correct? Four times. You're talking not

only about wage costs but other costs?
Mr. MCCRACKEN. No; I'm talking about the investment required per

ton of steel-making capacity, but of course, wage factors are important
here because of construction costs.

Chairman PROXMmE. Why is there the sharp difference in invest-
ment per ton of steel-making capacity?

Mr. MCCRACKEN. I think directly and indirectly it is the wage
differential as much as anything.

Chairman PROXMIRE. There's not that much difference in wages now,
is there?

Mr. MCCRACKEN. I would think so. I don't have the figures at hand,
but construction activity has a substantial labor content.

Chairman PROXMIRE. You make the case that this is an industry
which isn't as healthy as it has been in the past but it is still our belle
weather. It's enormously important in setting prices. What other
courses are open to the President?

Mr. MCCRACKEN. I wouldn't want to speculate on what he has done
now.

Chairman PRoxMinu. Well, I'm not asking what he has done, I'm
asking what his alternatives are, what he can do.

Mr. MCCRACKEN. Well, obviously he could initiate a series of actions
that might influence the market. The factors associated with imports,
or other kinds of action which might help to improve productivity.
This is obviously one factor.

Or it might be done more directly in the area of labor costs and
other costs.

Chairman PROXMIRE. Mr. McCracken, I want to thank you very
much. You are highly competent and you've done a fine job today. I do
hope you will provide the committee with your studies that you said
that you had made of incomes policy, and in your prepared statement
I think you referred to a study and I hope you would give that to the
committee. We would like very much to have it.'

The committee will stand in recess until Tuesday, July 20, when we
hear from John Kenneth Galbraith, Homer Jones, and Franco
Modigliani.

(Whereupon, at 4:22 p.m., the committee was recessed, to reconvene
at 10 a.m., Tuesday, July 20,1971.)

l The study referred to, by Lloyd Ulman and Robert J. Flanagan entitled "Wage Re-
straint: A Study of Incomes Policies in western Europe," was subsequently provided by
the Council of Economic Advisers and is available in the committee files.
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CONGRESS OF THE UNITED STATES,
JOIN-T ECONOMIC COMMIrrEE,

Wa8hi npton, D.C.
The committee met, .pursuant to recess, at 10:10 a.m., in room S_407, the Capitol, Hon. William Proxmire (chairman of the commit-

te presiding.
Present: Senators Proxmire and Javits; and Representative

Blackburn.
Also presefit: John. R. Stark, executive director; Loughlin F. MNc-

Hugh, senior' economist; John R. Karlik, Richard F. Kailfman, andCourtney M. Slater, economists; Lucy A. Falcone and Jerrv J. Jatsi-
nowski, research economists; George D. Krumbhaar, Jr., minority
counsel; and Walter B. Laessig and Leslie J. Bander, economists for
the minority.

OPENING STATEMENT OF CHAIRMAN PROXMIRE

Chairman PROXMI=E. The committee will- comiie to order.
Today Wve resume hearings on the present state of tlie economy anid

the prospects for the months ahead~. Earjier th~i$ onthi.we lhear fr6Rm
the iajority.leader of the.Senide,'Sen~ator Mik6e Mans6Id, and from
Mr. Paul McCracken,-Chairman of thiincij of Economic Advisers.

We have been attempting to arrange'; a heaiing with Secret rv of
the Treasury Connally who was recently designated as chiie ecojomiq
spokesman of the administration, but'as yet'he has not agreed to a-
pear before this committee-evien though we have given himh carte
blanche, any day, week day, Saiurday,;'•unday, daytime, highttime.

. Today and for the next 2 days we shall be hearing from private ex-
perts, and on Friday we shall have the benefit of testimony by Mr.
Arthur Burns, Chairman of the Board of Governors of the Federal
Reserve System.

There is continuing need to stress the gravity of our present economic
plight. For the past 6 months unemployment has stayed uncomfortably
high in the-neighborho6d of 6 percent. Inflationary price increases
persist' despite a "game plan" which involved a created recession to
get prices under control. And now the chief economic spokesman comes
forward with a program which at best promises more of the same.
He points to the second quarter production results, describing the in-
crease as broad in sweep and deep in the track. Yet the increase was
yesterday described by Mr. Houthakker, just resigned as a member
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of the Council of Economic Advisers, as inadequate to reduce un-
employment. And this morning's paper reported that the British
Government is adopting a vigorous effort to stimulate their economy,
which suffers from the same kind of difficulties ours does, by both a
reduction in taxes and an effort to limit price increases which seemed
to have at least~an-initial success. -. '

Our witnesses today are three most distinguished economists;
John Kenneth Galbraith, Warburg-professor of economics at Harvard,
former Ambassador to India, and author of some of the most widely
read books on economics; Homer'Jones, justC retired as Vice Presi-
dent of the Federal Reserve Bank of St. Louis and a long-time student
of monetary policy; and'Franco Modigliani, professor of economics at
MIT, one of the forenmst experts in the country on business cycles.

We look forward to hearing from these gentlemen, who are not only
top economists but who have beeh 'longAime advisirs to policyinakers
at the top levels of government. ; ' .

Mr. Galbraith, are you the president of the Amerietnii fthoniic
Association.at the present time? ;

Mr. GALBRAITH. I am .president-elect, Mr. Chairman. But'I think
I should'stress that I'am .speaking here as an individual. The associa-
tion does not have any'official spokesman, no doubt fortuhately.

Chairman PnoxMI E> That sounds like'the' Dem cratic Party.' G
right ahead.' ' ' ' . ' ' ' .

STATEMENT OF JOHN KENNETH GALBRAITH, PAUL M.' WARBURG
PROFESSOR.,OF ECONOMICS, HARVARD.UNIVERSITY

Mr. GALBRAITH. I shall. not detain the committee with a detailed
review of the economic situation as' now reve7aled by the figures--for-
the first half of the year. No aspectof this situation kives satisfaction.
Uhemployment continues high and very high for blacks, women, and
the young. There is no good evidence that inflation has abated. If out.-
put expands satisfactorily in the months ahead, inflation will increase.
The well publicized production goals established earlier in the -year
have now been formally abandoned. Mr. McCracken has, indeed, called
their continued pursuit irresponsible. The payments balance is still
lodging a troublesome excess of dollars in Europe.

We have now fallen behind West Germany as an exporter of indus-
trial products. The policies pursued by the administration to contain
inflation, high interest rates, and tight money in particular, vuntil. their
easing a few months ago, operated with particular effect' on farmers
and other small borrowers. As ever, the large corporations with in-
ternal sources, of funds and favored access to the banks wereimuch less
affected.. On few matters is economics so misguided aird sb cruel as in
the supposition that an' active rmonetary policy is neut'ral as between
big business and small.

It is important, nevertheless, to keep perspective. This is poor per-
formance; it is not a disaster. Some of the unemployment, and much
of the new affluent unemployment, is to be attributed to the effective
efforts of the administration to lessen military indulgence, especially
in the aerospace industries-I think something must also 'be said for
the efforts of the chairman on this point-this all must welcome and,
indeed, ask for more. But the pain here would have been eased had
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the economy been stronoer. And bnecannot be happy about the most
recent step. That, broadly speaking, has been to concede that the re-
sults of past policies have been unsatisfactory'and then strongly'to
affirm the decision not to change them. . ..

Still, in seeking to explain.why so many things have gone so w rong,
not. everything can be attributed to this particular administration. It
has brought a ceftaihniinexpected talent to'making the worst out of a
bad situation. But its major difficulties are the consequence of the cur-
rent crisis in economics and economic policy. This crisis would also
have afflicted Democratic policymakers of the traditional sort had
they been in power in these past years. Let me ask you to consider this
crisis for a few moments. It is a'development on no slight importance.

The first cause of the crisis in economic policy is an error that is
implicit in nearly all economic thought. This is to suppose that under-
lying change in economic institutions is sufficiently slow so that. for
purposes of practical action, it can be ignored. So it is assumed that
policies that have worked in the past will work in the present and fu-
ture. Nothing will have changed to render them ineffective. In fact,
institutional change is persistent and rapid. In the 19th century, in
an economy in which capital was scarce, trade unions weak, wages
flexible, and firms small, and the propensity to consume high, there
was, when recessions or depressions were experienced, great power of
recuperation in the economic system. By the 1930s, more abundant cap-
ital, more powerful corporations, greater rigidity in labor and product
markets, greater affluence, perhaps other changes had sufficiently
changed the underlying structure of the economy so that its recupera-
tive powers were lost. Economists, the establishment economists as they
were not yet called, still agreed on nonintervention as the best cure for
depression. A whole generation went down on' that ship -with- Mlr.
Hoover.

The Keynesian intervention which became policy during the thirties
was an accommodation to the new institutional setting. It held that
fiscal policv. in some combination with monetary policy. could recon-
cile reasonably full employment with tolerably stable prices. That
policy worked in its time. But in the. last 30 years, there has been
further institutional change. The market power of the great corpora-
tions has increased. There has been continuing accession of trade union
powen And whit'is clearest of all, there has been a. diminishing con-
flict between management and labor. an increasing tendency to resolve
difficulties not by the traditional conflict but, after some ceremonial
insult. for the corporation to concede the more urgent demands of the
unions and pass the cost along, in higher prices, to the public. This
the modern corporation has the market power to do. This it can do
at a level of demand that sustains effectively full employment and
one that falls considerably short of that level. The occasional strike,
conducted as it now is with considerable decorum, does not alter this
pattern of accommodation. In failing to recognize that this new insti-
tutional change has rendered them irrelevant, a new generation of
economists has been booking passage for the same journey as those
that went with Mfr. Hoover." It would be amusing were it not sad that

1 The 1971 Economic Report, pp. 61-62, describes this Institutional change in com-
mendably precise form but, alas, only as a prelude to affirming the previous faith.
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Mr. Nixon h-as proclaimed himself a Keynesian at the moment in
history when Keynes has become obsolete. -

The current crisis in economics has been disguised by the dispute
between the advocates of fiscal policy and the so-called monetarists.
This dispute is enchanting in its inconsequence although it cannot
be doubted that each side is right in its belief that the other side is
wrong. The exponents of fiscal policy are right in believing that
monetary policy involves a grave uncertainty in the linkage between
action and result. This has long been recognized. Indeed, the opera-
tions of the Federal Reserve Board itself are founded on the belief
that seven men acting in ignorance of the effect of a given easing oip
tightening of the money supply on the economy will achieve a wiser
solution than one man acting with a similar absence of knowledge.
The recession we are now experiencing reflects, in its severity, the
unforeseen result of a tight money policy. If this effect had been fore-
seen, no one can be so partisan as to suggest that the administration
and the Federal Reserve would have been so callous as deliberately to
invite it.

But those who question the efficacy of fiscal policy are equally right.
There is not the slightest reason to suppose that any combination
of tax and expenditure policy exists which, under present conditions,
would curb cost-push inflation with such effect as to reconcile reason-
ably full employment with reasonably stable prices. While the mone-
tarists and the fiscalists, so-called, have been arguing with each other,
the institutional changes that have made cost-push inflation the domi-
nant fact of our time have rendered both irrelevant.

I must, in this connection pay tribute to Arthur Burns, of whom in
the past I have occasionally been critical. He is the rare case of a
central banker who concedes and indeed urges this point. The more
common tendency of the members of his union is to exaggerate the
omnipotence as well as the mystery of the instrument, mainly, mone-
tary policy, which they command. I hope that my endorsement of
Mr. Burns will not damage his standing with the administration.

The crisis in economics has also been disguised by a series of ration-
alizations, some of them of no slight artistry in their assault on simple
truth and logic. The most prominent example is the emergency of the
permanent inertial force theory of inflation. This convenient doctrine
I believe to be original with economists in the present administration.
It holds that once inflation establishes itself in the economy, it will, by
its great inertial power, continue despite the most vigorous counter-
inflationary policies that may be brought to bear. And it may, indeed,
get worse without any blame for ineffectiveness attaching to these
policies. In accordance with this doctrine, the administration econo-
mists contend that the present inflation is to be blamed more or less
exclusively on the deficit financing of the previous administration.

This year's economic report begins with the sentence: "1970 was
the year when we paid for the excesses of 1966 1967, and 1968." And
although inflation has greatly worsened under tihe present administra-
tion, it has really gotten better because these policies have been over-
coming the inertial force which inflation had established. It follows
from this doctrine that what happens to prices in the next administra-
tion will all be decided in these years by Mr. Nixon. It is hard to know
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-what to say about such nonsense; perhaps it is sufficient to observe that
it has no sanction in any known economic model. It is, in fact, a trans-
parent device for evading responsibility for policies that do not work.
It is the wage-price spiral that primarily has defeated the admin-
'istration efforts to prevent inflation. If anything had an inertial effect
*on inflation, it was Mr. Nixon's proclamation of. a hands-off attitude
-on wages and prices when he took office in 1969, with the sanction this
gave to unions and corporations to practice jungle law in these matters.

Serving also as an excuse for not facing up to the wage-price prob-
'lem is the argument that any overt action in this area will interfere
-with the natural operation of the market-and it will invite a black
market. This argument, also, is unworthy of any reputable economist.
'The problem of cost-push inflation arises only because the unions have
-the power to bargain for, that is, set, wages that are in excess of pro-
*ductivity gains, and corporations the power to set prices that pass the
'resulting cost increase-usually with something more-on to the pub-
lic. The problem arises, in other words, because there is already private
wage and price fixing.

Let me emphasize this: We have this problem because we already
'have private wage and price fixing. The market isnt allocating re-
'sources; it is the unions and the corporations that.are doing so. Thus
the appeal to the market is a disguise for inaction. The specter of the
-black market is also a fraud.. Controls are not 'a substitute for a fiscal
and monetary policy that maintains a general -balance between aggre-
:gate demand 'and -supply; no sensible. economist. regards them as a
-substitute. They are an essential supplement to such a policy, one that
'keeps -it from being destroyed by cost-push inflation. If demand and
-supply are-in balance-if there is no excess of demand in search of
.-goods-there will'be no black.market.

Another consequence.of -the present crisis in economic policy is the
*effort 46 convert failureinto success by -resortto psychological meas-
ures-by the'use of faith, hope, prediction and.appeal for positive
-thought as instruments of policy. These devices, it may be Qbserved,
were also extensively used, in a sense pioneered, by Mr. Hoover. For
'the last 21/2 years, price stability has been persistently pictured as
was recovery 40 years ago,-as just around the next corner. For the last
year and a half, the same prospect has been held forth on employment.
Statistics that seemed to suggest progress have been brightly featured;
any retrograde tendencies. have been passed over. in dull and heavy
Silence.

One is tempted to -suppose that .part of this policy derives from the
President's unquestionably 'very wholesome interest in spectator sports.
The football fan has always attached a somewhat exaggerated im-
portance to the impact of the cheering section on the outcome of the
game. In any case, we are by way of learning once more that psycho-
logical factors are not very important in business behavior. It is firm
-orders derived from effective demand that count. Even so drastic a step
as the recent changing of cheerleaders-of pulling Mr. 'McCracken out
-of the game plan and sending John Connally in-will not, one may
safely predict, make much difference.

If I might be allowed one mildly partisan comment, I do not think
-it is even sound politics. One can understand why, given the present
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state of the economy, and. with an election in prospect, the Piesident
would.wish to-have it identified inuall public utterances-withk Demo-
crat. But I.would r'einind the President.and my Republican friends
tliat' the 'Secretary's credentials as a member of our party cannot be
considered all that-permanent.' . m: v, . '.

Let me now turn t6 what is required.' : . .
'The'e is only one way to have an effective economic policy. That

-is to. leave the monetarists and fiscalists to continue their, academic
-quarrel-'and recognizance that, adequate employment and reasonably
stable prices can only be reconciled by coming to grips with the. wage-
price spiral. That requires controls. Perhaps I will be thought inthis

statement to have been aoit hard on my friends who serve a Republi-
;can administration. '*

*'t L me assure themithat I have' even less to say for those who, in
association !with' Democrats, agree that cost-push inflationl is the:cause
*of(our'difficulties4-that the wage-price.§piral must be*brought under
control rand wh6, having 'willed these ends, -then; resolutely refuse to
will the means. The economist or statesman who identifies the nature
of the wage- rice problem arid.then takes'comfort in the belief that

-mandatory controls can be avoided that the problem will yield to in-
cantation, rhetoric or a uniquely virtuous personality, should be re-
garded only with amusement.

The first step iii getting an effective economic policy must be a gen-
eral freeze. This is: necessary to break the structure of inflationary
expectations on which all collective bargaining now proceeds. But it is
not necessary in the longer run to control all wages and prices; the
main; burden of that task, as I have'said, still rests with the control
of aggregate demand. It is only necessary to control where wages act
on the prices of firms that have power in their markets and prices act
on the bargaining of unions. The permanent control, which should be
worked out in the wake of the temporary freeze, 'need only extend to a
few thousand corporations and a. few hundred collective-bargaining
contracts. - -

O'nce the wage-price spiral is tied down, the next'step is to expand
employment. This should be done by measures that involve the short-
est possible linkage as between governmental expenditures and jobs.
The first claim should be funds for.pressing urban and welfare re-
quiie of all kinds. And I would place special stress on public service
employment-on providing funds well beyond the recent step to en-
able the cities which are in urgent need of manpower to be employers
of last resort. Particular attention must. also be accorded to the new
problem of the affluent unemployed. Here the emphasis should be on
direct employment in education, urban rehabilitation and other ci-
vilian functions. I would' hope that the Congress would be very resist-
ant to trickling down expenditures and socialism for the rich, such as
:that manifested in the loan guarantee to Lockheed. Interest rates,
since they no longer anticipate inflation, would be greatly reduced.
This does not mean, let me repeat, that aggregate demand may be
allowed to outrun supply.

Given the pressure of social need, there should be no talk of any kind
of tax reduction. This, like loans to indigent corporations and acceler-
ated depreciation allowances, is also social action for the rich. It is
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a verv inefficient way of expanding the economy. I would also be
strongly opposed to any revival of the investment credit. This is a poor
economllic device which works best when investment is strong and it
isn't needed and.'works worst when investment is, depressed and it is
needed 1 I

The hard decision, needless to say, is that involving controls. Here is
a p6int that I would like to emphasize. It is a lot less hard in the United
States than, for example, Britain, for we have a practical-minded labor
movement Which,, given equitable application of the controls, accepts
the need. No British, and very few continental, trade union leaders are
as sensible on this matter as George Meany. The barrier is not the
unions or businessmen, but the intellectual vested interest-the terrible
wrench this action involves for those whose mental capital is tied up
in the belief that fiscal and monetary policy are sufficient, that the
market is still virginal, and that the real debate is between the effect
of money supply and the budget. We must all have sympathy for men
whose ideas are being so intransigently discarded by history. But we
do not minimize their suffering by prolonging the agony. And we
must consider the cost to the country tas -well.

Thank you very much, Mr. Chairman.
Chairman PROXMIRE. Thank you Air. Galbraith, for another most

interesting and highly competent statement.
In your statement you concludegthat the first step has to be getting

the inflation under control and you contend this does not mean a com-
prehensive set of price controls and wage controls, the kind we had in
World War II, for exaniple. You indicate that a relatively small part
of the economy would be controlled. Can you give us any idea of how
extensive this -would be and what areas of wages and prices would
have4to be brought under control?

Mr. GALI3RAITH. Well, roughly .speaking, about' 2,000 corporations
have around half of the private economy-of the non-Government
GNP. This is, roughly speaking, the area in which one would have to
function.' It is a little more difficult to estimate the number of collective-
bargaining contracts which would be involved, but it would be in the
hundreds.

The point which I 'would repeat here, Mr. Chairman, is I think not
a difficult one: one must still at full employment, have an approximate
balance between total demand and total supply. One needs to support
this with action to. suppress the wage-price spiral. This spiral does not,
for example, occur in agriculture. One does not have unions there for
better or worse. One does not have to worry about retail prices. The
individual retailer, even the larger retailer, does not have the market
powver which allows him independently. to shove up prices.

Small businesses are mostly unorganized. The aggregate of agri-
culture, service trade, retailing, and small manufacturing, comprises
about half the total economy. These total some 10 or 11 million of the
total nuinber of firms. We have very skewed distribution here. None
of those would one want to keep under control. One should not have
controls because one still depends here on the market, on demand in
that part of the economy.

One does not need to control where one does not have the wage-price
spiral. This leaves, as I say, the relatively highly organized area of

67-650-71 6
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the economy. This -makes control a manageable job, much more man-
ageable than what was attempted in the Korean war or in World
War II.

Chairman PROXMIRE. So this control would be, No. 1, confined to
the large firms and large labor unions and, No. 2, at that level of pro-
duction and distribution which is largely manufacturing. You would
not apply it, you say, to the retail areas, so that as I envision it then,
you would set up a system of wage and price controls at the manufac-
turing level covering a couple thousand firms and any other part of the
economy subject to oligopoly or monopoly to such a point where you
might have price leadership.

Mr. GALBmRAITH. One had a very good demonstration of this in recent
years in the area of agriculture. Agriculture prices have not been lead-
ing. Agriculture prices have been following. And the tight money and
tight budget policy has been effective in that industry as any farmer
will tell you.

Chairman PROXM1RE. Perh1aps I have not followed this a$ closely as
I should. This is the first time I have heard this kind of limited pro-
posal, although I have heard the proposals of Robert Roosa and
Congressman Henry Reuss, who reflected a similar view. They pro-
posed that there be a freeze without controls, just an appeal by the
President but for a very short period of a few months there be a freeze,
while some kind of a system be set up.

Would you feel that kind of appeal would be necessary first?
Mr. GALBRAITH. Oh, yes, I would agree. I have talked to Congress-

man Reuss and to the House Banking and Currency Committee at some
length about this. If I may say so, I think there has been some general
understanding on this strategy. One has to have the freeze at the start
to break the cycle of inflationary expectations. Every trade union
contract is now being negotiated on the expectations of $-increases in
price, plus productivity gains, plus what some competitive union may
be getting. This situation can be only remedied by saying no more
price increases, no more wage increases, that bargaining will hence-
forth be on productivity gains, plus equalization factors.

Chairman PROXMIRE. How do you make that effective?
Mr. GALBRAITH. I would, as in the legislation which the Congress

has passed, make this subject to penalties, both on manufacturers, on
sellers, and on the unions.

CChairman PROXMIRE. You would say as of a certain date, if the
President makes a statement as of a certain date, no increase would
be legal in prices or wages above a certain level?

Mr. GALBRArTH. This is a ceiling for 6 months. I do not think one
can hold this for more than 6 months. It is a very short-run measure,
but it then breaks the cycle of expectations. I am following Robert
Roosa's suggestion on this.

During that 6 months one would have to do one other thing. One
would have to give increases to those unions which are caught at a
stage in the bargaining process, different from some union which
has just completed its bargaining. One would make all of those adjust-
ments by allowing increases so that you do not have completely level
prices under this process. You have to be sensible about it. You have
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to allow unions that were about to complete their contract comparable
with, for example, what the UAW completed last year, to have a
comparable increase.

Then I would move during the 6 months to exclude retail prices,
agricultural prices, all prices of service enterprises, perhaps all prices
of corporations employing fewer than 3,000 to 5,000 people from the
freeze.

Chairman PioxmIRE. Did you say 20,000?
Mr. GALBRAITH. 3,000 to 5,000. That, roughly speaking, limits you to

about the thousand largest corporations. And then for the rest-and
here I depart from the House-Senate bill-I see no practical alterna-
tive, Mr. Chairman, to this being permanent. We have strong unions
and strong corporations and we are going to have to live with them
forever and we should face the fact.

Chairman PROXMIRE. It would be confined to a thousand corpora-
tions or so, and the labor unions?

Mr. GALBRA1TH. Given the kind of institution change we have, I see
no possibility of our ever getting away from it.

Chairman PROXMIRE. How large a bureaucracy would you expect to
require?

Mr. GALBRAITH. I think it would be done with a few hundred people.
Chairman PROXMIRE. A few hundred people?
Mr. GALBRAITH. Yes. And I do not think you would need regional

offices. I think it could be all done with a relatively small staff here in
Washington. It is very important not to think of this in terms of the
vast bureaucracies which were set up in World War II and the Korean
war.

Chairman PROXMIRE. Has there been any precedent, any experience
in any other country?

Mr. GALBRAITH. Yes. The British tried it, not with a great success,
until a couple of' years ago, with a relatively small staff. The Scandi-
navian countries are doing it now, Finland is doing it now-

Chairman PROXMIRE. The Scandinavian countries are so much
smaller, more uniform.

Mr. GALBRAITH. In some ways this is a policy which, in the non-
Communist world, will work only when the United States does it.
Because as long as our prices are going up, and as long as other coun-
tries are as dependent as they are on our imports, it is very difficult
for them to maintain price stability in face of continuing inflation
here. The classic case is, of course, Canada, which has experimented
with this in the past year or two but has found so many of its prices are
made in the United States, that it has no possibility really of main-
taining price stability on its own.

Chairman PROXMIRE. Is one of the reasons why you argue that this
would involve such a relatively small group of enforcement officials
compared with our previous experience, that we are in a position where
supply is ample and you would not have shortages?

Mr. GALBRAITH. This is an extremely important point and some-
what a technical one. In World War II we ran the economy with a
deliberate excess of demand. One of the great mobilization devices of
World War II was to fix all prices and then have substantial excessive
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demand, 20 or 30 percent in excess of supply, which meant that people~
were in iffect working for'savings,'working for future goods:.We.used
the excess of demand as an incentive against. future production.
And indeed one of the reasons we had a relatively easy transformation
from World War II to the post war period was the very large volume
of savings people had to spend. We ran what amounted to a disequi-
librium system. One had to tie down every price because we had excess
demand searching for every single article, every single service, or-
every single'good that was available.'
'This is something we are not talking about now. We are talking

about price and wage control in the much simpler context as a sup-
plement to an equilibrium policy-a policy which keeps demand' and
supply, broadly speaking, equal, and where one is seeking only to sup-
press the destructive influences of the wage-price spiral.
- Chairman PROXMIIRE. MAy time is just about up. Let me' ask one-other
question. A very large proportion of the economists-I do not know
if it is a majority, I suspect it may very well be, and very many
others-have argued that the wage4price policy does' not have to be-
mandatory, you' do not have to have the kind of legal requirements that
you suggest. They point to the period in the early sixties and sav with
all of its-shortcomings, with all of its weaknesses, it did accomplish a
great deal. And they argue that we 'would follow that kind of policy
at the present time with some success. What is your answer to that?

Mr.; GALBRXITH. Well, I would point out that in a way the policy in
the early sixties had mandatory aspects. When the steel corporation got
out of line, President Kennedy penalized them by some very extremely
vigorous language. This carried its own penalty in public opinion.
There were also threats of anti-trust action. I think this is wholly
unfortunate; the anti-trust laws were not meant for this purpose. The
FBI was invited to have a, look to see if there were any violation-of
the anti-trust laws. Now this was action invloving informal and' in-
deed possibly extra-legal penalties. I think it is much'more straight
forward-is better government-to legislate the penalties...The Con-
gress should specify the punishment appropriate to the particular
misbehavior.

'I dislike to attrilbute motives to my fellow economists, but I am will-
ing to do so if I am forced. I think that some who urge voluntary
steps are simply trying to evade the hard question. They want to iden-
tify the problem but then when it comes to saying what you do about
it, they say well, of course; I would not like to be involved in anything
that'suggests controls. They back away from the hard part of the
answer. I frankly think if we are going to do this, 'we had better do
it right.

Chairman PROxMIRE. Congressman Blackburn.
Representative BLACKBURN. Thank you, Mr. Chairman.
Of course, I always enjoy having Professor Galbraith before us. HIe

is quite famous for his wit, if not for his logic on occasions.
Mr. GALBRAITH. I congratulate the Congressman on being an apt

student on this matter.
Representative BLACKBURN. I notice with some interest in your

statement you refer to the Democrats as "our party." Are you allow-
ing the Democrats to return to John Kenneth Galbraith, after you
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Tenounced them-some time ago, or are you allowing them back in your
fold as long as they purge John Connally? Is that one of the condi-
;tions of your rejoining them?

Mr. GALBRAITH. No; I was not aware that I had departed, Congress-
man. I am aware s6me of the southern wing of the party have had
some problems in the past; but we who are in the mainstream of the
party, Congressman, have never been troubled by this problem of
,conscience. .

Representative BLACKBURN. I suspect that is true.
Mr. Galbraith, I have noticed for some years you. are famous for

your predictions and prognostications. I recall about 3 years ago you
announced the collapse of the Saigon government in 2 weeks. Has the
'2 weeks extended or are you still waiting for this to come about?

Mr. GALBRAITH. I have accumulated a reasonable list of erroneous
predictions, of which that was certainly one. 'I did not estimate the
extent of 'the expenditure that we were willing to make buttressing up
that gerry-built organization in'Saigon. ..

Representative BLACKBURN. You'are saying Yankee-built?
Mr. GALBRAITH. What other areas of prediction do you have in

mind?
Representative BLACKBURN. I am. afraid we have to go into, other

areas at this point. I notice in some'instances we just cuss 'out big
business and labor leaders whenever prices go up. I do not think it is
going to'wvork as a permanent method.-

I find myself wondering how you are going to impose partial wage
-and price controls and you have completely ignored the public sector
and how we are going to control tax increases or control Govern-
ment expenditures. Now, don't you think if we are going to curtail
'business and labor, they have got'to live within their means, and we
are going to. fix the prices at which they can sell their goods and serv-
ices, that we should also impose a tax freeze on Government?

This.is one of the: big items that contributes to increase in cost of
living. Real estate taxes are going up around the country, as our local
governments try to cope with the demands on' their treasuries. Of
*course, the Federal deficits :are becoming more famous or infamous
every year. Ybu have spoken out many times in the past that we are
living in a society controlled by big business, big Government, and big
'labor. How do you propose thatiwe control Government?

Mr. GALBRAITH. I would want completely, to disagree with the Con-
gressman on this point. There is a problem implicit in all economics of
fiscal discipline. As one comes close to full employment, one must have
this discipline in the budget which keeps the budget from adding to
demand at that level. I do not find myself too critical of the administra-
tion here; my impression is they have not allowed the budget to get
-in excess of the amount that would be roughly right if we had full
employment as distinct from the volume of unemployment we now
have.

I also point out that part of the pressure on States and localities
is the result of the inflation from which we are so persistently suffer-
ing. As the Congressman is aware, active and 'aggressive trade union
'development in the last 3 or 4 years, has been in the public services.
'This is not because unions here have suddenly become militant or
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aware of their rights. It is because the persistent inflation in-the pri-
vate sector of the economy, including the persistent wage-price infla-
tion has forced the public services and public services employees to
organize in their own behalf. They, in turn, have gone for larger
increases. Pittsburgh municipal workers fall behind the steelworkers.
Having then caught up,'this imposes further increases in the property
taxes. This has been one of the great misfortunes of the period and it is
one of the reasons why I would welcome the Congressman as a strong
supporter of wage-price control.

Representative BLACKBURN. Well, the thing that bothers me about
any wage or price control movement is it would become permanent,
as you yourself have said, that there are certain sectors in which it
would become permanent. And when I look at the performance in those
nations which have a controlled economy, even though we have some
turbulent days in our economy and we have had some in the past,
and I suspect we will have some in the future, still overall the growth
in our economy, the increase in the affluence the average citizen enjoys,
is such a remarkable and refreshingly greater improvement than in
controlled economies,'that I find myself more willing to accept the
occasional lumps and headaches with a free-market economy than I
would with a controlled economy.

Mr. GALBRArrH. I would point out to the Congressman, if I might
interrupt, nothing is mare deeply in the American tradition than a
practical and pragmatic accommodation to circumstances. This is what
I am urging.

Representative BLACKBtRN. Well, I question' your statement that
our labor leaders would be so completely happy 'about wage and pricr
control.

'Mr. GTALBRAITII. I am not suggesting that, but I am suggesting the,
are much m ore sensible than trade uinion leaders abroad.

Representative BLACKBURN. I suspect they 'have been a lot more rea
-sonable than some others could'h'ave been. But yet I recall Mr. Wood
cock appeared before our Banking Committee, before his own unior
started their negotiations, in vigorous opposition to wage and price
controls. So it seems everybodv is in favor of control of the other
fellow's wages and prices but not their own. I do not think you could
change this very human tendency, by.-any form of controls that you
would impose on the larger corporations or the smaller;

Let me ask you this: Have you ever considered the possibility of
something akin to 'the antitrust laws for labor unions as a possible
means of avoiding this cost-push, which I frankly agree with you,
I think that that is one of the big problems we are facing. I think that
is one of the things that has-priced us out of the international markets.
I know you disdain the market as a factor but in a very real sense
the market is a factor, because our-merchants, our producers, are
competing not with other American producers in many instances, but
they are competing with Japanese producers and German producers
and Italian producers. And our laborer in a like manner is competing
with the Japanese. The textile industry is competing with Hong Kong
and Taiwan and other places in the Far East. The market is determin-
ing whose goods are being bought.

'Mr. GALBRAITH. I must say, Congressman, that I would dissent com-
pletely and I would do it as a practical man and obviously one who is
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decidedly more conservative on this issue than you are. Nothing is so
intrinsically a part of the American life and American economy as
trade union organizations. Nothing, incidentally, is more intrinsically
a part of our economy than the large corporations. I do not believe
that any congress, any parliament, proceeds to pass legislation that
makes its basic institutions as illegal.

I do not believe, therefore. there is any chance of our passing legis-
lation which outlaws the present structure of trade unions as illegal,
nor do I think there is any chance of our ever enforcing the antitrust
laws in such fashion as to disintegrate the large corporations. Being
practical in such matters. I then look for other solutions.

Representative BLACKBURN. What you address yourself to is the
political realities and not the possible desirability from a theoretical
economic standpoint?

Mr. GALBRAIT-i. That is right. I would dislike, as a professor, to
come before the Congress to lecture a Congressman on practical pol-
itics, but again if I am compelled to do it, 1 will.

Representative BLACKBURN. I get them quite frequently from others
who have been elected to office, Mr. Galbraith.

Ii have no further questions. I 'always enjoy having you with us.
Chairman PROXMIRE Senator Javits.
Senator JAVITS. Professor Gaibraith, welcome to the committee. I

have gone through your statement and I think I get the general thrust
of it. I agree with the general thrust of it.

I would like to expand a bit on your views and ask you about two
critical points.

One, you say that controls are sn essential supplement to fiscal and
monetary policy, and an instrument that could keep the economy from
being destroyed by cost-push inflation. I fully agree. Under those
circumstances, would you give the President authority to turn on or
off the controls as the fiscal and monetary situation may dictate?

Mr. GALBRAITH. Well, as a. practical matter, I would act as -the -Con-
gress has acted in the past. I would give authority rather than compel
the Executive to act.

Action should only be undertaken by the Executive that really wants
to do it 'and be] ieves in it.

Senator JAVITS. Under those circumstances
Mr. GALBRAITH. But I do not think, Senator Javits, that this is an

on-and-off action. I think we are going to continue to have strong
unions, continue to have strong corporations, we are going to have
competition that is natural between the unions for the wage increases
that 'they exact. We ae going to continue to have the power of the big
corporations to pass those wage increases on to the public to export
their attentions, in. other words, to the society. This is something that
has become -duila into our system. I think we are going to have to
continue to deal 'with it.

Senator JAvrrs. Now, leading from that proposition, I noticed that
you say that the next step in that approach would be to expand em-
ployment:

The first claim should be funds for pressing urban and welfare requirements
And I would place special stress on public service employment.
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* Would you say that this would be likely, no matter what we did-
and you know 1 have been the Sentral figure in getting the administra-
tion at long last to'authorize some public service employment-from a
bill we passed-but wouldn't you feel -that such steps could only con-
tribute marginally?

You 'are never going to approach the number of jobs really required
and a much better 'bet would be a real productivity drive in this coun-
try which would make American business very much more competitive,
remembering that its competitive stand is not only in respect to meet-
ing competition in foreign markets where we are being bested right
now very badly, but-also meeting the competition of imports?

It is my judgment, for example, just to comment on the question,
that the erosion of our surplus is heavily attributable to the fact that
because of inflation and an erosion of the motivation of the American
worker, imports are underselling us at home very much more than
they should? Would you be good enough to comment.

Mr. GALBRAITH. Yes, I would agree with that. There is a problem',
when one talks about' increasing productivity of how one goes about
doing it. And this gets into a' wide, varied set of actions, some of
which,'as in the case of research, development, and education, aAd so
forth, have a very long time horizon. In the meantime, one has the
problem of cities and one has the problem of the urban unemployment.

I must confess, -Senator Javits, I would be a little bit more opti'
mistic than you about the possibility of making the cities; making the
employers, the last resort on a much larger scale than we are doing. I
was struck by Mayor Daley's comments about the enormous number
of men he could use in Chicago. I think this also should involve a' de-
gree of permanence, so one can work with these people into more
skilled jobs, work out the permanent arrangements for the urban
unions, for bringing them in as additional employees without breaking
down the wage structure. It involves provision for more than employ-
ment just at the minimum levels.'It involves employment of people
up the salary scale.

I have thought at times, I must confess, that the whole move into
revenue sharing should take this form rather than the more direct
grant-

Senator JAVITS. That is services instead of money?
Mr. GALBRAITLH. Yes.
Senator JAvrrs. However, isn't it a fact, Professor Galbraith, that

in those Amierican cities where there has been a real explosion of con-
struction and development, it has rarely been a municipal effort; It
has most often been a determined band of local boosters, mainly busi-
nessmen, who have combined together to really'break through with a
major development ? That is the history of Philadelphia, for example,
Pittsburgh, even Boston, where this kind of a development took place.
It is what I find-and you know how much of a native I am-the de-
ficiency in my home city, notwithstanding the fact it is the citadel of
American business. What is your experience in that? Isn't that a prac-
tical point we must bear in mind here?

Mr. GALBRAITH. I think this is true, Senator Javits, but I do not
think a New Yorker should be apologetic about this, because [ think
the tendency is very much away from this possibility.
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The 19th century, and the early part of the 20th century, extending
down to our own time, there was in the large American city-this is
something I have been writing about recently and I could easily get
into a long lecture-a recognizable power structure. This was true of
cities such as Atlanta, Pittsburgh, even Philadelphia. But in the very
large metropolis, New York, Chicago, Los Angeles, there is a tendency
for power to become so diffused and so disintegrated that it ceases to
be a force in the community. One cannot beyond a certain size, beyond
a certain stage of urban development, rely on it.

It is significant that when one thinks of this, one thinks of Wilming-
ton where there was the Dupont influence, or Pittsburgh, where one
had an exceptional concentration of corporate power. Or Atlanta,
where one had great basic industry like Coca-Cola.

*When one gets to the larger cities, one does lose this degree of
concentration.

Senator 'JAVITS. But would you agree with us on the following, Pro-
fessor? After all, this committee is really a committee to establish
doctrine, it is not a legislative committee. Mr. Blackburn, Senator
Proxmire and I belong to many other committees where we can imple-
ment the doctrine. would you agree with us, therefore, granted the
posture of controls, with which I thoroughly agree-I do not think
there is any other way of arresting this combination of economic leu-
kemia, which is weakening us, and at the same time stimulation which
is just giving us a fever-but would you agree with us that the choice
of means thereafter, whether it should be your means, to wit, a big
investment in the public sector, or whether it should be my means,
*which entails a major drive in the private sector is not as critical as
the fact that we will then have a field in which to operate. Presently,
we are paralyzed from moving in that direction by the fact that the
disease is consuming us constantly?
* Mr. GALBRAITH. I would agree with that. I might want, after this

stage, to reserve some right to argue as to the recent steps. But I do
agree that the first step is to tie this down, the wage-price spiral, and
to establish the platform of stability from which one then goes to a
variety of policies, certainly.

Senator JAVITS. I am glad to hear you say that because there are
other things you stand for that I do not agree with.

I was very interested in your answer to Congressman Blackburn
about the antitrust laws for trade unions and I know your position.
But don't vou think that under existing circumstances at home and
abroad, the whole basic premise of the present antitrust laws, for ex-
ample, that the public interest demands that there be the ultimate or
the utmost in competition, no matter how small or inefficient the unit,
so long as they are fighting with each other, is obsolete? In light of
present conditions, isn't that a rather ultraconservative automatic
theory, and wouldn't you agree that what we need is some new form-
ulation of the antitrust laws which would take into account the very
things which you mentioned, especially the inability of the antitrust
laws, as a contrary philosophy, to accomplish what we ought to be do-
ing with respect to these enormous economic units, both in business
and in labor?

Mr. GALBRMTH. You couldn't have stated my position better, Sena-
tor Javits. I completely agree. I have long felt, as you know, that the
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antitrust laws are a' diversion, that a certain amount of liberal pro-
gressive energy that we need for other purposes is diverted into hope-
less efforts to dissolve General Motors' hopeless efforts to break up
the trade unions; our task must'be to learn to live with these institu-
tions. A man who talks about breaking up General Motors does not talk
about the parameters-those concerning the problems of the environ-
ment and} the problems of safety and the problems of relations with the
customer-within which we must require General Motors to live.

It diverts attention from that. And similarly, as I indicated in my
interchange with Congressman Blackburn as regards the unions. I do
not suggest that the antitrust laws have been wholly unuseful for
maintaining a certain decency in trade and between competitors. But
I do regard them as basically a diversionary reform.

Chairman PROXMIIRE. Mr. Galbraith, I have another question. We
have two other witnesses to come. I cannot resist going after one part
*of your very interesting and very attractive proposal. If it would
work, it would certainly be a very logical and appealing solution to
the problems that plague the administration and plague the Congress.

What you are saying is we can get inflation under control with a
relatively small investment in terms of resources, a few hundred people
and by concentrating on the big industries and labor unions. The diffi-
culty is when you look at the statistics-I have been looking at them
since I questioned you last-the commodity part of the price struc-
ture has not been going up very rapidly. What is produced by the big
industries, the big concentrated industries. The price of their product
has not been rising very rapidly. They didn't in 1968, 1969, and 1970.
Thev haven't been lately. The big price increase has been in services.
As a matter of fact, I think the increase in services overall has been
rising at the rate of 8 percent.

And since this, as you say, is characterized by small business and
not bv a few units whose prices you would control, I just wonder if
your solution of controlling prices that are produced by big business
firms, whether that would really work.

Mr. GALBRA=. This is a very important question, a very important
amendment to what I said. But one must, I think, go a little bit behind
these statistics you cite. In the first place, the service figures are greatly
influenced by two facts. First, they are specifically influenced by the
very great increase in medical costs. That series includes the explosive
increase in medical costs, which is in some degree sui generis, some-
thing of an exception which has its own causes associated with the
development of medicare and medicaid and the great pressure on
medical services.

The second thing one must also, of course, bear in mind, -is the serv-
ices not having any important factor for productivity to catch up with
the full extent of the increase in the wage cost.

Notwithstanding, it is the organized section of the country that has
led the inflationary movement. It 'is the persistent. steady increase in
industrial prices which went right through the tight money policy the
last couple of years. Agricultural prices, for example, subject to market
influences, leveled off and even declined.

This was not always reflected in food prices because one has an
enormous margin effective there, with the strong unions operating in
the food industries.
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ChaiTman PRox31mIR. .But don't agricultural pi-ices constitute now
such a relati:%-Pelyv small sector of our total cost? As I undorstand-it, food!
represents about 18 percent of the cost of living for the typical:>Amer-
ican and, as Yon1 say, food prices are quite different from agricultural
prices. The farmer onlv gets a third o.f that, so the agricultural costs
would only represent about 6 percent of the overall cost. So this rep-
resents a large and rapidly increasing share.

Mr. GALBrRAITHI. There is a point I must emphasize. My argument
depends heavily onl this point.. Let us exclude medical costs as having
their own special cause and effect result. Then I would go on my argn-
ment depends on the fact-there. is no original- cost-shove effect in serv-
ices. that services are part stimulated by the cost-push movement else-
where in the economy. respond t6 it, and are in the process of catching
lmD. That the barber shop back in the days when people had haircuts,

did not increase its price, except in response to general movement of
wages in the community and responded. But since there are no pro-
ductivity gains in that. industry, when it increased, the whole effect-
came through on the price of haircuts.

Therefore, my argument is right or wrong, depending on whether
you agree or do not ageree that the organized industries have a leader-
ship role in the movements in the price structure.

Chairman PROXMIRE. In the past 10 years there is a consistently
greater increase in prices of services than in prices or commodities.

Mr. GALBRAITHI. Yes. I would emphasize as strongly as I can, how-
ever. one must not rely on the crude statistics. This is the part of the
economy which does not have productivity gains. Therefore, any
increase in wages that comes fully through.

So I would still urge that it is' the steel, automobile, building trades,
that those are the lead industries. That was the theory in the early
sixties which caused the economist of -that period to seek to tie down
those wages. The theory of the guidepost was correct.

Chairman PRox.anmI. Fine.. Unfortunatelv, there is a rollcall going
on now. Senator .Tavits, I presume you will have to go down with me
to meet that rollcall.

Congressman Blackburn, do vou have any questions?
Congressman BLACKBURN'. I have one or two.
Chairman PnoxmRn. You do that and we will be back in a verv few

minutes. You may call the next witness.
Representative BLACXBUnN. Mr. Galbraith, as you were talking to

Senator Javits a minute ago. you suggested a great expansion in the
public sector, that is making State and local governments the employer
of the last resort. To -et back to the question I raised earlier about how
will we control fiscal and monetary policy if the government itself
is irresponsible, if we, do go through this great expansion in the public
sector, how can we do it without increasing taxes? What do you pro-
pose to finance this?

Mr. GArTARATTTT. I would Rise this as the budget stimulus. I would
do it by the Federal government and as an added budget stimulus
which can be afforded now that we are not relying on budget and
monetary-policy exclusively as the instruments 6f controlling inflation.
The strategic problem is an interesting one. As long as you are relving
on these two inadequate instruments. von have to have more of them.
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You have to have a tighter budget and tighter monetary policy and'
a lot more unemployment than you need to have. Once you no longer
are placing that degree of reliance, you can afford to ease up on the-
budget, you can afford in the present circumstance to run x amount of
deficit at full employment levels.

Representative BLACKBURN. Which would then be financed through.
increased monetary Supply?

Mr. GALBRAITH. Or through borrowing, yes.
Representative BLACKBURN. That generally results in increased

monetary supply ?
Mr. GALBRAITH. Yes. You can offset it, if you want to.
Representative BLACKBURN. If we should go to oui major pro-

ducers-and understand, I have publicly defended "bigness" on occa-
sion. In fact, I was on the radio last week in debate and pointed out
that the biggest financial combines in Japan have proven to be very
effective in the international market. So we just cannot automatically
say because something is big, it is necessarily unproductive. It might.
well be more productive than a number of small enterprises.

But if we did fix prices and wages for our major producers, then
what would be the incentive on those major producers to innovate or
to improve their operations, if they were guaranteed a profit by main-
taining the status quo in operations, if labor knew that it would earn
no more, no matter what the company did, by way of innovation and
unique techniques and technology; what would be the incentive on these!
enterprises to improve their productivity?

Mr. GALBRAITH. I think this is a question which certainly requires:
an answer. I do not think, howeverj that this kind of control does
destroy the traditional incentives.

One tells the steel corporation that in return for holding wages.
within the limits set by productivity gains, we would expect them to-
keep the average of their prices the same. One would not preclude-
adjustments as between the individual products. (As a matter of fact,
this sort of control has been used in the past.) This does not exclude-
increasing profits from expanding volume. As a matter of fact, if one
were to hold the present level of steel prices for a year or two, one-
would hope that the steel industries would recapture some of the-
domestic export markets which they have been losing.

As a practical matter, the corporation would expect to get some of
the gains from productivity. These, after all, are the basic profit in-
centives at the present time. So one would not have altered either of
the basic incentive structures. The basic incentive to go for improved.
methods.

Representative BLACKBURN. Mr. Galbraith, I won't take any more-
of your time. I see we have two more witnesses. I do appreciate your-
coming and being with us today.

For those we have Mr. Jones and Mr. Modigliani, and we will have~
Mr. Jones lead off.

Mr. GALBRAITH. Professor Modigliani assures me he will support
everything I said.

Representative BLACKBURN. Everybody else here has, so far, but me.
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STATEMENT OF HOMER JONES, FORMER VICE PRESIDENT,
FEDERAL RESERVE BANK OF ST. LOUIS

Mr. JoNEs. I possibly may say just a word about my reaction to
Professor Galbraith by way of giving some transition to our remarks.
At one time I thought I was agreeing with about 65 percent of what
Mr. Galbraith was saying. W1,Thetlher it will appear so to you I don't
know. I do not see the cost-push thing exactly as he does. From 1957

:to 1965, I think that the economy worked pretty satisfactorily. By the
.end of 1964, the beginning of 1965, when we were up to what I would
consider to be approximately full level employment, the cost-push
;phenomenon was not dominating the economy.

Then we turn to the period from 1965 to 1969. Here, I think that
everybody would agree, as least most people would agree, that the
inflation resulted from excess demand, excess total spending, excessive
.fiscal stimulus, excessive monetary stimulus. So it wouldr seem this
-cost-push thing as a practical matter was something that only came
,upon us in this past couple of years, in an extreme way.

Well, this is in a sense true. But I prefer to look upon it as a lagged
.effect of the excessive total spending of the 1965 to 1969 period, and
I think we should have some hesitancy at introducing measures or
-practices which change the nature of our society.

I think that it is a much more competitive world, much more free
market world than Professor Galbraith does. The world changes, it

-changes in certain respects, but I think that in this matter it has con-
.tinued in the main to be guided by market forces and competition.
These are great forces.

Neither am I too impressed with the big union, big corporation mat-
.ter. Maybe there are things that need to be done here. I think there
:are. Most people agree. But after all, Professor Galbraith has himself
.pointed out on occasion that the total union force in the country is
-only 23.percent of the labor force, and I think we might roughly di-
*vide this in half and say only half of that is exercising extreme power.

.So I just give this by way of a little background in my view of things
'before turning to some other matters.

I thought I would not read the prepared statement that I have sub-
'mitted, but I did submit six charts, which I believe may have some
ibearing on matters of interest to this committee. The first of these
charts concerns interest rates. And, of course, we are not interested in
history per se, we are interested in the problem of interest rates now
..and the problem of interest rates in the future. But'I think it is well
-to'look alittle-at the past.

We had a situation in 1964 and 1965 when at least these interest rates
.'I have plotted here-and they properly represent movements though
you may be more interested in some other specific interest rates-were
.at about a 4.5-percent level; and then they rose, and rose and rose, up
to the 8-percent level. And, of course, many of them a year ago, a year
and a half ago, were up at the 9- and 10-percent level.

So I think it is worth our while to examine how this happened and
.why it happened in order to have some background as to what -we can

%expect-now.



90

I conceive of interest rates as a market price, not something that is
fixed by Government or fixed by the Federal Reserve. I think the Fed
has been tremendously ineffective in this regard and this has of neces-
sity been the case. Interest rates are determined by the supply and de-
mand for loan funds. So during this period, the interest rose more
than any other one reason because of the inflation. When people ex-
pect inflation of 2 percent, they demand and are willing to pay a 2-
percent premium. Aind when people expect an inflation of 4 percent,
they expect and are willing to pay a 4-percent premium. So the rise
in iterest rates pretty much went along with the inflation and the in-
flation expectations.

Why did we get the inflation? I will just run through this briefly
and maybe come back to it a little later on. We got the inflation because
of the excessive total demand, the excessive phenomenal GNP, the
excessive total spending, which in turn came from fiscal and monetary
policies. We have disagreement as to what extent it was fiscal and
what extent monetary, but some combination of these explain the great
inflation-the public expenditure growth, the budget deficit, and the
excessive monetary expansion.

Let me mention for a moment my view of the role of the Federal
Reserve in this connection. I have not seen anybody maintain that the
interest rates rose because the Federal Reserve on the whole was re-
strictive during this period. On the contrary, it was at the very time
that as a trend the Federal Reserve was expanding and expanding and
expanding. So we came to a new recognition that under some circum-
stances, and I think basic circumstances, if the Federal Reserve operates
in an extremely expansionary way, it increases the demand for every-
thing, it increases the demand for loan funds. Rapid fiscal and mone-
tary expansion causes high interest rates, and not low rates under such
circumstances.

So on the whole we have gotten to this high level of interest rates
from, and its continuation is very dependent upon, expectations of
inflation which we still have with us.

We had some decline of interest rates last fall and in early winter.
One likely cause of the decline was a short-run effect of the Federal
Reserve expanding very rapidly. Rapid Federal Reserve expansion does
have a somewhat depressing short-run influence on interest rates. Fur-
ther, we were having some recession, so-there were some declines in
real demand for loan funds. And to some extent, the decline may have
been -a technical reaction from interest rates just having run up
higher in late 1969 and early 1970 than the basic conditions justified.

Now we have had a rise of interest rates-since March and this has
been despite very rapid monetary expansion. So to me this is an indica-
tion that we are simply in a high interest rate world, unfortunately,
which has resulted from the great inflation. I think there will be
nothing that will bring the interest rates down again until we dissipate
the expectations of inflation. If inflation and expectations of inflation
were to rise again for some unfortunate reason from 4 to 5 to 6 to 7 to
8 percent rate a year then we will have a rise in nominal interest rates
again from 7 to 8 to- 9, to 10. There is very great correlation between
the amount of inflation of various countries and the level of -their
interest rates.
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So with respect to cures, the first is to avoid inflation. A second
general public policy conducive to low interest rates is any measure
which promotes high savings, a basic supply of loan funds large
enough to promote low interest rates. One such measure would be a
substantial high-employment budget surplus as our general public
policy over the years.

Now, there are some false cures that have been talked about and
attempted in connection with interest rates. First, is public controls
of the regulation Q-type. We have now had some experience with
ceilings on interest rates paid by commercial banks and other financial
institutions. I believe these controls have been harmful to the public
interest. They have not kept down interest rates in general. They have
not been helpful to housing. They have not been helpful to the average
citizen. Indeed, they have restricted the flow of funds to institutions
which finance the small person and businessman. But at the same time,
they have made for a relatively greater flow of funds through the open
market where the large, and not the small borrower is at home. I al-
luded to the situation a year or two ago. The regulation Q-types of
controls have forced the small saver to bear the brunt of inflation
without compensation.

A second ineffective way to avoid high interest rates is rapid mone-
tary expansion. We cannot basically reduce interest rates by monetary
expansion. This works to a degree in.the short run but the experience
in the past 6 years shows that as time goes on, rapid monetary expan-
sion leads to high interest rates, not to low rates.

Regarding the relation of interest rates to changes in the level of
general economic activity, I believe that the dominant effect runs from
business activity and the demand for loan funds to interest rates and
not from interest rates to business activity.

Consequently, I do not agree with the suggestion that if interest
rates continue to rise in the next few months, this may abort the re-
covery. If rates continue to go up, it will be because of an economic
recovery taking place or 'because inflationary expectations are revised
upward. The rates would rise largely because of a greater demand for
loan funds.

With respect to housing construction, there has recently been a bene-
fit from the moderation of credit conditions since a year ago. Only
gradually, as anticipations of inflation may be reduced, can we expect
to achieve those basic interest rates which are conducive to a reason-
ably steady high-level financing of housing. Housing would be most
benefited by sound monetary action which -would reduce inflation and
thereby hold down the price of houses.

There has been a lot of talk about the prime rate, a lot of talk about
the discount rate. Most of this discussion is not very much to the point.
The prime rate is a market rate. The prime rate, if we had the chart
here, moves along with other short-term rates very closely. It is not an
arbitrary, managed rate, in my opinion.

With respect to the discount rate, it is terribly overemphasized as an
important factor in the economic system. We kept it down at 6 per-
cent for 2 years when market rates went to 9 percent and 10 percent,
and I think keeping down the discount rate did nothing whatsoever
at keeping the general interest rates down. It simply created a wind-
fall, a bonanza to those banks which were able to borrow.
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I think it would be desirable, as do many other people, for the dis-
count rate to either move along with interest rates in general, or to be a
rate above the general market rates. It does not effect or control the
market rates.

Let's return to the next chart, "Federal Government Expenditures,"
since one of the issues is whether Government expenditure should be
increased. The acceleration of the rate of increase of Government ex-
penditures back in 1965 is one way of looking at what caused the great
increase in total demand. From 1958 to 1964, Federal Government
expenditures increased at a 5-percent rate and you will see this jumped
to a 14-percent rate for the period from mid-1965 to mid-1968. As to
the immediate situation, total Government expenditures have increased
at about a 10-percent rate in the past four or five quarters. I personally
do not see that it would be a sound thing to increase them at a greater
rate than this 10 percent rate.

Nondefense expenditures, we may note, have in the last five quarters
increased at a 20-percent annual rate. You can see that tremendous
spurt. Defense expenditures are going to level out most 'likely, or
according to the budget, increase somewhat, so that if we were to con-
tinue increasing the nondefense expenditures at a 20- or 21-percent rate,
and the defense expenditures go up at a 7-percent rate, as has been
forecast by the budget, we would probably have about a 15-percent
rate of increase in total expenditures.

'Well, I only use this -as a 'background for considering the question of
whether it is good policy to increase Federal expenditures further. In
all of this, I would like to emphasize my views that fiscal and monetary
-policies operate with a lag, and that when we have a long history of
taking definite, positive actions at a time when we think we- see the
need, and that 'they come into effect at a later time, 'when they do the
greatest harm.

Turning to the next chart, here is a chart which is conceptually 'used
a great deal. There is the surplus and deficit of the high employment
budget, and the surplus and deficit of the national income accounts
budget. We see how they both went into great deficit in 1966, 1967, 1968,
and indirectly, or directly, depending on how one sees things, contrib-
-uted to the inflation. We can see that the national income accounts
budget is in a great deficit at the present time.

As to the high employment budget, there are differences of opinion
as to how to measure it and what is happening to it. But 'as I see it by
conventional interpretations, this budget is more simulative than in
1969 and the first half of 1970. I think that we do not know how to
manipulate this budget in a useful short-run fine-tuning way. I think
we should hesitate at taking steps to throw it into a great deficit most
frequently when such action becomes effective, when the results appear,
it is just at the wrong time.

Chairman PROXMIRuE. In your presentation and your charts, you talk
about expenditure policy and then you talk about fiscal measures. You
.have no chart, no reference 'here in your remarks, as to taxation 'and
the fiscal measures; is that putting the two together?

Mr. JONES. Yes; that is right.
The full employment budget would represent the net of the two.
Chairman PROxmIRE. What assumptions, then, do you make about

the future of tax revenues?
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Mr. JONES. They are essentially what was in the budget somewhat
adjusted by the things that Mr. McCracken was saying 2 weeks ago
when he was here before you.

Chairman PROXMIRE. You assume then no change, in effect?
Mr. JONES. That is right.
Chairman PROXMIRE. In taxes?
Mr. JONES. That is right.
Chairman PROXMIRE. Do you make any assumption about the social

security tax increase going into effect January 1?
Mr. JONES. It assumes just what is planned.
Chairman PROXMIRE. I see. Sorry to interrupt. Go ahead.
Mr. JONES. Well, we come to the matter of monetary policy, and of

course, there is great disagreement as how to measure monetary policy.
I do not want to make any great brief at this time for this particular
measure, but one would get about the same impression if one used
Federal Reserve credit, if one used total bank reserves, or if one used
the total so-called monetary base.

So, here, I feel that we have a basic explanation of the inflation that
we have. Money supply from 1952 to 1964 increased at a 2-percent rate.
In 1964-65, it was about a 5-percent rate, and then in 1965 we took
off with a 6-percent rate. Inordinately changing the rate of increase
of money in 1965 was a major turning point in the inflationary
situation. At the end of 1965 or by the beginning of 1966, the Federal
Reserve began to take tightening steps. I think that was right.

In my opinion the acceleration of moietary growth in 1965 was done
because of a gerat public demand for taking steps to keep interest rates
down. This was one of the major illustrations of the past that when
monetary policy takes steps to keep interest rates down, it may result
in inordinate monetary expansion and inflation.

Again, we had such a situation of course, and a fortiori from late
1966 or early 1967, up to the beginning of 1969, when the money sup-
ply increased at a 7-pereent rate.

There were some corrections in the excessive monetary expansion
made in 1969 and 1970 which, I believe, were moderate. I do not think
they are subject to criticism.

Now most recently in the last two quarters, the money supply has
increased at a 9-percent annual rate. This seems to me to be excessive,
but if it is not continued it is not necessarily going to bring upon us
tremendously excessive total spending and tremendous inflationary
expectations again. I think it should be tapered off to a 4- or 5-percent
aimual rate.

The next chart, "Demand and Production," is simply a graphic rep-
resentation of things that I have been saying. You see that, from 1965
to 1969, total spending went up at about a 9-percent annual rate, which
is about twice what is generally supposed to be the rate of increase of
our productive potential, and it was in an era of certainly full use
of resources, I would say this is to be looked at as the basic transitional
link between money and fiscal policy and the price inflation that we
got and the interest rate rises that we got.

Now, as to the recent past, I think with the new figures, the annual
rate of increase of total spending from the fourth quarter to the second
quarter was 10.8 percent. But I recognize that in a sense the fourth
quarter was an unusual quarter, and in making some adjustment for

67-650 0-'7i 7
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that I would say that total spending has been going up at about an
8-percent rate.

This is twice our potential, but may be justified in view of the lack
of unused resources. But I would not think it would be good public
policy to plan for total spending to go up at more than this 8- or
9-percent rate.

As I interpret what has been happening in the last two quarters, the
growth of real product has been at about a 6-percent annual rate. It
might be well to adjust this to say it was about a 4-percent rate.

I come, finally, to the "prices" chart which shows the course of the
inflation, the inflation that we did get. Whereas, back in 1963 to 1965,
the consumer price index was going up at a 1-percent rate; this ac-
celerated to 3 to 4 to 5 and to 6 percent, and built up tremendous infla-
tionary expectations and we have been given excessive promises or
talk as to how rapidly this could be cured. It has not been rapidly
cured. I think there are no practical ways for a quick cure. It is a slow
process.

If you will permit me, I will summarize my remarks by saying,
in conclusion, we live with the problems created by past mistakes. Both
the -inflation and our shortfall of production result from the past gyra-
tions of policy. The best cure is to avoid making more mistakes similar
to those of the past. We must be mature enough to recognize that there
are no miraculous ways of suddenly curing the inflation and restoring
employment. Fiscal and monetary policies that would inflate total
demand more rapidly than at present run too much risk of a renewed
burst of inflation. Then we would again have to have restraint and
more unemployment. Along with steady fiscal and monetary policy,
we need to look to changes in law which will increase the efficiencies
of the markets for labor and for commodities. These basic steps will
give us sound basic lower unemployment and higher production in
relation to our potential.

Thank you.
(The prepared statement, with attached charts, of Mr. Jones and

his November speech, "Observations on Stabilization Management,"
follow:)

PREPARED STATEMENT OF HOMER JONES

VIEWS ON THE CURRENT ECONOMIC SITUATION

Mr. Chairman and members of the committee, I propose to give briefly my
views with respect to the current economic situation, with emphasis on interest
rate movements and the mix of monetary and fiscal policy.

INTEREST RATES

Recent interest rate history may 'be considered 'in three periods: First, the
great and unprecedented rise from 1965 to 1970. Second, the decline from the
first half of 1970 to March of this year. Finally, the rise of rates since March.
(See chart I.)

Interest rates are market prices, resulting from supply and demand forces,
like other prices. They change in response to changes in the supply of, and the
demand for, loan funds. From 1965 to early 1970, the demand for funds burgeoned.
This demand resulted from the great total demand for goods and services, which
in turn followed from the expansionary fiscal and monetary actions of 1965
through 1968.

Interest rates rose from 1965 to 1969, in part because of the Federal budget
deficit and great financing demands by local governments, and real demands of
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the general public. But, us 'time went on, the course of interest rates was domi-nated more and more by the inflation and by anticipations of inflation. Whenpotential borrowers anticipate inflation, they are willing to pay a higher interestrate and hence they bid rates up; correspondingly, when potential lenders antici-pate inflation, they are willing to lend only at interest rates which will compen-sate for expected inflation. In a rough way, when a .5 per cent inflation rateis anticipated, a 4 'per cent basic interest rate 'means a 9 per cent market rate,and this is what we got by 1969 and early 1970. This experience points up theirony of an activist policy to 'stabilize stated interest rates, but wlhicli resultedin the most volatile actual interest rates ever.
The 'sharp rise of interest rates from 1965 to 1969 did not result from restric-tive monetary actions. In fact, 'in those years, monetary expansion was par-ticularly rapid. Federal Reserve credit, 'bank reserves, and money all increasedvery rapidly. The great increase of interest rates was, in large part, an indirectresult of the rapid 'monetary expansion. Monetary and fiscal developments ledto excessive 'total 'spending. This, in turn, led to 'inflation and to the high interestrates. Rapid monetary expansion in 1965-68 resulted from an attempt to keepinterest rates down. But 'the longer-run effect was, instead, ithe great rise ofmarket interest rates. This brief historical reference helps understanding ofrecent and prospective developments.
The decline of 'interest rates in the last half of 1970 and up to March of thisyear was, 'in my opinion, mainly a superficial short-run development. It was,in part, a reaction from a run-up above equilibrium rates in early 1970, in part,a short-run effect of renewed rapid monetary expansion in 1970 and early 1971,and, in part, a result of a temporary decline in real demand for loan funds. Butthe basic forces that pushed up interest rates from 1965 to 1969 have remainedin operation. There 'is no reason to suppose 'that anticipations of inflation havegreatly abated, and so long as 'this is true we cannot expect a basic reductionof interest rate levels. Consequently, we should not be surprised by the upwardreaction of rates since 'Aarch. and we should also not 'be surlri'sed if there isfurther upward movement toward the levels of 1969. Basic reduction of interestra'tes will 'be fostered chiefly 'by public policies which reduce inflation and therebyinflationary anticipations. Low 'rates could also 'be fostered 'by long-run fiscalpolicies designed to create Federal budget 'surpluses in times of normal economicconditions.
In my view, therefore, the principal way that public policy can moderate inter-est rates is to gradually reduce inflation and expectations of inflation. If weperpetuate inflation we will perpetuate high interest rates. If we accelerateinflation we will raise interest rates yet further. But if we reduce the rate ofinflation, and consequently anticipations of inflation, we can thereby reduce basicinterest rates.
We cannot reduce interest rates by rapid monetary expansion. This maywork to a degree in the short-run, but the experience of the past six yearsshows that as time goes on rapid monetary expansion leads to high interest rates,not to low rates.
Short rates have always been more volatile than long. This has been true inthe last half of 1970 and in the first half of 1971. Short rates fell much morethan long, as the publ'c undertook to refinance its short-term debt into long-term. Experience of many years seems to show there is little that the mone-tary authority can do to control the relation between long- and short-terminterest rates. Market forces are largely dominant in this connection.Regarding the relation between interest rate changes snd the level of generaleconomic activity, I believe that the dominant effect runs from business activityand the demand for loan funds to interest rates and not from interest rates tobusiness activity. Consequently, I do not agree with the suggestion that ifinterest rates continue to rise in the next few months this may abort therecovery. If rates continue to go up, it will be because an economic recovery istaking place, or because inflationary expectations are revised upward. Rateswill go up largely because of a greater demand for loan funds which accom-panies the recovery and the expected inflation.
We have now had some experience with ceilings on interest rates paid bycommercial banks and other financial institut'on.s. I believe these controls havebeen harmful to the public interest. They have not kept down interest ratesin general. They have not been helpful to housing. They have not been helpfulto the average citizen. Indeed, they have restricted the flow of funds to insti-
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tutions which finance the small person and businessman. At the same time,
they have made for relatively greater flow of funds through the open market
where the large, and not the small, borrower is at home. They have forced the
small saver to bear the brunt of ,nflation without compensation.

With respect to housing construction, there has recently been a benefit from
the moderation of credit conditions since a year ago. But this development may
prove ephemeral. Only gradually, as anticipations of inflation may be reduced,
can we expect to achieve those basic interest rate trends which are conducive
to a reasonably steady high level financ ng of housing. Housing would be most
benefited by sound monetary action which would reduce inflation and thereby
hold down the price of houses.

MIX OF MONETARY AND FISCAL POLICIES

With respect to an appropriate mix of fiscal and monetary policy, I believe
policies of the past three years have, on the whole, been reasonable. The fiscal
action of June 1968 was three years overdue, but better late than never. Sub-
sequently. Federal expenditures have gone up at a more modest 7 percent annual
rate, compared with a 14 per cent rate in 1966-68. (See chart II.) In the past
five quarters these expenditures have risen at about a 10 per cent rate, and I
should not think that a greater rate would be in the long-run social interest.
Total Federal, state and local government expenditures now amount to about
32 per cent of gross national product. Expenditures of Federal and state and
local governments combined are increasing at about a 9 percent annual rate.

Growth of Federal expenditures at a 7 per cent annual rate in the last three
years has been the net result of military expenditures declining at a 3 per cent
rate and of non-defense expenditures growing at a 13 per cent rate. In the last
five quarters, nondefense expenditures have risen at about a 20 per cent rate.
If military expenditures cease to decline and other expenditures continue their
present rate of growth, there will be a sharp upturn in the rate of growth of
total Federal expenditures.

Experience seems to indicate that a change in Government expenditure policy
would not be effective for solving the employment-inflation problem. Manipu-
lations of Federal expenditures are so cumbersome that they are likely to have
their effects at uncertain delayed times when they will generally cause more
harm than good. Similarly, with respect to the manipulation of tax rates.
The timing of effect of changes in tax rates and tax rules is uncertain and
problematic.

Present provisions for Federal Government expenditures and for Federal
taxes are such that it is estimated the Federal budget under conditions of high
employment would be yielding a slight surplus. (See chart III.) In my opinion,
no steps should be taken to raise expenditure growth rates or reduce tax rates
to alter this relation. The effect, if such there was, would very likely come at
just the wrong time.

With respect to monetary developments, I believe they were on the whole
reasonable in 1969 and 1970. The stock of money increased at about 4 per cent
rate compared with a 7 per cent rate in 1967 and 1968. (See chart IV.) A move to
less expansion was necessary if the excessive growth of total spending were
to be limited in order to reduce the rate of inflation, and this move was relatively
moderate. It may be that a sharper reduction in monetary growth would have
been desirable in order for total spending and inflation to be affected more
rapidly.

Looking more closely at the monetary growth of the past two years, we see
about 3 per cent growth in 1969, a rate low enough to produce a monetary basis
for some correction of excessive total spending and inflation trends. Then from
the first quarter of 1970 to the fourth quarter, growth was at a 5.4 per cent
rate. In the past two quarters, growth of money has been at 9.4 per cent rate.
In my view, monetary growth may already have become excessive in 1970.
I feel yet more certain that the 9.4 per cent rate of the past two quarters has
been far too much. If the monetary growth of the recent past has been too
rapid, it is too early as yet to see the adverse effects. Experience has shown
that changes in the rate of growth of money affect total spending with a lag
of about two or three quarters, and that prices are affected with a further
average lag of another three quarters.
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Total spending, that is, nominal GNP, seems to me to have grown at a reason-
able rate from mid-1969 to late 1970, namely, at about a 4 per cent rate. (See
chart V.) Subsequently, in recent months, spending growth seems to have been
at about a 10 per cent annual rate. f am fearful that if we were to continue to
increase 'the money stock at the 9 per cent rate which has prevailed since the
fourth quarter of 1970 we would be laying the basis for excessive growth of
total spending and a resurgence of inflation.

The [recent rates of growth of money may be compared with some observations
that .this Committee has made on the subject in the past. The Committee has
emphasized the desirability of a rather steady growth of money and avoidance
of large and sudden 'policy shifts. For example, in 1968 this Committee suggested
money growth be kept within a 3 to 5 per cent per year range. With this view I
agree. The great growth of money this year has been inconsistent with such a
policy. The lagged effect of this growth of money may give us a burst of total
spending just when it is not desirable, thereby leading to accelerated inflation.

While we have learned from experience that monetary actions can be very
powerful, we have also learned that we do not have adequate knowledge to manip-
ulate them usefully, in a short-run, fine-tuning way. This feature it has in cotil-
mon with fiscal policy. The best course for both fiscal and monetary policy is to
avoid manipulations. A steady high-employment budget balance, a growth of
Government expenditures commensurate with expanding needs of a growing
society, and a steady growth of the money stock, will give us the best chance for
the economy to provide the greatest social welfare.

With respect to a reasonable growth of money for the next half year, we should
rather rapidly draw back from the 9 or 10 -per cent -rate of the 'past half year.
I would suggest that we get back to a 4 or 5 percent rate which would be sustain-
able for a relatively long period.

We are all very unhappy that there has not been more rapid improvement in
the inflation situation, and that employment and production have not improved
more rapidly. But, in view of the extreme inflationary trends that developed in
1965-68, subsequent developments have been the unavoidable price to be paid.

I INCOMES POLICIES

nhere have been widespread suggestions that we might correct 'the inflation
more 'rapidly by some version of incomes policy. These 'proposals are so multi-
tudinous in nature, and generally so vague, that it would be impossible for me to
comment upon them precisely. Let me only say 'that, in my view, the inflation
beginning in 1965 was not caused 'by administered price and wage rises but by
excessive total demand. Prices and wages were bid up'by excessive total spending,
which in turn resulted from extreme fiscal and monetary policy. Similarly, there
is no basic cure for the inflation 'but restraint on total spending to be fostered by
moderation -in fiscal and monetary policy. The current inflation is not a cost-push
inflation, but rather reflects the lagged effects of a demand-pull inflation.

Experience with incomes policies in this and other countries point up many
problems with them. They are virtually impossible to administer, misallocate
resources, slow economic growth, reduce consumer welfare, and reduce freedom.
Rather, we need enforcement of anti-trust laws with 'respect to both business and
labor and a recasting of labor law. This would be of benefit not only to the infla-
tion and unemployment problems but also to consumer welfare, economic growth,
and the balance of payments.

INTEREST RATES OUTLOOK

For the near future, the financial demands of the budget deficit and of an
economic recovery, and the demands for loan funds due to anticipations of infla-
tion, seem likely to put considerable upward pressure on interest rates. This is,
in a sense, regrettable. But I hope that we will not foolishly attempt to keep
interest rates down by the Federal Reserve buying more Government securities
than would otherwise be appropriate. To do so would be to repeat the mistakes
of 1965-66 and 1967-68, induce another acceleration of inflation, and yet higher
interest rates. The only defense against high interest rates is to refrain, over a
considerable period of time, from inducing excessive total spending which fuels
inflation.
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In January and February there were some who thought that the Federal
Reserve could successfully and soundly foster continued decline of interest rates,
particularly long-term rates. But such has proved not to be the case. Market
forces have again provided the dominant elements in the money and capital
markets and the practical immediate influence of the monetary authority on
interest rates has proved to be minor.

PRIME RATE AND DISCOUNT RATE

As market interest rates rise in response to supply and demand forces, it is
reasonable to expect the rates charged by banks to rise along with the others,
as illustrated by the recent move of the prime rate, even as it was reasonable
for them to decline when other interest rates were declining. Similarly with
respect to the Federal Reserve discount rate. If market interest rates rise, no
social benefit would derive from the banks being able to borrow at a preferential
rate. Keeping the discount rate far below the commercial paper rate, the prime
rate and the Federal Funds rate in 1969 and 1970 did not help to keep down
interest rates. Rather, such a policy necessitated rationing of funds by the Fed-
eral Reserve and provided a socially undesirable windfall to those banks that
did borrow.

CONCLUSION

In conclusion, we live with the problems created by past mistakes. Both the
inflation and our short-fall of production result from the past gyrations of policy.
The best cure is to avoid making more mistakes similar to those of the past. We
must be mature enough to recognize that there are no miraculous ways of sud-
denly curing the inflation and restoring employment. Fiscal and monetary policies
that would inflate total demand more rapidly than at present run too much risk
of a renewed burst of inflation. Then we would again resort to restraint with a
result of more unemployment. Along with steady fiscal and monetary policy, we
need to look to changes in law which will increase the efficiencies of the markets
for labor and for commodities. These basic steps will give us a sound lower
unemployment and higher production in relation to our potential.
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Chart I

Interest Rates
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Latest data plotted: June
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Chart i1

Federal Government Expenditures
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Chart 1l1

Fiscal Measures
(+)Surplus; (-}Deficit
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Chart IV

Money Stock
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Chart V

Demand and Production
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Chart Vt

Prices

1963 1964 1965 1966 1967 1968 1969 1970 1971
Source: U.S. Department of Labor

Percentages are annual rates of change for periods indicated.

Latest data plotted: Wholesale-June;Consumer.may
Prepared by Federal Reserve Bank of St. Louis



105

Reprint Series

Number 65

Observations on Stabilization Management

A Speech by HOMER JONES, Senior Vice President, Federal Reserve Bank
of St. Louis, to the Joint Luncheon, Southern Economic Association

and Southern Finance Association, Atlanta, Georgia
November 13,1970

Reprint from REVIEW-Federal Reserve Bank of St. Louis

December 1970

RESEARCH DEPARTMENT
Federal Reserve Bank of St Louis



106

Observations on Stabilization Management

A Speech by HOMER JONES, Senior Vice President,
Federal Reserve Bank of St. Louis, to the Joint Luncheon

Southern Economic Association and Southern Finance
Association, Atlanta, Georgia, November 13, 1970

THERE IS a prevalent idea that dynamic govern-
ment action is necessary to effectively restrain prices
and promote employment. This has been the pre-
vailing view during the past twenty-five years.

I wish to pose two questions: First, is there evidence
that active stabilization management has, on the
whole, been desirably effective in the last twenty-
five years? Second, does that quarter century of ex-
perience suggest that active stabilization manage-
ment can be desirably effective in the future?

We may list five classes of stabilization tools which
are most commonly considered as means of achieving
more stable high-level non-inflationary growth,
namely, fiscal, monetary, investment funds flow con-
trol, changes of economic structure, and price and
wage controls. I would like to look at each of these
tools in turn.

Fiscal Management

Let us first look at fiscal management. In undertak-
ing to judge the record of fiscal management, we are
faced with a problem of measurement. There are a
variety of possible measures of fiscal action: among
these are Federal Government expenditures, high-em-
ployment tax receipts, national income accounts tax
receipts, high-employment surplus or deficit, and
national income accounts surplus or deficit. Scholars
are far from agreement as to which of these measures
best indicates the influence of fiscal management on
total demand, or how they could be amalgamated as
a single indicator of fiscal influence. In view of such a
confused situation regarding the measurement of fis-
cal management, it is no wonder that fiscal manage-

ment has been less than successful in the past twenty-
five years.

In any case, no matter how one measures fiscal
management, I find no evidence that these magni-
tudes have followed courses which, in any plausible
way, have been related to a desirable course for total
spending, for real product, or for prices. In my read-
ing of economic history, I do not find a consistent and
predictable relation convincingly demonstrated be-
tween any fiscal measure and economic activity. In-
deed, I would suggest it is more likely that the fiscal
management which we have had has contributed to
instability and to limitations on average growth, either
directly or indirectly, through its influence on mone-
tary management.

Let me turn to the question of what we now know
about whether fiscal management may in the future
be able to contribute to stabilization, high employ-
ment and growth. That fiscal variations have not on
the whole contributed to a successful course of the
economy in the past does not necessarily mean that
they have not had an effect, or that they could not
conceivably have a desirable effect in the future.

Whether fiscal manipulation might be capable of
promoting desired economic ends in the future de-
pends on two considerations, the economic and the
political. With respect to the economic, we have not
been lacking in theories about fiscal influence during
the past forty years. Where we stand now about the
theories, I shall not attempt to comment. But I shall
comment on what research seems to show about a re-
lation of fiscal developments to economic activity. My
chief point is that research has not found consistent
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relations, independent of monetary action, between
any of the standard measures of fiscal action and
simultaneous or subsequent changes in aggregate eco-
nomic events. The large models which have dealt
with this matter have not successfully disentangled
the influence of fiscal from the influence of monetary
factors. Casual empiricism of observing the course of
fiscal management, together with total spending, real
production, and prices, does not yield positive con-
clusions. Our econometric studies at the St. Louis Fed-
eral Reserve Bank have not yielded positive relations
between high-employment taxes or the high-em-
ployment surplus-deficit, when the monetary fac-
tors have been held constant. These studies have
yielded some positive results with respect to the in-
fluence of Federal expenditures, but they are not very
impressive.

Some observers may not be impressed with our re-
sults. In response, I can only say that we await either
suggestions as to how we can make better tests, or
the results of the work of others which find, from
experience, plausible useful independent relations
between fiscal a c t ion s and crucial economic
developments.

But, if we were to find significant and stable rela-
tions between fiscal actions and economic develop-
ments, could we put them to practical use? Success-
ful application of the knowledge would depend
upon useful forecasting of other economic variables
which would need to be offset or supplemented.
Given the general record, I think we cannot be op-
timistic about the imminent practicality of such
forecasting.

Finally, experience with respect to the political
implementation of fiscal management is not impres-
sive. I am not sure that the political problem has
made past experience any more adverse than it other-
wise would have been; but even if economists did
know how to actually manage a budget beneficially,
the application might very likely be adverse after
political manhandling. It may be that the less it is
suggested that the budget is something to be manipu-
lated, the less likely politically we are to get adverse
budget results.

Monetary Management

Let me now turn to our monetary experience. On
the whole, it is similar to the fiscal. As in the case of
fiscal management, we are plagued by lack of agree-
ment as to proper magnitudes of measurement But

using any of the common measures, examination of
the experience of the past twenty-five, fifteen, or ten
years, does not indicate that active monetary man-
agement has in fact contributed beneficially to sta-
bility and optimum levels of employment, prices,
and growth. Here again it seems possible that fluctua-
tions in strategic monetary variables may have con-
tributed more to failure to achieve these objectives.

But, even though active monetary management may
not in actuality have contributed desirably, experi-
ence suggests that monetary developments have had
reasonably predictable effects on total spending, real
product, employment and prices. Casual empiricism,
the research of others which is persuasive to me, and
our own econometric studies at St. Louis, have long
indicated strong, roughly predictable, relations be-
tween monetary action, intentional or unintentional,
and the course of the economy. Here, as with our own
studies of fiscal management, I realize that many
students of these matters may not be fully impressed,
if at all. But, here again, we are open to suggestions
as to better means of studying past relations between
monetary actions and total spending, real product
and prices.

Assuming that we have found relations between
monetary actions and the course of strategic economic
variables, does this mean that we can expect to en-
gage usefully in active monetary management in the
future? Here again, we may question whether active
monetary manipulation, any more than fiscal, can be
expected to eliminate short-run fluctuations as en-
visaged by the proponents of fine tuning. Because of
lags in the effect of monetary actions, we would have
to forecast successfully, many months in advance,
the course of other factors to be offset or supple-
mented, and the forecasting record is very poor. And,
while I believe that we have positive results regard-
ing monetary effects, we cannot claim that the tim-
ing of results is a very exact matter. I therefore con-
clude that we cannot in the near future engage
intelligently in short-run manipulative monetary
management.

Other Stabilization Tools

I now turn briefly to three other social controls
which are frequently offered as stabilization tools,
though sometimes only as supplements to general
fiscal and monetary controls: namely, administrative
allocations of the flow of investment funds; structural
changes in economic institutions, such as changes in
the labor market; and wage and price controls.



108

Proposed and actual investment fund allocation
management really has nothing to do with stabiliza-
tion management, but rather with providing a general
alternative or supplement to allocation by means of
market forces. It is frequently said that tight money
squeezes especially and unjustly particular fields of
real investment. This matter has entered into ration-
alizations of Regulation Q management. Actually,
adverse effects on certain sectors, such as housing,
arise not from tight money policy but from great
monetary expansion as in the 1965-68 period. A
steadier monetary expansion, which would probably
be desirable on all counts, would remove much of
the alleged need for administrative allocation of in-
vestment funds. But if there were still a call for alloca-
tion different from that provided by the market, this
would have nothing to do with stabilization manage-
ment but with continuous noncyclical economic
policy.

With respect to structural changes such as reducing
unemployment through improvements in the labor
market, these stand on their own merits and have
nothing to do with cyclical stabilization policy.

With respect to labor power and corporation power,
and their contributions to inflation, I am inclined to
say that possible improvements here have little to do
with cyclical stabilization. But I suppose there are
two ways in which wage-price controls or guidelines
may be brought in. First, proponents suggest that
wage-price controls are an instrument that should al-
ways be available and would come into play in the
boom phase of a cycle and then could be. held in
abeyance at other times. A second, closely related,
suggestion is that wage and price controls will be
used continually. In this latter instance fiscal and mone-
tary policy would foster a total demand so high that
production, employment, and growth would be
maximized while demand would not be dissipated in
higher prices.

Experience with wage-price guidelines has not
been propitious. The guidelines were instituted at a
time when we were not having an inflation problem
in 1962-64. Then, as they obviously failed in 1965 and
1966, they were quietly dropped. Now, in a time of
recession (I do not consider this an evil word, or that
it is evil for anything ever to recede, ever so slightly),
those who inaugurated the guidelines in recession and
abandoned them in inflationary boom propose their
reinauguration as a price panacea. It would appear
that wage-price controls, rather than being an instru-
ment to be always in effective operation or to be

used in boom and laid aside otherwise, are instead to
be abandoned during inflationary boom and at all
other times to be actively used. On the contrary, I
believe, as Paul Samuelson has recently written, "No
mixed economy has been able yet to find a satisfac-
tory incomes policy." (New York Times, October 30.)

I personally conclude that experience shows wage-
price controls have no semblance of beneficial prac-
ticality in any economy which retains any pretence
of market determination of the allocation of resources.
And we have no evidence that a chronic policy,
pressing up inordinately on total spending, will give
a higher or steadier employment or production than
otherwise, without chronically accelerating inflation.
The apparently widespread popular call for adminis-
tered prices and wages indicates that we have done
a poor job teaching economic history and of teaching
the role of prices in allocating resources and product.

Historical Background

It may be useful to try to reconstruct why and how
we developed the dogma that active fiscal manage-
ment was necessary and practical to avoid stagnation
at and about a low level of activity. I suggest that out
of desperation in the 1930's we had to find something
that we could do. The desperate and largely wrong
panaceas of the Keynes of 1936 resulted because the
prescriptions of the Keynes of thirteen years earlier
were ignored.

Possibly we now have again an opportunity to profit
from the Keynes of the Tract on Monetary Reform of
1923. Then, Keynes was fighting to achieve monetary
management for sound domestic economic stability,
freed from the shackles of fixed exchange rates. But
Keynes lost, and so occurred one of the great tragedies
of modem economic and political history. England
returned to the shibboleth of the fixed exchange rate,
and this, in turn, led to the suicidal world monetary
policies of 1925-33. Then, in desperation, were created
all the elaborate theories that fiscal management
could substantially solve the problems of economic
instability, and along with this the theory that in the
absence of finely-tuned fiscal policy an economy might
most likely stabilize at or fluctuate far below optimum
employment and production.

Now we should put ourselves back with the Keynes
of 1923. We should abandon the chimera that it is
either necessary or practical to actively manage a
fiscal policy in the interest of stable high-level eco-
nomic activity. Our experience indicates that, even
as in 1923, the main key to a satisfactory operation of
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the economic system is not to permit a fixed exchange
rate system to dictate disastrous monetary contrac-
tion, as in 1925-33. The other side of the coin is that,
given this freedom, we should equally avoid inor-
dinate monetary expansion.

It may be instructive to consider how much happier
we might have been in the last forty years if Keynes
had been successful in 1923-25 - if Britain had not
hung about her neck the albatross of a $4.87 pound,
and the other leading nations of the world had not
subsequently been preoccupied with defending their
currencies. We would have had a good chance of
avoiding 1929-33 and all the troubles which that pe-
riod brought in train economically, politically, and
militarily.

If we have had reasonably good economic perform-
ance during the past twenty-five years in this coun-
try, and in most other countries, we cannot ascribe it
to the success of active manipulation of fiscal. and
monetary management. Rather, it is due to the in-
herent strength of what are still, on the whole, free
market economies. It has depended upon avoiding,
on the whole, shocking monetary and fiscal misman-
agement such as in England in 1925, and in the United
States in 1929-33 and 1936-37.

Having said so many negative things, let me make a
few positive remarks. In the field of fiscal manage-
ment we should avoid gyrations of the high-employ-
ment surplus or deficit. For purposes of promoting
national saving, investment and growth, I would pre-
fer a substantial high-employment surplus. But this
is less crucial than budget stability. Similarly, in the
monetary field, the most important objective for pol-
icy is to avoid gyrations. Until we can get better in-
formation upon which to base our actions, I believe.
a steady growth of money gives a better chance of
getting a steady growth of total spending, real pro-
duct and employment, and a tolerable price trend'
than does any other procedure. In such a fiscal and
monetary setting, the market economy has a better
chance of following the high stable growth trend
which we desire than does any alternative procedure
apparent to us at present. But this is not easy. We
know from experience that avoiding unintended gyra-
tions in strategic fiscal and monetary variables re-
quires eternal vigilance.

Conclusions

In conclusion, I have two points, one concerning
what economists should be teaching, and the other
dealing with the problem of current policy.

Economists have spent a generation teaching that
there are some magic tools of fiscal policy, and more
recently of monetary policy, which, if managed ac-
cording to some scientific principles, supposed to be
well known to the experts, can be used and must be
used incessantly and with finesse to give us satisfac-
tory operation of the economy. Will the profession
now have enough fortitude to face and teach the
facts? We should now, while saving as much face as
possible, tell the public that we do not know how to
finely manage the economy, and that, the way the
fiscal and monetary tools have been used in the last
twenty-five years, manipulation has probably done
more harm than good. We should inform the public
that the best we can do - and it will be a major im-
provement - is, on the one hand, to avoid mistakes
such as the monetary and fiscal excesses of 1965-68
and, on the other hand, to avoid letting monetary
expansion be led around by fixed exchange rates and
by money market conditions.

Finally, where are we just now and what course
shall we follow? Despite my negative remarks about
active, positive fiscal and monetary management, bad
management can give us massive trend disturbances,
as did the monetary collapse of 1929-33, the war in-
flations, and the inflation of 1965-69.

Such massive disturbances, which could and should
have been avoided, not only have their immediate
social evils, but they create the problem of what, if
anything, fiscal or monetary management can do to
restore stability. It is this last problem we have now
been struggling with for the past two years.

Let me emphasize that our present not too happy
situation derives from gross fiscal and monetary mis-
management in 1965-68, when with shocking sudden-
ness, we accelerated Federal expenditures, turned a
high-employment surplus into a great deficit, and
accelerated monetary expansion. Having made these
grave errors, which brought inflation and expecta-
tions of inflation, what to do has been a great
problem.

It is sometimes said that we are experiencing the
worst of all possible worlds-we continue to have
inflation and real product is not growing. But I be-
lieve that this situation is the inevitable result of the
best possible choice among the three alternatives
which were available to us. First, we could have fos-
tered a total spending which would have temporarily
better maintained production and employment, but
which would have provided accelerating inflation.

t7-650 0 - 71 - 8
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Second, we could have achieved a faster reduction
of inflation, but that would have involved less real
product and more unemployment than we have
achieved. Third, we could choose a course between
these alternatives, and this we have done.

The course we chose has meant is meaning, and,
if pursued, will continue to mean, only slowly de-
clining inflation, retarded growth of real product, and
rising unemployment. If we had not made the gross
errors of 1965-68, we would not subsequently have
had the painful choice between accelerating infla-
tion and the restricted production and employment
which we are now experiencing.

Given our decisions and our present situation, we
can now expect that if we avoid erratic fiscal and
monetary action, real product and employment
growth will accelerate gradually over the next few
years, and the upward trend of prices will end or
become nominal. In time we can obviate the results
of the 1965-68 mistakes and can achieve a practical

optimum of employment, real growth and price
trends.

In my judgment, given the errors of 1965-68, subse-
quent developments have been as good as could be
expected. One trouble has been that the economics
profession has led the public to believe that there
could be miraculous correction of the price trends
without pain. That was not possible in 1969-70 and it
is not now possible in the immediate future.

We should not pretend to the public that there is
some "game plan" which will magically and pain-
lessly avoid the results of the errors of 1965-68 along
some time-path of short duration. It is sometimes said
that the fiscal and monetary actions since June 1968
or since January 1969 have grossly failed. I do not
think they have failed. They have done what was in
the nature of the economic universe that they could
accomplish. And I cannot see, on a basis of hind-
sight, that we could have made another choice that
would have given us a better pattern of results.

-to-



ill

Chairman PROXMIRE. Thank you very much.
Mr. Modigi iani, go right ahead.
You have no prepared statement?

STATEMENT OF FRANCO MODIGLIANI, PROFESSOR OF ECONOMICS,
MASSACHUSETTS INSTITUTE OF TECHNOLOGY

Mr. [ODIGLI.ANI. Mr. Chairman, I am afraid, as you perhaps know,
there was some failure of communication in connection with my appear-
ance and although it had been discussed for some time, I was only
firmly notified over the weekend that I would appear today. The pres-
sure of other work has prevented me from writing out a statement.
You will have to put up with me, relying on my oral testimony. Nor
have I had time to prepare a polished statement and a comprehensive
program or policy for you to follow. All I can do is to share with you
my concern about the present state of the economy and give you a
broad idea of the kind of measures that I feel Congress ought to push,
whether or not the administration is asking for these measures.

I would also like to make another statement.
Mr. Chairman, this appearance today marks an important event

for me, because, for several years now, I have felt that I could not in
good conscience continue to provide advice and counsel to an adminis-
tration, to a series of administrations, that pursued a policy in South-
east Asia which was leading to bloodshed, and the support of a corrupt
government, and I have felt I would not therefore provide advice.
I have changed now, because I feel there is a glimmer of hope. I have
been very impressed by the Senate reasserting its functions, commenc-
ing with the Mansfield amendment, and I am hopeful that, by the
time the draft bill is completed, there will be some such statement in
that law.

Also, I have really been very much concerned with what has hap-
pened to the economy and the administration's program for handling
or not handling what is happening, and that is the second reason why I
felt that I should come out of retirement, as it were, and tell you what
my feelings were about the situation.

Chairman PROXMIRE. This is most encouraging. I will tell Senator
Mansfield. I know he will be delighted to hear that one effect of his
resolution is that we are going to get better economic advice.

Mr. MODIGLIANI. You are very kind to say so. I am not sure it is
better advice.

Chairman PROXMIRE. I am sure it is better.
Mr. MODIGLIANI. Perhaps, it is a good idea to start out -by expressing

some disagreement with some of the propositions made by my col-
league, Mr. Jones. I agree with much of what he said, but I disagree
with his diagnosis of the present situation.

The administration seems to tell us that they are very pleased with
the remarkable recovery we are making. I submit that, if you will look
at the facts, you will find that the recovery is miserable and is nothing
to brag about.

In the first quarter of this year, the revised GNP figure, real GNP,
seems to be put at $730 billion. That looks like a $14 billion rebound
from the previous quarter: but you must realize that the previous quar-
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ter was very much depressed by the strike and the first quarter was
conversely boosted 'by the purely transient recouping of the losses
of the strike. If you take an average of the two quarters to wash out
the effect of the strike, the real GNP was $723 billion; or, below the
third quarter of 1970, suggesting that up to the first quarter we had
actually brought to a halt and reversed the very sluggish recovery
which had begun in the second quarter of 1970.

Now, if you look at the very last figures which have been released-
unfortunately. I have not had access to them; I have just seen some
reference to them-we are told the real GNP rose by $6 billion, roughly
to $736 billion. This is a rate of growth of only about 3.6 percent.
That is no more than roughly the long growth potential of the econ-
omy and therefore makes no dent whatever in the 6-and-plus percent
in the unemployment rate which we now have.

Furthermore, it is generally 'agreed that the figures for the second
quarter were somewhat boosted by another transient effect; namely,
accumulation of inventory in view of a likely steel strike in the third
quarter. When you allow for this extraordinary boosting effect, I think
the growth in the second quarter can only be regarded as dismal and
disappointing.

As a matter of fact, you will notice most people expected a larger
increase in the second quarter, and the evidence for it, if you need
some, is Mr. Jones, himself, gives us a chart in which his figure for
the second quarter was $742 billion. That was more or less the modal
forecast, an increase of about $10 billion over the previous quarter.
And the truth has been just over half as much, $6 billion.

Now, it is disappointing to be told the administration is very pleased
with this development of the economy, and to make us swallow the
proposition that we ought to be satisfied with it.

What have they done? They have merely scaled down the modest
goals they first set up.

So, what they 'are saying is, "We are doing very well because we are
no longer -aiming for something which was too high, but we are aiming
for something lower."

On top of that, we hear the President's newly appointed official
spokesman for economic affairs, tell us that we should forget the 3.8
percent about which the administration spoke in the first report to
the Council. As you remember, they spoke of 3.8 percent as the target.
You should forget the 4 percent everybody agreed was the sensible
target, because we are told by Mr. Connally that 4 percent in this coun-
try has never been achieved except in wartime. And, if I may quote
him, he said: "The American people 'are not willing to continue the
war to get employment down to 4 percent."

I submit this is 'one of the most incredible statements one has ever
heard, particularly coming from an administration which has the
peculiar distinction of having both a war and 6 percent unemploy-
ment. For one thing, it is not even factually correct.

Furthermore, Mr. Connally seems to believe that there is indeed a
connection between employment and war, that there is only 'one way
for this country to have high employment, and that is to have war.
Because he tells us next that the reason why unemployment is high is
because the President has been cutting down on defense expenditures.
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Does he not know one can replace certain expenditures with others?
The administration does not know that there are ways of stimulating
the economy; that if the defense expenditure finally goes down there
are thousands of things for which we need funds and we can spend
money on?

This pretense of satisfaction with the growth of the economy is
particularly disturbing in another respect, because it leaves the admin-
istration to do nothing in terms of fiscal action, and it also encourages
the kind of sharp criticism of the one Agency which has been pursuing
a sensible policy; namely, the Federal Reserve. Homer Jones has
referred to this so-called rapid growth of the money supply. I would
like, at this point, to comment a little on this latest fad that comes
to us from Chicago, the fad of what I call the money-supply watchers,
watching every wiggle of the series, and who are shouting holy murder
if that series for one moment of one day arises above some magic
figure, say, 5 percent.

I am afraid I must express at this point, Mr. Chairman, that I think
this committee may have some slight responsibility for having en-
couraged that fad by some pronouncement made in the past. As I have
said before this committee, and I will say again, there is no magic
figure; just as there is no magic figure which is appropriate for the
speed of your car. It is not 40 miles an hour or 50, or 60. It depends
on where you are going; it depends on what road you are traveling;
it depends on the conditions of the road. The only way of assessing
what is an appropriate growth of money supply is to ask yourself:
What is the appropriate growth of aggregate demand in a particular
period of time? And many wise and respected economists who have
asked themselves this question, in the fall of last year, have concluded
that for the year 1971, or for most of 1971, the appropriate rate of
growth of the money supply can be no less than 8 percent and probably
substantially higher.

Now, you can ask: How is that figure reached ?
Well, you can reach that figure in two stages. First, you ask yourself

how much of a rise is appropriate in money GNP and then how much
money growth is needed for that GNP rise.

What do we need in terms of money GNP growth?
First, we need roughly 4 percent which is the long-term trend, but

that would not make any dent in the unemployment which we now
have.

We have 2 percent unemployment in excess of the original target,
and even if we got a modest reduction by 1 percent, let us say from
6 to 5, a reduction of 1 percent in unemployment requires approxi-
mately between 2 and 3 percent growth in real output. Four percent
and 2 to 3 percent means 6 to 7 percent. Beyond that, you have to
recognize that prices are presently rising, and no measure we can
take short of creating massive unemployment is going to make the
rate of change of prices substantially below 4 percent.

Hence, money income needs to rise by something like 7 plus 4, which
makes something like 11 percent which, in effect, is the rate of growth
we have had in the last two quarters. And, as I just pointed out, this
growth was rather on the sluggish side.

So, money income needs to rise something like 10 or 11 percent.



114

So, how much must the money supply rise?
If you want velocity to be constant it has to rise as much; but if

you are in a period where you need to bring interest rates down from
where they were, somewhat lower than they were before, then you
need a larger rate of growth of the money supply. Last year, in 1970,
the 3-month Treasury bills rates averaged 6.5 percent. I think this
year we ought to aim at something like 5 percent; not substantially
different from 5 percent. If you are going to bring down the interest
rate by that much, you need an additional 'amount of growth in the
money supply.

My conclusion is that nothing would surprise me about a required
rate of growth of the money supply in the order of over 10 percent,
if we are to move toward the target of not increasing unemployment
but rather decreasing it, toward a target of 5 percent by the end of
tho year.

It is these considerations which lead me to think 10 percent is noth-
ing to be worried about for a while. Mind you, there are conditions
in which 2 percent is too much, but at the present time, under the
present circumstances, 10 percent is fine.

Where does the 5 percent come from?
From the fact that under normal conditions you will need some-

thing like 3.5 percent for growth of real output, something like 2 per-
cent for price growth, or 5.5 percent. And over the past decade we
have had another circumstance: Interest rates have been gradually
rising, and that allows the money supplies to rise less. Thus 3 to 5
percent was reasonable under the circumstances. Today, the reason-
able figure is more like 10 percent, or over.

Let me add another point: You look at the actual rate of change of
money supply, and it has been more like 12 percent, and every body
is terribly excited about this. People look at -this money supply, they
look at its wiggling from week to week as though this money supply
had objective existence as though it was something you could touch,
that anybody, any fool, could measure.

How many people realize the amount of adjustment and sophistica-
tion that goes into producing that series?

One starts out from deposits, makes all kinds of adjustments, makes
all kinds of decisions as to how to treat this and that. The latest
decision on how to treat the liabilities of Edge Act corporations, for
example, is a doubtful conceptual adjustment in order to take care
of certain statistical problems. And, on top of that, you multiply
the figure by some very substantial number which is called the seasonal
adjustment.

Now, I have strong reasons to believe that the seasonal adjustment
is significantly in trouble since the recent revision of the series. We
will not go into detail here. You will find in a recent release of Sal-
omon Brothers & Hutzler, a comparison of the seasonally adjusted
money supply of 1971 with the money supply of 1970, and you will
find every wiggle that was there in 1970 is there in 1971-just about
every wiggle.

And by the way, in 1970, the money supply in the first half rose
appreciably faster than in the second half. I have taken a little more
trouble and looked back for the last 6 years, and I am able to report
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that in every one of the last 6 years this seasonally adjusted money
supply rose faster from January to July than from July to January.

Now, anybody that knows anything about seasonal adjustments
know that means that, except for a miracle, they are not adjusted
correctly; we seem to underestimate the seasonal adjustments for
the first half of the year; if so, the money supply in the first months
of 1971 has not really been growing as fast as it seems to.

Mind you, I do not want to make too much of possible shortcomings
in the seasonal adjustment of the money supply. My hunch may even
be wrong. Rather, what I am getting at, is that it is foolish to pay
so much attention to the wiggles of the measured money supply, just
as it would be foolish to drive your car using as the sole criterion how
far your speedometer reading deviates from some magic figure, espe-
cially when you know that your speedometer is a pretty erratic gadget.
Furthermore, if at some point you find the speedometer is register-
ing 80 miles an hour, before you bawl out the driver, I suggest you
ask yourself: Are you crawling or driving like mad? And if you look
out the window, you see we are crawling; we are not running like mad.
As a matter of fact, I think the money supply grows too fast in the
first half to prevent the crazy rides in marketplaces.

I would like to point out in particular how easy it is to misread
things. If you look at Mr. Jones, he tells us the rapid expansion of the
money supply led to the rapid decreases, recent rapid decrease, in in-
terest rates. If you look at his two charts, the interest rate chart on
the first page, and the money supply chart on the money-stock page,
you will see that the interest rate fell very much just during the period
when the money supply was rising most slowly; and in the period;
namely, February, they fell very much, through early February while
the money supply rose quite slowly, and they rose very fast since the
so-called seasonally adjusted money supply began to rise very fast.

They rose very appreciably, and my interpretation for this is that
indeed the increase in the money supply went but some of the way
toward accommodating a sporadic increase in demand for money
possibly, in part, of 'a purely seasonal nature. And I feel with all of
the shouting against the Federal Reserve for running too fast, we are
forcing the Federal Reserve into a restrictive type of policy. They are
squeezing the market now and interest rates are going up in a way
which is totally unjustified. We ought to settle for a sensible target
level of interest rates, subject to adjustment in the light of further
developments and not worry so much about the wiggles of the money
supply.

NOw, this brings me -to the next question; namely, can we have a
faster expansion of the economy without running into ferrible trouble
in our fight against inflation?

Here, I think I understand your concern, 'and I 'think it is a justified
concern. Let me develop a few considerations about it. First of all, I
would like to stress that, in terms 'of my own analysis of the economy,
in terms of an extensive analysis of the economy in the postwar period,
I have reason to believe that the present rate of change of prices is out
of control in the sense that it is not a predicable consequence of the
series of events that Mr. Jones described before.
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I completely agree with him, that the inflation was generated by
excessive Government spending, brought about by the war, and com-
pounded by political considerations which prevented the administra-
tion from asking for correct fiscal measures in time, plus some errors
in the money-supply policy. But, again, coming back to the money
supply, we are told from past experience that wherever the money
supply has risen fast there have been horrible consequences, and people
point to 1967 and 1968.

Well, now, it just turns out these 2 years are totally different. In
1967, the money supply rose, and thank God for it. It did help us to
make that contraction minimal and pull out of it fast. In 1968, on the
other hand, the money-supply growth was excessive. But let's not lump
them together. There was nothing wrong with the high money growth
of early 1967; in view of 'the slowdown that was a justified policy as it
is today.

Essentially, then, we are paying today the delayed price for wrong
policies made in the past. It is my view -that the inflation is 'abating,
and I think it is evident that it is. You can refer to the chart that
Mr. Jones has brought over, to the price chart. You will see that every
one of those graphs indicates that the rate of change of prices has
been slowly abating, and it is my view it will continue to abate as long
as we prevent employment from getting too high. As long as we keep
unemployment above the 4.5-percent range, those prices will continue
to slow down toward a 2- to 3-percent long-term growth which will
tend to accompany a 4- to 4.5-percent unemployment rate.

Essentially, then, if we do that, we can expect to move back to a more
moderate rate of price changes. Furthermore, we can bring that un-
employment rate below 4.5 percent and still have no greater change of
prices, no more than 2.5 'to 3 percent, if we are prepared to take a
series of manpower measures which have been suggested, which have
been researched and on which more work needs to be done. And I hope
the research in this area will continue, because I think there is a great
deal of work that can be done in terms of reducing the amount of
frictional unemployment below which we cannot safely go without
creating inflation.

Anyway, I feel one can take the view that one has to be patient,
let things take their course, look at real output, try to stimulate the
economy, so we move toward 'a sensible area of unemployment and let
prices gradually take care of 'themselves.

This creates some problems in the balance of payments. Those prob-
lems should be handled by a different kind of reform, reform 'aimed
at more flexibility in international exchange rates. And I am presently
working on 'a program in this direction; so, I need not go into this area
now.

Of course, the American people are impatient. The Senate is im-
patielnt; the Congress is impatient; and they do not like the idea of
standing back and waiting for the inflationary spiral to gradually
work itself out.

Is there anything we can do to speed things up?
There 'are three answers. Two of these are answers that the "con-

ventional wisdom" proposes: One answer is: depress the economy and
create more unemployment, and, then, maybe prices will stop rising.
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The second solution which belongs to the conventional wisdom is the
solution Professor Galbraith has just advocated, in some form or
another, and has been advocated by other economists; namely, to use
some kind of price and wage controls, or some kind of price review
board.

Like Mr. Jones, I feel this is a hopeless thing to do. I am not against
it because I believe in perfect markets, or in the instant power of
monetary and fiscal mix, or anything like that. I do not believe in it,
because it will not work at this time. It will be a clumsy system. If it
is for 6 months, it will do no good. It will take 6 months to get it
going and by then it will be time to disband it.

It is mv view that under peacetime conditions in this economy noth-
ing really can be achieved by price and wage controls. Can you imagine
Mr. Galbraith deciding what is an appropriate wage settlement in the
steel industry, because that is the kind of thing he would have to get
into. I cannot see that we are ready, or conditions warrant a measure
of this kind.

I would like to quote Professor Samuelson, when he says that,
"under some conditions, if used very rarely, these kinds of controls
will work." Let's not get them worn out in useless circumstances. Let's
keep them aside until they are really needed.

Is there any measure that can be taken?
Yes, there is a third course, and that is the wise course. If you really

meant it, if you really wanted to bring inflation in wage and prices
quickly under control, the only wise solution is the old and proved
incentive system; namely, replace "jawboning" with so-called "back-
boning." This is an expression which has been introduced by Henry
Wallich to refer to tax incentives to resist upward wage pressure. As
you know, suggestions have been made, for instance, to increase the
tax rate for corporations which grant wage increases above some
guidepost agreed figure. I happen to think that this particular ap-
proach, though in principle is reasonable, vould face a great deal of
constitutional problems because it would involve discrimination in
taxation. But I would like to suggest an approach which does much
the same thing but is much simpler. That is to say, to apply the gen-
eral principle that the law decides which expenses are deductible for
the computation of taxes. I would say that wage increases in excess of
some established guidepost are not a deductible expense for the purpose
of calculating profits.

If you did that, what would you do?
In effect, any increase in wages granted over and above the agreed

guidepost would come entirely out of net tax profits, instead of 50
percent of it being borne by the Treasury as under the present system.

If you like, I could expand on some further devices.
One could think of some more sophisticated kind of taxation on

which you would impose an excess profits tax on the increase of profits
per dollar sales above some base period and not allowing the deduction
of wage in excess of the agreed amount in computing the markup.

With this second device, the corporation would not find it profit-
able to try to pass on the higher tax burden into higher prices.

These kinds of measures would be applied essentially to the cor-
porate sector, and, indeed, I would not mind their being applied only
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to corporations above a given size, because, and here I do agree with
Professor Galbraith-the problem of wage push nowadays is essen-
tially the problem of big labor. When I said "inflation is abating," I
was really referring to this: In the less unionized sector, the rate of
change of wages is coming down significantly and will continue to
drift down, but union wages are still rising, and this, in part, reflects
a kind of a catchup phenomenon. During the period of the rapid in-
flation of 1965 through 1969 and 1970, it actually did happen that
competitive market bidding for labor did push up the nonunion wages
faster than the highly unionized wages, and the present endeavor of
"big" unions is to reestablish the differential.

I do not have very much sympathy with that particular enterprise,
and I would have no great qualms about having tax laws which would
make it kind of hard to do that, at least under the present
circumstances.

Now, I feel that if you are willing to face up to the task of quickly
slowing down inflation, you should consider seriously my tax proposal,
though, of course, it would not be a popular measure with big business
and big labor. But otherwise let us stop talking about wanting a quick
end to inflation, and above all let us stop talking about wanting to stop
inflation by a means of prolonging the current high rate of unemploy-
ment, which really falls on that part of society which is less able to
support the burden.

Let me then come to a summary of my recommendation. I would
suggest that the first thing we need to do is to stop giving hell to the
Federal Reserve for doing a good job.

It may be sensible to have a less stimulating monetary policy if we
do engage in a somewhat more stimulating fiscal policy. Then, indeed,
it would be appropriate for the money supply to rise less fast and for
interest rates to edge up. I would prefer, looking to the future, a mix
of policies which would rely less on monetary policy and more on
fiscal policy for a lot of reasons, including the lags involved and in-
cluding balance-of-payment considerations.

But let's, by all means, try to move ahead; let's get the economy
moving, and let's try to get back to a sensible level of unemployment.

Thank you, Mr. Chairman.
Chairman PROXMIIRE. Thank you, both of you gentlemen, very

much. You have been certainly most stimulating and interesting. And
that was a fascinating proposal you just made, Mr. Modigliani.

Let me first disabuse you gentlemen of the notion that the Joint
Economic Committee had ever argued at anytime that the increase in
the money supply should be between 3.5 and 5 or 2 and 6 percent. What
we said was that during any quarter in which the Federal Reserve
Board varies from those limits, that they explain to us why. Obviously,
there are times, such as perhaps the present, when it should vary from
that. Then, we want an explanation.

But let me persist with you a bit, Mr. Modigliani, to point out why
some of us feel that some policy like this makes sense.

We have seen a number of studies, not only from Mr. Friedman but
other studies of the Federal Reserve Board policies, in which we have
found over the years-not this Board of course but over many years-
that the Federal Reserve Board has often been wrong. In fact, it has
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been wrong far more often than it has been right. One reason for this
is because there is an obvious tendency to respond to the situation that
you have statistics on-and that was last month. And then there is a
lag between the increase in the money supply, for example, and the
stimulus for the economy, or the decrease in money supply's rate of
increase and the restraint on the economy. That lag may be for a
year; it may be 18 months, and forecasting is still rather primitive.
The National Bureau of Economic Research indicates economic fore-
casting is pretty good for 6 months, and after that you might as well
ask your friendly taxi driver what is going to happen. Economists
just have not been very good.

So, for these reasons, we are concerned with erratic changes which
anticipate the situation 12 or 14 months from now, in which we have
found that the economists are just not very good at forecasting.

What is your response to that?
Mr. MODIGLIAN1. Well, I agree with you that there are lags. I think

again, I am very unhappy when Professor Friedman goes around
bandying figures like a 18-month lag. That is really a very inaccurate
statement. What is meant-

Chairman PROXMIRE. I am not quoting.
Mr. MODIGLIANI. That goes around as the kind of thing being said.
It is quite true that monetary policy operates with lags, which

means that some of its effects are spread over some time. It does not
mean it begins to work 18 months from now; it begins to work right
now. In fact, much of the effect occurs in the second and third quarter,
some spills over into the fourth and fifth.

Now, at the present time, what I am suggesting in order to judge
Federal Reserve policy, is first of all to ask what is the needed increase
in money GNP. I know I need to provide enough money to transact
a larger GNP. Furthermore, if you are talking about the danger of
overheating, I think the danger is far away from now. We have a lot
of unemployment, and all of the projections I have seen from anybody
suggests our present policy, assuming the Federal Reserve goes back
to a much tighter policy, reacting to the criticism, is for a very sluggish
continued recovery.

Chai rman PROXNEIRE. Let me interrupt to see if I can get you and Mr.
Jones on the same track. I do not know how anybody can deny the
fact we are far from a cost-push type of inflation. After all, we have
5.5 million out of work, the largest number in 10 years. Our plant ca-
pacity is operating at 75 percent of capacity. We are far below the situ-
ation in which a sharp increase in demand should cause any projected
shortages. But the argument by Mr. Jones has been quite different. He
said the expectation of an increase in the money supply is the thing
we have to be concerned about. I think that many people share that
view. What is your answer to that?

Mr. MODIGLIANI. My aanswer to that is it is most unfortunate that
the people have been sold a bill of goods, and I do agree that right now
the growthi of the money supply has become a sensitive issue. In fact,
Professor Friedman has had the gall of bragging about the fact that
whether or not maintaining a money supply growth within 6 percent
is really important, now when everybody believes it, it has become
important.
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I think we need to educate people to the fact there is no such magic
figure, that there are different appropriate figures at anytime-which
does not mean the Federal Reserve is right. I agree with you, if you
look at their record it is spotty. Generally, it has been a good record.
I approve of most of the policies they followed from 1969 and 1970.
I think one large error was in 1968. But if I look at the record from
1965 to date, I think, on the whole, it was a good record.

And do not forget, to some extent some of its failures are explained
by the fact the administration was keeping everything confidential and
secret and was not communicating to anyone the extent of the defense
increases.

The Federal Reserve has to have some information to come out with
what is appropriate. And if they are not told the facts, then you can-
not blame them entirely for having made a mistake.

So, it is true, perhaps, that people are now getting so upset about
that, that you have a hard time bringing down interest rates. Inflation
is abating; I think the expectations are coming down, but everytime
the Fed tries to bring down interest rates, there is a reverse effect be-
cause of the expectation that it will increase inflation. Let's try to
educate the people to think otherwise, and I think that your commit-
tee could be influential in doing this. I think we have to warn people
that they have been oversold on this. And this is very unfortunate. It
is depriving us of a very valuable tool.

I think, at the present time, in any event, if my proposition about the
seasonal adjustment is correct, you will find that in the second half of
the year a 6 to 8 percent rate of expansion may prove quite adequate
for what I have in mind, because, in fact, it would be larger. It would
be smaller than appears in the first half and larger than appears in the
second half.

So, I would think that probably something which would be more or
less acceptable, 6 to 8, might prove sufficient. But I would not want
to venture a very hard guess on this, because it is hard. You know,
you have to play by ear to some extent. I am just saying: Let's not get
overscared if it takes continued expansion.

Chairman PROXMIIRE. Mr. Jones.
Mr. JONES. Well, I said that I thought I agreed with 75 percent of

what Mr. Galbraith said, and when Franco Modigliani started out,
I thought I agreed with 85-this went to 90, 95, and up to about 99
percent agreement. He is quite right, that in a short term sense, there
is too much made of the money supply figures; that we have to think
of them as they develop over a considerable period of time.

Chairman PROXMIRE. How about the specific point he makes, 6 to 8
percent increase of money supply for the rest of the year might be
desirable?

Mr. JONES. I said 4 to 5. So, I feel he is too generous about the
thing. And I think we try to manage these things with too fine a
hand.

Both he and I agree about lags and about imprecision of our knowl-
edge, and I agree that things are working out in a gradual way, im-
proving the employment situation. So, I feel that we will best and most
reliably get what we want, if we, in effect, sit tight. We are on a rea-
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sonable average course, both budget and monetary-wise and we should
not think that we can guess with precision what to do.

With respect to the seasonal adjustment matter the experiences we
have had indicate Professor Madigliani may be right. It has been
very discouraging. Whether he is right now, that the seasonal adjust-
ment is off in a certain way, I don't know. I have never been able
to feel we could outguess the seasonal adjusters. We must wait for
them to examine new information. So. I think for the time being the
figures might be accepted as, facts.

Chairman PROXMIRE. Mr. Jones, you seem to advocate pretty much
of a sit-tight policy all along. You want to hold down the increase
in money supply to 4 or 5 percent. You indicate we should not change
fiscal policy, either by tax reductions or expenditure increases that
would stimulate the economy. We have close to 6 percent unemploy-
ment now. If you recognize the problems with the statistics we have
got for the last month, we do not seem to be making any progress
with that. Most of the economists seem to agree that unemployment
is going to be very high, 5 or 5.5 percent. That does not seem to
bother you very much.

Don't you think we have a moral obligation to do something about
people, Americans who want to work, especially when reducing the
amount of unemployment would not increase demand inflation?

Shouldn't we try to design policies that would both increase de-
mand, putting these people to work, and at the same time restrain
whatever kind of expectation, whatever sort of inflation that might
bring in?

Mr. JONEs. Well, I regret the unemployment, as much as anybody,
and the hardship as much as anybody, but I think we are oversold
on what wecan do and how we can do it. You know, to bring up
an old subject. I think we were oversold on the effects of fiscal policy
in 1968. We were told that it was going to cure everything then in
a great hurry, and it did not.

We have popular ideas about how much we can do and about the
efficacy of fine tuning which really have no basis in fact. I think the
best we can do is to avoid making tremendous mistakes, and we have
in the past made tremendous mistakes on both sides. We are, un-
fortunately, at the present time, paying the price for some of these
past mistakes.

Chairman PROXMIRE. I am not talking about so much fine tuning.
Here we have a situation where we have a tremendous demand for
housing, for example. If we were operating at the 2.6 million housing
rate which my amendment put in the Housing Act of 1968, we would
have 1.5 million more people at work. That is one area.

We have enormous demands in health.
We have great demands in combating pollution.
We have great need to improve many other areas, including man-

power training in a far more imaginative and vigorous way. All these
things would make a stronger country.

And you have a general feeling-frankly, I have not shared it;
maybe I am beginning to change my mind, but I have not shared the
feeling that seems quite common in the public, that we ought to have
wage and price controls.
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My questionnaire to my State shows that 70 percent of the people
in Wisconsin would like to see wage-price controls put into effect,
because they feel that we have to combat inflation. We also ought to
move ahead and do all the things they want to have done. And yet
you seem to advocate holding down in these areas of public expendi-
ture which are necessary if we are going to achieve these things I
talk about.

Mr. JONES. Well, I agree human beings have unlimited wants. We
have unlimited needs. I never thought, or never belonged to the school
of thought, that we had only limited wants or needs and that we have
a basic situation of excessive production or productive potential. We
have problems which Congress should consider, continually decide
about the division of the gross national product between the public
sector and the private sector. The total private sector is now amount-
ing to about 32 percent of the GNP, and I am not saying it should
not be 40 or 50

Chairman PROXMIRE. I am very sympathetic with the notion we have
to be very careful about moving the public sector too much into the
act, because I do not think, by and large, this is as efficient as the
private sector is in many areas, at least. But housing would be over-
whelmingly the private sector. What concerns me about the policy
you advocate-and there is a difference of a 4-percent increase and
an 8-percent increase in the money supply. I think a 4-percent increase
could be devastating to housing. It could mean higher interest rates.
By far the biggest element in the cost of a home is the cost of the
money. From the calculations we have, about 60 percent of the total
cost of the monthly payments are in interest costs. And if we hold
down the supply money, I cannot see any other effect but higher in-
terest rates.

Mr. JONES. We disagree as to how we might get lower interest rates.
We had the rise in the interest rates in the last few months, in spite
of the most rapid increase in the money supply we have had in the
entire post-war period. I think we need low interest rates. I hate a
high interest rate world. I think the solution is a greater propensity
to save and, shall I say, getting rid of the inflation. We need to look
at the problem of what funds are to be available in housing at reason-
able terms over the next 10 years and not be misled by the immediate
situation and possibly make the situation worse over a longer period.

Mr. MODIGLIANI. Could I make a couple of comments, Mr. Chairman?
Chairman PROXMMIE. Yes.
Mr. MODIGLTANI. First of all, Mr. Jones has referred-as it is popular

now-to the tax increase of 1968 as a failure. I would like to recom-
mend to anybody to take a look at the recent study which was pub-
lished by Brookings which went into a detailed analysis of the 1968
episode and concluded the increase in tax in 1968 had precisely the
effect which had been anticipated-if anything, it had effects a little
larger than was anticipated. The reason why we had inflation none-
theless was because everybody underestimated the power of other
sources of demand. It is not that it did not work; it had its dampening
effect, but it was not sufficient in the light of all other circumstances.

The second point I would like to bring out is the following. I have
refrained from referring to this point, because it sounds partisan. I



123

want to be clear that I do not belong to any party, and I did not vote
for the democratic candidate, but I do feel that I have a certain mis-
trust with the way the current administration is going about things.
What I am concerned with is the following thing, that if we have a
slow recovery in 1971, as we seem to have, and we are approaching
election time, there will be all kinds of measures taken to stimulate
the economy quickly at that time, to be sure we get through the election
time with a reasonable level of employment, and then we will be pick-
ing exactly the wrong tactic; namely, going slowly when we are far
away from the the full employment goal, and running quickly when
we get close to the goal, with a large chance to overshooting it.

I would urge now that we have plenty of slack to push demand and
be prepared to restrain it later. In this sense I would suggest attention
be given to fiscal measures which are quickly reversible. For instance,
temporary tax cuts on excise taxes have the correct character in terms
of impact and expectational effects.

Also, I would very much like to urge Congress, if you are really
concerned with wage increases and price increases-to take a real look
at using taxation which is simple, which is in our tradition, which can
be enforced easily and not try to set up complicated measures. The
public may say they are in favor of price and wage controls. They do
not realize what it means to administer them, to put them into efect,
and Mr. Galbraith himself knows exactly what miserable experience
he had with OPA. During the war there was reasonably good com-
pliance, when the war was over, the thing just broke down. I have
no reason to think it would be anv better this time. So, I do not think
that that is the way to go. Let's think about tax measures.

Chairman PROXMIIRE. I understand you are in a particularly good
position to talk about controls, because you have been studying that
and studying the Phillips curve heavily.

Mr. MODIGLIANI. That is correct.
Chairman PROXMIRE. What do you think about the estimate by Pro-

fessor Galbraith which was startling to me, that he thinks the whole
job could be done, in the first place, by a freeze that would last 6
months and then use onlv a few hundred people here in Washington
with no regional offices, and designing a system that would only con-
trol a few hundred corporations-maybe a thousand altogether-that
you could get your results of stabilizing prices in spite of a sharp in-
crease in demands?

Mr. MODIGLIANI. Let me say this, to put things in perspective, he
did not say "despite large increases in demands." He presupposed that
we keep demand under control.

Chairman PROXMIRE. But he did not say it, but I would take it that
he would advocate it. He has advocated, consistently, throughout the
years a very sharp increase.

Mr. MODIGLIANI. His statement refers explicitly to "a fiscal and
monetary policy that maintains a general balance between aggregate
demand and supply."

My view is, that in the present situation, I just do not believe that a
couple of hundred people in W\ashington could do anything significant
about holding, down prices and wages. Except perhaps in one sense:
There are millions of prices, as large corporations have thousands upon
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thousands of products with all kinds of variations and permutations
while the wage rates subject to collective bargaining are much fewer.
So, perhaps, what in effect would happen is you could sit on wages
under the appearance of sitting on everything.

Now, that has some possibility, but I, frankly, do not know how
easy it would be to get this kind of a measure through. Yes, it has some
possibilities.

Chairman PROXMIRE. It might be a little easier to get through that,however, than your proposal of imposing taxes, although it is a very
intriguing and very interesting thing, and I intend to discuss that with
other Senators and Members of the House, because I think it has otherpossibilities.

Has this ever been tried elsewhere?
Mr. MODIGLIANI. I have not searched the literature. It occurred tome independently. I understand that it has been proposed in England

by the economists for a while. And I think they may have similar
attention from other countries. I will try to investigate this and will
communicate with you.

Chairman PROXMIRE. You feel there would be no need of having thiskind of restraint on marginal firms whose taxes might be very small?
Mr. MODIGJIANI. You see, I think this could be limited to corpora-

tions with assets above a certain size, because I think the problem is
there. It is really with the large firms dealing with big labor that theproblem lies. And if you can scotch the incentive for them to give wage
increases, the increase for the rest of the wages is already coming
down; so, I think you would need to concentrate on that sector.

Chairman PROXMIRE. Mr. Jones, when would you say the rapid firsthalf growth of money supply would have an impact on the GNP?
Mr. JONES. Well, I agree with Mr. Modigliani, that this is a dis-

tributed lag. When I was at the Federal Reserve Bank in St. Louis,
our investigations tended to show effect over a period of about 18
months with possibly concentration of effect in the third quarter. We
may distinguish. between the effect on GNP and the effect on prices.
We have thought that the effect on GNP might average, say, about
9 months, that is three quarters, while the price effect is still later,
after a subsequent lag.

Chairman PROXMIRE. I understand the St. Louis model predicts thatwith a 9 percent greater growth in the money stock we should expect
6 percent real growth sometime toward the end of 1972. The inflation
would intensify in 1973. Is that a correct summary?

Mr. JONES. Well, I think Mr. Modigliani would agree that the
further out you go with these things the less certain they. are.

Mr. MODIGLIANI. 100 percent agreement.
Mr. JONES. Yes; we think that the rapid money growth would mean

we would not have a near-term improvement in inflation, but in tlhe
near term, say of a year, it would not mean an acceleration of inflation,
but we would expect that then to come along at some later time.

Chairman PROXMIRE. What do you foresee if we follow this policy?
How do you see unemployment the rest of this year and 1972?

Mr. MODIGLIANI. Are you talking to me?
Chairman PROXMIRE. First, Mr. Jones, and, then, Mr. Modigliani.
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Mr. MoDIGLIANI. Would you specify, if ytou follow the current policy
of doing nothing, essentially ?

Chairman PROXMIRE. First, with respect to fiscal policy, freeze it as
Air. Jones advocates, and then with respect to monetary policy, the 9
percent growth rate followed by 6 percent the rest of the year.

Mr. JONES. I have thought, and I guess researchers at the Federal
Reserve have thought-we are not terribly optimistic about how
rapidly the unemployment rate would decline. Of course, I have some

el in iation to disagree with the common ideals in this respect: I do not
know how the 4 percent got invented and became an article of faith.
I observed that the inflation really took off in 1965, when unemploy-
ment declined below 5 percent. Five percent unemployment is bad,
and 4 percent unemployment is bad. In a sense, any unemployment
is bad.

But given our institutional stirctures, what our labor markets are
like and their imperfections, we have some unemployment, and I am
not sure but what 5 percent is a more realistic'figure than 4 percent.

Chairman PROXMIRE. Then, you share views of the administration's
present economic spokesman that 4 percent is a myth-

Mr. JTONES. Yes; it is something people started talking-
Chairman PROXMIRE (continuing). And 5 percent is a more logical

figure, if you are going to restrain high prices?
Mr. JONES; I cannot say exafctly abotit this kind of thingu. But it is

my tendency to feel that way, rigtu.'
Chairman PROXMrRE. Mr. Modigliani.
Mr. MODIGLIANI. Well, first about the'facts, I have earlier disputed

Mr. Connally's assertion about 4 percent rate being. achieved only inwar periods. I have done some checking? and I 'ound5peacetinie years
in the postwar period in wvhich the unemployment-rate has been hover-
ing very close tb 4'percent, 'a little'above, a little below. I think it is
1947-48, 1953, and I believe' 1956-57. There are five such periods.

Furthermore, I wvas' l1ooking'for h6e.figures, but, actually, the rapid
rate of change of prices'did not begin in 1966 when unemployment,
indeed; began to get top4 percent a'nd below. From the St. Louis pub-
lication. "National Economic Trends,".I note that in 1965 theegrowth
of the GNP deflatoi"was only 1.7 petcent.' ' 'e':

I do not -believe there is'a magic figu're.. I do believe their is a long-
run tradeoff between the rate of change of prices and the'iate of un-
employment for a given set' of labor market institutions. But these
insti titions can be changed so9'that 'the tradeoff can be made more
favorable. And I repeat, we need to look "more and giveimore attention
and more energy-and funds to training 'programs for increasing the
efficiency df placement and variety of prorams-which an improve
the tradeoff. o programs' '

Mr. JoNEs. I agree with that:"''
Mr. MODIGLjAmI. So, there is nothing magic. All I am saying is 6

percent is real high.
Chairman PROXMIRE. I do' not want' you fellows to agree too much.

Do you agree with the notion that in the short run we obviously cannot
do all of these things that we would like to do to overcome structural
unemployment?

67-650-71-9
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Do you think it is practical and feasible to get unemployment down
to 4 percent with a simultaneous policy to combat serious inflation?

Mr. MODIGLIANI. No; I will be frank about this. I think something
like 4.5 percent is more likely, more sensible, until I see evidence we
are doing something about manpower programs.

Chairman PROXMIRE. You have an incentive tax system. If we put
that into effect, do you think we can get down to 4 percent?

Mr. MODIGLIANI. Perhaps. But I would like to think of that as a
transient measure to cut short the present inflationary spiral.

Chairman PROXAIRE. So, I understand you to say that we should
follow policies of getting unemployment down to 4.5 percent, but if
we go any further it might be irresponsible?

Mr. MODIGLIANI. It might be too much, unless we have accompany-
ing manpower policies.

Chairman PROXMIRE. Wait a minute. That is a big "unless."
What kind of accompanying manpower policies?
Mr. MODIGLIANI. That would be a long story. We have with us

Prof. Charles Holt, who is an expert in this area. He has written and
worked in this area. Perhaps, you' should ask him sometime to appear
before you and tell you about it. He has actually worked out a pack-
age. He has spent much time working on this with a team of experts.

The programs he would advocate would include things like retrain-
ing programs, subsidies to 'peodple who 'w-ant to move; it includes
increasing efficiency of the employment. service in. a variety of direc-
tions, including the incentive: not'to look at the number of place-
ments but how stable those placements are.

1Hethinks a program of this kind, which-hash asizable cost, I should
say-runs in the billions-would be able in some years, in some time,
to shift perhaps the minimal hnemployment which would go with a
2-percent rate of prices-from 4.5, tto perhaps '3, or 2.5 percent.

Chairman PROXMIRE. DO YOU have any. idea what effect on -the
economy it would have if we followed the:461icy of the House of
Representatives, which I 'think it has started, of providing for a
family assistance program, guaranteed anpual income of $2.800 to
a, family of four? a

What would that do in keeping other things about as they are?
Mr. MODIGLIANI. First of all, I must say that I am personally not

yet convinced those programs will work. I am still very much con-
cerned with the-incentive effect of those.programs:.

This issue is a delicate one, because you have here one issue on which
Profess6r Friedman and Professor Tobin agree and, as you know, they
are at the antipodes in many other-respects. Here I stand alone and
disagree. My view is, at least, we. do iiot yet know the incentive effects
of that kind of' a proposal, whether the incentive effects are large
enough to really create serious problems in terms of the supply of
labor and in terms of tax evasion. I amvery much concerned about the
tax evasion aspect of it.

Chairman PROXMIRE. I agree with tlhat; I have very serious reserva-
t~ions as. to any kind of a guaranteed income, but let us assume we put
it into effect.. Cail you give us your conclusions?

Mr. MODiGiLIANI. Obviously, that would be an additional stimulus.
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Chairman PROXMIRE. A considerable proportion, as I understand it,
would be $17 billion, or something like that. I understand that $3,200
would be about $20 billion.

Mr. MODIGLIANi. That I regard as absolutely undefensible. $3,200
strikes me

Chairman PRoxium. I thonght it was $2,800.
Air. lonDaGLIANr. Whttever the figure, the calculation is compli-

cated by the fact that together with that program there are supposed
to be savings in other programs. I do not really have in mind a sensi-
ble estimate of what the net contribution would be. But, of course, that
is equivalent to an increase of fiscal stimulus unless it is offset by hligh
taxes. So, that might be a way to go. But that, of course, is very perma-
nent and not quickly reversible. That is the kind of program that
ought to be done in terms of the longrumi program rather than in terms
of what it takes now to get the economy moving.

Chairman PROXMLRE. Would either of you gentlemneln want to com-
ment on the recent Federal Reserve Board discount rate increase, as
to whether you think it is justified or not justified?

Mr. MODIGLIANI. I think we probably agree that is a very trivial
technical move.

Mr. JONES. Yes; I think when you were absent I made my remark
albout that, but I think the whole discount rate

Chairman PROXMIRE. I heard that. I just wondered if you thought
this latest one

Mr. JONEs. I think it was appropriate, just lagging behind what
happened to market rates and removing what would otherwise be
a bonanza to those banks that happen to borrow, and being quite
appropriate.

Mr. MODIGLIANI. We happen to be in complete agreement about this
angle except one thing the only thing that may be ominous about it,
if it is an indication that from now on we try to tighten-in other
words, the rise in the discount rate announces a program of increasing
short term market rates, first catching up with them and then increas-
ing them further, if it gives us notice from now on "We are going to
squeeze the market and try to nudge the bills rate up to 6,' then, I
think it is dangerous.

Chairman PROXMIRE. Is there a recent change by the Federal Re-
serve of changing the discount rate more rapidly so it would not have
this psychological effect?

Mr. MODIGLIANI. Right.
Chairman PROXMmRE. Would you agree, Mr. Jones, you have to in-

crease it when you have a situation such as this; otherwise, it would
provide a windfall unintentionally?

Mr. JoNEs. Yes.
Chairman PROXMIRE. Thank you very much, gentlemen. You have

been most helpful witnesses and most responsive.
The committee will stand in recess until tomorrow, in room G-308,

and we will hear from Professor Dingle, Professor Gordon, Professor
Levy, and Professor Shapiro.

(Whereupon, at 12:45 p.m., the committee was recessed, to reconvene
at 10 a.m., Wednesday, July 21,1971.)
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The committee met, pursuant to call, at 10:10 a.m., in room G-308,

New Senate Office Building, Hon. Martha W. Griffiths (member of
the committee) presiding.

Present: Representative Griffiths and Senator Proxmire (chairman
of the comiimittee).

Also present: John R. Stark, executive director; Courtenay M.
Slater, economist; and George D. Krumbhaar, Jr., minority counsel.

OPENING STATEMiENT or REPRESENTATIVE G='ITHS-s

Representative GRn'FITHS. This morning we are continuing our mid-
year review of the economy. Yesterday we heard extremely inter-
esting testimony from three very distinguished economists. They
agreed that the outlook is most gloomy. Unemployment is goinge to
remain high and inflation is not goinig to abate very much. Yet they dis-
agreed on what should be done.

We heard a very interesting proposal from Mr. Galbraith for price
controls and another very.initeresting proposal from Mr. Modigliani
for guidelines backed up by tax penalties. Mr. Jones was not optimis-
tic about the success of either of these approaches.

We also discovered disagreements about the wisdom of additional
fiscal stimulants and about the best specific measures to use if more
stnimulants were desired3. Similarly, we heard recommendatiolls for
widely varying degrees of monetirv growth. So already we have. had
a wide range of policy alternatives presented.

This morning, and also Thursday and Friday morning. we will
continue to explore these alternatives. By the conclusion of these hear-
ings, we hope-to have established a basis for buildihg a consensus on
what must be done to get the country out of the present economic
mess.

This miorning we have a panel of four economic experts, Miss Mona.
E. Dingle, a professor of economics, of the University of Missouri-
I am a graduate of that university-a former staff member of the
Board of Governors of the Federal Reserve, and an expert on mone-
tary policies'; Mr. -Robert J. Gordon. a professor of economics at the
University of Chicagoy and author of the recent Brookings study, en-
titled "Inflation in Recession and Recovery`; Mr. Michael Levy. di-
rector of Economic Policy Reseirch for- the Conference Board and

* (ten~~~~~2.))
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author of a number of Conference Board publications, including the
very cogent and helpful analysis of the President's budget; and Mr.
Harold Shapiro, a professor of economics at the University of Michi-
gan, where he helped develop the Michigan forecasting model of the
U.S. economy.

We are very grateful to all of you for appearing this morning.
Since we do have four witnesses and a lot of questions I would like to
ask all of you to limit your statements to 10 or 15 minutes. The full
text of your prepared statement will, of course. be printed in the
hearing record.

Senator PROXINEIRIE. Could I just interrupt at that point?
Representative GRIFFITIIS. Yes.
Senator PROXIRnE. AMIS. Griffiths, first I want to thank VoI very,

very much for taking over.
Second. I want to apologize to you and the very distinguished meni-

bers of this panel. I will not be able to be here this morning. Unfor-
tuinately, the leadership has decided to take up the Lockheed bailout
this morning and we are going to be on that for some time and, there-
fore. I just have to be on the floor.

I had planned to be here and I have looked forward very entilisi-
astically to being here. I read your pliepared statements which are all
excellent and most helpful and I certainly expect to read the responses
to the questions by Mrs. Griffiths and by others in the course of the
hearing this morning. But I do want to thank you very. very much for
coming. Again, I apologize.

Representative GnRIFFIr is. Thank you.
Miss Tingle. will you please lead off.

STATEMENT OF MONA E. DINGLE, PROFESSOR OF ECONOMICS,
UNIVERSITY OF MISSOURI

Miss l)r-oL E. It is mv understanding my being first is strictly alpha-
Ibeticell and not because I am a woman.

lRep-reseitative GRIFITi is. Right.
NiSS DIiNOLE. I think all of you have mv prepared statement. I will

skip througlh it and make additional comments along the wvav. I think
mv prepared statement makes it clear I am one of the least optimistic
:aboutt being able to increase employment rapidly. even if we forgo
(our goa'l of curbing inflation, and I am also one of the least optimistic
abouitl'he prospect of purely voluntary prices and wage controls.

Concerned as I am about the level of unemployment, I think that it
kvou'il he a mistake to carry out excessively expansionary fiscal and
nifonetary policies. not only because of my concern about inflation but
:also ecauise I doubt thw effectiveness of such policies to increase em-
;ploviment at a greatly increased rate in the short ruin given the cur-
rent e6nlsticitv of price expectations and the structural problems with
swhiclh -e are faced. *We can indeed increase gross national product
-in crnrrent dollars if we expand Government spending and the money
.supptA enough, but it will be little consolation if the increase shows
!ITr almost entirely in the form of price inflation.

Ti'flntion has become less unacceptable to manv economists in recent
:,ars.s_ both because it has been widely believed that within the cur-
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rent institutional framework price increases are likely to be accorm-
panied by a higher level of employment than stable prices and because
an increasingly large proportion of the public has been able to take
steps to protect itself against the effects of inflation. The more suc-
cessful the public is in protecting itself against the effects of inflation,
lhowever, the less successful price increases are in encouraging or per-
nittin g an increase in output.

A striking characteristic of the recent inflation has been the extent
to which various groups have become both more aware of the infla-
tionI taking place and better able throul economic or political means
to obtain increases in incomes to compensate for present and expected
future increases in prices. To the extent that contracts for wvages,
interest, and other' payments are written to allow for the expected
depreciation of the dollar, the stimulative effect of the price increase
is reduced, at the same time that the expectation of price increase
tends to fulfill itself.

There are, of course, still some grotups who have been unable to pro-
tect themselves against the effects of price increases-and the plight
o f these groups has been aggravated by the rapidity with which
1wices and other incomes have chased each other up. For those persons
who expect to have future expenses that are large in relation to ex-
pected incomes, inflation may have a perverse effect on expenditures.
The classic response to recognitioin of inflation is to increase expendi-
ttires in anticipation of price increases, to draw down assets and in-
crease debts in anticipation of a decline in the value of the dollar.
The extent to which expenditures can be meaningfully anticipated
is limited, however. Meanwhile fixed value assets tend to depreciate in
real value, while stocks and even long term bonds may involve more
market risk in the short run than seems appropriate. The high level
of- saving that has been taking place recently undoubtedly reflects
uncertainty about the ability to meet future commitments at rising
prices as well as uncertainty about employment prospects in the near
future.

Another reason for my unwillingness to see excessively expansion-
ary fiscal and monetary policy pursued in an attempt to minimize
unemployment is the structural nature of some of the current unem-
ployment. I have been impressed with the concern of this committee
with the necessity for appropriate manpower policy as-well as appro-
priate policy with respect to aggregate demand. It is difficult to esti-
mate how much of the unemployment in a cyclical industry is cyclical
in nature and how much reflects longer run forces. It seems unlikely,
however, that the demand for aerospace engineers will reach its former
peak. The same thing is true of Ph. D.'s in economics and a number of
other areas.

Despite the difficulties discussed, aggregate demand and produc-
tion do seem to be increasing, although at an unsatisfactory rate.

To encourage further expansion without encouraging inflation, fis-
cal and monetary policies'should be moderately expansionary in the
near future. I would hope that we could avoid the sharp shifts in
the mix between fiscal amid monetary policies that have sometimes
occurred in the past. Experience has shown that the domestic economy
functions most satisfactorily when both sets of policies have similar
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objectives, with changes in interest rates and in the cash budget both
responding to vaTiations in the strength of private demand.

The-shortrun balance-of-payments positi6n shoiild not be a major
factor in monetary' Policy determination. A given change in aggre-
gate demand has similar effects on the underlying balance of pay-
ments position whether brought about predominantly by fiscal or by
monetary policy, and other ways should be devised to take care of
shortrun fluctuations brought about by international variations in
economic conditions and consequently in interest rates.

It is difficult to make an apriori' judgment with respect to a satis-
factory change in the money supply in the near future, particularly
in the light of the sharp, apparently largely unintentional, expan-
sion in the first'half of this year. In any case I do not believe that a
precise rate of growth can be specified as appropriate. Among' other
developments affecting the relationship between money and expendi-
tures in recent years have been the sharp changes in the supply of
money substitutes-both savings deposit and shares and money mar-
ket instruments. Some of these changes have been cyclical; some,
although initially in response to cyclical developments, have changed
market and portfolio 'structures for th'e foreseeable future. More-
over, I do not think one can lose sight of the possibility that a liquidity
crisis may' develop from' sudden shifts in the attitude toward assets
or debts and that the central bank should be free to deal with such a
development as necessary.

Yet another reason why I am reluctant to set a definite goal for
monetary policy over the short run lies in the seasonal adjustment
problem. The extent and timing of seasonal changes in money, as in
employment. not only vary from year to year but depend in part on
the stage of the cycle itself.

If I had to set a goal for changes in the quantity of money for the
second half of 1971, I would arrive at a seasonally adjusted annual
expansion of 4 to 5 percent. I believe that this, together with the sharp
increase early this year. would provide for as large an increase in
expenditures as we are likely to obtain without strongly inflationary
developments. I would, also expect a continuation of the rapid in-
crease in holdings of commercial bank time deposits and savings and
loan shares, although probably at somewhat reduced rates.

If the growth of the money supply does not exceed a 4 to 5 percent.
annual rate, we can probably look forward to a continuation of inter-
est rates close to current levels, with perhaps some further increase
in short term rates. I believe that the relatively high rates for a period
of X unemployment reflect more the continuation of' inflationary ex-
pectations on the part of both lenders and borrowers than a shortage'
of available credit.'

I would say I do not feel the interest rate level is unimportant in
the long run. I think I would probably put more emphasis than-most
T)eoD]e on the importance-of interest rates. ns a capitalization factor.
Bit .I think'the recent experience has simply shown -the monetary
authorities do not know whait a given.level of' i'ominal -interest rates
means 'inder pTeseft circumstances. .with' the resuilt that we-have had a
ston-and-go monetary'policy whiceh,,I think has' had, unfavorablk
repereussions. ,. ' , ,
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Concern has been expressed that the increase in interest rates would
have a seriously depressing effect on the housing market, which has
responded favorably to the increase in credit availability. As I read
the history of the postwar housing market, its problems in periods of
tight money have reflected not so much the high interest rates as such,
but rather a variety of restrictions in the mortgage market that have
prevented mortgages from competing wenith other.credit instruments on
an interest rate basis for the limited supply -of available funds. Mort-
gage credit seems to be readily available in most parts'of the country
at the present time. If funds are qdmpeted d from the mortgage
market at a time when an appropriate overall v6liinie of credit is
being made available. it will be becaiusd oth'er demands have increased.

If concern is with 'the supplv of housing as such rather than w'ith
the effect on aggregate demand.' the solitioii'sh'oildlbe 'sought in chbing-
ing the structure of the'mortgage mnarket' iather than in maintaining
artificially low rates of in teiest generally.

I believe that changes that have already taken place are sufficient
to prevent a repetition of the disruptive developTments that we saw in
1966 and. in a less acute form. in 1969. The ,uncometifively low ceiling
on FT-TA-insured and VA-guarante'ed loans should be raised or
eliminated.

I' think if we d6 away with the restrictions on the m6rtgage market.
we might find we have much larger movemdnts'in overall'interest
rates-on a real if not a nominal ba'sis-than we have had in the past.
But concern with the mortgage market would call for remn6ving further
barriers. ' '

I should like to plead against any change that *ould involve the
Federal Reserve directly in the'mortgage market.either by purchasing
mortgages or mortgage-backed securities' or by giving such' assets a
preferred position as collateral for loans. Reserve' management is a
sufficiently difficult task without giving the 'Federal Reserve'special
responsibility for the supply of funds in individualprivate markets.
Moreover, history shows. that there is no necessary relationship between
assets sold to the Federal Reserve or offer d'as collateral foi loans and
the use made of funds acquired in this way.

I am not in favor of introducing public works programs or other
temporary expenditure programs as a' means, of increasing employ-
ment. I believe that expenditure programs should be determined on
the basis of social priorities, and I do not believe that experience
demonstrates the feasibility of turning programs on and off in an
attempt to offset changes in private demands.

I welcome the tax cuts that have been made at the Federal level. I
deplore the fact that so many State and local governmental units have
felt that they had to increase taxes, particularly regressive taxes like
sales taxes which are particularly likely to redfice demand; While the
increase in the social securitv tax base was postponed and the pre-
viously scheduled rate increase that went into effect was small, I find
it difficult to find an economic justification for handling social security
taxes separately from the overall tax structure. A further reduction
in taxes at this time might fuel inflationary fires'both through the
psychological effect on the public and through the increase of pres-
sure that the financing problem' might create for in excessively ex-
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pansion ary monetary policy. I might say that my feeling that tax
reduction should be postponed has been somewhat modified by seeing
the savings figure of the second quarter.

I have thus far avoided the question of whether either voluntary
or compulsory price and wage controls would make the goals of rapidly
increasing employment and curbing price increases less incompatible
than they now appear. The advantages that such controls would have
if successful are obvious-the immediate stabilization of prices, the
wiping out of inflationary psychology, the assurance that any increases
achieved in aggregate demand would show up as increases in output.
The dangers are almost equally obvious-the tendency to freeze the
status quo in price and wage relations at a time when disequilibria in
current relations and changes in future demand-supply relations are
likely to be particularly great, the temptation to pursue overly ex-
pansionary fiscal and monetary policies as long as resulting pressures
are partly concealed, the danger of further straining credibility and
enhancing the perversity of expectations if too many adjustments
prove necessary.

In my opinion, the disadvantages apply equally to voluntary and
compulsory controls, but chances for success with voluntary controls
would be very limited. I believe that most groups now pressing for
wage and price increases feel that they have a real need for relief.
In considerable part, of course, this attitude involves a heritage from
the inflation we have been experiencing, with the desire to catch up
strong on. the part of those groups temporarily left behind in the
price-iwage race. The problem may reflect in part also a longer run
conflict in the allocation of economic and political power. The result
is, that reallocation of real incomes tends to be brought about by in-
flation, with the incidence shifting among groups and largely unre-
lated to the intent of our tax policy.

In this environment I would-9be willing to accept temporarily the
additional rigidities involved in price- and wage controls if I were
convinced; that they would work. By.benefit of hindsight, I would
recommend the imposition of compulsory price and wage controls in
late 1969 or early 1970 to convince the public of the seriousness of the
intent to combat inflation. I fear, however,Jthat the psychological
moment has passed and that the necessity..of permitting upward ad-
jiistments-to take pare of even the most obvious distortions would be
likely to increase. rather than lessen the perversity of expectations.

Thank youi. - - - . .

(The prepared statementuf Mi~s D1inglefollows :) .

PREPARED .STATEMENT OF MONA E. I)NGLE

I am very happy to have this'opportunity to discuss economic conditions and
policies with Members of this Committee: i

This is a very difficult period. In recent months we have seen a continuing
high rate of inflation while the unemployment rate remained the highest in a
decade; an increase in interest rates while the money' supply was increasing
rapidly in a period of depressed demand; and-a currency crisis while interest
rate differentiabl between .the United States and Europe were. narrowing. Not
only havewe committed ourselves to.a iumber of objectives which seem to be in
conflict under present circumstances-price stability, a high level of employment,
economic growth, ecidilib ium in 'the balhiice 'of'payments; the maintenance. of
free market processes-but we do nodtknow the trade-off among them. Problems
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inherent in the multiplicity of goals are enhanced at the present time by struc-
tural problems and by expectational factors which, while in considerable part a
heritage from our inflationary experience, have shown little response to recent
changes in fiscal and monetary actions. Under these circumstances it is tempting
to concentrate on the one problem most in evidence at the moment, to overesti-
mate the immediate effects of available actions on that measure, and to under-
estimate the costs in terms of other objectives.

Two years ago we decided to concentrate on curbing inflationary develop-
ments. I think that it was probably .a necessary decision, although there are
details of timing and execution that I would question. The mistake lay in lead-
ing the public to expect a much more rapid conquest of inflation and a much
smaller increase in unemployment than there was any reason to expect at the
time, a position which has strained the credibility of the public and enhanced
expectational barriers to effective future action. Now there seems to be a growing
willingness to strike out against the unemployment problem with all available
means and to let the goal of curbing inflation go by default.

Concerned as I am about the level of unemployment, I think that it would be
a mistake to carry out excessively expansionary fiscal and monetary policies,
not only because of my concern about inflation but also because I doubt the
effectiveness of such policies to increase employment at a greatly increased rate
in the short run, given the current elasticity of price expectations and the struc-
tural problems with which we are faced. We can indeed increase gross national
product in current dollars if we expand government spending and the money
supply enough, but it will be little consolation if the increase shows up almost
entirely in the form of price inflation.

Inflation has become less unacceptable to many economists in recent years
both because it has been widely believed that within the current institutional
framework price increases are likely to be accompanied by a higher level of em-
ployment than stable prices and because an increasingly large proportion of the
public has been able to take steps to protect itself against the effects of inflation.
The more successful the public is in protecting itself against the effects of infla-
tion; however, the less successful price increases are in encouraging or permitting
anm increase in output. Price increases may encourage an increase in output
if costs rise less than prices or if more can be produced at a given price-cost
relation than otherwise. Costs of productive resources, including labor costs, may
rise less rapidly than -prices if owners of productive resources identify changes
in money income with changes in real income or if they are unable to protect
themselves against the changes in real income accompanying price changes. Dur-
ing a considerable part of our history it has probably been true that suppliers of
productive resources tended to think innominal terms, to be deceived by the so-
called "money illusion". A striking characteristic of the recent inflation, how-
ever, has been the extent to which various groups have become both more aware
of the inflation taking place and better able through economic or political means
to obtainrincreases in incomes to compensate for present and expected future in-
creases in prices. To the extent that contracts for wages, interest, and other
payments are written to allow for the expected depreciation of the dollar, the
stimulative effect-of the price increase is reduced, at the same time that the
eipectation of price increase tends tbofulfilitself. 'The recently published annual
report of the. Bank for International Settlements'shows, the so-called "Phillips
curves" relating the unemployment ratelto percentage increases in wage rates
for several European countries as well as the United States; these diagrams
demonstrate clearly the tendency for increasingly large wage increases to.be
associated with given rates of unemployment in recent years, compared with the
trade-off relation which formerly seemed to exist.

iThere are of course still some groups who have been unable to protect them-
selves against the effects of price'increases-and the plight of these groups has
been 'aggravated by. the'rapidity with which' prices and other .ineomes have
chased each other up..T~ese include particularly persons who'are relying on assets
accumulated in the past or incomes from such assets to finance regular future
expenditures Or large lumpy payments. Retifed 'persons not entirely dependent
on income from Social Security form a' particularly Important part of this group,
but the group includes-also parents who are attempting-to provide for educational
expenses and others. For those persons who expect to have future expenses that
are large in 'relation toexpected i'ricomes,:inflAtibif may have aeperverse 'effect on
expemiditures: The classic response to recognition of inflation is to increase expen-
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ditures in anticipation of price increases, to draw down assets and increase debts
in anticipation of a decline in the value of the dollar. The extent to which expen-
,ditures can be meaningfully anticipated is limited, however. Meanwhile, fixed
value assets tend to depreciate in real value, while stocks and even long-term
bonds may involve more market risk in the short-run than seems appropriate.
The high level of saving that has been taking place recently undoubtedly reflects
uncertainty about the ability to meet future commitments at rising prices as well
as uncertainty about employment prospects in the near future. :

Another reason for my unwillingness to see excessively expansiofiary fiscal and
monetary policy pursued in an attempt to minimize unemployment is the struc-
tural nature of some of the current unemployment. I have been impressed vith
the concern of this Oommittee with the necessity for appropriate manpower
policy as well as appropriate policy with respect to aggregate demand: It is diffi-
cult to estimate how much of the unemployment in a cyclical industry-is cyclical
in nature and how much reflects. longer- run'forces, It seems unlikely, however;
that the demand' for: aerospace engineers *will reach its former peaki Recent
Ph.D.'s in most fields are finding teaching jobs scarce, *and:the University'of
Missouri, like many other schools, 4s being forced to reexamine past policies of
encouraging graduate school'enrollment.--These areas hav~e received particular
attention both 'because of the role of :governmental demand' or governmental
finance in encouraging the earlier expansion and because these are' groups that
have a heavy investment in specialized- training. Among other. industries, 'the
domestic steel industry seems unlikely to regain its competitive position inthe
near future. The long-run increase in the proportion of ilucome which the public
wishes to spend for' services and the corresponding decline in the proportion
which' it wishes to spend for total: durable and nondurable consumer goods may
also have implications for price and wage, relationships,.'both domestic and inter-
national, and for the le'vel of aggregate demand, that have' not been fully explored.

Despite the difficulties -discussed, aggregate demand 'and production do seem
to be increasing, although. at an unsatisfactory rate:. Toi encourage, further .ex-
pansion without encouraging inflation, fiscal and, monetary. policies should be
moderately expansionary in the near future. I would hope that we could avoid
the sharp shifts in the mix between'fiscal and monetary policies that have some-
times occurred in the past. Experience has shown that the domestic economy
functions most satisfactorily when 'both sets of policies, have similar objec-
tives,' with changes in interest rates and in the cash budget both responding
to variations in the 'strength of private demand. The major problem at .the
present time is not the appropriate mix between fiscal and monetary policies
but rather the amount of stimulus that should be applied to the economy through
the combination. , . I ' ' '. *. '- .

The short-run balance :of payments position should not be a major factor
in monetary' policy determination: A. given change in aggregate demand has
similar effects on the underlying balance of payments position whether brought
about predominantly by fiscal or by monetary policy, and other ways should be
devised to take care of short-run fluctuations brought about by international
variations in economic conditions and consequently in interest rates. Certain
credit markets are of necessity influenced-by international Interest rate dif-
ferentials. The Federal Reserve should be free, however, to concentrate on fol-
lowing an appropriate policy In the light of current domestic conditions rather
than attempting to influence'international rate relationships.

It is difficult to make an a priori judgment with respect to a satisfactory
change in the money supply in the near future. particularly in the light of the
sharp. apparently largely unintentional. expansion in the first half of this
year. In any case I do not believe that a precise rate of growth can be specified
as appropriate. Among' other developments affecting the relationship between
money and expenditures in recent years have been the sharp changes In the
supply of money substitutes-both savings deposits and shares and money mar-
ket instruments. Some of these changes have been cyclical; some although
Initially in response to cyclical developments, have changed market and port-
folio structures for the foreseeable future.' One cannot solve the problem of
money substituted merely by broadening the definition of money to include an
ever-widening array of assets. These assets are never perfect substitutes; and
the evaluation of their' liquidity'-by the.public may vary depending on recent
experience. Moreover. I do not think that one can lose sight of'the possibility
that a liquidity crisis may develop from sudden shifts In the attitude toward
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assets or debts and that the central bank should be free to deal with such a
development as necessary. I agree with my monetarist friends that both changes
in the relative importance of near money and dangers of liquidity crises would
he less acute if there had been fewer sharp shifts in the rate of monetary growth
in the past. I do not believe that the problems would be entirely absent, how-
ever. Furthermore, as I read history, the effects of unwise policy in the early
1930's were still being reflected in the increase in velocity into the early 1960's.
At this rate, we may start Ignoring the effects of policies in the 1960's by about
the year 2000. Yet another reason why I am reluctant to set a definite goal
for monetary policy over the short run lies in the seasonal adjustment problem.
The extent and timing of seasonal changes in money, as in employemnat. not
only vary from year to year but depend in part on the stage of the cycle itself.

If I had to set a goal for changes in the quantity of money for the second half
of 1971, I would arrive at a seasonally adjusted annual expansion of 4 to 5
percent. I believe that this, together with the sharp increase early this year,
would provide for as large an increase in expenditures as we are likely to obtain
without strongly inflationary developments. The actual increase in money would
be greater of course 'because of the seasonal expansion. I would also expect a
continuation of the rapid increase in holdings of commercial bank tine deposits
and savings and loan shares, although perhaps at somewhat reduced rates.
The nonbank public would also increase its holdings of U.S. Government securities
during this period of deficit finance, while commercial banks would expand
holdings of both private and governmental assets.

If the growth in the money supply does not exceed a 4 to 5 percent annual
rate, we can probably look forward to a continuation of interest rates close to
current levels, with perhaps some further increase in short-term rates. I believe
that the relatively high rates for a period of unemployment reflect more the
continuation of inflationary expectations on the part of both lenders and bor-
rowers than a shortage of available credit. While high Interest costs would
undoubtedly he a burden to some borrowers if inflationary expectations should
be overcome, many, borrowers would be able to refund at reduced rates.

Concern has been expressed that-the increase in interest rates would have
a seriously depressing effect on the housing market, which has responded
favorably to the increase in credit availability. As I .read the history of the
postwar housing market, its problems in periods of tight money have reflected
not so much the high interest rates as such but rather a variety of restrictions
in the mortgage market that have prevented mortgages from competing with
other, credit instruments -on an interest rate basis for the limited supply of
available funds. Mortgage credit seems to be readily. available in most parts
of the country at the present time. If funds are competed away from the mortgage
nmarket at a time when an appropriate over-all volumle of credit is being made
available, it will be. because other demands have increased.

If concern is with the supply of housing as such rather than with its effect on
aggregate demnand, the solution should be sought in changing the structure of
the mortgage market-particularly removing barriers still existing but also
granting subsidies where1 appr.opriate-rather than in maintaining artificially
low rates of interest generally. I believe that. changes that have already taken
plaice--hanges in .leljoing and borrowing practices of the Federal Home Loan
Banks, the development 'of higher-interest, longer-term share certificAtes by
savings anud loans associations, the removal or. liberialization of various interest
rate ceilings on mortgages-are sufcient to prevent a repetition of fhe dis-
ruptive developments .that we saw in 1966 and, in a less acute form, in .969.
The uncompetitively low ceilng on FlA-inpired and VA-guaranteed loans should
be raised or eliminated. I should like to plead against any change that would
involve the Federal Reserve directly. in the mortgage market either by pur-
chasing mortgages or mortgage-backed securities or by giving such assets a
preferred position as collateral for loans. Reserve management is a sufficiently
difficult task without giving the Federal Reserve special responsibility for the
supply 9f funds in individual private markets. Moreover, history shows that
there is no necessary relatibnship between assets sold to the Federal Reserve
or offered as collateral for loans, and the use made of funds acquired in this way.

I am not in favor of introducing- public works programs or other temporary
expenditure programs as a means of increasing employment. I lielieve that
expenditure programs should be determined on the basis of. social priorities,
and I do not believe thatexperlence demonstates the feasibility of turning pro-
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grams on and off in an attempt to offset changes in private demand. I would hope
that military expenditures could be cut back and replaced with programs of a
1permarnent nature should be higher in social priorities.

While I would not be in favor of reducing taxes further at this moment, I
welcome the cuts that have been made and would like to feel that additional
cuts could be made with little delay at an appropriate time. I deplore the fact
that so many state and local governmental units have felt that they had to in-
crease taxes, particularly regressive taxes like sales taxes which are particu-
3arly likely to reduce demand. While the increase in the social security tax base
was postponed and the previously Scheduled rate increase that went into effect
was small, I find it difficult to find an economic justification for handling social
security taxes separately from the over-all tax structure. A further reduction
in taxes at this time might fuel inflationary fires both through the psychological
effect on the public and through the increased pressure that the financing prob-
lem might create for an excessively expansionary monetary policy. If the rate of
inflation should slow down markedly or if production should fail to increase
further, scheduled tax reductions should take place in advance of schedule and
consideration might be given to additional reductions.

I have thus far avoided the question of whether either voluntary or compul-
sory price and wage controls would make the goals of rapidly increasing employ-
ment and curbing 'price increases less incompatible than they now appear. The
advantages that such controls would have if successful are obvious-the im-
mediate stabilization of prices, the wiping out of inflationary psychology, the
assurance that any increases achieved in aggregate demand would show up as
increases in output. The dangers are almost equally obvious-the tendency to
freeze the status quo in price and wage relations at a time when disequilibria in
-current relations and changes in future demand-supply relations are likely to be
particularly great, the temptation to pursue overly expansionary fiscal and mone-
;tary policies as long as resulting pressures are partly concealed, the danger of
ifurther straining credibility and enhancing the perversity of expectations if too
many adjustments prove necessary.

In my opinion, the disadvantages apply equally to voluntary and compulsory
controls, but chances for success with voluntary controls would be very limited.
Many features of proposed incomes policies, which would improve the functioning
of wage and product markets, have advantages in their own right, irrespective of
whether there is administrative action to determine wages and prices directly.
As far as such direct administrative action is concerned, however, I consider the
so-called voluntary controls to be less equitable and less likely to work than
formal compulsory controls. I believe that most groups now pressing for wage
and price increases feel that they have a real need for relief. In considerable
part, of course, this attitude involves a heritage from the inflation we have been
experiencing, with the desire to catch up strong on the part of those groups
temporarily left behind in the price-wage race. The problem may reflect in part
also a longer run conflict in the allocation of economic and political power. An
attempt is being made, either through the Federal budget process or through
the strengthening of groups formerly weak in power, to ensure certain groups
a larger share of the national product. It is difficult to find other groups willing
to acquiesce in a decline in their relative share, however, with the result that
each group tends to bargain for income increases that offset any increase in
taxes and that are at least equal to the maximum increase obtained by any other
group. The result of course is that reallocation of real income tends to be brought
about by inflation, with the incidence shifting among groups and largely un-
related to the intent of our tax policy.

In this environment I would be willing to accept temporarily the additional
rigidities involved in price and wage controls if I were convinced that they would
work. By benefit of hindsight, I would recommend the imposition of compulsory
price and wage controls in late 1969 or early 1970 to convince the public of the
seriousness of the intent to combat inflation. I fear, however, that the psychologi-
cal moment has passed and that the necessity of permitting upward adjustments
to take care of even the most obvious distortions would be likely to increase
rather than lessen the perversity of expectations.

I fear that this leaves me in the position of saying that the best we can do
Is worry along and accept a slower growth in employment and more limited
success in curbing price Increases than we should like. I am afraid that Is the
price we have to pay for our inflationary binge.
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Representative GRIFFITHIS. Thank you, Miss Dingle.
Mr. Gordon, please proceed.

STATEMENT OF ROBERT J. GORDON, ASSISTANT PROFESSOR OF
ECONOMICS, UNIVERSITY OF CHICAGO

Mr. GORDON. This should be an interesting morning because I dis-
agree with nine-tenths of what Miss Dingle said, as you will soon see.

After adjustment for the General Motors strike, it has now been
11 consecutive quarters-almost 3 years-that real output growth in
the United States has been slower than the minimum needed to keep
the unemployment rate constant. If an economic recovery is defined
as real output growth fast enough to reduce the unemployment rate,
therefore, the recovery has not yet begun. This period of recession
and sluggish growth has been deliberately engineered by the adminis-
tration and the Federal Reserve Board in an attempt to eliminate
inflation. Recently, the administration has reaffirmed the need to main-
tain present policies in order to reduce inflation, even if the result is
a continuation of high unemployment. My message today is that this
entire effort has been misguided, because the menace of a steady infla-
tion has been exaggerated. The economy would not be damaged if infla-
tion were to continue forever at the 4- or 5-percent rate which we have
experienced in the last few years.

The evils of a steady inflation are not serious enough to justify the
administration's policy of "enforced misery through gradualism."

One alleged evil is that steady inflation cannot be sustained, but
must inevitably explode into a spiral reaching 10, 20, even .50 percent
a year. While this could conceivably happen if we were, to push un-
employment too low, there are many actual examples of moderate
inflation rates which have been sustained over long periods. In Japan,
for instance, consumer prices have increased at a steady rate of 6
percent for a full decade, and in France at a rate of about 5 percent
for more than a decade.

Beyond this fear of an explosion of prices, almost every evil asso-
ciated with inflation occurs only when it is a surprise, not when it
proceeds at a steady rate which everybody expects to continue. Credi-
tors, savers, and retired people suffered from the recent inflation
because they did not expect it. Their investments were made at low
interest rates which did not compensate them for the inflation which
occurred after the investments were made, and exactly offsetting gains
were enjoyed by borrowers who obtained loans, including home mort-
gages, at these low rates. But once interest rates have risen to include
a compensation for inflation, as has occurred since 1965, the inequitable
redistribution of income from savers to borrowers comes to a halt,
as long as inflation continues at a steady rate and does not accelerate
further. In fact, the major remaining burden of the current inflation
is caused by the Federal Government. Savers and retired people have
been prevented from receiving full compensation for inflation through
statutory federal interest rate ceilings on time deposits and savings
bonds, and through the failure to make automatic cost-of-living ad-
justments in social security.
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A striking conclusion of this reasoning is that, if the current in-
flation is now fully incorporated into the expectations of savers, bor-
rowers, and workers, the administration's attempt to reduce the rate
of inflation is doing more harm than good. Since the major burden
of inflation is due to unexpected changes rather than the particular
rate which occurs, reducing the inflation rate below what people expect
will cause an inequitable redistribution of income from borrowers to
savers, just as increasing the rate above what is expected will redis-
tribute income in the opposite direction..

Is there then no burden of a fully anticipated inflation, once interest
rates and payments to retired individuals have adjusted for it? The
oft-cited ba1ance-of-payments'problem creates no obstacle, because the
United States cannot control its own exchange rate and must let other
nations decide how to adjust to inflation here. If they decide to main-
tain fixed exchange rates, as most of them have done, they will inflate
with us, or if they do not want to import our inflation they can revalue
their currencies.

Economic analysis has pointed to one rather subtle burden of a fully
anticipated inflation .'. . the extra time which people waste attempt-
ing to economize their holdings of currency and demand deposits, onwhich they earn no iinterest, ini order to increase their holdings of
securities paying interest rates which compensate them for inflation.
But even this burden of inflation can be minimized by freeing banks to
pay a competitive interest rate on demand deposits.

Because a steady inflation at or slightly above the recent rate is not
a major menace, there is nb need to consider the imposition of wage
and price controls, as some have recently recommended. If these con-
trols are temporary, they will have little effect because everyone will
expect a resumption of inflation after they are terminated. We saw
this in Great Britain in 1967. If on the other hand, they are perma-
nent, resources will be wasted and misallocated, because the signals of
changing relative prices 'would be absent, unless an elaborate central
planning bureaucracy is introduced to decide which prices should be
changed.

If the actual rate of inflation does not matter much, as long as it is
steady and- accurately anticipated; which rate of inflation should we
choose? Most'statistical research fo'r the United States indicates that
the lower the unemployment rate, the higher 'will be the rate of in-
flation associated with it if that unemployment rate is M-aintained
forever. If, for example, the unemployment we has e experienced ii
the first half of 1971 were maintatined forever, the inflation rate would
eventually slow down from its present 4 percent-to a steady rate of
about: 2 percent; or perhaps lower. The alternative choice of lower
itnen plotmriit. saxy the 4-percent target which'used to be called "full
emp]ovmennt"---bofore Secretarv Connally declared'this concept obso-
lete- woiddeventually be associated with a steady rate of inflation
som ewhat hi ber thian wwhat we ha' Vpnow, about 5 percent. according
to' the latest statistical l research.'This `trade off.W' the -amounlt of in-
flation which in thd long rtin will be associated with any given un: -
employment rate, i' rnotnyimruttable. In fact,. it is worse now than it
was in -the midfifties: Congresscan help tt6 improv it by'eyenccuragiin
more and better manpower training and relocation programiis to allow
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those who are still unemployed at "full employment" *to qualify for
available vacancies.

The possibility of maintaining "full employment" with a steady
inflation of only 5 percent calls into question the basic premise of the
administration's economic policy. Instead of deliberately producing
the recession of 1970-71, policymakers could have allowed the economy
to grow steadily beginning in mid-1969 at a rate sufficient to keep the
unemployment rate constant at 4 percent. The cost of this policy would
have been a rate of inflation which would have remained at or a bit
above 5 percent, instead of beginning to slow down (as has occurred
recently). But in comparison, the benefits of this alternative full em-
ployment policy would have been enormous, not only for those who
would not have been made unemployed 'by the recession, but for those
who would not have been forced to quit the labor force after failing to
find jobs, for those who 'would not have suffered a reduction in over-
time pay, and ultimately for everyone, since the slow productivity
growth caused by the recession would not have squeezed wages, profits,
and stock prices. State and local governments -would have avoided
much of their present financial squeeze, and the unemployment and
poverty problem of minority groups would have been less widespread
because firms would have been more willing to hire and train unskilled
and minority workers. Even if the recession is cut short by 'a rapid
return to full employment 'by election day 1972, I calculate that it will
have cost about $100 billion in lost output, or about $1,600 per Amer-
ican family. If the return to full employment is delayed further, say
to, 1975, by a policy of gradualism, the total cost of economic slack in
the end will have been $270 billion, or $4,100 per family.

Unfortunately, the recession has been allowed to occur. What should
be done now? I recommend abandoning the administration's policy of
gradualism in order to expand the economy rapidly, with an interim
target of 4.5 percent unemployment by late 1972. After that the ex-
pansion should be moderated to prevent the economy from overshoot-
ing the final target of 4 percent. Statistical research cannot be used to
predict what would -happen if unemployment were pushed below 4
percent, because there are too few historical precedents, so it would be
safer to stop at 4 percent in order to test the terrain before proceeding
further.

To summarize to this point, the primary goal of economic policy
should be stable growth of output and prices. The administration has
deliberately caused instability in output in a misguided attempt to
eliminate inflation, awhen, in fact, a steady rate of inflation does little
harm. However, we cannot begin 'a. regime of steady output growth
from our present position because too many men and machines are
unemployed. Instead we must aim for steady growth in output after
an interim period of rapid expansion to make up for the ground we
have lost.

Why do administration officials 'and some economists oppose a policy
of rapid growth? The most common reason is an exaggerated, estimate
of 'the extra inflation 'which would accompany faster growth, over and
above the inflation which is inevitable even with today's high un-
employment. I estimate that rapid expansion now is a good bargain,
because we can obtain the benefits of lower unemployment at the cost

67-650-71-10
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of only slightly more inflation this year and next than would occur if
we were to stand still.

There are three important reasons for this favorable trade-off
between inflation and unemployment over the next 2 years:

First, the major cause of current inflation is the legacy of excess
demand in the late 1960's. Workers and unions are demanding high
wage increases both to catch up for real income losses caused by infla-
tion which has already occurred and to anticipate future inflation
which they expect will be as rapid as in the recent past. We cannot rid
ourselves of this legacy, whether we stand still now or grow rapidly.

Second, while a rapid economic expansion may increase inflationary
pressures when it begins from a base of full employment, as occurred
in 1967-68, we are now starting from the base of a sluggish economy
with an abundant excess supply of labor in most areas of the country.

Third, although rapid expansion will push up the prices of a few
goods which are in short supply, the fast productivity growth accom-
panying rapid expansion will reduce the impact of already negotiated
wage increases on labor costs. This will allow employers to pay these
wage increases with fewer price hikes.

Of these reasons the first, the legacy of the past, is the most impor-
tant. To say that a rapid drop in unemployment will not make much
differences to the inflation rate in the short run is the exact converse
of the fact, which we have already witnessed, that a rapid increase in
unemployment in 1970 has not yet made much difference to the inflation
rate.

What should Congress do to encourage rapid expansion? One an-
swer frequently given by monetarists, like Milton Freedman, is that
nothing needs to be done by Congress. Rapid growth in the money
supply in the past 6 months assures a "vigorous recovery", and the
Federal Reserve should return monetary growth to a slower, more
sedate rate. In a supplement to this statement which I have prepared
for the record-and remind me to give this to you-I show that the
statistical equations on which the monetarists base this recommenda-
tion have been seriously in error so far this year. In fact, if these errors
continue, 1971 may develop into as much of a debacle for the monetar-
ists as the late 1968 tax surcharge period was for the fiscalists. The
monetarists' policy recommendation is unlikely to cause a vigorous
recovery, if that means bringing the unemployment rate much below
6 percent in the next year or two. The Federal Reserve should not listen
to the monetarists, but instead should continue the rapid monetary
growth of early 1971 for at least another year. I quantify this recom-
mendation more precisely in my supplementary statement.

However, since the money supply is not under the direct control of
Congress, and the Federal Reserve is apparently trying to reduce the
rate of monetary growth, what fiscal measures should be taken to
promote rapid economic expansion? Increases in spending should be
designed to help the unemployed directly while minimizing the extra
inflationary pressures. Job training and relocation programs should
be emphasized, for instance, not public works projects which will
further fatten the purses of construction workers. Tax cuts are desir-
able, not only because they will reduce unemployment somewhat, but
also because they temporarily reduce the rate of inflation associated
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with any given unemployment rate by raising workers' after-tax in-
comes and making them satisfied with smaller wage demands. In my
statistical research, I have isolated increases in the social security tax
as aln important cause of the inflation which occurled in the late 1960's.
There is no more constructive step which could be taken by Congress
to reduce both inflation and unemployment in this session than to cut
social security tax rates, or, better yet, to junk the whole regressive
social security tax structure and finance benefits instead out of general
revenue.

Finally, any stimulative fiscal measures will tend to raise interest
rates and moderate the present housing recovery unless the Federal
Reserve can be convinced to maintain the rate of monetary growth,
but this effect on housing will be moderated if Congress eliminates
legal interest rate ceilings on savings deposits.

(Mr. Gordon later submitted the following supplemental statement
for the record:)

SUPPLE.MIENTAL. STATEMIENT OF ROBERT J. GORDON

THE MONETARIST PREDICTION: BUT WHO KNOWS By How MucI ?

INTRODUCTION

In the past several years "monetarist" or "St. Louis-type" equations, which
estimate a statistical relationship between the growth of income and money
during some previous historical period, have gained widespread popularity as a
forecasting device. Success has been gained through the accurate prediction of
the timing of major swings in the economy since the first St. Louis equation
was published in November 1968. The continued momentum of spending growth
after the 1968 tax surcharge, the beginning of the 1970 recession, and the sub-
sequent 1970-71 recovery were all predicted in advance to occur when in fact
they did. Just as important, the retrospective use of the equations can explain
why the long advance of the economy in the 1960s paused in late 1962 and
early 1967, both of which were periods which followed a declaration in mone-
tary growth but were not predicted accurately at the time.

The problem of economic forecasters in- mid-1971, however, is not to divine
the direction in which nominal income is going to change in the next year.
Almost everyone agrees that the direction is up, and at a rate which is rela-
tively rapid by historical standards. Rather the crucial question is to anticipate
the magnitude of the advance. On the one hand the annual rate of growth of
nominal income might be in the 8.0-8.5 percent range, which is just sufficient
to create jobs for new workers in the labor force and those displaced by pro-
ductivity advance, plus the higher prices caused by an inflation largely inherited
from the past, but is not enough to reduce the unemployment rate significantly
during 1971-72. On the other hand. growth might be as fast as 10-11 percent,
in which case the unemployment rate would be close to 4.5 percent by late
1972. Whether pollcymakers are aiming at the first or second growth path, or
a path halfway between, they need to know within a fairly narrow margin what
rate of monetary expansion would generate that path in income.

This paper attempts to show that, whatever their virtues in predicting timing
relationships, alternative monetarist equations not only provide conflicting pre-
dictions of the magnitude of future expansion for the rest of 1971 and 1972, but
In addition have already generated -sizeable errors In the first half of 1971. Some
speculation on possible causes is provided after the basic problem is illustrated,
but the main aim of the paper is to provoke discussion rather than to suggest
final answers.

PRELIMINARY ASSUMPTIONS AND DEETNITIONS

The alternative monetarist equations examined here differ from each other
(a) In the definition of the exogenous monetary variable and (b) in the sample
period of statistical fit. Predictions are shown to depend heavily on the choice of
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(a) *and (b). All the equations follow the current St. Louis practice of including
government spending as an additional explanatory variable; no attempt is made
to examine the fiscal coefficients or to explain why, in almost all equations,
changes in government spending have only a short-lived positive impact on in-
come growth.' The definitions of money concepts are the usual:

M1=currency plus demand deposits.
M2=M1 plus time deposits net of large ODs.
M3=M2 plus deposits of mutual savings banks and savings and loan

associations.
Predictions of future income growth depend both on past and future monetary

growth. Past events have included:
(1) Average growth in the four quarters of 1970 of 5.0 percent in Ml, 7.5 per-

cent In M2, and 7.3 percent in 1M3;
(2) Much faster average growth In the first two quarters of 1971 of 9.3 percent

in 'M1, 14.6 percent in M2, and 16.3 percent in M3.
Most economists identified with the "monetarist school" are currently urging

the Federal Reserve to end the "monetary explosion" of (2) and return monetary
growth to rates closer to (1). In order to evaluate the degree to which alternative
monetarist equations agree on the consequences of this policy recommendation,
future monetary expansion beginning in 1971:3 is assumed to proceed at a rate
of 6.0 percent for 'Ml and 8.0 percent for M2 and M3P.2

INCOME PREDICTIoNs

Nine separate monetarist equations were estimated for the purpose of the
prediction test, one for each of the three monetary definitions, and one for each
of three sample periods ending in 1971: 1. The first and longest of these spans
eighteen years, beginning in 1953: 1. Shorter alternatives begin in 1960: 1 and
1965: 1. Predictions are obtained when the fitted coefficients are applied to the
actual values of monetary change through 1971: 2 and the assumed values be-
ginning in 1971: 3.8

The top line of Table 1 shows the actual growth of nominal income in the first
two quarters of 1971 after adjustment is made for the GM strike. Subsequent
lines illustrate predictions from the nine equations for each quarter of 1971 and
for 1972: 4, as well as the errors for the first two quarters of 1971. The average
1971 error tends to be larger for the M2 and M3 equations and the long-sample
Ml equation than for the two shorter-sample Ml equations. Further, the average
error grows much faster from 1971: 1 to 1971: 2 for the TM2 and M3 equations
than for Ml. The long-sample equations for 'M2 and M3 (equations 2a and 3a)
are most seriously in error, predicting about 80 percent more spending growth in
1971: 2 than actually occurred. The most accurate equation (lb) predicts that
GNP should have grown by 1971: 2 to $1050 billion, instead of the actual $1040
billion.

lFor some preliminary hypotheses, see my "Notes on Money, Inconle, and Gramlich,"
Journal of Money, Credit, and Banking (May 1971, part II), 3 :533-45. The monetarist
equations differ from current St. Louis practice in the following respects : (1) all variables
are percentage rather than absolute changes; (2) only Federal Government spending on
goods and services Is Included in the fiscal variable, rather than all Federal Government
spending; (3) strikes are handled by ad hoc adjustments to Income growth in 1959: 3,
1959 : 4. 1964 : 4, and 1970: 4, rather than an explicit strike variable ; and (4) the Almon
lag distribution is constrained to lie along a fourth degree, polynomial spanning eight

-Roughly a 2-percentage-point spread between the growth rates of Ml. on the one hand,
and M2 and M3. on the other. occurred In 1967-68 during the most recent previous period
of relatively rapid monetary growth combined with rising Interest rates. During the eight
quarters of 1967 and 196S, the respective rates of growth of the three money concepts
were 6.8, 9.0, and $..6 percent.

3 Governmnent spending on goods and services Is assumed to rise gradually by 5.2 percent
between 197I : 1 and 1972: 4. -This Is a' slower rate than assumed by St. Louis, since the
most rapid growth In Federal spending over the 'next year' will gccur In transfers and
grants-In-aid. In any case, the coefficients on changes In Government spending are so small
that alternati've,assumptions'.would have little effect on the results.

* _-. , "
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TABLE 1.-GROWTH IN CURRENT-DOLLAR GNP PREDICTED BY ALTERNATIVE MONETARY EQUATIONS1

[Quarterly percent change at annual rate]

Sample Error (Actual-Predicted)
Equation Money period of
number concept equation 1971:1 197i:2 1971:3 1971:4 11972:41 1971:1 1971:2 Average

Actual - ---- 2 7 5 7. 7
la - Ml 1953:1-71:1 9.8 12.1 12.5 11.2 7.9 -2.3 -4.4 -3.4
lb - Ml 1960:1-71:1 8.4 9.4 10.8 10.4 7.4 -.9 -1.7 -1.3
Ic- Ml 1965:1-71:1 8.9 10.0 11.3 10.3 7.3 -1.3 -2.3 -1.8
2a -M2 1953:1-71:1 11.1 13.8 15.3 13.6 8.6 -3.6 -6.1 -4.9
2b -M2 1960:1-71:1 9.4 11.9 13.8 12.9 8.4 -1.9 -4.2 -3.1
2c -M2 1965:1-71:1 9.6 12.0. 13.1 12.3 8.5 -2.1 -4.3 -3.2
3a -M3 1953:1-71:1 9.8 14.-1 16.7 15.4 8.5 -2.3 -6.4 -4.4
3b -M3 1960:1-71:1 7.6 11.0 13.9 13.4 8.0 -.1 -3.3 -1.7
3c - M3 1965:1-71:1 9.1 12.3 14.5 13.8 8.6 -1.6 -4.6 -3.1

' Beginning in 1971:3, growth of 6 percent per annum assumed for Ml, and 8 percent for M2 and M3.
2 Actual GNP in 1970:4 raised 512,000,000,000 to correct for GM strike.

The equations which -overpredict the most in early 1971 also predict the most.
buoyant growth for late 1971. The increa8e in spending growth from the actual
1971: 2 rate to 1971: 3 spans a wide range from 3.0 percentage points (equation
ib) to 9.0 percentage pqints (equation 3a). The GNP growth for the last half of
1971 predicted by the average of all six WM2 and M3 equations -is a superheated
$38 billion for the third quarter and $36 billion for the fourth quarter, -implying
a 1971 average GNP of $1064 billion.

IMPLICATIONS FOR THE UNEMPLOYMENT BATE

Which equations are-likely to be most -accurate for late 1971? The smallest
average errors in the first half are made by (ib), (-1c), and (3b), but the latter
is undesirable because its error grows so much -from 1971: 1 to 1971: 2 and may
grow further. The former two equations are used in Table 2 to generate a predic-
tion of the unemployment rate in 1972: 4, based on the assumptions that (a)
potential output is growing at 4.5 percent per annum and: (b) inflation over the
period will average 3.5 percent. The result is a reduction in the unemployment
rate fromn an assumed starting point.of 6.2 percent'to -5.7 percent if monetary
growth proceeds at 6 percent, and to 4.7 pjercent if monetary growth is at a faster
90 percent pace., :
.. * . ,.. . ,. .. ,4 r, ,t * . r . - .-

TABLE ,2.-CONSEQUENCES FOR, UNEMPLOYMENT RATE OF ALTERNATIVE PATHS OF MONETARY EXPANSION

: ,. - [ " 'Quarterly percent change at annual rate] '

6-percent monetary growth. 9- percent monetary growth,
equation- equation-

. .b IC lb Ic

Growth in GNP:
1971:3. 10.8 11.3 11.1 12.0
1971:4. 10.3 10.3 11.8 12.0
1972:1 . 9.3 9.6 11.7 12.0
1972:2 . 8.2 8.2 11.0 10.7
1972:3 .. 7------ ---------------------- 7. 4 7.3 10.2 9. 7
1 972:4 ---------------------------------------- 7. 4 7.3 9.9 9.3

Averagegrowth in GNP .8.9 9.0 10.9 10.9
Minus assumed inflation --- 3. 5 3. 5 3. 5 3. 5

Equals average growth in real GNP (gQ) 5. 4 5.5 7.4 7.4
Implies unemployment rate in 1972:4 1 .5.7 5.7 4.7 4.7

I Calculated by formula: V=6 
2 -(l6XMXgQ-

4 .5).
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Table 2, of course, assumes that the spec~fied monetarist equations predict
accurately. If the overprediction of GNP growth which occurred in the first
half of 1971 were to continue, the minimal drop in unemployment forecast with
6 percent growth in ,Ml would be even smaller or might disappear altogether.

SOURCES OF ERRORS

Are there underlying factors which explain the differing predictions of Table 1
and allow us to make a 'best guess" of the future relation between income and
and money? Table 3 presents a selection of information about the estimated
equations and provides a few hints. Three extra sample periods are included
for each money concept to aid in the interpretation.

TABLE 3.-REGRESSIONS OF CHANGE IN GNP ON CHANGES IN MONEY AND GOVERNMENT SPENDING

Sum of Implied change t in velocity
money with money growth of

Money Sample coeffi- Standard
Equation concept period Constant cients error 3 percent 6 percent 9 percent

la --- Ml 1953:1-71:1 0.0349 0.853 0.0257 3.05 2.61 2.17
lb --- Ml 1960:1-71:1 .0397 .665 .0187 2.96 1.95 .96
IC --- ml 1965:1-71:1 .0504 .491 .0169 3.51 1.99 .47
Id --- Ml 1953:1-62:4 .0227 1.707 .0317 3.39 6.48 8.58
le --- Ml 1953:1-66:4 .0281 1.259 .0279 3.59 4.36 5.16
If --- ml 1960:1-66:4 .0311 1.096 .0195 3.39 3.67 3.96
2a- - M2 1953:1-71:1 .0149 .967 .0284 1.33 1.23 1.11
2b --- M2 1960:1-71:1 .0124 .885 .0184 .67 .33 .09
2c --- M2 1965:1-71:1 .0183 .887 .0174 1.22 .86 .43
2d . M2 1953:1-62:4 -.001 1.489 .0336 2.44 3.89 5.38
2e . . M2 1953:1-66:4 .0152 .949 .0302 1.26 1.11 .94
2f- - M2 1960:1-66:4 .0175 .911 .0184 1.20 1.04 .76
3a- - M3 1953:1-71:1 -. 0193 1.324 .0293 -. 40 .67 1.65
3b --- M3 1960:1-71:1 -. 004 1.049 .0199 .24 .39 .48
3c --- M3 1965:1-71:1 .0167 .912 .0167 1.23 .96 .69
3d --- M3 -1953:1-62:4 -. 0478 1.848 .0327 -. 54 1.98 4.52
3e --- -- - M3 1953:1-66:4 -. 0206 1.289 .0301 -. 62 .34 1.12
3f --- M3 1960:1-66:4 -. 0225 1.254 .0177 -. 98 -. 22 .55

I Money growth assumed 2 percentage points higher for M2 and M3. Coefficients on government spending ignored.

First, which money concept fits best? Although the standard error of the Ml
equation is best for the entire 1953-71- period .(equations a), this victory is
entirely due to the first half of the period (1953-62, see equations d). During both
the early (equations f) and late (equations c) 1960s, the standard error of the
M3 equation is the lowest, although M2 fits best for the 1960s as a whole (equa-
tions b). These differences are small and in many cases statistically insignificant,
so there is little to be gained by a close study of differences between the residuals
of the various equations.

A more important problem is the cause of the differing predictions for 1971
illustrated above in Table 1. One common feature of the equations in Table 3
is that the sum of the coefficients on the monetary variable tends to be consid-
erably higher when the 1953-59 interval is included in the sample period. The
"b" and "c" equations, which exclude 1953-59, uniformly have smaller sums of
coefficients on money than the "a" equations which include the early interval.
The contrast is even more dramatic between the "d" equations, in which the
1953-59 period dominates, and the others.

If monetary growth is projected to continue at a steady rate in the future,
the basic task of the monetarist equations is to predict the future change in the
velocity of money. The last three columns in Table 3 demonstrate that the alter-
native equations have different implications for velocity change, and differences
among them depend on the particular steady rate at which money is expected to
grow. The velocity implication of the equations for a given money concept and
different sample periods are reasonably close together when money growth is
3 percent, but diverge widely at 6 and particularly at 9 percent.money growth.
The velocity projection for Ml at 9 percent money growth varies from 8.6 per-
cent growth for the equation covering the earliest subperiod (equation Id) to
only 0.5 percent for that covering the latest (equation lc).

Particularly, for Ml the increasing divergence of the velocity predictions at
high rates of monetary growth reflects the fact that the constant terms in the
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alternative equations are more similar than the sum of the coefficients on money.
Since the sum of coefficients is much higher on those equations which include
1953-59, projected velocity change is much higher with rapid money growth than
for equations which exclude 1953-59. These high velocity projections for the
early equations are caused by the fact that GNP fluctuations in 1953-59, and
to some extent in 1960-61, were much wider in amplitude than after 1961. The
equations explain the very rapid recovery in 1955, and the very sharp turn-
around from a steep decline in GNP in early 1958 to a steep rise in late 1958,
as attributable to a high elasticity of income change to money change. But the
greater the share of 1962-70 In the sample period, and the less the role of 1953-
61, the less dramatic the observed swings in GNP and the less accurate the
high elasticity estimates.

Did the "true" elasticity of income growth to money growth change after
1961? More probable is the changing role of a "left-out variable," the determi-
nants of sharp fluctuations in inventory accumulation. To the extent that these
"left-out" determinants are nonmonetary factors which are positively correlated
in timing with monetary growth, their exclusion biases upward the estimated
elasticity of income to money, and a reduction in their importance over time
is reflected in a reduction in the upward bias in equations for the later sample
period, and hence a reduction in the estimated elasticity if the underlying "true"
elasticity remains unchanged.

An additional, much more straightforward reason for the smaller velocity
growth projected by the 'MI equations for later sample periods is that the actual
growth in the velocity of 'Ml has slowed in recent years. The velocity of Ml grew
at an annual average rate of 3.5 percent per annum between 1953 and 1966, but
only at an average of 1.6 percent In the 12 quarters of 1967-69. To the extent that
the rapid increase in velocity in the earlier period was due to the substitution
out of Mi into savings deposits, the slowdown in velocity growth after 1966 has
doubtless been due to the virtual cessation of growth in the yields on savings
deposits in the 1967-70 period. Since these yields will probably not grow appre-
ciably over the next year, monetary projections based on Ml should probably be
made using an equation with a sample period which covers mainly the recent
years of slow yield growth and should not rely on evidence from the earlier period
of rapid increases in savings deposit yields. This reasoning points to the use of
equation (le) above In Table 2 as the Ml equation likely to be the most reliable
in the near future.

What do changing yield relationships imply about the velocity predictions of
the M2 and M3 equations? The opportunity cost of savings deposits, the yields on
short-term market securities, rose relative to deposit yields during 1967-69. This
was reflected in faster velocity growth for M3 (0.7 percent in 1967-69 versus
-0.3 percent In 1961-66). M2 velocity growth was little changed (0.4 percent In
1967-69 versus 0.6 percent In 1961-66), probably because in 1967-68 time deposits
were still growing rapidly In response to the narrowing of yield differentials
betweenUS &IL and time deposits which occurred in 1964-66.

If changing yield differentials are the major determinants of the sensitivity of
velocity predictions to the choice of sample period, then predictions of 'M2 and
M3 equations may be particularly unreliable in 1971. There is no precedent in
any of the alternative sample periods for the extent of the sharp reduction in
the yields of market securities relative.to savings deposits which occurred from
the average level of 1969-70 to the average level in the first half of 1971. If savers
take several quarters to adjust to the increased attractiveness of savings de-
posits, 1971 may be a period of an.unprecedented decline in the velocity of M2
and M3. The closest previous historical parallel in the postwar years was the
drop of market interest rates in early 1960. This was followed by income growth
substantially slower than the fitted values of the `M2 and ' 3 equations (2a, 2b,
3a, 3b) in the second half of 1966 and the first half bf 1961.

PREDICTIONS IN PREVIOUS EPISODES OF MONETARY EXPANSION

The preceding section suggests that income growth in late 1971 will be over-
predicted by all the equations except (lc), which uses the MI monetary concept
for the most recent sample period. While we must wait at least two more quar-
ters to find out if these conjectures are correct, one test of their plausibility Is an
application to past periods. What are the predictions of the (d) set of equations,
which end In 1962: 4, for the three years of monetary expansion 1963-65? And
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what do the (f) set of equations, which end in 1966: 4, predict for the expansive
1967-69 period?

Actual average income growth in 1963-65 was 7.2 percent, but is uniformly
overl)redicted by all three (d) equations; growth rates of 8.8, 9.6, and 12.2
percent are predicted by the three respective monetary concepts. In all three
cases, the high elastieity of income to monetary change in the 1953-62 sample
i)eriod. due to the severity of inventory fluctuations, proved to be an over-
estimate of the economy's response to rapid monetary growth in 1963-6u.

The (f) set of equations, with a sample period of 1960-66, do a mixed job
in predicting 1967-69. The M11 equation overpredicts substantially that the 1967-
69 expansion should proceed at a 10.1 percent average annual rate, as compared
to the actual observed rate of 7.1 percent. This reflects the slowdown in the
groxtvth of savings deposit yields after 1966. On the other hand, the M2 and M3
equations are much more accurate, with predictions of 7.6 and 6.1 percent.
respectively. 'This succss, howeve', is probably -not a good indication of the
likely performance of M12 and MI3 equations in 1971-72, because the drop in
market rates in 1957 was much smaller and shorter than has occurred in'1971,
and heiice the decline hii the velocity of M2 hand; S3I this year is likely to be
much miore marked.

CONCLUSIONS
Among the conclusions and implications .6f this paper are:. '
(1) Most monetarist equations have already.madeisubstantial overpredictions

of GNP growth in 1971. --
(2) Further overpredictions.are likely during'the remainder of 1971.
(3) Because of (2), monetarists exaggerate the increase in spending and

reduction in unemployment which would. occur in 1971-72,if the Federal Reserve
slows&growth in Ml to'6:0 perdent per annum from now oh. Such a policy is
unlikely.to lead to an appreciable reduction in unemplbyment.. '

(4) The major cause of errors is probably the omission from monetarist
equations of changing interest rate differentials which cause. substitutions in
and out of different.financial assets, and hence cause changes in the velocity of
money - I ' ' "

(5) Equations based on Ml are likely to be'most accurate in 1971-72 because
the ha3jor substitute. for Ml is savings deposits; on:' which yields have not
changed much recently and are not likely to change appreciably in the .near
future. . ' ' '

(6) However. Ml equations will lead to, overpredictions of .GNP growth if the
sample period includes too much of the. pre-1967 era'of rising savings deposits
yields, particularly if the 1950s a re included. . - I

(7) The overprediction of GNP growth in 1971 generated by the Laffer model
is fundamentally due to (6), since his sample period covers the entire 1948-70
period.

(8) The St. Louis equations are likely to be more accurate, even though they
include the late 1950s in their sample period, because the expression of variables
as absolute rather than relative changes gives relatively heavy weight-to the
last half of the 1960s.

Representative GRIFFITHS. Thank you very much. Mr. Gordon. I
would like to tell. you, I have to dispose of the four people ahead of
me before I become the chairman of the Ways and Means Committee,
before I can junk the Social Security Act.

Mr. Levy, please proceed.

STATEMENT OF MICHAEL E. LEVY, DIRECTOR, ECONOMIC
POLICY RESEARCH, THE CONFERENCE BOARD

Mr. LEVY. I have a prepared statement and supplementary material
but I would like to summarize my prepared statement.
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In the prepared statement, I indicate that the economy has just
emerged from the fifth postwar recession and has completed the first
two quarters of its recovery. I compare this recession and the first
stages of the recovery with previous postwar experience, particularly
in chart 1 of my prepared statement. The evidence shows that this was
a rather mild recession, probably the mildest one we have had in the
postwar period, but the economy so far, during the first half year
of the recovery, has been modest-one might even say sluggish-in
comparison with previous postwar records.

I also draw some comparisons between the record of the last 31/2
years and the experience of the second half of the 1950's. In both
instances, the major problem was the fight against inflation. The
policies used largely were restrictive fiscal and monetary policy. In
both instances, these policies brought on, or contributed to bringing
on,' the recession.

During the 1957-58 recession, prices continued to rise and the infla-
tion was not stopped until the very end of the recession or the early
recovery, and there was a strong cost-push element in the inflation.
During, the present period, inflation has continued right through the
recession and into the early stages of the recovery, but we have had
a longer preceding period of inflation and a more deeply intrenclhed
inflation.

During the late 1950's, there was a very strong debate going on
whether so-called cost-push inflation could at all be effectively fought
with additional fiscal and monetary policies. The debate dissolved
when the subsequent period produced 6 years of extreme price stability
by almost any measure or definition. It would suggest to us that; indeed,
cost-push inflation could be fought by traditional measures. That is
not the entire story. As we view the second half of the 1950's, we
cannot be sure that inflation would not have been revived had we not
turned again to restrictive fiscal and monetary policies after the very
initial phases of the expansion, long before the economy had recbvered.
The result of these restrictive policies was that the recovery of 1958-60
was a sluggish one, unemployment rates were high.by historical stand-
ards, stayed high, and the loss of potential output swas substantial.

I have made some computations ;which indicate that the unemDloy-
ment rate during that recovery, 1958 through 1960, averaged 5.9 per-
cent. The loss of potential output per quarter averaged over 6 percent.
The unemployment rate never came down during any quarter to 5
percent or -below, and the loss of potential output during any giv en
quarter of that recovery was never less than 4 percent.

Morebver, -as a'result of these policies, -we moved into the 1960-61
recession long before full employment was obtained, and had during
1958-60 the shortest and most incomplete postwar expansion.

Now, there may be some important lessons to be learned from this
period, because it seems to me this period is relevant to our current
policy considerations.

A long period of high unemploynient rates and large losses of real
potential output will restore reasonable price stability. Yet the eco-
nomic costs are high in terms of unemployment and they are likely to
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be higher in terms of unemiplovme-nt this time around than they were
in the late 1950's. There is statistical evidence that we would have to
keep unemployment rates at even higher levels now to achieve the same
effect of reducing price inflation than was the case in the late 1950's.

In my prepared statement. I review briefly the likely projectory of
the economy for the second half of this vear and the first half of next
year. summarizing this in terms of the likely performance for calendar
year 1971 and for fiscal y ear 1972. In doing so, I provide a table which
summarizes seven sets of major economic projections from a variety
of sources and using a variety of methods, but all highlv regarded
projections. Five of these are derived from econometric models which,
by the wav, include the 'Michigan model,' about which Professor
Shapiro will have more to say.

Included also is what is probably the best known so-called "money-
supply model," that of the Federal Reserve Bank of St. Louis; they
gave me updated figures, the latest updated figures that (ire available.

Also included is a summary by the American Statistical Association
'and the National Bureau of Economic Reseaf-ch, derived from a large
number of forecasts of professional economists who forecast regularly
and many of whom used judgmental methods. So judgemental meth-
ods, econometric methods, and a money supply model are all repre-
sented here and yet, if one compares figures, there is considerable
agreement and some major conclusions emerge.

First of all, these projections, if they are to be trusted, suggest that
we are not likely to come close to the famous $1.065 billion GSNP target
submitted by the Council of Economic Advisers in February of this
year. *We are not likely to come close to this target. despite the fact
that we have had more fiscal stimulation and more monetary stimula-
tion so far than the Council of Economic Advisers considered neces-
sary at the time they made these projections in order to attain this
target.

Particularly important is an analysis of the components of this
shortfall. If vou look at the inflation part of it and the real growth
part of it. you find that the shortfall is largely due to the fact that
most projections envision sluggish growth for the calendar year in
real terms. In other words, the expansion in output of the economy
for calendar vear 1971 is likely to be so modest in comparison with
other first vear recoveries, that it will not come close to this target at
all.

Most models project some reduction in inflation during the course
of this vear and some further reduction over the fiscal year 1972 period
which extends through the middle of next year. The reductions en-
visaged are significant-and I provide some figures in the table-but
thev are modest. They are not likely to get us the degree of price sta-
bility generally talked about or envisioned as the kev to stability,
where we have no longer a problem of fighting inflation, unless we
accept Professor Gordon's thesis that inflation is not a matter of con-
cern in the first place, and not all people might agree with that thesis.
Inflation will moderate some but not a great deal.
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Nowv, the question is what are the costs of obtaining this moderation
in inflation, if these models end projections are to be trusted at all;
there we find the costs will indeed be high. Most models project for
calendar year 1971 a real growth rate of less than 3 percent. The high-
est projection suggest real growth rate of 3.6 percent for the calendar
year, which would be substantially below the 4.2 percent growth rate
which was the growthl rate of the slowest previous postwar economic
recovery for a comparable period. The fastest or most vigorous recov-
ery had a real growth rate during the first year of 9.,6 percent.

Growth is likely to improve somewhat during fiscal year 1972, but
even then, three projections suggest a real growth rate of 4 percent or
less. The highest single projection suggests for fiscal year 1972 a real
growth rate of 5 percent. During previous comparable stages of the
recovery, the slowest real growth rate was 6.4 percent and the fastest,
11.3 percent. This gives you an indication of the degree of sluggishness
of this recovery.

These figures can be placed into some perspective by what I call the
"break-even growth rate." that is, the real growth rate that would be
required in order to prevent unemployment from deteriorating. I have
estimated that, over the next fiscal year, this break-even growth rate
woVUld be about 4.75 to 5 percent in r eal terms which means that, unless
we can move the economy ahead at a substantially faster real rate than
that, we cannot expect any noticeable improvement in the unemploy-
ment rate.

Mind you, the highest projection envisioned a real growth rate for
fiscal year 1972 of 5 percent. This suggests we cannot envision any
significant improvement in unemployment from its recent level
through the middle of next year and indeed, if you look at the inde-
pendent estimates of unemployment rates in these various projections,
you find they cluster pretty much at the current level or, at best, a
trifle below the current level, which after going through a year and a
half 'of recovery would certainly be high in terms of most targets that
are set presently. I think it would be disturbingly high.

In brief, the performance 'of the U.S. economy over the next year as
projected by some of the best forecasts currently available would in-
clude a modest reduction in the rate of inflation, but at the cost of slug-
gish real growth in terms of the first year and a 'half of a recovery, and
high unemployment rates at, or near, their current level. Such 'an eco-
nomic performance would resemble in important ways the experience
of the late 1950's.

At present, the premise is widely accepted that -the Federal Reserve
Board is in the process of reducing the rate of growth of the money
supply well below its earlier hectic pace; moreover, the administra-
tion has asserted that no further fiscal stimulation should be expected
in 'the foreseeable future.

The sluggish recovery and the high unemployment rates experienced
so far-and envisioned for the coming year by all seven projections
reviewed here-are likely to invite efforts to provide additional eco-
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nomic. stimulation. Yet it is argued by some, not entirely without
merit, that the economy has already received strong stimulation,'par-
ticularly from a highly expansionary monetary policy, and that the
full response is likely to show up only after a time lag. There is, how-
ever, some danger here of overrating the degree and effectiveness of
recent economic stimulation, particularly in an environment where de-
cisionmaking is still adversely affected by inflationary expectations, as
well as by sluggish growth and high unemployment. The recent fiscal
stimulation has been relatively modest (at least in terms of such sim-
ple and inadequate measures as the full-employment budget surplus
as a percent of potential GNP); and the effect of th trong monetary
stimulus may well be reduced, at least for the time being, by the' de-
sire of business to rebuild liquidity as h hedge against future monetary
reversals and by high savings rates that reflect the consumer's malaise
caused by continuing high rates of inflation and unemployment.

At this time, the merit of additional economic stimulation must be
balanced against the real danger that it may largely spill over into
wage, cost, and price increases while producing only modest further
gains in real output and employment. If this were to happen, the re-
cent recession-with its ensuing loss of potential output and employ-
ment-would have bought, at best, a small temporary slackening of
the high rate of inflation.

In summary, fighting the present inflation' with traditional fiscal
and monetary policies may subject the economy to a trajectory of slug-
gish real growth, high unemployment, and large losses of potential
output. If so, the mandate of the 1946 Employment Act would seem
to require that we modify our policy mix in ways that hold out the
promise of a higher growth trajectory for the economy while contain-
ing inflation.

Thank you.
Representative GRI[FrITHS. Thank you.
(The prepared statement and supplementary matefial of Mr. Levy

follow :)
PREPARED STATEMENT OF 'MICHAEL E. LEVY 1

The U.S. economy, after emerging from its fifth postwar recession, has just
completed the first two quarters of its recovery. In duration, this was the seconm
longest postwar recession-yet it appears to have been the mildest one in
amplitude.2 'The initial two quartel's of the recovery have extended the "Aancer
shape" of the recession; compared with all previous 'postwar recoveries, the
latest one has been at best modest; if not sluggish (see Chart 1).

Thbe views, expressed In this statement do not necessarily represent the views of the
Institutions with which the author Is currentlv affiliated.

2 The recession has been dated tentatively from November 1969 through November 1970
(see Solomon Fabricant, Recent Econornic Changes and the Agenda of RBuiness-Cycle
Research, National Bureau 'of Ecoiorhic' R1search. Inc. New York: May 1971).
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Chart 1:
NMild Recession-Sluggish Recovery, 1969-1971
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The 1969-1970 recession was induced to a large extent by the conscious
application of fiscal and monetary restraint designed to brake the inflationary
spiral and to restore price stability. Of course, this so-called Game Plan l did
not include an actual recession; it aimed at a gradual slowing of the economy,
followed by several quarters of virtually no real growth (but without any decline
in real output or sharp rise in unemoloyment-the classical signs of a recession)
in order to choke off the inflation.3 This policy of "planning without dipping"
called for a degree of fine tuning which is presently well beyond the state of
the art; therefore, it was likely either to lead to a recession, or to fail to con-
trol the inflation-or both.

The economic scenario of 1968-1971 bears a close resemblance to the experience
(luring the second half of the 1950's: accelerating inflation with strong "wage-
cost-push" elements fought by fiscal asid monetary restraint which resulted in a
recession. (Elsewhere, I have reviewed the present and previous postwar in-
flations and the policies used to cope with these inflations. This analysis bears
on the current economic situation; therefore, with the permission of the
Chairman and the members of this Committee, I would like to make it available
for the record.)' A comparison of these two periods is timely, because it may
help us avoid a repetition of the experience of 1958-1961, when an incomplete
economic recovery was chocked off prematurely by renewed fiscal and monetary
restraint, resulting in an economic decline in 1960-1961 long before the economy
had attained its full potential.

LESSONS OF 'THE SECOND HALF OF TIE 1'950'S

The accompanying chart (Chart 2) presents a few economic series-that seem
to me particularly pertinent for a comparison of the second half of the 1950's
with the most recent economic experience. The number one problem in both
instances was an excessively high and accelerating rate of inflation. In both
instances prices increased at unacceptably fast rates well into the recession;
most recently, the acceleration of price inflation appears to -have been stopped,
but the rate of inflation has continued nearly unabated through the recession
into the first two quarters of the recovery. From the very outset, the 1956-1958
inflation included strong so-called wage-cost-push elements; the latest inflation
has been subject to strong cost-push pressures only during the last two years.
In the 1950's as well as most recently, economic policy relied mainly on the
traditional weapons of fiscal and monetary restraint to fight the inflation; 5 in
both instances these tools were applied forcefully.

3 In this connection, note the February 1970 Econo-mic Report of the President (especially
pp. 7-8) and The Budget Message of the Present for Fiscal Yedr 1971 (especially pp.
11-12).

"U.S. Inflation and Wage-Price Guideposts: Past Lessons and Prospects," The Con-
ference Board Record, June 1971, pp: 5-11.

6 However, for a review of recent supplementary measures to restrain wage and price
advances, see "U.S. Inflation and Wage-Price Guideposts: Past Lessons and Prospects,"
loc. cit.
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The ]'356-1958 inflation (which was far less deep-seated than the present one)
was arrested only gradually toward the very end of the recession and the early
stages of the recovery. Moreover, it would be difficult to ascertain whether the
inflationary flames might not have been rekindled if, after the brief initial recov-
ery, fiscal and monetary policy had not become thoroughly restrictive again,
forcing the economy onto a slow growth path and into the premature 1960-1961
recession.

During the second half of the 1950's, economic policy debates centered on the
question whether traditional fiscal and monetary policies were effective and
adequate in coping with so-called cost-push inflation. The six years of virtual
price stability which followed the 1956-1958 inflation seemed to dissolve this
issue. To me, the lesson of the late 1950's is clear: traditional fiscal and monetary
policies can effectively cope with inflations of the kind we have recently expe-
rienced-but the real economic costs are high: prolonged sluggish real growth of
economy, a very large loss in potential real output, and continuing high unemploy-
ment rates well in excess of what would be considered "full employment" even
in terms of the most conservative definition. (Evidence to this effect is displayed
in the right-hand panel of Chart 2.)

During the 1958-1960 expansion, the unemployment rate averaged 5.9% and
never receded to 5% in any single quarter; the quarterly loss of real potential
output averaged 6.2% and was never less than 4.3%. The premature 1960-1961
recession resulted in a sharp deterioration in unemployment as well as in poten-
tial output lost, and the improvements during the early phases of the subsequent
expansion were slow and gradual.

To me, the evidence is convincing and the lesson is clear. A long period of high
unemployment rates and large losses of real potential output will restore reason-
able price stability. Yet, the economic costs are 'high-in terms of unemployment
they are likely to be even higher this time around than they were in the late
1950's (if recent research on this subject Is to be trusted)."

Recent policy statements by the Administration suggest, and some of the most
prestigious economic projections (discussed subsequently) tend to confirm, that
the economy can be expected to continue on a growth path which relies on large
potential output losses and high unemployment rates to gradually cure the present
inflation. I shall now turn to a review of this economic outlook and consider briefly
the real costs and the alternatives.

ECONOMIC PROJECTIONS FOR CALENDAR 1971 ANp, FISCAL 1972

'In the accompanying table, I have put together-on an internally consistent
basis-seven sets of economic projections; these comprise some of thebest fore-
casts available outside the Federal government, derived from a multiplicity of
alternative and competitive methods and sources. Five of these projections come
from fairly detailed econometric models; a sixth set represents the average of
projections by a large number of professional economists who prepare regular
economic forecasts; projections by a well-known "Money-supply Model"-that
of the Federal Reserve Bank of St. Louis-are also shown. The data summarized
here include GNP (in current dollars), the real growth rate, the rate of inflation
(as measured byI the implicit GNP deflator), and the unemployment rate; infor-
mation is provided for-the next four quarters, as well as for the calendar yea
1971 and the fiscal year 1972. . .

Significantly, with one exception, all current-dollar GNP -projections for 197.
are substantially lower than the $1,065 billioni "target" projected by 'the CEA
last February. 8 Even now this target appears to be out of reach despite the fact

8 Moreover.- recent- research by Robert J. Gordon suggests that such a 'cure" may be
effective only for relatively short periods, up to about 5 or. at most. 7 years (see his
"Inflation in Recession and Recovery," Brookings Papers on ECONOMIC ACTIVITY, 1971,
No. 1. especially pp. 140-42).

7 What is implied here is a deterioration In the so-called "Phillips Curve." Recent evi
dence Is contained in George L. Perry. "Changing Labor Markets and Inflation," Brookinga
Papers on ECONOMIC ACTIVITY, 1970, No. 3. especially pp. 431-33; also Robert J. Gor-
don. loc. cit., especially p. 123. This author concluded as early as 1966 that the U.S. Phillips
Curve trade-off had deteriorated (see Michael E. Levy. "Full Employment and Inflation:
A 'Trade-Off' Analysis." The Conference Board RECORD, December 1966, pp. 17-27).

5 The only projection that comes close to this target figure is that of the Federal Reserve
Bank of St. Louis, prepared in July 1971. This model relies heavily on the rates of growth
of the money supply for Its projections. Its latest results reflect the exceedingly high rate
of growth of the money supply during the first half of 1971.
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that the economy received stronger fiscal and monetary stimulation during the
first half of 1971 than had been proposed 'by the CEA as a prerequisite for attain-
ing this target. The short fall in GNP-accordling to the projections reviewed
here-would be due to sluggish real growth rather than to a moderation in the
rate of inflation.

All but one of the seven projections of the rate of inflation for 1971 are in excess
of 4% %; four models project the rate of inflation at ,5% or more.

ECONOMIC PROJECTIONS OF GNP, REAL GROWTH, INFLATION, AND UNEMPLOYMENT, 1971-72

[Seasonally adjusted annual ratesi

Actual. Projections

1971 Source 1971 1972 Calen-
Ist and dar FiscalSeries 1970 half date III IV I 11 1971 1972

(GNP billions, of dollars) -974 1, 031 A 1, 055 1, 078 1,103 1,128 1,049 1, 091
---------------- B 1 060 1 088 1,113 1,136 1,053 1,099
---------------- C 1.066 1 084 1 109 1,129 1,056 1, 097

.* D 1 075 1,102 1,124 1,143 1,061 1,111
---------------- E 1 056 1 078 1,108 1,135 1,049 1,094
---------------- F 1,061 1,081 1,109 1,134 1,050 1,096
---------------- G 1, 059 1,081 1,106 1,128 1,050 1,095Real growth rate (percent) --. 6 3.8 A 2.7 4.9 6.0 5.9 2.6 3.6
------------ B 2.2 6.7 4.8 4.8 2.7 4.1
------------ C 1.7 3.5 4.3 4.1 3.6 5. 0
-0----------D 6.2 5.3 3.2 2.1 3.3 4. 7
------------ E .3 3.8 6.8 6.1 2.1 3.2
------------ F 2.7 3.4 7.2 5.9 2.5 4.0

- ------ G 4. 5 5.3 5. 7 5.2 2. 8 4. 8Rate of inflation of implicit GNP de- 5 .5 5.3 A 3.2 3. 7 3. 7 3.1 4.6 3. 8
fluter (percent). ---------------- B 3.8 4.0 4.4 3.5 5.0 4.5

C 3.8 3.7 3.9 3.3 4.2 3. 7
---------- D 4.9 5.1 4.8 4.7 5.2 5.1

E 5.3 4.5 4.5 3.5 5.2 5.0
F 4.9 5.0 4.2 4.6 5.0 4. 5~~ ~~~~G 3.7 3.0 3. 7 2.7 4.6 3. 8

Unemployment rate (percent) - .9 6.0 A 5.8 5. 7 5.6 5.4 5. 8 5.
B 5.9 5.7 5.7 5.6 5.9 5.7
C 6.1 6.1 6.2 6.2 6.1 6. 2
D 5.7 5.6 5.6 5.7 5.8 5.7

--------- E 6.2 6.3 6.1 5.9 6.2. 6.1
F 5.9 6.1 6.0 5.9 5. 8 6. 0
G 6.2 6.1 5.9 5.7 6.1 6.0

Note: Computations for fiscal 1972 were derived by the author from the quarterly data.
Sources: A-Joint American Statistical Association/National Bureau of Economic Research survey of economists who

prepare regular economic forecasts (June 1971); 8-Wharton Econometric Model (May 1971); C-Michigan EconometricModel (March 1971); D-Federal Reserve Bank of St. Louis "Money Supply Model' (July 1971); E Chase Economic
Associates, Inc. (June 1971); F-Data Resources, Inc. (July 1971); G-Fair Econometric Model (April 1971).

Looking one year ahead, a modest, but significant reduction in the rate of
inflation is envisioned by five projections; but only the three lowest one track
the increase in the GNP deflator for fiscal 1972 at a little less than 4%.

If these projections are to be trusted, this rather modest reduction in the rate
of inflation will be bought at the price of relatively sluggish real growth and
continuing high unemployment rates during the first year-and-a-half of the
present recovery. For 1971 as a whole, five of the seven projections envision
a real growth rate of less than 3%. (By comparison, real growth during the
first year of the previous postwar recoveries ranged from a low of 4.2% to a
high of 9.6%). Even according to the highest among the seven projections, the
real growth rate for 1971 would be only 3.6%, well below the 4.2% rate of the
slowest previous postwar recovery.

Improved real growth is projected for the end of this year and early 1972.
But even for fiscal 1972, as many as three projections list real growth rates of
4% or less, and only one single model projects a real growth rate as high as
5%. (At this cyclical stage in previous postwar recoveries, the real growth rate
ranged from a low of 6.4% to a high of 11.3%.o)

One way of placing these growth rates in perspective is by comparing them
to the "break-even" growth rate that is required in order to prevent the un-

67-650 0-7,1 11
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employment rate from rising. (Real growth rates in excess of this break-even
rate would be necessary in order to reduce the unemployment rate.) According
to my own rough estimate, this break-even real growth rate is likely to be in
the range of 434% to 5% for fiscal 1972. This would imply that little, if any,
improvement in the unemployment rate could be expected during fiscal 1972,
even with the highest real growth rate projected by the models reviewed here.

In fact, the unemployment rates of all seven projections cluster narrowly
around the 6% rate recorded during the first half of 1971-well above the 4.9%
average for 1970-with little improvement projected for the first half of 1972.

In brief, the performance of the U.S. economy over the next year, as projected
by some of the best forecasts currently available, would include a modest reduc-
tion in the rate of inflation, bought at the cost of slugglish real growth (in terms
of the first year-and-a-half of a recovery) and high unemployment rates at or
near their current level. Such an economic performance would resemble in im-
portant ways the experience of the late 1950's.

At present, the premise is widely accepted that the Federal Reserve Board
is in the process of reducing the rate of growth of the money supply well below
its earlier hectic pace; moreover, the Administration has asserted that no
further fiscal stimulation should be expected in the foreseeable future. In this
connection, it seems appropriate to bear in mind that a sharp shift to fiscal and
monetary restraint after the initial phase of the 1958-1960 expansion (see
Chart 2) contributed to the economic decline of 1960-1961, which occurred before
the economy had regained full-employment.

THE POLICY DILEMMA

The sluggish recovery and the high unemployment rates experienced so far-
and envisioned for the coming year by all seven projections reviewed here-
are likely to invite efforts to provide additional economic stimulation. Yet it is
argued by some, not entirely, without merit, that the economy has already re-
ceived strong -stimulation, particularly from' a highly expansionary monetary
policy, and that the full response is likely, to show up only after a time lag.
There is, however, some danger here of overrating the degree and effectiveness
of recent economic stimulation, particularly in an environment where decision
making is still adversely affected by inflationary expectations, as well as by
sluggish growth and high unemployment. The recent fiscal stimulation has been
relatively modest (at least in terms of such simple and inadequate measures as
the full-employment budget surplus as a percent of potential GNP) ; and the
effect of the strong monetary stimulus may well be reduced, at least for the time
being, by the desire of business to rebuild liquidity as a hedge against future
monetary reversals and by high savings rates that reflect the consumer's malaise
caused by continuing high rates of inflation and unemployment.

At this stage, the merit of additional economic stimulation must be balanced
against the real danger that it may largely spill over into wage, cost and price
increases while producing only modest further gains in real output and employ-
ment. If this were to happen, the recent recession-with its ensuing loss of poten-
tial output and employment-would have bought, at best, a small temporary
slackening of the high rate of inflation.

In summary, fighting the present inflation with traditional fiscal and monetary
policies may subject the economy to a trajectory of sluggish real growth, high
unemployment, and large losses of potential output. If so, the mandate of the
1946 Employment Act would seem to require that we modify our policy imlix in
ways that hold out the promise of a higher growth trajectory for the economy
while containing inflation.
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U. S. Inflation and Wage-Price Guideposts

Michael E. Levy
CS Eco-omk FP.r R--o. Past lessons and prospects

During the last two decades the U.S. economy has
saffered from three bouts of inflation; the first

two were followed by several years of virtual price sta-
bility, whereas the most recent one-which dates back
to the mid-1960's-has not yet come under control.

The question is being raised now whether traditional
fiscal and monetary policies can control the most recent
inflation without an exorbitant price of prolonged slug-
gish growth and high unemployment. Voices outside-
and even within-the Administration are raised in favor
of some form of "wage-price guideposts" or "incomes
policies."

A review of the three U.S. postwar inflations of the
last two decades sheds new light on this issue by placing
it in historical perspective.

1950-1952 inflation: Korea
The first inflation of the 1950's was closely associated

with the Korean War (even though prices had begun
to rise moderately during the first half of 1950). The
entire Korean inflation ran its course within less than
two years, from around mid-1950 through early 1952.
Moreover, the main thrust of the inflation was sharper
and much more short-lived-from around mid-1950
through early 1951. The consumer price index, which
had risen by 9.4% between May 1950 and May 1951,
continued to rise by only 1.9% from May 1951 to
May 1952; thereafter, it advanced at an average annual
rate of merely 0.5% between May 1952 and May 1956.

The sharp initial price thrusts were only partially
attributable to expanding demand or to supply short-
ages; they reflected to a large extent expectational
forces. In part, the increase in raw material prices
anticipated future shortages and price controls; con-
snmers stepped up their buying in anticipation of scarci-
ties. This anticipatory consumer buying-triggered by
World War 11 memories of scarcities of durable goods,

and by real fears of a near-defeat after the entry of
Red China into the war-differed dramatically from the
pattern of consumer buying during subsequent postwar
inflations.t

Economic policy responded promptly and effectively.
Tighter credit controls on purchases of consumer dur-
ables and on mortgage credit were imposed by the
Federal Reserve Board through its Regulations W and
X. Increases in personal and corporate income taxes
and the Defense Production Act of 1950 were enacted
in quick succession. Selective price and wage controls
of late 1950 gave way to a general price freeze under
the General Ceiling Price Regulation imposed by
the Office of Price Stabiltzation on January 25, 1951,
and to general wage regulations by the Wage Stabiliza-
tion Board. These concerted policies were largely re-
sponsible for undercutting the inflationary thrust and
restoring price stability long before the end of the
Korean War.

This rapid restoration of price stability in the face
of the continuing war effort was all the more impressive
because of the very low prevailing unemployment. The
unemployment rate-which had declined rapidly from
6.5% in January 1950 to 3.7% in January 1951-
continued to decline to 3.2% in January 1952 and to
2.9% in January 1953. By mid-1953, when the un-
employment rate reached its postwar low of 2.5%,
price controls had been terminated by President Eisen-
hower (in March 1953), yet the previous record of
price stability was preserved. The consumer price index
rose by 1.1% from March 1953 to March 1954 at
about the same pace as during the preceding year.
Moreover, the rise in the implicit price deflator of
GNP slowed from 2% between the first quarter of

Dlring the fonnwing two U.S. inloti-nn. connemere did not
enaane in "hedge buying" en beat price inflation. tn this nonnen-
tion, see Gerng Katona, "fle Impoct of Inflation an Contaier
Aetitdes and Behavior," The RECORD. March t971.
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1952 and the first quarter of 1953 to only 1.2% from
the first quarter of 1953 to the first quarter of 1954.
In fact, in terms of the implicit price deflator, a high
degree of price stability was preserved through 1955;
the stability of the consumer price index extended well
into 1956.

In reviewing the Korean and post-Korean experience,
some economists have concluded that the combination
of sharply increased taxation and selective credit, price,
and wage controls can effect a favorable combination
of low unemployment and relative price stability even
under adverse conditions, especially if applied early and
forcefully.

1956-1958 Inflation and its aftermath
The causes of the 1956-1958 inflation, as well as the

remedial economic policies, differed substantially from
the Korean War period. The major causes included an
investment boom in 1956, sharply rising food prices
because of unfavorable supply conditions, and advances
in labor costs well in excess of productivity gains which
resulted in pronounced increases in unit labor cost.
(Other cost increases, such as petroleum price hikes in

the wake of the Suez crisis, were also contributing
factors. )

Remedial action consisted largely of the gradual ap-
plication of more restrictive fiscal and monetary poli-
cies. These policies contributed to the economic slow-
down and the 1957-1958 recession. Yet, price advances
were not quickly choked off even by the recession; they
continued into late 1957 and early 1958.

This unusually "sticky" price behavior reflected to
some extent the normal time lags in the adjustments
of wages and prices; but it also led to a revival of
earlier theories of "administered pricing" and gave rise
to heated discussions of so-called cost-push inflation.
(Essentially, proponents of the cost-push v1iew main-
tained that wage claims in excess of productivity gains,
as well as other cost increases, were producing infla-
tionary price increases even at times when there was no
excess demand and when the economy was operating
well below full employment. This view often stressed
monopolistic power of labor unions and of "big busi-
ness" as the real forces behind cost-push inflation.)
Questions were raised whether traditional fiscal and
monetary policies could cope effectively with an infla-
tion that was said to have been induced, or at least
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extended, through the application of monopolistic
powers by large corporations and powerful labor unions,
and by other postwar rigidities. More fundamentally,
the basic issue was whether Western industrial society
might have embedded in its economic structure ele-
ments of cost and price adjustments that would tend
so impart a consistently inflationary bias to the economy.

In its January 19S9 Annual Report, the Council of
Economic Advisers stated the issue in even more basic
terms that have remained relevant up to the present:

Cearty, severe redactions in the price level during
* brief and moderate rece sion are not to be en-
pooled and would not be a proper objective of
nationlt economic policy Indeed, such reductions
might impede early recavery of the economy.
Rather, the problem is bow to achieve a eauonable
stability of prices when economic activity is ad-
venciog and ontput and employment are high. The
timiied downward i-xibility of pnrces in a moder-
ate recession and the upward movemeni even then
of certinn key prices and costs, highlight and em-
jhasine the reed for public nd' pri-tat policies
that will produce the derined price stability at alt
limes (p. 20)

The concern with cost-push inflation abated gradu-
ally during the following seven years as the U.S. econ-
omy experienced one of its longest periods of virtually

'stable prices. It is not, however, without significance
that this seven-year stretch of price stability was asso-
ciated with unemployment rates that were consistently
high by historical standards, at least for periods com-
prising mainly the expansionary phases of the business
cycle. During the economic expansion of 1958-1960
the unemployment rate dipped below 5% only once,
in February 1960, when it reached its low of 4.8%.
It rose rapidly during the 1960-1961 recession, reach-
ing a cyclical peak of 7.1% in May 1961. Even though
the unemployment rate receded gradually during the
subsequent economic recovery and expansion, it had
not yet declined below 5% by the end of 1964 (with
the brief exception of two isolated months). Unem-
ployment finally retreated below 5% in March 1965.
and below 41A % in July 1965; by that time the seven-
year stretch of price stability'was giving way to the
onsetting "Vietnam inflation."

Thus, while the 1956-1958 inflation was followed by
about seven years of virtual price stability, the crucial
issue was never resolved whether the U.S. economy
could operate without inflation at full-employment-
usually defined in terms of a 4% unemployment rate
-without having recourse to price and wage controls.

"guideposts," or some form of "incomes policy." In
fact, the 1962 Annual Report of the Council of Eco-
nomic Advisers established a set of voluntary "guide-
posts for noninflationary wage and price behavior"
which first gained prominence during the April 1962
"steel conflict."

t
Subsequently, these "guideposts" were

refined, modified, and supplemented by off-the-record
"consultations."

t
But they faded away gradually during

the 1965-1967 inflationary spiral and received their
death-blow in the 5% wage and fringe settlement of
August 19, 1967, which ended the strike of the Inter-
national Association of Machinists.-

Vietnam inflation, 1965-
The latest inflationary bout was triggered by the

rapidly accelerating military demands for the Vietnam
War after mid-1965 which coincided, in the early
stages, with an investment boom in the private sector
of the economy. Moreover, because of the government's
commitment to "guns and butter," many civilian pro-
grams continued to expand rapidly despite the esca-
lating war costs Unlike the Korean experience, no
direct controls were imposed on consumer credit, wages,
or prices. When a modest 10% surcharge on personal
and corporate income taxes was finally enacted in 1968,
it was clearly labeled a temporary measure of short
duration. Not until early 1969 were both fiscal and
monetary policies closely aligned in a coordinated effort
of economic restraint.

The unemployment rate-which at last declined to
4% in December of 1965-stayed below 4% from
February 1966 through January 1970 (with the single
exception of May 1967), Moreover, between April
1968 and late 1969 the unemployment rate hovered
around 3.5%-a relatively low level by historical
standards. (Yet, during the Korean War, unemploy-
ment rates of 3% or less prevailed through most of
1952 and 1953 while prices remained remarkably
stable.) These low unemployment rates were accom-
panied by a troublesome and accelerating price infla-
tion. The consumer price index-which had risen at an
average annual rate of only 1.3% during the six-year
interval from January 1958 to January 1964-ad-

P For the initial sttement of the "guideposts," see )annory
1062 Economic Report of the Pre.idee,, pp 185-190.

3 Far subsequnnt modificatios by the CE1A, toe especiatly tbe
Icenery 1965 Economic Report of the Pre-ideer. pp. 108-510.
A good example of the "consutation" approach was the roil
back of molybdenum prices in July 1966 (son The New York
Times. July 15, 1966).

For empirical testig of the ertesive effeclivene of the
guidepost policy 1962-1966. so George L. Perry, "Wage and
the Guidepost, American Economic Revi-e, September 1967,
pp. 897'904.
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vanced at an average annual rate of 3.4% during the
following six years, from January 1964 to January
1970. 'The implicit price deflator of GNP rose at an
average rate of 3.4% during the latter period, as com-
pared with 1.4% during 1958-1964; and the wholesale
price index rose at an average of 2.3% per annum
from the beginning of 1964 to early 1970 after remain-
ing virtually stable during the previous six years.

During the 1969-1970 recession, which was induced
to an extent by restrictive fiscal and monetary policies.
the unemployment rate gradually rose from 3.5% in
November 1969 to 6.2% in December 1970; yet there
were few indications of slower price advances and a
return towards price stability. (From January 1970 to
January 1971 the consumer price index rose by 5.2%
and the wholesale price index by 2.3%.)

Why "incomes policies?"
It is in this setting that the issues of monopoly power,

administered prices, wage- and cost-push of the late
1
9

50's were revived. New to the discussion of the late
1960's was the increased emphasis on the so-called
Phillips Curve trade-off between unemployment and
inflation. The crucial question was whether unemploy-
sent rates of 4% or less are compatible with reason-
able price stability, given the present structure of the
U.S. economy.' Closely related to this question is the
current debate whether selective economic policies may
be desirable, or even essential, in order to improve the
existing unemployment-inflation trade-off (i.e., in order
to achieve high employment with less inflation than
would be possible without such policies). In this con-
nection, attention has focused specifically on various

forms of 'wage-price guideposts," or more generally on
all types of "incomes policies." Advocacy of some form
of "incoutes policy" has frequently been combined
with recommendations for structural reforms designed
to increase competition and reduce rigidities in various
labor and product markets.

Most economists who favor at present the use of
some form of "wage-price guideposts" or "incomes
policies" believe that the current inflation is deeply
embedded in the fiber of the economy and could be
fully throttled by traditional fiscal and monetary poli-
cies only at the cost of prolonged sluggish growth and
high unemployment. To some, additional controls
would seem necessary only during the transition front

5 Foa review of this issue and conauins. see Michael E.
LeY. "Butt EwpI.tye-t and lultati-n: A 'Trade-Ot' Analytis"
Tin' RECORD. December 966. als "Futt Fwptuvnen With-.
out tufa1iono An Analysin of ihe U.S. 'Phillips Crus-' and
Target' Unempltymeut Rates," ibid., November t967.

inflation to price stability; others believe that the U.S.
economy has become inherently more inflation prone
and will require virtually permanent "incomes policie."

Is the U.S. more inftlaton-prone?
Have there been basic structural, institutional, or

policy changes which would tend to impart a greater
inflationary bias to the U.S. economy in the 1

9
70's?

Those economists who answer this question in the
affirmative have compiled an impressive list of factors.
Some of these have been documented more extensively
and convincingly than others. Among the major factors
usually listed are the following:

6

* A potential shortage of savings and of capital.

. A less-favorable composition of the labor force,
with a larger proportion of young workers and women
(who have lower productivity and higher unemploy-
ment rates than adult male workers).

. Greater relaxation of balance-of-payments con-
straints, because Western Europe now faces similar
problems of inflation.

* A consumption mix that continues to shift more
toward services (which normally show lower produc-
tivity gains and larger price advances than goods).

Greater expectations that the U.S. economy will
never again suffer a serious depression because of
greater economic knowledge and better application of
stabilization policies.

* Difficulties in providing both the quantity and
quality of skilled workers that will be demanded.

* Large and growing demands from the public
sector which tend to result in full-employment budget
deficits for years to come, unless great restraint is
exercised by the Federal Government.

* An unwillingness of the government, as well as the
public, to make hard choices among meritorious com-
peting goals which cannot all be satisfied simultaneousiv
with the existing resource endowment.

The need for structural reform
Not surprisingly, those economists who discern an

increasing inflationary bias in the U.S. economy and
who, therefore, view traditional fiscal and monetary

6 Ech af these in mentioned us least by one conteibutur-
and some am tisted by several contribhtr-t. Conaining, In-
flation in th, Erir-nueu o1 the Ms1970r' Mihael E. Levy, ed.,
The Confereune Bard, 1971.



164

policies as insufficient, favor some form of "wage-price
guideposts" or "incomes policies." Whether they advo-
cate such supplementary policy tools merely for a
"transition period," or more permanently, they tend to
stress almost invariably the need for supplementing an
incomes policy with basic structural reforms designed
to reduce rigidities and to increase competition within
the economy. On this latter score, most proponents
and opponents of incomes policies are in full agreement.

Proposals for structural reform often include the
following cecommendations:

. Repeal of the Davis-Bacon Act (which essentially
sets wage scales in Federal and Federally-assisted con-
struction), and of the Jones Act (which requires con-
struction in U.S. shipyards of all vessels engaged in
domestic transportation or fishing).

. Removal of import quotas and their replacement,
where necessary, by a tariff system.

* Elimination of the "Buy American" policy.

* Repeal of the resale price maintenance laws.

. Reexamination of union monopolies and improve-
ments in the functioning of labor markets and in labor
mobility.

* Removal of competitive restrictions on banking
and financial institutions.

a Reevaluation of government programs that tend to
raise prices or introduce rigidities in certain markets
(e.g., the farm price support program).

* Elimination of minimum wage legislation, at least
for young people with low skills.

. Revisions of antiquated local building codes in
order to permit the use of new materials and of factory-
built housing.

Needless to say, not all economists would favor each
and every one of these structural reforms, and most
proposals on this list would be bound to encounter
political difficulties.

Opposition to income policies
Opponents of guideposts and incomes policies com-

prise two distinct but overlapping camps: those who
see no need for any new tools because they believe
that traditional fiscal and monetary policies can do the
job well; and those who recognize certain limitations of
the traditional policy tools, but believe that guideposts
and incomes policies simply do not work.'

Dominant among those economists who consider new
policy tools unnecessary-even if they could be made
to function-are some well-known monetarists. They
consider inflation primarily a "monetary phenomenon,"
the offspring of "bad" monetary policy (i.e., excessive
financing through the "printing press"). Consequently,
their proposed remedy is a simple one: avoid large
fluctuations in the money supply and provide stable and
moderate monetary growth over a long enough period
to eliminate inflation 5 However, this policy approach
shows little concern over the crucial question whether
its prescribed remedy might not now entail too long a
period of sluggish growth and high unemployment to
be socially and politically acceptable; or else it pre-
sumes that none of the other policy alternatives can
succeed in restoring price stability.

In a slightly different formulation, this latter view has
many more adherents who believe that incomes policies
tamper with the market mechanism and distort resource
allocation without achieving worthwhile restraint on
wages and prices. But this group usually favors a more
flexible and pragmatic approach; it does not rule out,
altogether, selective measures designed to enhance wage
and price competition, or to restrain wage and price
advances that may be attributable to "monopolistic
market power" and to other "market imperfections."

So far, the position of the Nixon Administration has
combined the diverse elements of opposition-in-prin-
ciple to tampering with the free market mechanism and
scepticism as to ultimate effectiveness with the prag-
matism of selective measures.

9
President Nixon stated

the Administration's approach succintly in his Economic
Repoat in February 1971:

s Much septism as toin the w-rkahbiity and effectivenes of
such pahiuien was cotained in a nafernene transcript, Guide-
lines, Atoarma1 Centrals, and the M.rket PIae, George P.
Shulta and Rahert Z. Albber, ed,. (Chisiago, Te Unive-ity af
Chicaga Pennss, 1966).

8 sumetines uasnplem-enty fiscal restrnint is atoW ane
mended (e.g James Meip, "A Less Inflationiay Envirnment,"
The RECORD, Mareh 1971).

9 It is worth natig that the Administatian's pusitian on this
issue haa by no means been montithia. George alhtta, Director
of the Offlic of M rnogement and Badges, baa been an .reic d
as a-tac paen fnyfr at gaidepsts ar in-nes
patir~ie. Members of the Canl- of aE-vonmic Advisers, while
iurienically appasing snub pulicies, base geneeally adapted a
more lesible and pgngmatic stance Amnng high ranking nfi-
ciats favoring at least serius consideration of new policy
measures are Muray Weidenbaum, Assistant Secretary of the
Treasury for Econosic Policy; Mauric Mann, n former Assist-
at Directar of the Office of M..napement and Budget; and
Pual Votkkar. Under Se..resary at the Tr..asary far Manesary
Affuirs Receosly, Arnhur F. Barns, Chairman of the Federal
Reserve Board, has ala given serious thought to the desir-
ability of the -empuury use of some faom of incomes policies
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Free price and wages rec the heans of our -eo
nonic system; we sbould not atop them from
working even ao earn an iivlonay fever. I do
aot inltend to inpose wage and pne conutolh whish

would suhbtitu ew, growing snd mnre veatious
problems for the problems of iftiaon. Neither do
I intend to rely upon an etborot facode thus
senes to be wage snd pice control but is nut.
1nsteod, I intend to ate all the effectice and
legitimate powers of Government to nunalsh and
sarongthen those forces of the free markrt that hold
pices down. ThI is a poli of action, hut not a
policy of action for action's kue (p. 7)

The President went on to summarize past and im-
pending actions on the wage-price front as follows:

Actions were tken to angenot the supply of lam-
ber, snd to deal with domstic copper pices that
were out of line wihb world markets. To rasrtin
increases in the pie c crude oit, this Admtnistro-
tion took steps to permit greater prnduction on
Federal otfshnre lenses and to increse oil imports.
Faced witb inflationary price increases for some
steel produts. I have ordered a ceview of the con-
ditions which permit or rouse vuch incre.se., and
threten jobh in steel-usieg indsties. We have
been particulurly concerned with increases in the
costs of construction. It is now more critico thhn
ever to check inliutiosry wage sad price increases
in n ivdustry h-r unemploymelnt is high, (p 8)

Toward a selective "guidepost policy?"
A review of the Administration's selective anti-intfa-

tionary measures of the last nine monthv indicates an
expansion in scope as well as in intensity. If this trend
continues, the distinction between a policy of ad hoc
specific measures and a more general, but selective,
"guidepost policy" may become more and more blurred.

Except for two isolated instances of review and pres-
sures designed to achieve poce restraint in softwood
lumber and plywood, and in copper in 1969, the recent
selective anti-inflationary policies got slowly under way
in mid-1970, first with a Presidential Commission, then
reviews and exhortations, and finally with outright
action. On June 17, 1970 President Nixon announced
the appointment of a National Commission on Produc-
tivity, a 

2
3-man group headed by George Shultz,

Director of the Office of Management and Budget.
While the Commission's main focus may be on longer-
term measures to enhance productivity, its activities are
not unrelated to the present fight against inflation.

On August 7, 1970 the Council of Economic Ad-

visers issued its first "Inflation Alert" which summarized
the historical relationship of wages, prices, and produc-
tivity and reviewed changes in the major wage and
price indexes during the first half of 1970. The second
"Inflation Aleh," issued on December 11, 1970, was
more strongly worded and criticized outsized union
wage settlements, especially in the construction trades,
and some recent price increases, especially in oil and
gas. Subject to strong criticism also was the wage
settlement between General Motors and the United
Auto Workers. The third "Inflation Alert," issued on
April 13, 1971, went one step further. It contained
not only a critical review of past developments and
general rules for desirable wage and price behavior in
the future, but it also focused sharply on forthcoming
wage-price decisions and emerging market problems,
with particular emphasis on the steel wage negotiations
that are due later this year.

Beyond these Inflation Alerts, the Administration
exerted pressure and took actions affecting the oil in-
dustry, the steel industry, and the construction industry.
In a speech on December 4, 1970 President Nixon
announced a plan to permit greater production on
Federal offshore leases and to increase oil imports in
order to offset recent oil price increasesin° On January
12, 1970 the President denounced a 12% across-thc-
board steel price increase proposed by Bethlehem Steel
and several days later, under Administration pressure,
a roll back to about f% was obtained from the in-
dustry. On January 8, 1971 the President called on the
Construction Industry Collective Bargaining Commis-
sion to develop a voluntary stabilization plan in order
to contain outsized wage, cost, and price advances in
this industry. When labor leaders were unable to com-
mit their membership, President Nixon suspended the
1931 Davis-Bacon Act on February 23, 1971. Subse-
quently, labor and industry representatives accepted the
President's proposal of a 12-man Construction Industry
Stabilization Committee, beaded by Professor John
Dunlop, and consisting of four industry, four construc-
tion union, and four public representatives. The Com-
mittee met for the first time on April 6, and the pro-
visions of the Davis-Bacon Act were restored by the
Administration.

There can be no doubt as to the Administration's
great reluctance to intervene in the wage-price process;
nonetheless the most recent history reveals a crescendo
of exhortations and selective measures and pressures

MOAddrrU to the National Aociation of Manufactures in
New York City.
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The coming year could well bring a further expansion
of ad hex provisions (even to the point where their
consolidation into a more comprehensive "guidelines
approach" may become unavoidable)-or else, stand-
off and their gradual dismantling. The choice between
these two opposite paths may be decided not so much
by economic convictions, but by economic performance.
If rapid economic gains during the coming year induce

a good-sized reduction in the recent 6% unemployment
rate with further progtess towards price stability, the
entire "guidelines" issue would probably be obliterated.
But if the forthcoming economic advance yields only
modest reductions in unemployment without making
substantial inroads on inflation,. then pressures for in-
tensifiled wage-price controls could well become irre-
sistible.

. i

. . 1. f � ,
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Representative GRIFFITH. Mr. Shapiro, please proceed.

STATEMENT OF HAROLD T. SHAPIRO, PROFESSOR OF ECONOMICS,
UNIVERSITY OF MICHIGAN

Mr. SHAPIRO. I would like to summarize some of the highlights of
my prepared statement before I turn to the details. In summary, my
own forecast of the economic outlook, is very-much in line with what
has been mentioned by the previous speakers; namely, slow growth,
very modest improvements in the employment rate, and very modest
reductions in the rate of inflation.

On the policy side of things, I come down very much in favor of tax
cuts in order to further stimulate the expansion with Federal expendi-
tures as an alternative source of stimulation, although my own pref-
erence would be for tax reduction. On the side of monetary policy, I
think if the Federal Reserve succeeds in maintaining the rate of
growth of money supply in the neighborhood of 4, 5, 6, or 7 percent, it
is likely to raise interest rates to undesirably high levels. Given the
nature of the forecasted expansion we have going, a rate of growth of
the money supply in the area of 10 percent seems more 'appropriate.

I would like now to return to the details for a few moments to ex-
plain how I have reached these conclusions.

The forecast of economic activity which I will present today is based
largely on the University of Michigan's quarterly econometric model
of the U.S. economy developed originally by staff members of the
Council of Economic Advisers and subsequently by my colleague Prof.
Saul H. Hymans and myself at the research seminar in quantitative
economics at the University of Michigan.

I shall try to present the highlights. Additional details are available
in the tables of my prepared statement as well as the prepared state-
ment and Iwill answer any questions you might have.

As has already been noted here -this morning, the economy is slowly
recovering from the 1969-70 recession. Both the recession itself and
the initial stages of the recovery have proved especially troublesome,
I think, in at least two respects.

First, the rate of inflation was higher in the recession year than in
the last year of the expansion. This is unique amongst postwar reces-
sions. Further, despite rising unemployment rates, inflation has re-
mained a difficult problem during the early stages of the current re-
covery. Second, the rate of recovery, at least in these initial stages, has
been disappointing. Given the evidence now available we can charac-
terize the first 6 months of 1971 as ones of slow expansion in real out-
put-especially if we adjust for the "catch up" production in the auto
industry-rising unemployment rates and continuing substantial rates
of inflation. If we ignore the special effects created by the auto strike,
the only sector of the economy showing considerable strength is the
residential construction sector which has responded well to easier mon-
etary conditions.

The outlook for the coming 18 months is, of course, critically de-
pendent on the stance of fiscal and monetary policy. We have, there-
fore, undertaken a careful analysis of the Federal budget and other
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pending legislation which could have important effects on economic
activity over the next six quarters. The assumptions I am operating
under, regarding Federal and State and local expenditure, are pre-
sented to you in tables 1 and 2 of my prepared statement. To summarize
our own projections about the Federal budget, for example, we are
now basing our forecast on a projection of Federal expenditures which
are approximately $6 billion higher for fiscal 1972 than presented in
the January budget.

I guess it is very much in line with at least what the administration
is saying right now, judging by Mr. McCracken's testimony before
this committee last week or so.

Regarding the second half of 1972, we have no official budget docu-
ments to go on, but we have projected increases in Federal expenditures
for the last two quarters of 1972 in a manner which appears reasonable
to us. I would like to mention our projections, assume that the social
security benefits proposed under H.R. 1, in fact, become law and that
they will become effective as of the middle of 1972. I think it is im-
portant because the benefits there are very substantial and will cer-
tainly add to consumer income at that time.

On the revenue side, wve have allowed for the increase in social secu-
rity taxes, effective January 1, 1972, which is already scheduled, as
well as the continuing phasing in of the provisions of the 1969 Tax
Reform Act.

On the issue of monetary policy, we expect some tightening of mone-
tary conditions over the next 18 months. We are projecting a slow rise
in short term interest rates throughout this period. Long term interest
rates will also show some modest rise from current levels. I would like
to return to a further discussion of the role of monetary policy after
I have presented our basic forecast.

'Consistent with our views, concerning monetary policy and Federal
grants-in-aid, we have projected an increase in State and local govern-
mient expenditures of approximately 13 percent for both calendar 1971
and calendar 1972, as shown in table 2 of my prepared statement.

These are the broad outlines of the policy assumptions on which
we are basing our forecast. As you know, any forecast of economic
activities over the next 18 months is critically dependent on what one
assumes in this area.

The broad sweep of our forecast for 1971 and Vh72 is contained in
table 3 of my prepared statement, which displays the forecasted
changes of several key macro-economic variables. Tables 4 to 6 in my
prepared statement provide full quarterly detail of our forecast for
a broader range of aggregates. Based on the input assumptions pre-
viously discussed we forecast current dollar GNP to increase by about
$78 billion for the year 1971 and $104 billion for the year 1972. This
increase amounts to approximately 8 percent and 10 percent, respec-
tively, compared to the increase in 1970 of 4.6 percent. For 1971 the
8 percent rise in current dollar GNP is composed of a rise in the volume
of output (constant dollar GNP) of just under 3 percent and a rate
of price increase totalling just over 5 percent. For 1972 the figures are
4.9 percent and 4.8 percent, respectively. The decrease in the rate of
inflation we are projecting is very modest, and I take it this is roughly
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the same view presented by the other witnesses testifying here this
morning.

Although the 3 percent rate of growth of output predicted for 1971
is a substantial improvement over 1970, it is not rapid enough to pre-
vent a further rise in the unemployment rate for the year as a whole
and we forecast unemployment rates to reach their peak in the current
quarter.

Beginning with the fouth quarter of 1971, however, the increase rate
of growth of real output will finally begin to lower the unemployment
rate. For 1972 we forecast the rate of unemployment to decline slowly,
but continuously, to a level of under 5.7 percent by the fourth quarter.
The decline forecasted in the overall rate of inflation during these 2
years is also quite modest.

Both consumer incomes and corporate profits are forecasted to reg-
ister substantial gains in current dollar in 1971 and 1972. We now
estimate increases of 16 percent and 4.2 percent in pretax corporate
profits for 1971 and 1972 respectively. By the fourth quarter of 1972
profit before taxes should be running at a rate close to $95 billion per
year. Personal disposable income is expected to rise by 8.4 percent and
9.5 percent in 1971 and 1972 respectively.

Turning to the private nonfarm sector of the economy we forecast
increases in wage rates-compensation per man-hour-of 8.2 and 7.7
percent for 1971 and 1972 respectively. While increases in the unem-
ployment rate such as those recently experienced might 'be expected to
dampen the rate of wage increases, we expect much of this effect to be
offset by the recent wage patterns established by the negotiations in the
auto and other industries. In this sector of the economy-private non-
farm-however, we are forecasting a more significant decline in the
rate of inflation during 1972. For the years -as a whole we are fore-
casting an increase in prices in the private nonfarm sector of 4 per-
cent down from the 4.9 percent now projected for 1971. The principal
reason, for this forecasted decline in the rate of inflation is the sub-
stantial increase predicted for the growth in output per man-hour for
1972 'as shown in table 3 of my prepared statement.

Thus although we forecast a significant rise in the raite of growth
of real output in the coming year and a half-especially in the period
following the termination of the projected steel strike-the improve-
ment is not rapid enough to generate what I would consider adequate
declines in the unemployment rate. Our forecast embodies provisions
for a 4-week steel strike. Should there be no work stoppage in the
steel industry, this would not affect our overall forecast in the next 18
months very significantly. There would be some shifting around of
the aggregates, but I do not think the general picture for the next 18
months would be very much 'affected.

While this period marks a definite turn toward the full-employ-
ment path, by the end of 1972 we forecast overall unemployment rates
to remain at the relatively high level of 5.6 to 5.7 percent. Unemploy-
ment, therefore, will continue to be a problem throughout this period,
and continued growth at 1972 rates will be needed to bring us any-
where close to full employment 'by late 1973.

On the more positive side, 'a careful look at the movements in the
components of real aggregate demand, as displayed in table 5 of my
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prepared statement, reveals a generally well-balanced growth process
over the- next 18 months. This is potentially important 'as balanced
growth can make an important contribution to the maintenance of
greater price stability, by greatly easing: the task of generating an
orderly move to full employment. Of the various principal compo-
nents of aggregate demand only business expenditures for plant and
equipment are forecasted to play: a rather weak role in the expansion.
The 4.9 percent growth in real output' (GNP) during calendar 1972
is composed of increases, in real terms, of (1) 5.1 percent in consumer
durables; (2) 4.5 percent in- consumer nondurables and services; (3)
1.9 percent in business fixed investment; -(4) 3.8 percent in residential
constructiobn , and (5). 4.9 percent in Government purchases.

However, given the recent cuts in corporate taxes and the new depre-
ciation' rules announced recently by the Treasury, there does remain
some uncertainty in my own mind about the future course of business
investment. Although I see little 'chance of any sharp change during
1971, a more rapid pickup than currently forecasted, beginning in the
second quarter of next-year remains 'a distinct possibility. I will discuss
this 'alternative possibility 'in more detail below.

Another notable feature of our forecast is the continued high savings
rate maintained by consumers. Consumer expenditures. are forecasted
to- grow very much in step with the growth in personal income, but not
any'faster-leaving savings rates at their current rather high levels.
We see no evidence at the moment of any strong new surge in house-
hold' expenditures.

While I believe the forecast I have just presented (RSQE (1)) de-
scribes the most likely path of: economic activity through 1972, given
our assumptions regarding economic policy, other possibilities are
certainly 'highly worthy of consideration in the current economic
environment. One alternative is to assume a more expansionary stance
for Federal Government expenditures in the coming 18 months. Table
1 of my prepared statement gives the details of an alternative Federal
budget for fiscal 1972 embodying a rather rapid increase in Federal
expenditures. The increase is $5.750 billion for fiscal 1972 and' $8
billion for calendar 1972. A second alternative allows for an aceelera-
tion of business expenditures in plant and equipment-beginning in
the second quarter of 1972. Table 7 of my prepared statement contains
summary -data comparing the path of economic growth'in 1971 and
1972 implied by' the RSQE "control" forecast (RSQE (1)) and these
two principal alternatives.. '

-- I.guess table 7 of my prepared statement-is the most relevant one
of the tables I have presented for consideration, since it gives, I think,
what are the critical parameters implied by our forecast and the vari-
ous alternatives one could look at.

As expected, a more expansionary fiscal policy raises the rate of real
growthLand lowers unemployment levels. The rate of growth of real
output. rises to 5..7 ,perentfor the, year 1972 as a whole andithe unem-
ployment rate falls to a level of 5.5 percent for the year. By yearend
the unemployment rate is close to 5.3 percent. That is under the policy
of the more expansionary Federal budget:

"On the other side of the; issue a more expan'sionary policy does begin
to 'raise unit 'labor' cost by the end 'f 1972, but the size of this increase
doesnot seemgciiticalin view. of the sharp gains made in-employment.
This seems to be a policy worthy of strong consideration.
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Turning our attention to alternative No. 2 we can note that a stronger
revival of private demand-for example, business fixed investment ex-
penditures-in 1972 also makes a significant additional contribution to
the expansion. Although I have not presented the results here the
same can be said of a drop in personal income taxes. It is true, of course,
that almost any increase in aggregate demand from the public or-pri-
vate sectors generates some potential pressure on prices. However,
the economy is currently characterized by low utilization rates of both
labor and capital as well ascertain institutional.rigidities which should
insulate prices somewhat from the pressures of rising aggregate de-
mand. In this respect I consider our own price forecasts to be on the
pessimistic side. Given the current levels of unemployment, the non-
unionized sector of the labor force may not quite follow the pattern~set
in recent wage negotiations, and thus permit somewhat better per-
formance on unit labor costs and prices for the economy as a whole. .

Finally a word about monetary policy. As I have noted above, we
have projected a slow rise in interest rates for the next six. quarters.
Given our projected expansion in real-output and prices, such.a modest
rise in interest rates can only be, sustained by a fairly rapid rate of
growth in the money supply. Given the 5.0 percent increase in real
output and the 4.7 to 4.8 percent increase -in prices forecast for 1972, a
6 percent rate of growth in the money supply would imply a far higher
rise in interest rates than we have allowed for. Since I, view a more
rapid rise in interest rates as undesirable, I. would not favor any at-
tempt to restrain the rate of growth of the money supply, to a figure
in the range of 6 percent.

(The prepared statement of Mr. Shapiro follows:).:

PREPARED STATEMENT OF HAoLo T. ;SHAPIRO 1

THE ECONOMIC OUTLOOK FOB 1971, 1972

I. INTRODUCTION

The forecast of economic activity which I will present today is based largely
on the University of Michigan's quarterly econometric model of the U.S. economy
developed originally by staff members of the Council of Economic Advisors and
subsequently by my colleague -Professor Saul H. Hymans and myself at the
Research Seminar in Quantitative Economics at the University of Michigan. I
should mention that an econometric model is simply a statistical procedure that
attempts to depict in a set of equations, the essential quantitative relationships
that determine the behavior of such important macroeconomic variables as.out-
put, income, employment and prices. Needless to say, the generation of an actual
forecast is not a purely mechanical procedure, ibut requires considerable "judge-
mental" input. I will wresent-to-you this -morning what I believe to be the high-
lights of our forecast of economic activity- for the coming 18 months. Additional
detail is available in the tables I have provided, and 'I will endeavor to answer
any further questions you might have.

II. THE CURRENT STATE OF THE ECONOMY

At the present time the economy is slowly recovering from the 1969-1970 reces-
sion. Both the recession itself and the initial stages of the recovery now underway
have been quite troublesome in at least two respects. %First, the rate 6f inflation

I would like to acknowledge the assistance of Professors Warren Smith and Gardner
Ackley. and R. Hokenson in the preparation of this statement. I especially wish to acknowl-
edge the assistance of my colleague Prof. Saul-'H. Hymans; since the forecast presented
here Is based largely on the research we have done together in the Research Seminar in
Quantitative Economics (RSQE) at the University of Michigan. The RSQE is financed,
In part, by a grant from the National Science Poundation. None of the above persons, how-
ever, take any responsibility for the statement presented.
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was higher in the recession year than in the last year of the expansion. This is
unique amongst postwar recessions. Further, despite rising unemployment rates,
inflation has remained a difficult problem during the early stages of the current
recovery. Second, the rate of -recovery, at least in these initial stages, has been
disappointing. Given the evidence now available we can characterize the first six
months of 1971 as ones of slow expansion in real output (especially if we adjust
for 'the "catch up" production in the auto industry), rising unemployment rates
and continuing substantial rates of inflation. 'If we ignore the special effects
created by the auto-strike, the only sector of the economy showing considerable
strength is the residential construction sector which has responded well to
easier monetary conditions. Inventory investment (despite the building of steel
stocks) and plant and equipment expenditures have failed to make any signifi-
cant contribution to the recovery so far.

More specifically, based on the preliminary estimates released by the Depart-
ment of Commerce last Friday, Gross National Product for the second quarter
registered a gain of about $20 billion (at annual rates) which represents a gain
of approximately 8.0% over the first quarter. This increase was composed of a
3.7% gain in real output and a 4.3% rise in prices-again at annual -rates. Un-
employment as we know, is still running very close to 6% for the quarter as a
whole. Corporate profits, although showing little change from their substantial
gain in the first quarter are running sharply higher 'than last year and very
close to their late 1969 -levels.

III. POLICY PARAMETERS FOR 1971 AND 1972

The outlook for the coming eighteen months is, of course, critically dependent
on the stance of fiscal and monetary policy. We have, therefore, undertaken a
careful analysis of the Federal Budget and other pending legislation which
could have important effects on economic activity over 'the next six quarters.
Table 1 contains a breakdown of Federal Expenditures on a National Income
Accounts basis for Fiscal 1971 and Fiscal 1972, as shown in the January Budget
and as revised by the RSQE for use in our forecast. iFor Fiscal 1972 we present
two alternatives. RSQE (1) reflects our current projections; while R-SQE (2)
allows for a more expansionary stance of Fiscal policy. Our budget inputs
(RSQE (1) ) for Fiscal 1972 allows for an increase of about $6 billion in expendi-
tures in excess of the President's estimates. This discrepancy is approximately
evenly divided between increases in defense and nondefense purchases. We also
allow for the scheduled military pay increase 'to be advanced into the fourth
quarter of 1971.

TABLE 1.-FEDERAL GOVERNMENT EXPENDITURES, FISCAL 1971 AND FISCAL 1972

[Billions of current dollarsl

Fiscal 1971 Fiscal 1972

January 1971 January 1972
budget RSQE(I) budget RSQE(I) RSQE(2)

Federal Government expenditures 215.0 213.6 230.1 236.3 242.1

Purchase of goods and services --- 97.9 96.2 102.2 105.5 111.3

National defense - 74.1 73.1 74.0 76.1 79.0
Other 23.8 23.1 28.2 29.4 32.3

Transfer payments 69.2 70.1 75.0 76.5 76. 5

To persons -67. 0 67. 9 72. 5 74. 0 74. 0
To foreigners -2.2 2.2 2.5 2.5 2. 5

Grants-in-aid 27.0 26.8 34.4 35.0 35.0
Net interest 14.6 14.5 14.3 14.3 14.3
Subsidies less current surplus of Govern-

ment enterprise . 6.2 6.0 4.2 5.0 5.0

Estimated surplus of receipts over rev-
enues -15.0 '-18.0 -4.2 '-20. 9 a -23.0

I Department of Commerce preliminary estimates.
2 RSQE estimates. These estimates are based on RSQE forecast of economic activity for 1971 and 1972 together with the

assumption that State and local governments will have (in the aggregate) balanced budgets.
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For the last two quarters of 1972 we have no budget documents to go on and
have simply projected what we believe to be reasonable estimates of increases
in Federal expenditures. Our projections assume that the increase in Social
Security and Medicaid benefits proposed in H.R. 1 ($4.4 billion per year) will
become effective in the third quarter of 1972. We also allow for a pay increase
for civilian government employees ($1 billion) in the fourth quarter of that
year. Finally, we made provision for increased Federal expenditures in the
second half of 1972 that might be called for under Welfare Reform legislation.

On the revenue side we have allowed for ithe increase in 'Social Security taxes
(effective January 1, 1972) which is already scheduled (PL92-5), as wvell as the
continued phasing in of the provisions of the 1969 Tax Reform Act. The new
rules regarding depreciation "write-offs" recently announced by the Treasury
are assumed to cut corporate tax liabilities by $1 'billion in 1971 and $2 billion
in 1972.

On the issue of monetary policy we expect some tightening of monetary condi-
tions over the next 18 'months. We are projecting a slow rise in short-term
interest rates throughout this period. Long-term interest rates will also show
some modest rise from current levels. I 'would like to return to a further dis-
cussion of the role of monetary policy after I have presented our basic forecast.

Consistent with our views concerning monetary policy and federal Grants-In-
Aid we have projected an increase in State and Local Government Expenditures
of approximately 13% for both calendar 1971 and calendar 1972 (see Table 2).

TABLE 2.-STATE AND LOCAL GOVERNMENT EXPENDITURES, CALENDAR 1971, 1972, RSQE ESTIMATES

[Billions of current dollarsl

Percent of Percent of
chane change

1971 1970-11 1972 1971-72

Purchase of goods and services -136.5 11.7 153.2 12.2
Transfers to persons -17.0 22.3 19.8 16.8
Net interest - - .3- -- - .3 --------------
Subsidies less current suprius of Government enterprise -3.9 - -- 3.9

Total expenditure -149.9 12.8 169.4 13.0
Surplus (NIA basis)--

~Finally, the possibility of a steel strike and an East-Coast dock strike will also
influence the pattern of economic activity in 1971. With respect to the possible
steel strike some of the effects have already been felt in the forward building of
steel inventories. Our current forecast (RSQE (1)) assumes a 4-week strike
in the steel industry, the primary effect of which falls upon business inventory
investment. Whether or not we experience a work stoppage in the steel industry.
the economy should have fully adjusted by year-end providing the strike lasts
no longer than four weeks. We 'have also assumed an East-Coast dock strike
beginning sometime in December 1971 and lasting about four weeks. The pri-
mary effect here is to alter the pattern of both imports and exports in the period
surrounding the end of 1971 and beginning of 1972.

IV. THE FORECAST FOE THE YEARS 1971, 1972

The 'broad sweep of our forecast for 1971 and 1972 is contained in Table 3
which displays the forecasted changes of several key macro-economic variables.
Tables 4-6 provide full quarterly detail of our forecast for a broader range of
aggregates. Based on the input assumptions previously discussed we forecast
current dollar GNP to increase 'by about $78 billion for the year 1971 and $104
billion for the year 1972. These increases amount to approximately 8% and 10%
respectively, compared to the increase in 1970 of 4.6%. For 1971 the 8% rise in
current dollar G(INP is composed of a rise in the volume of output (constant dollar
GNIP) of just under 3% -and a rate of price increase totalling just over 5%. For
1972 the figures are 4.9% and 4.8% respectively. Although the 3% rate of growth
of output predicted for 1971 is a substantial improvement over 1970, it is not rapid
enough to prevent a further rise in the unemployment rate for the year as a
whole and we forecast unemployment rates to reach their peak in the current

67-650 0-71-L2
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quarter. Beginning with the 4th quarter of 1971, however, the increased rate of
growth of real output finally begins to lower the unemployment rate. For 1972
we forecast the rate of unemployment to decline slowly, but continuously, to a
level of under 5.7% by the 4th quarter. The decline forecasted in the overall rate
of inflation during these two yearsis also quite modest.

TABLE 3.-ECONOMIC FORECAST FOR 1971, 1972 SELECTED INDICATORS OF CHANGE (RSQE(1))

Percent
change

Change Percent change
1970 1972. 2-
level 1970-1 1971-2 -1970-1 1971-2 1972.4

Gross national product:
Billions of current dollars -974.1 78. 5 103.9 8.1 9.9 10.9
Billions of 1958 dollars 720. 0 19.6 36.0 2. 7 4.9 6. 0

Personal consumption expenditures (billions of .
1958 dollars) 475.9 16.4 22.6 3.4 4.6 5.6

Business fixed investment (billions of 1958 dollars) 78.6 -3 1.5 -. 4 1.9 .1
Prices:

Gross national product, deflator(1958=100)..=- 135.3 7.0 6.8 5.2 4.8 4.7
Personal consumption, deflator (1958=100) . 129.4 57 5.7 4.4 4.2 4.3

Unemployment rates:
A re ate (percent) - - - - 5.0 1.0 -. 2 :
Malea 0 and over (percent)- - 3.4 9 -. 3 :

Corporate profits before tax (billions of current.
dollars) - - 75.4 12.0 3 7 15.9 4.2 6.5

Disposable income (billions of current dollars) - - 687. 7 .'58.2 70.6 8.4 9. 5 5.3
Savings rate (percent) 7.8 8.7
Private nonfarm sector:

Compensation per man-hour (1957-59=100) .- 179.3 14.7 15.0 8.2 7. 7 8. 3
Output per man-bour(1957-59=100) : - 135.3 4;8 6. 7 3. 5 4.8 4.9
Unit laborcost(1957-59=100): :-- - '-- 132.5 5.9 3.9 4.4 2.8 3.1
Private nonfarm deflator (1958=100) - -- 129.4 6.3 5.4 4.9 4.0 4.0

I nterest rates (percent):
Commercial paper rate (4-6 month) ---- 7.71 -2.76 +1.10 - ---------
Moody's Triple A bond rate ------ :-:-8.04 ' -4 + 06



TABLE 4.-ECONOMIC FORECAST FOR 1971 GROSS NATIONAL PRODUCT IN CURRENT DOLLARS (BILLIONS OF CURRENT DOLLARS, SEASONALLY ADJUSTED AT ANNUAL RATES) RSQE(1)l

1971 1972 . Calendar year Percent change

I II III IV I II III IV 1971 , 1972 1970-71 1971-72

Grosn national product-------------------------- -1,020.8 1,040.95 1,060.0 1,0688.9 1,118.1 1,139.4 1,168.6 1,200.0 1,052.6 1,156.5 8.1 .9.9
Personal consumption expenditures---------------- 644.6 659.9 670.6 684.5 700. 7 715.8 733. 1 751. 0 664.9 725. 2 .B 9.Autsomal cob ti nexpenditures and parts-44.1 45.2 45.0 44.8 45.6 47.1 47. 5 49. 3 44.8 47.4 20.7 _5.8

Other consumption- ---------------------- 600.5 614.7 625.6 639.6 655.1 668.6 685. 6 701.7 620.1 677.8 7 2 .9. 3
Gross private domestic investment ---------------- 143. 8 150.2 147. 9 155. 5 159.7 162. 5 165.8 -169. 4 149. 3 164. 3 10.4 10.0

Business fixed investment ------------------ 104. 2 106.2 107. 4 109.8 ~ 11,.8~ -112.9 114.0 115.4 106.9!. 113. 5 4.7 6.2 ..
Residential construction -- 36.4 39.3 4 .5 41.6 42.1 42.8 43.6 44.4 39.4 43.2 30.0 .9.6
Inventory investment - 3.2 4.7 -1 4.1 5.8 6.8 8.2 9.6 3.0 7.6 -

Net exports -------------------- - 4. 3 .2 2.5 2.4 4.3 1.2 2.5 3.1 2.3 2.8.
Government purchases of goods and services------------ 228.2 230. 2 239. 0 246. 5 253.4 259.9 267. 2 276.5 236.0 264.3 7. 6 12.0

Federal defense.---------------------- 73. 0 72. 0 73. 6 76.1 76.7 77.9 78.9 79.9 73. 7 78. 4 -2. 2 6. 4
Other Federal purchases.------------------ 23. 7 24.0 27. 2 28.2 30. 5 31.8 33.1 35.4 25.8 32.7 17. 8 26.7
State and local purchases.------------------ 131. 5 134. 2 138.2 142. 2 146. 2 150.2 155. 2 161. 2 136. 5 153.2 11..? .12. 2

Gross national product deflator (1958=100).--------i 139.9 141. 3 143. 1 144.9 146.6- 148. 2 149.8 151.7 142. 3 149.1 5. 2 - 4.8
Aggregate unemployment rate (percent).------------- 5.9 6.1 6.1 6.0 5~ 9. 5.8 5.8 .5. 7 6.0 5.8.------- ---
Consolidated Government surplus (NIA basis) -17. 3 -19. 3 -21. 7 -20.6 -20.1 -21.0 -25.1 -24. 3 -19.7 -22.6

X Some totals may not be quite consistent with their components due to small rounding errors. .



TABLE 5.-ECONOMIC FORECAST FOR 1971 GROSS NATIONAL PRODUCT IN CONSTANT DOLLARS (BILLIONS OF 1958 DOLLARS, SEASONALLY ADJUSTED AT ANNUAL RATES) RSQE (I) I

1971 1972 Calendar year Percent change

I 11 III IV I 11 III IV 1971 1972 1970-71 1971-72

Gross national product -729.7 736.3 741.0 751.4 762.8 768.6 779.8 719.3 739.6 775.6 2.7 4.9
Personal consumption expenditures -484.8 491.5 494.2 498.8 505.4 511.1 518.0 525.1 492.3 514.9 3.4 4.6

Automobiles and parts -38.6 39.3 38. 8 38.1 38.6 39.8 39.8 41.0 38.7 39.8 12.6 2.8
Other durable goods -48.2 49.2 49.4 50.3 51.4 51.9 53.2 54.2 49.3 52.7 4.8 6.9
Nondurables and services -398.0 402.9 406.0 410.4 415.4 419.4 425.0 429.9 404.3 422.4 2.5 4. 5 '

Gross private domestic investment 104.7 108.3 104.8 109.5 111.5 112.5 113.8 115.3 106.8 113.3 4.5 6.1 C
Business fixed investment 77. 5 78.2 78.3 79.2 79.8 79.8 79.7 79.9 78.3 79.8 -.4 1.9
Residential construction 24.6 26.1 26.6 26.9 26.8 27.0 27.1 27.2 26.0 27.0 22.2 3.8
Inventory investment -2.6 4.0 -.1 3.5 4.9 5.8 7.0 8.2 2.5 6.5.

Netexports -2.6 -.7 1.9 1.6 3.1 .4 1.3 1.5 1.4 1.6 .
Government purchases of goods and services 137.6 137.2 140.1 141.4 142.8 144.6 146.7 149.4 139.1 145.9 -.3 4.9
Gross national product deflator (1958=100) 139.9 141.3 143.1 144.9 146.6 148.2 149.8 151.7 142.3 149.1 5.2 4.8
Aggregate unemployment rate (percent) 5.9 6.1 6.1 6.0 5.9 5.8 5.8 5.7 6.0 5.8.

I Some totals may not be quite consistent with their components due to small rounding errors.



TABLE 6.-ECONOMIC FORECAST FOR 1971; SUPPLEMENTARY DATA (SEASONALLY ADJUSTED AT ANNUAL RATES WHERE APPLICABLE) RSQE(l)

1971 1972 Calendar year Percent change

I II III IV I 11 IIl IV 1971 1972 1970-71 1971-72

Income:
Personal income I---------------------- 834. 7 855.0 866.7 887.8 908.9 926.9 952.7 976. B 861.0 941. 3 7.1 9. 3
Disposable income I --- 722. 0 741.1 751. 3 769.0 788.9 803.6 826.9 846.6 745.9 816.5 8.4 9. 5
Personal savings rate (percent) ------ 789---08.1 8.4 8.2 8.5 8.7 8.4 8.9 8.8 8.4 8.7- - 14.-5- 8,-
Corporate profits plus VA I ..------------------ 79.0 80. 5 81.8 83.8 85.8 85.4 88.4 91.7 81.1 87.8 14.5 8.3

Prices, wages, productivity:
Gross national product deflatdeflator2-

- -------------------- 139.9 141. 3 143.1 144.9 146.6 148.2 149.9 151.7 142. 3 149.1 5. 4.8

Personal consumption deflator
2 - 133.0 134.3 135.7 137.2 138.6 140.1 141.5 143.0 135.1 140.8 4.4 4.2.

Private nonfarm sector:
Private nonfarm GNP deflator2 ---------------- 133. 7 135. 0 136.3 137.8 139. 1 140.4 141.8 143. 2 135.7 141. 1 4.9 4.0
Compensation per man-hor

3 1 -88.0 192.2 196.0 199.6 203.4 206.45 211.0 214.9 194. 0 209.0 8.2 77 7
Output per man-hour

-3 -
-------------------- 136.9 139. 2 141. 3 142.9 144.9 145.7 147. 5 149. 2 140.1 146.8 3. 5 4.8

Unit tuber costs
-
- - - - - - - 137. 3 138.0 138.6 139.7 140.4 141.8 143.0 144.0 138. 4 142.3 4.4 2.8

Manulacturing sector:
Manufacturing index of industrial productions - ------ 163. 0 164. 5 166.3 167.1 170.0 169.7 172.8 174.3 165.2 171.5 -1.3 3.8
Capacity utilization rate (percent)-73.2 73.1 73.3 73.0 73.6 72.8 73.2 73.6 73.1 73.3-

Unoemp oment rates.
AUegale (ercent)-- 5. 9 6.1 6.1 6.0 5.9 5.8 5.8 5.7 6.0 5.8-
MAl, overeg2 (percent) -. 3--------- ---- . 4.4 4.4 4. 3 4.1 4. 1 4.0 3.8 4.3 4.0

Financial sector: Commercial paper rate (4-6 months) (percent) ---- 4.59 5.82 5.65 5.785 6.05 6.425 6.45 6.75 5.28 6.38-
Moody's Triple A long-term corporate bond rate (percent)-7.22 7.46 7.50 7.40 7.40 7.43 7.47 7.55 7.40 7.46-

' Billions of current dollars. 21958 equals 100. 31957-59 equals 100.
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Both consumer incomes and corporate profits are forecasted to register sub-
stantial gains in current dollars in 1971 and 1972. We now estimate increases of
16% and 4.2% in Pre-tax Corporate Profits for 1971 and 1972 respectively. By the
fourth quarter of 1972 profit before taxes should be running at a rate close to
$95 billion per year. Personal disposable income is expected to rise by 8.4% and
9.5% in 1971 and 1972 respectively.

Turning to the Private Nonfarm sector of the economy we forecast increases
in wage rate (Compensation per Manhour) of 8.2% and 7.7% for 1971 and 1972
respectively. While increases in the unemployment rate such as those recently
experienced might be expected to dampen the rate of wage increase, we fully
expect this effect to be more than offset by recent patterns of wage increase
established by the negotiations in the auto and other industries. In this sector
of the economy (Private Nonfarm), however, we are forecasting a more sig-
nificant decline in the rate of inflation during 1972. For the year as a whole we
are forecasting an increase in prices in the private non-farm sector of 40% down
from the 4.9% -now projected for 1971. The principal reason for this forecasted
decline in the rate of inflation is the substantial increase predicted for the growth
in output per manhour for 1972 (see Table 3).

Thus although we forecast a -significant rise inithe rate of growth of real
output in the coming year and a half (especially in the period following the termi-
nation of the steel strike), the improvement is not rapid enough to generate
what I would consider adequate declines in the unemployment rate. While this
period marks a definite turn towards the full employment path, by the end of
1972 we forecast overall unemployment rates to remain-at the relatively high
level of 5.6 to 5.7%. Unemployment, therefore, will continue to be a problem
throughout this period, and continued growth at 1972 rates will be needed to
bring us anywhere close to "full employment" by late 1973.

On the more positive side, a careful look at the movements in the components
of real aggregate demand, as displayed in Table 5, reveals a generally well bal-
anced growth process over the next 18 months. This is potentially important as
balanced growth can make an important contribution to the maintenance of
greater price stability, by greatly easing the task of generating an orderly move
full employment. Of the various principal components of aggregate demand only
business expenditures for plant and equipment are forecasted to play a rather
weak role in the expansion. The 4.9% growth in real output (GNP) during cal-
endar 1972 is composed of increases, in real terms, of-

(1) 5.1 percent in consumer durables;
(2) 4.5 percent in consumer non-durables and services;
(3) 1.9 percent in business fixed investment;
(4) 3.8 percent in residential construction; and
(5) 4.9 percent in government purchases.

However, given the recent cuts in corporate taxes and the new depreciation rules
announced recently by the Treasury, there does remain some uncertainty in my
own mind about the future course of business investment. Although I see little
chance of any sharp change during 1971, a more rapid pick-up than currently
forecasted, beginning in the second quarter of next year remains a distinct possi-
bility. I will discuss this alternative possibility in more detail below.

Another notable feature of our forecast is the continued high savings rate main-
tained by consumers. Consumer expenditures are forecasted to grow very much
in step with the growth in personal income, but not any faster-leaving savings
rates at their current rather high levels. We see no evidence at the moment of
any strong new surge in household expenditures.

V. ALTERNATIVES AND UNCERTAINTIES

While I believe the forecast I have just presented (RSQE (1) ) describes the
most likely path of economic activity-through 1972, given our assumptions regard-
ing economic policy, other possibilities are certainly highly worthy of considera-
tion in the current economic environment. One alternative is to assume a more
expansionary stance for Federal Government expenditures in the coming 18
months. Table (1) above gives the details of an alternative Federal budget for
Fiscal 1972 embodying a rather rapid increase in Federal expenditures. The
increase is $5% billion for Fiscal 1972 and $8 billion for calendar 1972. A second
alternative allows for an acceleration of business expenditures in plant and
equipment-beginning in the.second quarter of 1972. Table 7 contains summary
data comparing the path of economic growth in 1971 and 1972 implied by the
RSQE "control" forecast (RSQE(1)) and these two principal alternatives.



TABLE 7-COMPARISON OF RSQE CONTROL FORECAST AND ALTERNATIVE POSSIBILITIES SELECTED MEASURES OF CHANGE

Alternative number 1, expansionary Alternative number 2, 1972 revival of
-SQE control forecast , expansionary fiscal policy business fixed expenditures

1972.4- 1972:2- 1972. 2-
1971 1972 1972.4 1971 9172 1972. 4 1971 1972 1972.4

Gross national product (percent change, 1958 dollars) .-,-....
Prices and costs:

Gross national product deflator (percent change) -,
Private nonfarm deflator (percent change) .- : - :
Unit labor costs (percent change),.

Unemployment rates (percent),. .. :
Gross national product (billions of current dollars) .
Gross national product (billions of 1958 dollars) --
Consolidated Government surplus (NIA basis, billions of current dollars)

2. 7

5. 2
4. 9
4. 4
6.0

1,052. 6
739. 6

-19. 7

4.9

.4.8
4.0
2. 8
5.8

1, 156. 5
775.i6

-22. 6.

6.0 .- 2.9

4.8 5.2
4. 0 -4 9
3.1 ,. 4. 3

1 5 7 - 6.0.
1,200. 0. 1,055 0

i 791. 3 741. 0
1'-24. 3 - -20. 5

1,71

5. 7 5. 8 2.7 5. 1 7.0

4.9 .4. 9 5. 2 4. 8 4.6 6
4.1 4.3 4.9 4.0 4.0
2.7 4. 0 4. 4 2 7 2 7
-55 5.3 60 5.7 '5.5

70.0 1, 214. 0 1,052. 6 1,159.1 1, 206.3
82. 9 '798. 4 739. 6 777. 4 '795. 7
25. 2 '-26. 5 -19. 7 -21. 5 '-21. 7

I Absolute level 4th quarter 1972. I - , ,

. .
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As expected, a more expansionary fiscal policy raises the rate of real growth
and lowers unemployment levels. The rate of growth output rises to 5.7% for
the year 1972 as a whole and the unemployment rate falls -to a level of 5.5% for
the year. By year end the unemployment rate is close to 5.3%o. On the other side
of the issue a more expansionary policy does begin to raise unit labor cost by the
end of 1972, but the size of -this increase does not seem critical in view of the
sharp gains made in employment. This seems to be a policy worthy of strong
consideration.

Turning our attention to Alternative #2 we can note that a stronger revival of
private demand (e.g., business fixed investment expenditures) in 1972 also makes
a significant additional contribution to the expansion. Although I have not pre-
sented the results here the same can be said of a drop in personal income taxes.
It is true, of course, that almost any increase in aggregate demand from the pub-
lie or private sectors generates some potential pressure on prices. However, the
economy is currently characterized by low utilization rates of both labor and
capital as well as certain institutional rigidities which should insulate prices
somewhat from the pressures of rising aggregate demand. In this respect I con-
sider our own price forecasts to be on the pessimistic side. Given the current
levels of unemployment, the non-unionized sector of the labor force may not
quite follow the pattern set in recent wage negotiations, and thus permit some-
what better performance on unit labor costs and prices for the economy as a
whole.

Finally a word about monetary policy. As I have noted above, we have projected
a slow rise in interest rates for the next six quarters. Given our projected ex-
pansion in real output and prices, such a modest rise in interest rates can only
be sustained by a fairly rapid -rate of growth in the money supply. Given the 5.0%
increase in real output and -the 4.7 to 4.8% increase in prices forecast for 1972,
a 6% rate of growth in the money supply would imply a far higher rise in interest
rates than we have allowed for. 'Since I view a more rapid rise in interest rates
as undesirable, I would not favor any attempt to retain the rate of growth of the
money supply, to a figure in the range of 6%.

Representative GRIFFITHs. Thank you. I thank all of you.
I would like to ask you: Do you sometimes feel in the situation we

are in today, that economics and economists can no longer offer a gen-
eral solution to solve the problem?

Now, let me be specific. Mr. Gordon, I 'believe, suggested that one of
the great things to do was to increase social security. We, have been
increasing social security reguladly andi

Mr. GORDON. I did not say that.
Representative GRIFFITHS (continuing). We have been increasing

it at the rate of inflation.. But that is not enough a~nd one of the real
answers is 'that the rate of inflation in the things that people buy who
are on social security is much higher than the general rate of inflation.

One of the highest rates of inflation of anything in this country is
doctors and hospitals and that is what old people on social security are
buying. So, if the general price level is gong up 6 percent a year and
we give 'them 6 percent, it is still not enough for them because doctors
and hospitals are going up 13 percent.

Mr. 'GORDON. There is no obstacle to creating a price index for older
people.

Representative GRIMFM&ns. All right.
The second thing is: I have had five letters in 2 days out of my dis-

trict. The district represents one of the largest, highest percentage of
homeowner-occupied areas in America. These people have owned the
places; they have been paying taxes on them and they have main-
tained them and in the last 6 years taxes have gone up 100 percent.

So, no matter what we do we cannot help those people sufficiently.
Mr. GORDON. Wait a minute.
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Representative GRIFFITHS. Not with social security we cannot.
Mr. GORDON. That is not a panacea for every problem. Take State

and local taxes, for instance. One problem is that the income tax, which
is the most income-elastic source of revenue, has been monopolized by
the Federal Government. We all know that.

Representative GRIFFITHS. That is completely wrong. Any State can
enact its own income tax and our State has and the city has. So that
there is no monopoly in income taxes. Everybody can have one that
wants one if the State will give them the authority.

Mr. GORDON. Most of the property taxes are levied by local author-
ities. Local authorities compete with each other and you don't find
many local municipalities in this country levying income taxes be-
cause of the fear or loss of businesses and residents to nearby
communities.

Representative GRIFFITHS. All of these cities are moving rapidly
to income taxes.

But the thing I am asking you is: Hasn't the time passed when
you can do something generally which actually is of help in this
problem?

Now, the thing that amazes me as I sit here listening to you, as I
listened to everybody else all year, why doesn't somebody object to
what these big corporations are doing with the money that is vested
in them?

My husband and I have a few modest investments. One of the things
I enjoy every January is sitting down and figuring out how much we
made on those investments, and I look back to see what happened years
before. I am amazed at the number of those corporations that give
you exactly the same return on that investment year-in and year-out.
What kind of nonsense is that? Why don't you get more money out of
your investment?

You know why you don't. They are taking that capital and buying
other kinds of businesses. That is what they are doing with it. They
are not giving you a return on your investment; the return is going
to the management and they are increasing their investment with your
capital.

But don't you think that the time has arrived that in place of saying:
Well, let's give more interest or reduce the interest rates, or reduce this
or that, why don't we zero in on some specific remedies? Wouldn't
it be of some help; what do you think, Mr. Shapiro?

Mr. SmAPIRO. I am not quite clear what problems you are trying
to find a remedy for.

Representative GRIFFITHS. Any problem. Just name any of them.
For instance, you talk about nonfarm income. Listen, 15 years ago
I knew a man who had one of these model milk farms, milked 100
cows, night and morning. The man who delivered the milk in Detroit
made more money than he did. In investment he had perhaps a couple
hundred thousand dollars, and he -was working morning, noon, and
night. So were his wife and the children, and the man who delivered
the milk made more money than he did.

1Vrhat kind of a world is that and what kind of remedies do you
offer?

Now, economists, anything you offered here today isn't going to help
him.
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Mr. SHAPIRO. It is certainly not going to help the model milk pro-
ducing part of it, and I would say he had a bad investment, even
though it is a lot of money and a personal tragedy for him.

Mr. GORDON. But that is the consequence of free enterprise; that is
the system we have. We rely upon the automatic operation of the price
system to establish relative rewards. Why are janitors paid more than
some teachers in some communities? That is what has to be paid to
get people to do the work of a janitor.

Representative GRIFFITHS. You are all coming in here opposing
wage and price controls. Right? Everyone of you has opposed it. What
kind of remedy do you offer to help out?

Mr. LEVY. First of all, I would like to make clear: I have not opposed
wage and price controls. I, for one, think that we have to go 'beyond
traditional aggregate policies. This is a very difficult area. I think
the questions which you have raised generally point to the fact that
we live in a very complex economy where simple and sweeping meas-
ures will not get you off the hook when you have difficult economic
problems.

For instance, some of the questions you raised deal with problems
where the Government itself, to some extent, is not free of blame.

Representative GRIFFITus. I agree.
Mr. LEVY. You mentioned the high inflation in medical costs.. Now,

there is no doubt that we have expanded, and :I think it is very good
that we have expanded, medical services to all segments of the popula-
tion through medicare, medicaid, and other Government programs. As
you expand the demand for these services, or the ability of people to
reach out for these services, obviously the supply of the service must be
sharply increased. If not, prices will increase very rapidly.

The same is true in construction, where we have subsidized housing
for middle- and 'lower-income groups. Now, in housing and in the med-
ioal area, for example, the supply of services expands slowly in part
because of artificial barriers to entry. The unions have "closed shops"
in 'an area where, under changed circumstances, there may be great
potential for employment, for instance, for minorities.

That the American Medical Association has restricted the supply of
doctors provided through medical schools is a well-known fact. We are
not turning them out as fast as we should and as fast as we could. Thus
in certain 'areas where increased services and expansion of services to
middle- 'and lower-income groups and the poor are desirable, the Gov-
ernment has done something that boosts the demand and the ability of
people to 'reach out for these services, but we have done very little to
see to it that the supply of 'these services is increased commensurately.

I am very pleased to see that one area where we have moved to do
something is the construction industry. The administration points to
the fact that the Construction Industry Stabilization Committee has
had some success in moderating wage increases somewhat below the
very rapid rate which we have seen in the past and which otherwise
probably would have accelerated.

These are examples of complex specific segments of our economy
where you have to analyze the problem in considerable depth and
where, I think, economists could provide improved policies or rem-
edies. Politically, and in terms of the overall mix of interest groups
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and interests it is not always easy to carry out some of these policies.
But then, didicult problems cannot be easily solved-they have difficult
solutions.

I think there are areas here where economists have studied the prob-
lem, where they can give some reasonably good advice. In i few of
these areas some improvements have taken place and there are many
other areas where, hopefully, some greater efforts will be made in the
future and we will see further improvements.

Representative GROWrITHS. The real truth is this: Unless we put
some type of lid on medical costs and doctor's fees, this will continue
to be the greatest growth of inflation in the whole economy.

Mr. LEVY. I do not think that ceiling will do a great deal for v ou
for a very long period of time and 1 will tell you why. If you place
ceilings, then those who are well off and can pay much more than the
ceiling rate will virtually monopolize the services of good doctors. As
long as there are some people who can buy these services at much
higher prices in the free market and the supply of these services-the
number of doctors-is too small, you will find that those who are bet-
ter off will simply get almost full-time service of the best doctors in
the country and these doctors will not have the time, nor the interest,
to provide services for the others.

Therefore, part of the problem is that we cannot arbitrarily tamper
with the market mechanism through simple ceilings or similai solu-
tions. In the short run, they might be stopgap measure-but in the
long run, economics tell us that in an area like this we have to be able
to expand the supply of skilled people able to provide these services
in order to solve the problem.

Representative GRIFFITHS. I think we are going to make an attempt,
but you are going to have to do them both. There is no need worrying
about the fact that the best doctors are going to be taking care of the
people with the money. That is what they are doing now. You know,
that is obvious.

Furthermore, the people who have the money to pay for anything
are not worrying over a particular doctor, choosing their own doctor.
They go to Mayo's and make sure they are taken care of, or to some
other big concern and make sure they are taken care of.

Nevertheless, just to increase social security without doing some-
thing where medical care is concerned is never going to be enough,
because we can increase social security until it takes all of our money
and you are still not going to pay the bills. Because the largest part
of the inflation in medical care is doctors' fees and doctors were not
starving before medicare went into effect. Those who had the ability
to get the money took it and that is really one of the things, it seems
to me is happening all over the country now.

Mr. GORDON. That is Government-fostered monopoly. They can get
the money because there is not the supply of new doctors coming out
as necessary.

Representative GRIFFITHS. You also have that in every union. It has
a sort of monopoly, too.

Mr. GORDON-. We have union regulations-
RepresentatiVe GRIFFITHS. Look at the other sorts of things that you

have. The big auto unions are now beginning to make themselves
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really felt. They are providing for their people in their old age and
who is providing for them? You and I as we purchase those cars. That
is who is providing for them.

But they, themselves, are not doing anything about changing the
work hours for their employees, so that a skilled workman in their
plants, the union negotiates and that man works 7 days a 'week, 10 or
12 hours a day, and they cannot get off. Whereas, they would prefer
perhaps a shorter workweek.

But it seems to me what we have to begin to look at is a specific
remedy and how it is going to work.

Now, we are struggling in the Ways and Means Committee with
revenue sharing. In theory, this is to help out cities and States. In
fact, unless you put some strings on it what it is going to help out is
firemen and policemen and garbage collectors in the city. That is who
it is going to help out. And the teachers unions. You are not going to
be able to do much else about it. That is it, unless you put some kind
of a string on it; unless you say it has to go for this or has to go for
that.

You possibly would agree that wage-price controls are going to have
some effect; is that right or not, or is that too much?

Mr. LEVY. I think the term "wage-and-price controls" has been used
so loosely and in so many different ways that it is hard to answer a
question of that kind with a "yes" or "no." I would say in a situation
like the present one, we ought to pay great attention to, and try to de-
velop, additional tools bearing more directly on the wage-and-price
problem, rather than just applying the simple aggregate economic pol-
icies. Unless we do that even if we ultimately get price stability, we
will have paid for it with very high and prolonged unemployment rates
and large losses of output.

Now, how to go about attacking the wage-price problem of inflation
more directly is a question lots of countries have struggled with and
there are no pat, simple answers.

For instance, among the various measures the administration has
taken-and while they indicate that they are strongly against this ap-
proach, in the supplementary material I am submitting with my pre-
pared statement I have reviewed this and shown that they have al-
ready gone part of the way in certain areas-I think what they have
done in the construction industry is probably the most interesting and,
possibly, the most fruitful step taken so far. I have noticed with some
interest that Paul McCracken, the Chairman of the Council of Eco-
nomic Advisers, recently reviewed this before this committee and found
that the record was a rather good one, that it indeed resulted in lower
wage agreements than you could have otherwise expected. The last
sentence of his statement dealing with this particular aspect was a bit
cryptic but rather interesting. He said that the President had prom-
ised that the administration will also act in other cases where the ap-
propriate conditions exist.

Of course, the administration has pointed out that the construction
industry is unique in many ways, but we all know it is a very difficult
and complex industry; yet we have set up an experiment there that
seems to bring at least some moderation and some results. In our com-
plex U.S. economy, every industry is unique to some extent, and if we
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have found a temporary answer in construction that has some promise,
maybe with some effort we could find new methods for attacking the
problem in certain other industries, too.

I would suggest that this committee, since it is very much interested
in this problem, may want at some point to hold hearings, trying to
see what additional tools can be developed that hold out promise in
attacking this wage-price problem of inflation more directly and at
less real economic costs than just aggregate fiscal and monetary re-
straints. Maybe, as the result of such hearings we could develop some
new methods, some new consensus. I hope that this would be explored
very seriously. I do see promise here, but again, there are no simple
solutions.

Representative GRIFFITHS. Do you want to make some comments,
Mr. Shapiro?

Mr. SHAPIRO. Yes. I think anywhere we find the existing monopolies
in the economy which are protected one way or the other, for example,
union monopolization of the supply of workers to the construction in-
dustry, the AMA monopolizing the supply of doctors and so on, it is
perfectly appropriate for the Congress or another agency to take ac-
tion and break up these monopolies and the kind of practices which
enable them to easily pass on price increases to their consumers.

Turning to the construction industry-our much-heralded experi-
ment in wage and price control-it is not clear to me at all that the
experiment has really been so successful. In Michigan, for example,
without the "work" of any "wage commission" a number of construc-
tion unions have forgone part of their scheduled wage increases for
this year in order to try to increase the demand for their services. The
plumbers are one; there are a number of others who have forgone
some of their wage increases scheduled for this year just because they
are feeling the "crunch" in certain areas.

I would certainly favor any move this committee would initiate or
any other committee in Congress would initiate that would break up
some of these monopolistic practices. I think that would be a very
great help.

I would, however, like to point to what I believe to be the critical
thing. We can, for example, come back to the area of medical care. The
plrobleml simply is not going to be solved until we manage to increase
the supply of doctors and other medical services to a level adequate to
provide for the people as a whole. The danger is that we always con-
centrate on stop gap measures, which create only short-run influences
of a temporary kind. There is a fair amount of talk in Congress now
about various large sums of moneys to be given to medical schools to
increase the supply of doctors. I think this is, in general, a good idea,
but if you speak to the people in the medical schools, they can hardly
wait until it is passed, because they feel the measures are much too
impractical-ask for too much too soon-and the only thing that will
happen, is to increase the salaries of those in the medical schools and
you still won't have the necessary doctor supply.

The only thing I would like to encourage this committee and other
Members of the Congress to consider in such legislation, is that it
should verv carefully design it in a way to insure increased interest
in the supply of doctors and other medical services.
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We cannot give adequate medical care until we have many, many
more doctors and if it breaks up monopoly to do it, we ought to do
it. If it takes breaking up some of the ways in which the construc-
tion unions operate we ought to do that, because these can be very
important changes and I would certainly support the measures like
this.

Representative GRIFFITTIS. WTe can do al lot about changing the
method of delivery.

Mr. SnAPir'o. I think that is right.
Representative GRIFFiTT-IS. I hope it .,ill be passed and I think it

will make some real sense to pass that bill now because it does put
a lid on some of the inflation. But older people in my district are, in
many cases, paying today more to visit a doctor than they paid before
medicare went into effect, because the doctors have raised their fees,
too.

Mr. SHAPIRO. That is right.
Representative GRIFFITHS. I would like to ask you: Do all of you

agree that inflation will be between 3 and 4.5 percent at the end of
1972, or do you think it will be greater than that? a

Mr. GORDON. You have to specify something else about what you
think is going to happen to the economy. These are conditional fore-
casts. I think the main point which I have made and I think this is
certainly in agreement with the Michigan forecast, is that the rate
of inflation is not very sensitive in the short run over the next year
or two, to the particular rate of increase of output, within limits. Be-
cause most of these union negotiations are based on what the unions
feel they have lost in the past by the previous inflation, these negotia-
tions are not going to be very much influenced one way or the other
by the pace of expansion of the economy.

I am a little bit more optimistic than Professor Shapiro on this.
I look at the nonfarm private deflator, the price index which ex-

cludes the cost of Federal salary increases because this happens at an
irregular pace. That deflator actually increased at less than 4 percent
in the second quarter, and I anticipate on average that this perfor-
mance might be typical of the next six quarters or so, to the end of 1972.

Miss DINGLE. I think it is very unlikely that it will be less than 4
percent. If we really plug along and say all we have to do is increase
Government spending substantially more and do whatever needs to be
done to get the Federal Reserve to be as expansionary as some people
feel it should be with monetary policy, I think it could be more.

In the absence of anything I can foresee at the moment, I would
say 4 percent is the floor. Given what I suspect are going to be politi-
cal developments, I would be more likely to put it in the 5 to 5.5 per-
cent range.

Representative GRIFFrTHS. Now, as I understand it, you recommend
against stimulative policies?

MiSS DINGLE. I recommend that we at least not go overboard. Every-
body would like a moderately stimulative policy, but the question of
how to define moderate is, I think, very difficult under the circum-
stances.

I do not feel that we should be too concerned about an increase in
interest rates. That does reflect to a considerable extent inflationary
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expectations. I think there is a problem here of reconciling the long-
term and the short term. I probably feel interest rates in the long run
as a capitalization factor are more important than most people would
feel they are.

On the other hand, with the big expectation of price increase and its
reflection in interest rates-I think really for the first time in the
United States-I just think the monetary authorities do not know
what different interest rates mean, not only in terms of immediate in-
crease in the money supply-however, you want to define the money
supply, broadly or narrowly-but with respect to the effects on the
economy.

For some years we have been noticing how the expectation of price
increase is reflected in inflationary wage contracts on the part of
unions. But I reallv think it has only been in the past few years that
we have had a substantial reflection of this in interest rates.

I think maybe we are too literate; this may be one of the problems.
I understand inflations in the period before the First World War did
not involve such problems of expectations, but now everybody knows
what is happening to the consumer price index the minute it is pub-
lished. And this includes a lot of people not economically very sophis-
ticated. Also, everybody hears Milton Friedman's comments about the
real rate of interest.

I think that it would be awfully easy to go overboard. I am pessi-
mistic about the possibility of overcoming inflationary expectations.
Responses to fiscal and monetary policies are so difficult to predict once
you have, such expectations-this is one reason why I wish we could
do something about them and would be willing perhaps to sacrifice
some employment in the short run to do so. I am not convinced,
though, that what I recommend would be buying a lot more unemploy-
ment because I am just not sure the trade off exists.

But once expectations are so important, it is so difficult to predict
their effect. Under some circumstances, inflationary expectations may
lead to a very large increase in expenditures. Under other circum-
stances they may lead to a reduction. Like you, I am concerned about
retired people, but not only about those relying primarily on social
security; also, I am concerned about my colleagues who thought they
had saved enough to provide for their old age by buying savings bonds
back in the 1940's and by having savings and loan shares and savings
deposits. Inflation may have the precise opposite effect as far as their
spending is concerned from what one might think it would have.

I think in looking at consumer savings figures for the second
quarter, I would be less reluctant at the present time to see a reduction
in taxes-that is, a bringing forward of the already planned reduc-
tions-than I would have several weeks ago.

If one is going to be stimulative, it seems to me that tax reduction
is the way to bring it about. I think it is less likely to have unfavorable
psychological repercussions than increased spending. I think it might
actually have some favorable repercussions by increasing take-home
pay, but I would be reluctant to propose anything additional other
than bringing forward some of the already planned tax reductions.

I agree with you that the increase in social security payments is not
taking care of all of the problems of the old people. On the other hand,
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I am also concerned about the fact that social security taxes have been
rising as rapidly as they have. Not only are they regressive in their
nature-and also a nuisance for anybody that gets big tax withhold-
ings the first few months of the year and then has an increase in his
take-home pay and then gets new withholdings the first few months
of the next year. But I think one additional factor in the bargaining
for higher wages has been the effect of increased social security taxes
on take-home pay.

Representative GRIFFITHS. Mr. Gordon, you do recommend expan-
sionary policies and Mr. Levy and Mr. Shapiro, I am not quite clear.
Where do you come out on this?

Mr. LEVY. Well, as I indicated, there is a certain trade off here. If
all you do is expand fiscal and monetary policy under the present
circumstances of inflationary expectations, I think that a substantial
part of that will spill over into costs and prices.

The high savings rate has been mentioned here. To me the high
savings rate has not been a great surprise. Professor Katona has estab-
lished in his surveys and analyses that the response to inflation of the
American consumer is substantially different from the response of the
European consumer. The Europeans have gone through a large num-
ber of very large inflations; now they rush out and engage in hedge
buying when they expect inflation. The American consumer has not
been burned to any similar extent and apparently his normal response
to inflation is to increase his savings rate in order to provide additional
protection, since everything is more expensive. The continuation of
inflation which creates consumer concern, and high unemployment
rates that create consumer concern, are bound to lead to high savings
rates and these tend to hold back the expansion of the economy. Now,
if you stimulate in this kind of setting, and while business is rebuild-
ing liquidity, you can stimulate substantially and get a large spillover
into wages, costs, and prices and only moderate real gains.

Therefore, I would like to see some additional stimulation beyond
what has been planned, and I am very concerned that the Federal
Reserve may take corrective action to now average down the growth
of the money supply-after letting it grow at a very fast pace-but
I would also like to see somewhat more serious and determined efforts
to develop and put in place additional policies in order to restrain this
stimulation from spilling over extensively into wages and prices.

To this extent, I subscribe to what you may call loosely "income
policies." There are no easy answers, but I think we should devote
more thought and effort to new measures in this area-while expand-
ing our other policies-than what has been done so f ar.

Representative GRIFFITHS. Mr. Gordon.
Mr. GORDON. I wanted to say a bit about tax cuts, because in general

I think in the statement I emphasized the desirability of having sta-
ble growth. It is not a good idea to cut taxes if we plan later on to
increase them again. For one thing, if people expect the tax cut to b3
temporary, they will not react to it in the same way as if they expect
the tax cut to be permanent.

So, I would not want to go on record as being in favor of rapid and
frequent changes in taxes. However, now is a good opportunity to cut
taxes because we do have these planned reductions which will go into
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effect any way in another year or two, and these will be expected to
be permanent cuts.

So, if we were to do that now, it would probably have a desirable
effect and people would not expect it to be reversed.

The reason tax reductions are a particularly good idea is because
they do increase after-tax income, and it is the squeeze on after-tax
real income that has been the main reason for these high wage nego-
tiations in the past few years.

What we have had, beginning in 1969, is very slow growth in pro-
ductivity due to the slump in output. That has cut both workers' in-
comes and profits of corporations at the same time. So, in order to
make up for that we have had workers demanding large wage in-
creases, and firms passing these on immediately as higher prices be-
cause profits are so low. If we can break the cycle by giving the
workers some increases in wages that stick, through cuts in taxes, that
would tend to moderate some of the pressures for wage demands.
That is one of the ways in which we can get an expansion in output,
at least temporarily, without additional pressure on prices.

Representative GRIFFIHHS. The real truth is: If we are going to get
a tax cut, anybody working at $8,000 is not going to get much of a
tax cut. The only way to give them a tax cut that means anything,
in my judgment, is to cut social security.

Mr. GORDON. I would be very much in favor of that.
Representative GRIFFITHS. To cut payroll taxes, but even when we

do it their own government, their own State government, their city
government, take it up so quickly in an increased tax or the property
tax on the house that the tax cuts, in my opinion, have not had really
that much influence.

Mr. GORDON. We are talking about two different problems. The sec-
ond problem you mentioned, the likelihood of the cities picking it up,
refers to a structural problem requiring a long-run solution, increasing
the share of income taxes and reducing the share of property taxes.
The first problem is one of short-term stabilization, and we should
not mix the two together. We would all like to have solutions together,
but we cannot say we cannot accomplish the first because of the
second.

Representative GRIFFITHS. You don't do the second; the first doesn't
do anything. That is really the truth of the matter. The first time the
tax cut was ever suggested, I was a member of this committee and I
was vastly impressed by the idea. So finally I wrote my district and
asked them. I asked them if they wanted a tax cut, and what would
they do with the money?

My district wrote back and volunteered the information, all on
their own; 66 percent of those who replied said: "don t cut the taxes;
just pay the bills," which I thought Dvas quite interesting.

But I was also fascinated. Some of them were going to buy a dog
for their grandchild; somebody was going to fix the pavement and
all of that kind of stuff.

Mr. SHAPIRO. One question raised was if we agreed the rate of
price inflation would be between 3.5 and 4.5 percent. If we are talk-
ing about the rate of price inflation in the private nonfarm sector,
I agree with that range and I personally think it will be very close

67-650 0-71-13.
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to 4 percent. If you are talking about the rate of price inflation for
the economy as a whole, which includes the public sector as well, I
think we won't do that well; that the rate of inflation will more likely
be close to 4.5 percent, even higher.

I do not see any chance of the rate of inflation getting below 4 per-
cent or something like that. And the 3.5 range, I don't see that at all.

As regards stimulation to the economy, I agree very much with
what Professor Gordon said. I understand the problem you raised
about getting Federal tax relief into the pockets of consumers and
not having some other level of government take it out again as soon
as you put the money in. I think, nonetheless, it would be a good idea.

The State and local governments are having a hard enough time
raising taxes and I think it might do a bit of good for both.

There is another thing I would like to emphasize, something Profes-
sor Gordon said earlier in his testimony, and that is what is critically
important is the changing rate of inflation. The rate of inflation as far
as stabilization policies of the next 2 years are concerned is not the
key thing; it is the changing rate of inflation. If you look at Profes-
sor Katonas' analysis drawn from consumer surveys, he notes: "Old
news is no news." The Vietnam war affected consumers for a while
but it is no longer news. As long as the rate of inflation is the old rate
of inflation, that is no news to consumers either.

I think from the point of view of people's attitudes and from the
point of view of economics, it is really the changing rate of inflation
we have to focus our attention on. If interest rates are going to rise
because of inflation it is going to be because of a changing rate of in-
flation. They will not rise solely because inflation is remaining at 4 per-
cent or 4.5 percent. They will rise if we change our ideas and say in-
flation is not going to 4.5; it is going to be 6 or 10 percent. They will
then rise.

That is why I do not believe that inflation is going to have much
effect on behavior in the next 18 months, or 2 years, because I do not
believe the rate of inflation is going to change very much, except in a
downward direction. However, if we stimulate the economy either by
lower taxes, which is what I would prefer, or by raising expenditures
and so on, we will not do as well as we would have otherwise on the
price front. We will pay something; we don't get it for nothing. But,
with the current state of the economy, we can get a very good buy.
If I must put my bets anywhere, I would put them there. There is no
certainty in this, as you well know.

Representative GRnITHs. Thank you. I want to thank all of you
for the remarks you have made. I hope sometime this year you will
have your students or will yourself look into this matter of specific
actions and specific things.

For instance, one of the things I think we may be making a mistake
with all of the time is we correct the tax laws to fit one horrible case
and all at once we discover the wealth of the United States is flowing
out through that loophole. One of the things I would be interested in
knowing is what was the economic effect of the Pennsylvania Railroad
on the United States. I do not think you can say that this is any small
thing. People invested; they expected to live on their investments in
their old age. What happened?
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Obviously the management bled off the lucrative business and left
the company holding the bag, the railroad itself.

I think it would be fascinating to know what would be the effect
of our bailing out Lockheed or not bailing out Lockheed, economically.
As far as I am personally concerned, they can be forgotten about. But
now they come here with this sad story: 60,000 more people will be out
of work. But why should we perpetuate bracing up these people?

Mr. GORDON. Who are you going to bail out next? It is a precedent.
Miss DINGLE. Also, don't forget the pressures for various import

quotas and so forth, when industries become noncompetitive.
Representative GRIFFITs. That is right. AWle also consider trade. I

was practically born a free trader. I was for free trading-boy, when
I look at what they are doing now, I wonder if I really am for free
trade. I shudder when I see the things they are doing. How can we
compete where an American company can go into Scotland and have
furnished a plant, fully equipped, and pay one-third the labor rates,
and send all of that stuff back over here and sell it?

I think it would be great if you folks would push on some of these
specific instances and I expect to hear from you.

This committee will stand adjourned until 10 a.m. on Thursday,
July 22, in room 457 of the Old Senate Office Building.

The witnesses will be: Phillip Cagan, professor of economics at
Columbia University; Hyman Minsky, professor of economics at
Washington University; Richard O'Neill, president, Housing Ad-
visory Council, Ltd.; and Craig Swan, professor of economics at the
University of Minnesota.

I would say again what a pleasure it has been hearing you.
(w7hereupon, at 11:50 a.m., the committee was recessed, to recon-

vene at 10 a.m., Thursday, July 22,1971.)
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CONGRESS OF THE UNITED STATES,
JOINT EcONoMIc COMM3ITTEE,

Washington, D.C.
The committee met, pursuant to recess, at 10:10 a.m., in room 457,

Old Senate Office Building, Hon. William Proxmire (chairman of the
committee) presiding.

Present: Senator Proxmire and Representative Reuss.
Also present: John R. Stark, executive director; Loughlin F. Mc-

Hugh, senior economist; Courtenav M. Slater, economist; and Walter
B. Laessig, economist for the minority.

OPENING STATEMENT OF CHAIRMAN PROXMIRE

Chairman PROXMIRE. The committee will come to order.
This morning the Joint Economic Committee is continuing its mid-

year review of the economy. Our witnesses today have been asked to
address themselves especially to monetary policy and housing. There
is widespread puzzlement at the present time about the relation be-
tween the money supply and interest rates. How can interest rates be
rising when the money supply has been growing at a rate exceeding
10 percent per year? Yet interest rates are rising.

Rising interest rates cause concern for a number of reasons. An
especially important concern is the impact that high interest rates and
tight money conditions have on housing. Residential construction is one
of the few sectors of the economy-perhaps the only sector-which has
lately exhibited some real strength. It seems important to maintain
the sort of credit conditions which will continue to foster this strength,
both because housing is so important to the overall strength of the
economy and because of the very fundamental need to improve and
expand our housing supply.

Our witnesses this morning are all extremely well qualified to discuss
this subject. Mr. Phillip Cagan is a professor of economics at Columbia
University and a member of the senior research staff of the National
Bureau of Economic Research. During 1969 and 1970 he served as a
senior staff economist with the Council of Economic Advisers. His
research for the National Bureau has included studies of the cyclical
behavior of interest rates-a very timely subject this morning.

Mr. Hyman Minsky is a professor of economics at Washington Uni-
versity in St. Louis and author of many well known studies of mone-
tary policy. He has testified before the Joint Economic Committee on
past occasions and we welcome him again.
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Mr. Richard O'Neill is president of Housing Advisory Council, Ltd.,
and a well known consultant in the field of housing and urban affairs.
He was a member of the National Commission on Urban Problems,
appointed by President Johnson in 1967, and for many years he was
editor of House and Home, a business publication for the housing
industry.

Mr. Craig Swan is a professor of economics at the University of
Minnesota. He has done a great deal of research relating to the impact
of monetary policy on housing and is the author of a recent Brookings
study, "Homebuilding, A Review of Experience."

We are very grateful to all of you for your willingness to appear
this morning. Since we do have four witnesses, and we want to leave
time for questioning, I would like to ask each of you to hold your
statements to 10 or 15 minutes. Your full prepared statements will, of
course, be printed in the hearing record.

Mr. Cagan, go right ahead.

STATEMENT OF PHILLIP CAGAN, PROFESSOR OF ECONOMICS,
COLUMBIA UNIVERSITY

Mr. CAGAN. My remarks will probably take the full 15 minutes; is
that all right, Mr. Chairman?

Chairman PRoxMImR. It is all right; what you could do, if you want
to, is stop at any point you wish or summarize what remains. I would
appreciate it if you could hold it down as much as possible.

Mr. CAGAN. The rapid growth of the money stock in the first half of
this year has made the choice of a monetary policy for the coming
months more difficult. The rapid monetary growth, while appropriate
to make up for slow growth last year, cannot be maintained without
threatening to accelerate the inflation. A lower growth rate is in order
and appears to be underway.

Chairman PROXMIRE. I might interrupt to explain. I want to apolo-
gize. I do not mean to rush you. You are all very distinguished econo-
mists and you can help us very greatly. The trouble is the Lockheed
giveaway bill-that is the way I like to phrase it, it is not completely
objective, I suppose-is on the floor. I am doing my best to oppose it.
Consequently, I am going to have to leave early this morning. Con-
gressman Reuss is coming, but I would like to get some questions in
before I have to leave.

Mr. CAGAN. The problem is that a reduction in monetary growth
will initially push up interest rates, whereas policy has pursued rapid
monetary growth in part to hold them down. I shall direct my remarks
this morning to an appropriate monetary policy for the rest of this
year and the associated behavior of interest rates.

Let me summarize some work I have done on previous cyclical re-
coveries in the United States since World War II. Generally we have
had a fairly strong spurt in the first year of recovery. I estimated from
this experience how we might achieve the targets that were originally
thought acceptable at the beginning of this year; namely, to reduce
unemployment to about the 5-percent level by the end of the year, and
to bring down the rate of inflation to 3.5 percent by the end of the year.
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These targets seemed to be feasible if the rate of growth of real
GNP were 3.5 percent per year, measured from the previous peak,
which is an average for a 2-year period.

I translated that figure into a desirable growth in dollar GNP by
adding to it the price increase that we had in 1970, and the target
price increase then set for 1971. The result is an average rate of
growth in dollar GNP for the 2 years 1970-71 of 81/3 percent per year.

That target seemed feasible and able to achieve a desired reduction
in unemployment and inflation.

So far this year we are below the target, but that is not a reason
to abandon the monetary policy which was originally designed to
achieve it. There is a lag in the effect of a change in monetary policy;
to change it from month to month, depending on what is happening
to the economy, is a mistake.

The appropriate rate of monetary growth depends upon the behav-
ior of monetary velocity, which I measure as the ratio of GNP to the
money stock (narrow definition, MI). If you look at the trend growth
of velocity over the postwar period since World War II, it had been
growing at about 3.25 percent per year, but in the last several years
its growth rate was about 2.5 percent. It was lower than that during
the last year, but we expect it to be lower during a business reces-
sion. By past behavior it will tend to pick up as the cyclical recovery
gains speed.

I look for an average growth in monetary velocity over this 2-year
period, 1970-71, of about 2 to 2.5 percent. This means that if we want
dollar GNP to grow by about 8 percent, we need an average growth
in the money supply of 6 percent per year for the 2-year period.

We had in 1970 a growth in the money supply of 5.1 percent. If
we want the average for the 2 years to be 6 percent, the money supply
should grow 7 percent in 1971. These are rough figures, of course, but
I think they provide an appropriate target.

Given the 7-percent growth this year, that would give a money
stock-by the narrow definition-of $228 billion in the fourth quarter
of this year. But the money stock has already risen to $228 billion in
the week of July 7, reflecting very high growth since February. To
stay on the above target, it should rise no further for the rest of the
year. That is perhaps too sharp a break in the growth rate, but since
the economy is not yet adjusted to the high growth that we had in the
second quarter, a large reduction should not be disturbing. Never-
theless, if policy decides to reduce the rate of monetary growth, it
faces the dilemma that the initial adjustments in financial markets
will tend to raise interest rates.

Let me discuss the recent behavior of interest rates. Corporate
bond yields unexpectedly rose during last year's business contraction.
Moody's index of Aaa bond yields rose 44 basis points, that is, almost
one-half of a percentage point. The Baa bond index rose over twice
as much. These increases were unexpected and threw the bond market
off balance. In the previous four business contractions since World
War II corporate bond yields declined, on the average by 30 basis
points for Aaa bonds and 20 points for Baa bonds.
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However, the increase during 1970 was confined to outstanding
corporate bonds. New issues of corporate bonds, as well as United
States and municipal bonds outstanding, had a slight decline in yields,
and short-term open-market rates fell sharply as they usually do in
a recession.

The unexpected behavior was not that corporate bond yields did
not decline at all, however. They rose to a peak in June 1970 for Aaa
bonds and in August for Baa bonds, which came 7 and 9 months
after the cyclical peak in business activity, and fell to their lowest
point in February 1971, 3 months after the business trough. This lag
behind the turning points in business activity was the common pattern
before World War I. The lag was very long at that time, about 3
to 4 quarters, so that during a decline in business activity bond
yields might rise the whole time or not fall by much. After World
War I the lag shortened, and after World War II it shortened further,
until bond yields had no consistent lead or lag with the peaks and
troughs in business activity.

Except, for the reoccurrence of a lag in corporate bond yields in
1970, therefore, they declined as expected in response to the latest
business contraction. But the decline was steeper than usual. In the
three previous post-World War II cycles corporate Aaa bonds de-
clined from their peak yield an average of 3.7 basis points per month.
In the recent contraction the yield declined 13.7 basis points per month
from June 1970 to February 1971. Even as a percentage of the higher
level of the yields in this cycle, the decline was half again as large as
the average percentage decline in the three previous cycles. Such a
steep cyclical decline in bond yields is rare for this country based on
records back to the 1850's.

Several years ago I made a study of cyclical movements in interest
rates for the National Bureau of Economic Research published as
"Occasional Paper 100." The study examined a wide variety of interest
rates and showed that over the past half century the lag at turning
points had shortened and the cyclical amplitude had increased. I con-
cluded that the change in cyclical timing and amplitude reflected, first,
an increased sensitivity in the response of financial markets to changes
in the demand and supply of credit and, second, a faster response of
monetary policy to turns in business activity. The timing of monetary
policy is important, because a tightening of monetary growth as the
economy recovers from a recession reinforces the upward pull on
interest rates of the expansion in activity and shortens the lag. In
earlier periods monetary growth was slower to begin to offset cyclical
movements and frequently failed to follow a countercyclical pattern at
all, thus contributing to a long lag in interest rates.

Neither the sensitivity of financial markets nor the timing of changes
in monetary policy has reverted to the earlier behavior. Financial
markets are even more sensitive now than they used to be, and monetary
policy changed at the end of 1969 from tight to easier conditions im-
mediately after the peak in business activity. Neither one explains the
reappearance in 1970 of a longer cyclical lag in bond yields.

Why then the longer lag? One reason was the strong demand for
credit by business. Despite high interest rates in 1970, business invest-
ment did not decline during the recession but remained virtually
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constant in dollar amount; in real terms it fell slightly. In all previous
nonwar cycles back to 1919, business investment declined in dollar and
real terms, usually sharply. The strength of investment in 1970 was
indeed unusual for a recession. It is no doubt related to a second reason
for the continued high level of bond yields, anticipations of inflation.

As has been widely pointed out, anticipations of rising prices, which
have hardened in recent years, make bond yields higher. The higher
yields compensate for the depreciation in real value of securities when
prices of goods are rising.

How much higher are yields today because of such anticipations?
For a rough estimate we may take as a benchmark the 1965 level of
bond yields, when the Aaa index averaged around 4.5 percent, and
raise it to 5 percent to allow for the increase in demand for credit
since 1965. This adjustment is conjecture, but it seems to me too little
rather than too much. Then the 7.5 percent yields today exceed the
adjusted 1965 yields by at most 2.5 percent. This excess can be at-
tributed to the increase in the anticipated rate of inflation since 1965.
Since the GNP private deflator (chain index) has lately been rising at
more than 5 percent per year compared with 2 percent in 1965, a dif-
ference of about 3 percent, there appears to be at least one-half of 1
percentage point of the present rate of inflation not yet incorporated
into current anticipations of future inflation. But if inflation con-
tinues at the same rate, the other one-half percent could be added on,
which would raise Aaa yields to the 8-percent level.

Because an increase in inflation tends to raise bond yields, a policy
of holding interest rates down by rapid monetary growth may work
temporarily, but over the longer run it will prove self-defeating.

We can expect bond yields to rise in the coming months because the
demand for credit is strong and gives all appearances of getting
stronger, both from Government and private sources. But the con-
tribution to a rise in bond yields from a reduction in monetary growth
should not be very great. While a change in monetary growth can
affect short term interest rates dramatically, bond yields by past ex-
perience are affected much less. This was illustrated earlier this year
when bond yields rose despite the increased rate of monetary growth.
Bonds are a long term investment, and their yield to maturity is
usually little affected by current developments if they appear to be
temporary as is a shortrun change in monetary policy.

Under certain circumstances current developments may have im-
plications for the long run, however, which are relevant to bonds. An
important example is the anticipations of inflation just mentioned,
which are based on past and current price movements. Moreover, an-
ticipations of inflation may be based, not only on the recent rate of
inflation. but also on the direction of monetary policy. I would ordi-
narilv be doubtful that anticipations of inflation would be affected by
changes in monetary policy, but in the present economic situation it is
quite possible. At least sudden revisions of anticipations of inflation
seem to explain the unusually large fluctuations in bond yields in re-
cent years. For example, the large decline in bond yields in the second
half of 1970 may have reflected a reduction in the anticipated rate of
inflation as business activity contracted. Then the subsequent failure
of prices to decelerate may have reinstated the previous anticipations
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of inflation, whereupon bond yields erased part of their earlier decline.
If anticipations have become sensitive to the direction of monetary
policy, a reduction in monetary growth now could actually work to
reduce bond yields or at least keep them from rising as much as they
otherwise would.

This means that monetary policy has limited power to prevent bond
yields from rising when credit demand is expanding, and that policy
may even have a perverse effect.

But suppose that bond yields do rise in the coming months. Would
that do any harm? There is a widespread view that rising yields are
bad for a business recovery. But it all depends upon the reason for the
rise. If due to a tight monetary policy, the rising yields tend to restrict
the expansion. But policy has been too easy this year and needs to be
more restrictive. Insofar as an expanding demand for credit is pulling
up yields, a rise is appropriate. It helps to allocate expenditures be-
tween investment and consumption goods on a basis which can be sus-
tained when the economy reaches full employment. This is also true
insofar as rising yields reflect heightened anticipations of inflation.

Most of the concern over rising yields centers on the mortgage mar-
ket. The fear is that higher mortgage rates will choke off residential
construction, now running at a rate which for the first time in several
years gives promise of meeting national housing goals. The current
strength of housing, with mortgage rates currently at 7.5 to 8 percent,
means that the demand can be effective even at high rates if mortgage
credit is available. High rates have their major impact in reducing
housing demand when they are thought to be temporary. Then home
buyers hold back for lower rates. The 7.5-percent rate on mortgages
today does not appear temporary, as it did when it was first reached,
and may appear attractive to those who anticipate 4- to 5-percent
inflation.

Housing declined in 1969 because the credit was not available. The
supply of credit for the mortgage market depends upon deposit flows
into savings institutions, which supply a large fraction of the market.
In 1969 their deposits were not competitive with the high rates avail-
able on open-market instruments.

Would a cutback in monetary growth produce another credit crisis
for savings institutions? I do not think so. Today, these institutions
are in a much better position to pay higher rates to depositors and, if
given the freedom, would be able to do so.

In conclusion, my own research and other work with which I am
familiar leads me to the conclusion that we place far too much con-
cern on movements in interest rates. The special problems of the mort-
gage market should be handled by structural reforms of depository
institutions. Concern over rising interest rates should not stand in the
way of reducing monetary growth, now too high, to an appropriate
lower rate.

(The prepared statement of Mr. Cagan follows:)

PREPARED STATEMENT OF PHILLIP CAGAN

The rapid growth of the money stock in the first half of this year has made the
choice of a monetary policy for the coming months more difficult. The rapid
monetary growth, while appropriate to make up for slow growth last year, can-
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not be maintained without threatening to accelerate the inflation. A lower
growth rate is in order and appears to be underway. The problem is that a reduc-
tion in monetary growth will initially push up interest rates, whereas policy has
pursued rapid monetary growth in part to hold them down. I shall direct my
remarks this morning to an appropriate monetary policy for the rest of this year
and the associated behavior of interest rates.

THE APPROPRIATE RATE OF MONETARY GROWTH

Earlier this year I made a study of the first year of recovery from previous
business recessions to see what would be a feasible policy for 1971. (My findings
were presented in the Contmercial and Financial Chronicle, May 6, 1971). The
strength of a business recovery depends upon the depth of the preceding reces-
sion. To allow for this dependence, I measured the average growth in the econ-
omy from the peak in business activity to the end of the first year of recovery.
The National Bureau of Economic Research dates the recent recession from No-
vember 1969 to November 1970, so the end of the first year of recovery will be
next November. The goals of national policy which seemed within reach were a
reduction in unemployment to 5 percent and in inflation to 31/2 percent per year.
These goals have proved optimistic. But the monetary policy designed to achieve
them is still appropriate even if delayed in its effects and, in my view, should not
be abandoned. I found that a growth in real GNP of 3 to 3Y2 percent per year for
the two-year period since the business peak in the fourth quarter of 1969 would
be consistent with the experience of past cycles and also seemed the best target
to achieve the goals of reducing unemployment and inflation.

An additional advantage of such a two-year target is that it sets our sights
on a period long enough for monetary policy to be effective. Since monetary
policy has a lag of six months or more, the effects can be very misleading when
judged over short periods. It therefore seems to me wiser to set a longer-run
target and not try to adjust it to every short-run change in the economy.

The 3 to 3½/2 percent target growth in real GNP can be translated into a
growth in dollar GNP by adding the actual rise in prices in 1970, which was 5.3
percent, and a target rise for all of 1971, which I take to be 4 percent. This is
probably the best we can hope for this year. The implied two-year growth in
dollar GNP averages 8 to 814 percent per year. Remember that this is a two-year
average which includes the decline in 1970.

So far this year we are below the target. But that is no reason not to stick
to the monetary policy designed to achieve it. Any shortfall this year will tend
to be made up next year. Moreover, an 8-percent growth in dollar GNP for the
two years 1970-71 seems to me the highest that policy slloul(l try to achieve,
given the persistence of inflation. And, as unemployment and the rate of inflation
decline, the desired rate of growth in GNP will have to be reduced.

The appropriate rate of monetary growth depends upon the behavior of mone-
tary velocity (that is, the ratio of GNP to the money stock). The long-run
growth in velocity (of the narrow money stock, A,) seems to have declined in
recent years. This is important, because the effect of its growth on aggregate
expenditures is the same as issuing more money. In the 1950s and early 1960s
velocity was rising 3¼ percent per year, so that only 3 percent growth in the
money supply was equivalent to 6¼4 percent growth in aggregate expenditures.
In the last several years the growth in velocity has declined to around 2/2
percent. From the third quarter last year to the first quarter this year the
growth was 1.7 percent per year, but we expect it to be slower during a re-
cession. It will undoubtedly pick up as the business recovery gains speed. An
average growth in velocity of 2 to 21/½ percent per year for the two years
1970-71 seems consistent with past cycles and its current trend. An average
monetary growth of 5½A to 6 percent per year would therefore produce an average
GNP growth of 7Y2 to 8/2 percent per year, around the target proposed above.
From the fourth quarter of 1969 to the fourth quarter of 1970 monetary growth
was 5.1 percent. To achieve the desired two-year average, monetary growth in
the first year of recovery should be 6-7 percent. At the 7 percent rate, that
would be $228 billion in the fourth quarter of this year.

But the money stock has already risen to $225 billion by the end of Julle.
reflecting very high growth since February. To stay on the above target, it should
rise only $3 billion to the fourth quarter, an annual rate of growth for the
second half of less than 3 percent.
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If policy decides to reduce the rate of monetary growth, it faces the dilemma
that the initial adjustments in financial markets will tend to raise interest rates.
That would be the same effect on interest rates but in the opposite direction which
policy hoped to achieve earlier this year with rapid monetary growth. Let mue
comment briefly on the recent behavior of interest rates.

RECENT BEHAVIOR OF BOND YIELDS IN HISTORICAL PERSPECTIVE

Corporate bond yields unexpectedly rose during last year's business con-
traction. Moody's index of Aaa bond yields rose 44 basis points, that is, almost
1/2 of a percentage point. The Baa bond index rose over twice as much. These in-
creases were unexpected and threw the bond market off balance. In the previous
four business contractions since World War II corporate bond yields declined,
on the average by 30 points for Aaa bonds and 20 points for Baa bonds.

However, the increase during 1970 was confined to outstanding corporate bonds.
New issues of corporate bonds, as well as U.S. and municipal bonds outstand-
ing, had a slight decline in yields, and short-term open market rates fell sharply
as they usually do in a recession.

The unexpected behavior was not that corporate bond yields did not decline
at all, however. They rose to a peak in June 1970 for Aaa bonds and in August
for Baa bonds, which came 7 and 9 months after the cyclical peak in business
activity, and fell to their lowest point in February 1971, 3 months after the
business trough. This lag behind the turning points in business activity was the
common pattern before World War I. While we have no index for industrial
corporate bonds before World War I, judging by high-quality railroad bonds
the lag was very long at that time-about 3 to 4 quarters, so that during a de-
cline in busines activity bond yields might rise the whole time or not fall by
much. After World War I the lag shortened, and after World War II it short-
ened further, when the turning point in bond yields tended on the average to
coincide with the peaks and troughs in business activity.

Except for the reoccurrence of a lag in corporate bond yields, therefore, they
declined as expcted in response to the business contraction in 1970. But the de-
cline was steeper than usual. In previous post-World War II cycles corporate
Aaa bonds declined from their peak yield an average of 3.9 points per month.
In the recent contraction the yield declined 13.7 basis points per month from June
1970 to February 1971. Even as a percentage of the higher level of the yields in
this cycle, the decline was half again as large as the average percentage decline
in the four previous cycles. Such a steep cyclical decline in bond yields is rare
for this country based on records back to the 1850s.

Several years ago I made a study of cyclical movements in interest rates for
the National Bureau of Economic Research (published as Occasional Paper
100). The study examined a wide variety of interest rates and showed that over
the past half century the lag at turning points had shortened and the cyclical
amplitude had increased. I concluded that the change in cyclical timing and
amplitude reflected, first, an increased sensitivity in the response of financial
markets to changes in the demand and supply of credit and, second, a faster
response of monetary policy to turns in business activity. The timing of monetary
policy is important, because a tightening of monetary growth as the economy
recovers from a recession reinforces the upward pull on interest rates of the
expansion in activity. This shortens the usual cyclical lag in interest rates. In
earlier periods monetary growth was slower to begin to offset cyclical move-
ments and frequently failed to follow a countercyclical pattern at all, thus
contributing to a long lag in interest rates.

Neither the sensitivity of financial markets nor the timing of changes in mon-
etary policy has reverted to the earlier behavior. Financial markets are even
more sensitive now than they used to be, and monetary policy changed at the end
of 1969 from tight to easier conditions immediately after the peak in business
activity. Neither one explains the reappearance in 1970 of a longer cyclical lag
in bond yields.

Why then the longer lag? One reason was the strong demand for credit by
business. Despite high interest rates in 1970, business investment did not decline
during the recession but remained virtually constant in dollar amount; in real
terms it fell slightly. In all previous nonwar cycles back to 1919, business invest-
ment declined in dollar and real terms, usually sharply. The strength of invest-
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ment in 1970 was indeed unusual for a recession. It is no doubt related to a second
reason for the continued high level of bond yields, anticipations of inflation.

As has been widely pointed out, anticipations of rising prices, which have
hardened in recent years, make bond yields higher. The higher yields compensate
for the depreciation in real value of securities when prices are rising. Lenders
want a higher return to offset the depreciation in purchasing power of their
loans, and borrowers are willing to pay more to obtain funds, because both antici-
pate rising prices. We cannot readily measure anticipations, but there are manlly
indications of their presence in the economy, especially in financial markets.

How much higher are yields today because of such anticipations? For a rough
estimate we may take as a benchmark the 1965 level of bond yields, when the
Aaa index averaged around 41/2 percent, and raise it to 5 percent to allow for the
increase in demand for credit since 1965. This adjustment is conjecture, but it
seems to me too little rather than too much. Then the 7Y½-percent yields today
exceed the 1965 yield by at most 21/2 percent. This excess can be attributed to
the increase in the anticipated rate of inflation since 1965. Since the GNP private
deflator (chain index) has lately been rising at more than 5 percent per year
compared with 2 percent in 1965, a difference of 3 percent, there appears to be at
least 12 of one percentage point of the present rate of inflation not yet incor-
poratett into current anticipations of future inflation. But if inflation continues
at the same rate, the other one-half percent could be added on which would
raise Aaa yields to the 8-percent level.

Thus an increase in inflation tends to raise bond yields. A policy of holding in-
terest rates down by rapid monetary growth, therefore, may work temporarily,
but over the longer run it will prove self-defeating.

An important reason for expecting bond yields to rise in the coming months
is that the demand for credit is strong and gives all appearances of getting
stronger, both from government and private sources. But the contribution to a
rise in bond yields from a reduction in monetary growth should not be very great.
While a change in monetary growth can affect short-term interest rates dramnati-
cally, bond yields by past experience are affected much less. This was illustrated
earlier this year when bond yields rose despite the increased rate of monetary
growth. Bonds are a long-term investment, and their yield to maturity is usually
little affected by current developments viewed as temporary, such as a short-
run change in monetary policy.

Under certain circumstances current developments may have implications for
the long run, however, which are relevant to bonds. An important example is
anticipations of inflation based on past and current price movements. Moreover,
anticipations of inflation may be based, not only on the actual rate of inflation,
but also on the direction of monetary policy. I would ordinarily be doubtful that
anticipations would respond rapidly to current developments, but in the present
economic situation it is quite possible. Sudden revisions of anticipations of in-
flation seem to explain the unusually large fluctuations in bond yields in recent
years. For example, the large decline in bond yields in the second half of 1970
may have reflected a reduction in the anticipated rate of inflation as business
activity contracted. Then the subsequent failure of prices to decelerate may have
reinstated the previous anticipations of inflation, whereupon bond yields erased
part of their earlier decline. If anticipations have become sensitive to the direc-
tion of monetary policy, a reduction in monetary growth now could actually
work to reduce bond yields or at least keep them from rising as much as they
otherwise would.

This means that monetary policy has limited power to prevent bond yields
from rising when credit demand is expanding, and that policy may even have
a perverse effect.

But suppose that bond yields do rise in the coming months. Would that do any
harm? There is a widespread view that rising yields are bad for a business re-
covery. But it all depends upon the reason for the rise. If due to a tight monetary
policy, the rising yields tend to restrict the expansion. But policy has been too
easy this year and needs to be brought back to the middle of the road. Insofar as
an expanding demand for credit is pulling up yields, a rise is appropriate. It
helps to allocate expenditures between investment and consumption goods on a
basis which can be sustained when the economy reaches full employment. This
is also true insofar as rising yields reflect heightened anticipations of inflation.

Most of the concern over rising yields centers on the mortgage market. The
fear is that higher mortgage rates wvill choke off residential construction, now
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running at a rate which for the first time in several years gives promise of
meeting national housing goals. The current strength of housing, with mortgage
rates currently at 7½A to 8 percent, means that the demand can be effective even
at high rates if mortgage credit is available. High rates have their major impact
in reducing housing demand when they are thought to be temporary. Then
homebuyers hold back for lower rates. The 71/2-percent rate on mortgages today
does not appear temporary, as it did when it first appeared, and may appear
attractive to those who anticipate 4 to 5 percent inflation.

Housing declined in 1969 because the credit was not available. The supply
of credit for the mortgage market depends upon deposit flows into savings in-
stitutions, which supply a large fraction of the market. In 1969 they could
not compete with the high rates available on open-market instruments.

Would a cutback in monetary growth produce another credit crisis for sav-
ings institutions? I do not think so. Today these institutions are in much better
position to pay higher rates to depositors and, if given the freedom, would be
able to do so.

CONCLUDING REMARKS

My own research and other work with which I am familiar leads me to the
conclusion that we place far too much concern on movements in interest rates.
The special problems of the mortgage market should be handled by structural
reforms of depository institutions. Concern over rising interest rates should
not stand in the way of reducing monetary growth, now too high, to an appro-
priate lower rate.

Chairman PROXMIRE. Thank you very much, Mr. Cagan.
Mr. Minsky, you go right ahead. I want to say those are very helpful

tables you have attached to your statement, which will also be printed
in full in the record.

STATEMENT OF HYMAN P. MINSKY, PROFESSOR OF ECONOMICS,
WASHINGTON UNIVERSITY, ST. LOUIS, MO.

Mr. MINSKY. There are signs that we have entered upon an era of
protracted slack. The recovery is lazy, the economy is suspended some-
place between full employment prosperity and a serious depression.

There is no substantial evidence that a strong expansion is about to
take place. Consumer confidence is weak, State and municipal gov-
ernments are under strong financial constraints, and private invest-
ment is on a plateau that may be too high to be sustained.

Even at its sluggish pace the recovery is fragile. It depends upon
the continuation of large-scale deficit financing of investment by the
corporate business sector. As is shown in attached table III to my
statement, corporate liabilities are much greater relative to both cash
flows and liquid and protected assets than they were earlier in the
post-1946 era. This burden of corporate debt may well lead to a re-
duction in corporate investment. If this takes place then, unless offset,
a relapse into recession will take place.

The economy has not been conforming to the various game plans
announced in the past 21/2 years. Instead of policy eliminating infla-
tion without any increase in unemployment, to date we have had
increased unemployment without any significant abatement of infla-
tion.

This record of policy failure indicates that economic policy is fal-
liable even when influenced by Chicago's monetarism. This failure does
not mean that the mislabeled Keynesian fiscalist schooA has a better
track record. When the economists of the Kennedy-Johnson era were
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office holders they did not recognize, in their published reports and
forecasts, that accelerating inflation will result from the recommended
policy.

For each popular model of the economy there are a large number
of anomalous observations. There should be widespread doubt as to
their unconditional validity.

Both the monetarist and fiscalist views depend upon a heroic as-
sumption that the financial system is always robust and basically
passive. However, at times the financial system is fragile and an active
determinant of the behavior of the economy. When this is true the
economy does not conform to either the monetarist or the fiscalist
scenario.

We are now in such a period. The financial system is fragile and
financial factors are important in determining what happens.

In this presentation I will emphasize the aggregate financial posi-
tion of the nonfinancial corporate sector. Similar changes in financial
relations have occurred for other sectors. On the basis of the financial
picture, I believed that an extrapolation of past relations does not
yield a valid estimate of what we can expect.

The Penn Central Railway failed 1 year ago when it was unable to
repay some $80 million of commercial paper. This was the climactic
event to a fantastic runup of commercial and finance company open-
market paper, from $14 billion at the end of 1966 to $40 billion in
May of 1970. The Penn Central's failure set off a "run" on the com-
mercial paper market.

The Federal Reserve System behaved as a lender of last resort and
prevented the Penn Central fiasco from triggering a chain reaction
of financial distress. Reserves were liberally supplied by the discount
window and open market operations so that bank financing was avail-
able to those who found it difficult to roll over their maturing com-
mercial paper. Ill advised ceilings were removed from interest rates
commercial banks could pay on certificates of deposit.

This was not the first time in recent years that the Federal Reserve
acted as a lender of last resort. In the late summer of 1966 the famous
credit crunch took place. That mini-crisis centered around the illiquid-
ity and insolvency of savings institutions and the losses commercial
banks were taking as they made position by selling municipal securi-
ties. As in 1970 the Federal Reserve took the correct steps and offset the
financial trauma by rapidly increasing the reserve base and by im-
proving the competitive position of commercial banks in the market
for time funds.

Both the credit crunch and the liquidity squeeze took place after
the Federal Reserve sharply decreased the rate of increase of the
money supply and the reserves of member banks and allowed ceiling
interest rates on certificates of deposit to become effective, thus forcing
a reduction in the amount outstanding.

These two episodes are the only really relevant post-1946 observa-
tions of the Federal Reserve's ability to constrain the growth of the
money supply when the economy is buoyant. They indicate that the
Federal Reserve System has only limited powers to constrain the rate
of increase of the money supply in a strongly expanding economy.
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Attempts in this direction lead to actual and threatened financial in-
stability. This forces the Federal Reserve to abandon its policy of
monetary constraint and to accelerate the rate of growth of the money
supply and the reserve base. In a deep sense when the duties of the
Federal Reserve as a lender of last resort are taken into account it is
the behavior of the economy that controls the growth of the money
supply. In the present circumstances I believe the Federal Reserve
really has little freedom to constrain the rate of growth of the money
supply unless it is willing to play a game of brinkmanship with the
stability of the financial system. Monetary constraint is really not
available as an anti-inflationary policy instrument.

I am introducing into the record two pieces I wrote which may
interest the committee. One appeared in Trans-action and is entitled
"The Crunch of 1966-Model for a New Financial Crisis." The second
is a memorandum I prepared for a meeting on September 17, 1969, of
academic consultants with the Board of Governors of the Federal
Reserve System. The title of the memorandum is "Notes on the Sus-
ceptibility of the U.S. Economy to a Financial Crisis."

In 1967 the economy bounced back swiftly from the credit crunch, in
1971 the economy is sluggish after the liquidity squeeze. In 1967 the
Federal Government's full employment budget was running a deficit of
$11.6 billion, in 1971-I the full employment budget was running a sur-
plus at a $6.6 billion annual rate. Fiscal policy was more expansive
in 1967 than it is now.

The fiscal drag is not the entire explanation of the current slug-
gishness. It does not hold out a threat that a relapse into recession will
occur. It is the financial relations of the corporate sector which indi-
cate that a relapse may take place. These financial relations are to a
large degree a reflection of the extent to which corporations financed
investmeint by external funds during the truly euphoric investment
boom of 1967-69.

Over the postwar period and prior to the post-1966 expansion ag-
gregate corporate fixed investment was to an overwhelming extent
financed by gross internal funds. In years when fixed investment was
low or corporate internal funds high, internal funds were larger than
fixed investment; in other years they were smaller. Modest surpluses
and small deficits occurred. After 1966 corporate fixed investment in-
creased rapidly while corporate internal funds remained on a plateau.
As a result the corporate sector financing deficit rose from 4.9 per-
cent of fixed investment in 1967 to 10.5 percent in 1968, 21.3 percent in
1969, 25.7 percent in 1970, and 24.2 percent in the first quarter of 1971
as shown in attached table I to my statement.

This deficit was accompanied by a huge outpouring of corporate
long term financing. In 1950 long term external financing was but
17.9 percent of the sum of gross internal funds and long term financ-
ing, in 1966 external funds were 20.3 percent of total long term and
internal funds. In 1970 this ratio was 34.4 percent and in 1971-I
it was 37.6 percent a's shown in attached table II to my statement.

As is shown in attached tables III and IV to my statement, corpo-
rate deficit financing has been accompanied by both a decrease in the
quantity and a deterioration in the quality of corporate liquidity.
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The present pace of investment can be sustained only if corpora-
tions continue to engage in large scale deficit financing. It is this need
for continued corporate deficits in the face of their deteriorated fi-
nancial position that makes a relapse into recession a real possibility.
If the corporate sector as a whole brings investment more closely into
line with internal funds, then a decline in income will take place. In
the first quarter of 1971 corporate fixed investment was at an an-
nual rate of $87 billions and internal funds were only $66 billions. A
cutback of investment to that which could be financed internally would
lower income by some multiple of $21 billions.

From the viewpoint of the standard models the runup of both long
and short term interest rates since March of 1971 is an anomaly.
The economy has been slack and the money supply and the monetary
base have both been growing much faster than income. This should
make for falling interest rates, especially short term open market
rates.

A tentative interpretation is that the need by the corporate sector
to deficit finance ongoing investment programs and to fund and turn
over the inherited short term debt has not abated. In order to carry
out these operations, corporations are pouring out long term securities
and mortgaging property. This tends to sustain long term rates. In
addition corporations seem to be divesting themselves of Treasury
and other short term marketable debt. This development means that
such debt has to find a place in new portfolios. This implies higher
short term interest rates. Thus the current behavior of interest rates
may be an anomaly from the point of view of models that look only
at income and money supply changes, it is not as much of an anomaly
once financial markets and financing needs are taken into account.

Although both a decline in investment and additional financial
trauma might very well take place in 1971-72, this will not set off an
open ended debt deflation process. The prospect is not that 1929-33
will be played out again.

Certainly the Federal Reserve will quickly respond to a financial
shock to make sure that banks, other financial institutions, and finan-
cial markets continue to function normally.

Prompt Federal Reserve action is not the only reason why further
financial trauma will not lead to a great depression. The major factor
preventing such a cumulative decline is the large size of the Federal
Government budget relative to gross national product. In 1971-I with
gross national product at $1,020.7 billion, Federal Government ex-
penditures and transfer payments were $214 billion. A Federal Govern-
ment whose budget is in excess of 21 percent of gross national product
is a strong stabilizer of the economy. If gross national product de-
creases private payrolls decrease but Government demand, social se-
curity and welfare continue-thus sustaining demand for output.

Sustained Government expenditures as gross national product de-
creases leads to a large Federal deficit. As a result surpluses show up
in other sectors-households or corporate business. Even a passive fiscal
policy with a large Government is effective insurance against a truly
deep depression. A deficit not only stabilizes income but it strengthens
the financial position of other non-Government sectors.

67-650 0-71-14
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However, a large Government sector does not rule out the occurrence
of a protracted period of slack. The prospect therefore remains that
at least the first part of the seventies will be sluggish. The soaring of
the sixties seems to be a thing of the past for now.

Monetary and fiscal policies at their present levels are not sufficient
to set off a strong recovery. With the present trends in private demand,
for a strong recovery to take place it seems as if a movement to a
modest deficit at full employment is necessary. If the financial factors
I mentioned do lead to a reduction in private investment, then a full
employment deficit of about $20 billion may be required to speed a
strong recovery.

It seems to me that we have exhausted the possibilities of aggregate
monetary and fiscal policy as controllers of aggregate demand and
economic growth. It is time for us to explore new dimensions of both
policy objectives and policy instruments.

To a very large extent our present policy wisdom is the result of an
initiative by this committee. I refer to the "Study of Employment,
Growth and Price Levels" undertaken by this committee in 1959-60
with Senator Paul H. Douglas as Chairman. That was a very produc-
tive study. It developed the instruments and philosophy that guided
policy through most of the sixties.

I had the privilege of reviewing the staff report and the "Study
Papers for the Review of Economics and Statistics" (February 1961).
I thereby urged that this committee undertake such a comprehensive
study of the economy and the state of the economist's art at frequent
intervals.

I believe that the current doldrums of the economy as well as the
lethargic nature of the administration's economic policy is evidence
that the time is ripe for this committee to take the initiative oncB
again. I respectfully urge you to undertake a thorough study of the
economy of the 1970's and the state of the art of the economist with a
view to determining the appropriate objectives and instruments of
economic policy for the remainder of this decade.

Thank you, Mr. Chairman.
(The tables and supplementary information referred to in Mr.

Minsky's statement follow:)
TABLE 1.-FIXED INVESTMENT AND GROSS INTERNAL FUNDS, NONFINANCIAL CORPORATE BUSINESS, 1950,1955.

1960, 1965-70, AND 1971-1

ln billions of dollars)

Year- 1971-1
___________________- - - - (annual

Item 1950 1955 1960 1965 1966 1967 1968 1969 1970 rate)

Gross internal funds - 17.9 29. 2 34.4 56. 6 61. 2 61. 5 62. 5 62. 5 61.6 66.1
Fixed investment - 19.3 26. 6 36.0 54.9 62. 7 64. 7 69. 8 79. 4 82.9 87. 2
Surplus (+) or deficit (-)- -1.4 +2. 6 -1. 6 +1. 7 -1. 5 -3. 2 -7. 3 -16.9 -21. 3 -21.1
Deficit as a percent of

fixed investment - 7.3 (X) 4.4 (I) 2.4 4.9 10.5 21.3 25.7 24. 2

X Not applicable: Surplus years.

Source: Board of Governors, Federal Reserve System flow of funds accounts.
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TABLE 11.-EXTERNAL AND INTERNAL LONG-TERM FINANCING OF INVESTMENT, NONFINANCIAL CORPORATE

BUSINESS, 1950, 1955, 1960, 1965-70, AND 1971-1

lin billion of dollarsl

Year- 1971-I

Item 1950 1955 1960 1965 1966 1967 1968 1969 1970 rate)

Corporate bonds -1.6 2.8 3.5 5.4 10.2 14.7 12.9 12.1 20.3 25. 2
Corporate stock 1.4 1.9 1.6 1.2 2.3 -. 8 4.3 6.8 5.6
Corporate mortgages .9 1.8 2.5 3.9 4.2 4. 3 5. 8 4.8 5. 2 9.4

Long term enteneral
financing. 3.9 6.5 7.6 9.3 15.6 21.3 17.9 21.3 32.3 40.2

Gross internal funds 17.9 29.2 34.4 56.6 61.2 61. 5 62. 5 62. 5 61.6 66.1

Total long-term financing- 21. 8 35.7 42.0 65.8 76.8 82. 8 80.4 83.8 93.9 106. 3
External funds as a per-

cent of total long-term
financing 17.9 18.2 18.1 14.1 20.3 29.9 22.3 25.4 34.4 37.6

Source: Board of Governors, Federal Reserve System flow of funds accounts.

TABLE 111.-LIABILITIES,GROSS PROFITS, AND FINANCIALASSETSNONFINANCIAL CORPORATE BUSINESS, 1950,
1955, 1960, 1965-7U

(Ratios)

Year-

Item 1950 1955 1960 1965 1966 1967 1968 1969 1970

Liabilities - gross profits after taxes .5.4 5.2 6.0 5. 2 5.3 5.6 6.0 6.6 7. 2
Liabilities- financial assets .1.3 1.3 1.3 1.3 1.3 1.4 1.4 1.4 1.5
Liabilities - liquid assets 3.0 3.5 4.8 5.4 5.8 6.1 6.0 7.0 6. 8
Liabilities- protected assets ' 

.
- 3. 0 3.6 5. 0 5. 9 6.6 7.0 7.2 9.8 9. 0

I Protected assets are liquid assets minus commercial paper.

Note: Underlying data from the flow of funds accounts.

TABLE IV.-COMPOSITION OF LIQUID ASSETS,NONFINANCIAL CORPORATE BUSINESS,1950, 1955, 1960, 1965-70

(Percent of liquid assets)

Year-

Item 1950 1955 1960 1965 1966 1967 1968 1969 1970

Demand depositsandcurrency 55.8 55.7 56.6 39.8 40.3 40.0 37.4 38.0 34.4
Time deposits 1.9 1.7 4.9 27.1 25.9 28.9 27.9 17.0 29.8
U.S. Government securities 41.4 40. 4 34.4 24.0 22.0 17.6 17.4 16.3 11.2
Open morketpapers .8 2.1 4.2 9.2 11.8 13.5 17.2 28.8 24.7

Note: Underlying data from the flow of funds accounts.
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The Crunch of 1966-
Modelfor New

Financial Crites?

The events of 1966 show thai a
major financial crisis can happen again

HYMAN P. MINSKY

For the millions of Americans old enough to remem-
ber it, the Bank Holiday of 1933 was grimly misnamed.
Those ten days, with the doors of the nation's banks
locked and its businesses standing still, marked the
climan of the prolonged debt-deflation that began with
the stock-market crash of 1929. This period of financial
instability was the initial phase of the Great Depres-
sion, which lingered on until the defense and war ef-
forts of the 1940s. In response, the Roosevelt Admin-
istration undertook thorough reforms of the American
banking and financial system-reforms designed to
guarantee that a financial crisis of these dimensions
could never occur again.

In the period following the Great Depression, the
strength of the reformed financial system was not
really tested. But then, in late summer of 1966, the
stability of the U.S. financial system was once again in
jeopardy. Fortunately, in 1966 the financial pressures
were kept within manageable bounds-the crisis turned
out to be only a mini-crisis, as befits an era of mini-
skirts. Thus it seemed that the defenses erected in the
1930s had passed their first serious test.

Nevertheless, the events of 1966 are a warning:
They show that a financial crisis, carrying the seeds of
a deep depression, can happen again. Thus, we need
to examine the forces that created and resolved the
mini-crisis of 1966, and to explore some of its reper-
cussions.

The financial community's label for the crisis that
reached its climax in the late summer of 1966 was the
"Crunch," a colorful way of describing intense pres-
sure upon banks and other financial institutions-pres-
sure for cash or, to put it another way, for liquidity.
However, more was involved than just pressure for
cash. On Wall Street, in late August of that year, the
atmosphere was one of controlled panic. That the
panic was controlled represented an act of faith-every-
one felt sure that this time, in contrast with the 1930s,
the Federal Reserve would step in and prevent a cash
stringency from escalating into a fully developed panic
that would shake the entire economy. But although
Wall Street was confident that the Federal Reserve
would act, it was still uncertain throughout August as
to how-and how soon-this intervention would come.
Nobody was sure what losses he or his organization
would have to face before the pressure was relaxed.

As it turned out, the price wrung from the financial
community was sufficiently high, both in money and
in fear and uncertainty, to caase a major restructuring
of desired portfolios. Throughout 1967, commercial
banks, life-insurance companies, savings banks (mean-
ing here both savings and loan associations and mutual-
savings banks), and nonfinancial corporations all
preferred distinctly more conservative asset and lia-
bility positions than they held during the euphoric
boom period just before the Crunch. Cash flows have
been ased to acquire liquid assets, and the desire for
liquidity has led some businesses to raise funds in the
capital market in order to improve balance sheets rather
than for investment in plant and equipment. As a re-
sult, the mini-crisis of 1966 led to a mini-recession in
1967; the economy slowed down, despite strong ex-
pansionary pressures generated by steeply rising Fed-
eral defense-spending for the war in Vietnam. In fact,
had it not been for this increased defense-spending,
the employment repercussions of the 1966 crisis might
have been grave indeed.

The fundamental economic law behind the Crunch
is this: The only way to break an inflationary invest-
ment boom set off by an evaporation of uncertainty is
to reintroduce uncertainty. This is what the Crunch
did. In short, the Crunch was both an instrument of
policy and a result of that policy.

What Triggereed the Crunch?

To see how the Crunch developed, it is necessary
to recall the political and economic climate of 1966.
Today, in the gloom of late winter 1968, with the
country heavily burdened by an unpopular war, civil
disorders, and sagging confidence in the quality of
national iladership, it is hard to remember the op-
timism and pride that ruled America's thinking as
recently as two years ago. The contribution of eco-

Reprinted from Mrch, 1968 Tra--nion, pageo 44-51
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nomics to this modern era of good feeling was the be-
lated achievement of a consensus that the Keynesian
New Economics really worked. It was felt that if the
policy prescriptions of the New Economics were ap-
plied, business cycles as they had been known would
be a thing of the past. The accepted view was that
businessmen and householders need no longer fear a

bhaircurling depression." From then on, the perfected
tools of economic policy would "fine-tune" the econo-
my so that, period by period, it would stay on a course
of sustained growth. Seven good years would be suc-
ceeded not by seven lean years, but always by seven
more good ones. The resulting rapid and sustained
growth would make all good and desirable goals com-
patible: Americans would be able to have tax reduc-
tions and the Great Society.

Because of this confidence, there was a swing away
from portfolios designed to protect against unfavorable
economic conditions. As soon as the belief became
dominant that business cycles had been eliminated and
that steady growth was assured, the country embarked
upon an unprecedented investment boom. This boom
was partly financed by portfolio changes designed to
decrease liquidity, since having ready cashbor having
securities readily convertible into cash-was under
these circumstances of lesser importance.

Invesmnent Boom in the Sixties

An unprecedented investment boom made the mid-
1960s soar. In 1966, the dollar value of physical as-
sets purchased by nonfarm, nonfinancial corporate busi
ness was $73.8 billion, almost twice the $37.0 billion
of 1961. When the investment boom accelerated in
1965 and 1966, business began to rely heavily on ex-
ternal financing. In the years 1961 through 1964,
roughly 3 to 6 percent of corporate investment was
financed with net external funds; in 1965, about II
percent of investment was financed from outside
sources; and in 1966, the figure had climbed to more
than 20 percent. (See Table 1.)

This vast demand for external financing generated
stresses and strains throughout the financial system.

To obtain the funds they wanted, corporations bor-
rowed a great deal from banks and issued a huge num-
ber of bonds-both public offerings and direct place-
ments (offered to large-scale lenders, such as insurance
companies and educational institutions). Because the
demand for financing was so intense, interest rates
climbed steadily during 1965 and 1966 despite de-
velopments that should have helped stabilize them-
namely rapidly increasing supplies of money and bank
credit.

The rapid rate of increase of money and bank credit
during this period was due to two factors, which we
can label as the traditional and the innovational ele-
ments in the developing picture. The traditional ele-
ment was a rapid increase in the reserves of member
commercial banks at the Federal Reserve Banks. The
innovational element was that the efficiency of reserves
was being increased due to the very rapid growth of
negotiable certificates of deposit ("CDs").

The reserves of member banks consist mainly of
deposits by member commercial banks at their district
Federal Reserve Bank. To a large extent, changes in
the amount of such deposits are determined by the
Federal Reserve System. The favorite instrument of
the Federal Reserve for affecting the volume of such
deposits is "open-market operations." If the Federal
Reserve wants to increase member-bank reserves, it
will purchase U.S. government debt in the very active
market in which banks, other financial institutions, and
ordinary business corporations participate; if the aias
is to decrease reserves, then the Federal Reserve sells
U.S. government debt. As the U.S. banking system is
a fractional reserve banking system, commercial banks
need keep only a fraction of such reserves against their
demand-deposit liabilities. Their other assets held
against deposits are earning assets, which are bank
loans and investments, that is, bank credit.

Foreshadowing some of the story to follow, we can
note that open-market operations are not the only
Federal Reserve operation by which the reserves of
member banks can vary. Another way is by member
bank borrowing from the Federal Reserve at the "dis-

TABLE I-Inoettaeat tad Inte--a Son.n. of Poad-Nnfari, Noahnaai-i Corporate Bsin.ess 1961-1966

l Internal Sarret Net Extern Net Exernal Paunda
P-rhtas of Piysianl A-ai of Panda ads Perenag of Purxfaar

Yeas Billos of I Geowh Bare %- Billions of S Billions of 3 of Phtyitral A-ts

1961 37.0 - 5.6% 35.6 i.4 3.8%
1962 44.7 20.8 41.8 2.9 6.5
1963 46.7 4.5 43.9 2.8 6.0
1964 52.2 1 1.8 50.8 1.4 2.7
1965 61.9 18.6 55.3 6.6 10.7
1966 73.8 19.2 58.6 15.2 20.6

Soos Tabe 865 r. 294. 2967 Eran- iR Otpoa xf the Posid-x.
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count window.' The discount window was an impor-
tant source of total bank reserves in earlier days; how-
ever, during the period under discussion the discount
window was not much used. As will be pointed out,
this abstention from the discount window, even though
interest rates were such that borrowing from the win-
dow seemed profitable, was one of the special charac-
teristics of this period.

Negotiable certificates of deposit, which have been
called the "new instrument' of the 1960s, are evidence
of large (minimum $100,000) time (interest-earning)
deposits at commercial banks that cannot be withdrawn
until a stated due date-typically 90 days, 180 days, or
one year after deposit. However, as leading Wall
Street investment banking houses make a secondary
market (buy and sell) in these certificates of deposit,
any owner of such a deposit can obtain cash by selling
in this market prior to the due date of his certificate.
Almost always anyone with idle funds can purchase a
CD from the market with a desired number of days,
less than the minimum of 90 days for which banks is-
sue such certificates, to maturity. As certificates of de-
posit are time deposits, by Federal Reserve regulations
the emitting bank need keep a smaller fraction of re-
serves against these deposits than against demand de-
posits. Thus if banks can get depositors to shift funds
from demand deposits to certificates of deposit, the
amount that can be lent or invested increases. During
the period of rapid bank-loan expansion in the mid-
1960s, money-market banks were able to sell such
CDs in increasing volume, which enabled them to
increase loans at a faster rate than reserves were in-
creasing.

These CDs compete with Treasury bills and open-
market commercial paper for the temporarily idle funds
of large-scale enterprises such as corporations, other
financial institutions, and state and local governments.
However, whereas there is no ceiling on the interest
rates that these competing instruments can buy, there
is a ceiling, set by the Federal Reserve System, on the
rate that banks can pay on their newly-issued CDs.
Whenever other money-market rates rise above this
ceiling, banks cannot "sell" new deposits, and as a
result of runoffs of maturing deposits they face a de-

'F~ ~ R--
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iO-i.c, be Alto Deco, i y9 i T n N t. Yorkert M -.gaive. I-c)

crease in their ability to lend. In December 1965, when
this was threatened, the Federal Reserve responded by
simultaneously raising the ceiling rate on CDs to 5.5
percent and the discount rate (the rate at which the
Federal Reserve lends to member banks) to 4.5 per
cent.

December 1965, when the Federal Reserve raised
allowable interest rates on CDs to protect the commer
cial banks that had them outstanding, is a good place
to start on detailed examination of the events leading
up to the Crunch. An investment boom Was in full
swing, and the rise in interest rates following the Fed-
eral Reserve action did not "cool" the boom. Between
December 1965 and April 1966, the reserve base of
member banks and the money stock grew at the rapid
annual rate of 6.8 percent. Since time deposits (heavily
CDs) grew even more rapidly, bank credit grew at an
8.0 percent annual rate. But in spite of this, the inter-
est rates for financing private business continued to
climb. For example, the yield of prime (highest quali-
ty) commercial paper rose by 63 basis points (63/100
of a percentage point), and the yield of Aaa (highest
quality) corporate bonds rose by 25 basis points.

TABLE 11-Money ard Bank Credit-Annu-f Rain of Chknge for Various Periods December '65-November '67

De.-'65 April'66 Jaly'66 Dec.'66

April '66 Jidy '66 DEc '66 Nov '67
Perentage eate of change pee year

Retervrt of Member Baibes 6.8 2.6 -4.3 11.4
Money Stock 6.8 -3.0 1.0 7.0

Time Deporito 9 5 10.7 4.2 16.6
Bank Credit .8.0 8.0 1.5 12.4

S-oit: Fedritl R- Bonk of Si. L.ooi. Mrer Tred:.
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TABLE IllIneres Xuien-Firms Week in S -elered Mndnu Plus Penk mud TouRgh Bases jR. nay 1966-November 1967

jan.66 Apr. 66 July'66 Sept. 66 Penk 66 Jn. 67 Tevogs 67 Nov.67

3-Munss T -eauuy Bills 4.53 4.51 4.47 5.07 5.52 4.80 3.41 4.57

Pedenl Funds 4.63 4.65 SA2 5.35 6.00 5.31 3.45 4.05
Sqv. 9Juyi

Larg. CD. 4.80 5.30 5.60 5.75 5.90 5.70 4.25 5.30
On . 2& Annil 7

Prime Cooniricil Popee 4.75 5.38 5.30 5.0 6.00 6.00 .63 3.13

LoS-Teen Gove-rme Bonds 4.44 4.54 4.69 4.37 4i7 4.46 4.37 5.35
An. 06. SW$. 0 e. 5

Coeporse Bond. Am 4.73 4.98 5.10 5.44 S5.44 5.38 5.80 5.95

Sowe FRdns.1 Rnise Bak no Si. nun. U.S. Fiteast Do.

In April, by decreasing the rate at which it pur-
chased government securities in the open market, the
Federal Reserve slowed down the rate of growth of
the reserve base, and with it the money supply. Be-
tween April and July, the reserves of member banks
grew at only a 2.6 percent annual rate, and the money
stock actually declined at a rate of 1.4 percent. How-
ever, time deposits at commercial banks grew at a rate
of 10.7 percent annually-so that bank credit grew
at an accelerated rate of 8.6 percent. Interest rates
also continued to rise.

It was at this point that CDs-the Wundeekind new
instrument of the 1960s-began to cause difficulties.
Toward the end of June 1966, the price of large CDs
carrying the ceiling rate of interest went to a discount
in the secondary market (the return on "used" CDs
became greater than the largest return allowed on new
CDs). This effectively stopped the increase in the vol-
ume of such CDs outstanding, and beginning in Au-
gust the amount outstanding began to fall rapidly. This
change in the trend of CDs outstanding combined with
a decline in member-bank reserves-between July and
December of 1966, member-bank reserves fell at an
annual rate of 4.3 percent-slowed down the rate of
increase in bank credit.

In December 1965, at the same time it had put a
ceiling of 5.5 percent on CDs, the Federal Reserve
placed a maximum of 4 percent on the interest commer-
cial banks could pay on passbook savings deposits-the
typical savings account kept by householders. Since this
rate was considerably lower than the rates offered by
savings and loan associations and mutual-savings banks,
commercial-bank savings deposits were not a threat to
the savings banks.

Late in the second quarter of 1966, the savings in:
stitutions felt the squeeze when some Eastern banks,
struggling to attract new deposits, started promoting
Smail, household-sized CDs at the ceiling interest rate
of 5.5 percent. These household CDs posed a serious
threat to the savings and loan associations-particu-
larly in California, where a large portion of the de-
posits were from out of state-and the mutual-savings

banks, mainly concentrated in New York and New
England. In July 1966, the previously rapidly growing
savings and loan associations experienced an unprece-
dented $1.5 billion decrease in deposits.

The Savings-Bank Squeeze

Throughout the rest of the year, a major concern
of the Federal Reserve System, the Federal Deposit
Insurance Corporation, and the Federal Home Loan
Bank Board-three arms of the peculiarly decentral-
ized central bank of the United States-was to protect
the savings institutions. Savings institutions have mort-
gages as their principal asset, and the standard Amer-
ican mortgage is a long-term, fully amortized, fixed-
interest contract. Hence, most savings institutions were
locked into assets that reflected past interest rates. For
example, the New York savings banks were under
pressure to pay interest rates competitive with the 5.5
percent that New York commercial banks were willing
to pay on their household CDs, but the savings banks'
portfolios consisted mainly of mortgages that yielded
substantially less than 5 percent.

Not only were these banks technically insolvent-
the market value of their mortgage portfolios was
substantially lower than the face value, so that their
deposit liabilities exceeded the market value of their
assets-but they were making running losses, since
the returns on their portfolios were well below the
cost of borrowing money plus operating costs.

Another trouble spot in the savings-bank picture was
California. Interest rates on California mortgages had
long been high enough so that, on the surface, the
California savings institutions seemed able to meet
commercial-bank-rate competition for deposits. During
1966, however, when the rise in competing interest
rates slowed the flow of money to the California sav-
ings institutions, elements of weakness in their mort-
gage portfolios became apparent. Over the July 4
weekend, the Federal Home Loan Bank Board-the
regulating and deposit-insurance agency for savings
and loan associations-stepped in and arranged for the
quiet take-over of a threatened institution by one that
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was considered sound. Such discreetly managed take-
overs, rather than public closings and liquidations, con-
stituted the pattern preferred by the deposit-insurance
agencies throughout the rest of the year. The power
of deposit insurance to prevent explosive instability
was tested for the first time in 1966, and it passed
with honors. Events that would have triggered "runs"
in the past occurred without causing any major de-
posit withdrawals.

In turn, these pressures upon the savings banks
swiftly affected the market for housing. Not only did
savings banks raise the interest rate, increase the down
payment, and shorten the duration of new mortgages,
but they also decreased their commitments to acquire
future mortgages. Generally, the savings banks make
financing commitments to speculative builders in the
fall of the year for the following spring. The savings
banks' shaky position in the late summer and fall of
'66, however, assured decreased commitments and poor
"new starts" for hoasing in the spring of '67.

In addition, the cash squeeze hit the insurance com-
panies, adding to the trouble in the housing industry
and putting additional pressure on commercial banks.
Many life-insurance policies guarantee the policy-hold-
er borrowing rights at 5 percent. As interest rates rose,
life-insurance companies experienced a sharp rise in
the exercise of these rights. Further, the loan demand
was reinforced by the need for ready cash to meet
stock-market margin calls following the sharp decline
in August. The result of this pressure on the life-in-
surance companies was that they, too, radically de-
creased their mortgage take-out commitments for the
following spring a move that further weakened the
home-building industry. In addition, as prior commit-
ments to acquire mortgages and corporate bonds be-
came current, many life-insurance companies resorted
to borrowing from commercial banks.

Thin Market for Municipals

Another element in the developing crisis centered
on the market for municipal securities ("municipals" is
the market term for state and local bonds). Banks are
required to pledge collateral against the deposits of
state and local government units. The usual collateral
is U.S. government debt. By mid-year 1966, commer-
cial banks had very little in the way of government
debt that had not been pledged as collateral for such
deposits. The combination of a decrease in the reserve
base due to Federal Reserve action, the rundown of
CDs due to the interest-rate relations, the lack of un-
pledged U.S. government debt, and the strong busi-
ness-loan demand led many banks to try to obtain cash
reserves by selling some of their municipals. As a re-
sult, the price of municipals fell sharply.

The effect on new issues of municipals was disas-

trous. Commercial banks normally take about one-third
of the new issues of municipals, but as the Crunch
developed, they withdrew from the market. By the end
of August, the market for municipals was "disorga-
nized," to say the least. The yield on high-grade mu-
nicipals reached 5 percent-and income from munici-
pals is tax-exempt--ut even at such rates the market
was thin.

Let us now follow the movement of interest rates
that were not under "ceilings." Between the first week
in July and the first week in September of 1966, the
three-month Treasury bill rate rose by 60 basis points;
prime commercial paper rose by 30 basis points. This
rise in money-market rates, which apply to relatively
short-term notes, was paralleled by increases in the
longer term capital-market rates: Government bonds
rose by 18 basis points, and the highest-grade corporate
bonds rose by 34 basis points. (See Table III.)

Meanwhile, despite these rising interest rates, in-
vestment continued to boom. It is a phenomenon of
the American economy that, as long as interest rates
remain within a range that is compatible with insti-
tutional stability in the American setting, business in-
vestment is not likely to be greatly inhibited-or stimu-
lated-by fluctuations in interest rates.

Throughout this period the Federal Reserve, while
maintaining the discount rate at 4.5 percent, allowed
but a slight increase-some $300 million during the
first half of 1966 (out of the total member-bank re-
serves of $23 billion)-in borrowings by member
banks at the discount "window." In theory the discount
window serves as a source of funds to member banks
so that they do not need to pay much more than the
discount rate for funds. It also serves as a safety valve
against too great a build-up of pressure for liquidity.
In practice, the discount window is administered by
the various Reserve banks, and the rules guiding the
administration of the window are mysterious if not
devious.

During July and August the window was so tightly
administered that even though banks were paying up
to 1.5 percent more than the discount rate for reserves,
member-bank borrowings at the Federal Reserve, on
the average, did not increase. In particular the money-
market banks believed that the discount window was
effectively closed to them: As liquidity pressures were
building up, the safety valve that the discount window
in principle represents was not allowed to function.

By the end of August t966, the disorganization in
the municipals market, rumors about the solvency and
liquidity of various savings institutions, and the frantic
position-making efforts of money-market banks con
fronting a discount window that was apparently closed
generated a controlled panic. It was clear that the next
move was up to the Federal Reserve.



213

Bause of the ahoiase of cash in 1966. sa-ngs hanks raisd inter
rut rains and down paymess on inoiggagna. Thin disgouragd home.
buyers, and many sypcutatine boilder stopped work.

The Resolution

There are a considerable number of instruments of
control at the disposal of the Federal Reserve Board.
Conversely, at any time there are many interdependent
variables and constraints upon Federal Reserve actions.
At this time perhaps the most urgent constraint came
from the savings banks. In order to protect them from
losing deposits and incurring even greater operating
losses, the Federal Reserve ruled out the possibility of
raising the ceiling rate on CDs or the discount rate, as
had been done in December 1965. In other words,
although the intent was to constrain business invest-
ment, the orthodox solution of across-the-board in-
creases in interest rates could not be applied.

Thus, the Crunch developed with some rates fixed-
at effective ceilings-and others free to vary. Had the
Federal Reserve taken the course of expanding the re-
serve base, which, through the banking process, would
have increased available credit, the investment boom
could have been financed without significant increases
in interest rates. But that course would have meant
that the Federal Reserve would quite literally have
become an engine of inflation.

It is not necessary to approve the timing or the de-
tails of the Federal Reserve's constraining action in
order to recognize that the situation developing in 1966
-which was due to a rapidly exploding demand for
financing from the private sector, combined with ex-
pansionay economic forces unleashed by the war in
Vietnam-was such that sooner or later the Federal
Reserve would have had to undertake a policy of active
constraint.

A money panic is ephemeral, compounded of a
combination of real cash shortages and a precautionary
demand designed to protect against awesome, unknown
contingencies. As was true for some of the money
panics of the 19th century, the 1966 crisis evaporated
when the authorities sent out a letter.

On September 1, the president of each of the twelve
district Reserve banks sent every member bank in his
district an identical letter stating that loans were avail-
able at the discount window to banks whose policies
corresponded to Federal Reserve objectives. In par-
ticular, funds were available to finance current hold-
ings of municipal securities for banks that could show
that they were constraining expansion of business loans.
In addition, the letter stated that the Federal Reserve
recognized "that banks adjusting their position through
loan curtailment may need a longer period of dis-
count accommodation than would be required for the
disposition of securities." The import of the letter was

F
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that the Federal Reserve acted to bolster municipal
securities. By allowing municipals to be used at the dis-
count window, it set a firm floor to their price and quite
suddenly made what had been an illiquid asset liquid.
As the money-market bhnks had been actively trying
to restrain expansion of business loans even before
ceiling-rate CDs went to a discount at the end of June,
each bank considered itself eligible for such accommo-
dations. The Federal Reserve's discount window, which
had been assumed to be closed, now appeared provi-
sionally open: The safety valve was allowed to work.

During the first week in September, a slight "peak"
(about $100 million) occurred in borrowings at the
Federal Reserve. Thus, although statistically little had
been changed by the September I letter, the psycho-
logical elements of the mini-panic had been dissipated.
More important than the extent to which the window
was actually used was the fact that once discounting
was available, there was no further need to hoard re-
seres against future crises.

Other events combined with the letter to ease the
pressure in financial markets. Congress passed a law,
effective in late September, permitting the Federal Re-
serve to discriminate by size when it set ceiling interest
rates on time deposits. Simultaneously, Congress grant-
ed the Federal Deposit Insurance Corporation and the
Federal Home Loan Bank Board the power to set
ceiling and differential interest rates on deposits at
institutions under their jurisdiction. The authorities
immediately set a 5 percent ceiling on time deposits
of less than $100,000 at commercial banks, effectively
checking their competition with the higher-paying sav-
ings institutions.

Furthermore, the Administration requested that the
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investment tax credit be put aside. To the financial
community, this move signaled that a larger share of
the effort to control inflation was to be made through
fiscal policy-by means of adjustments in taxation and
spending. Presumably, this would permit the Federal
Reserve to relax some of its monetary constraints upon
banks and other financial markets.

Throughout the rest of the year, the Federal Resere
continued to restrict expansion of the reserve base and
bank credit. However, in spite of this constraint,
liquidity pressures eased-and even more quickly than
they had developed. Borrowings by member banks at
the Federal Reserve fell from a peak of almost $900
million to about $500 million by the year's end. A
further fall to $200 million occurred by March of
1967. The three-month Treasury bill rate fell by 72
basis points between the September peak and the first
week in January. Over roughly the same period, the
yield on long-term government bonds fell by 41 basis
points. (See Table Ill.)

The Aftermarh

The Crunch worked. The investment boom was
broken. Gross private domestic investment decreased at
an annual rate of 26.0 percent between the fourth quar-
ter of 1966 and the second quarter of 1967. In large
part, this drop signaled a halt in inventory accumula-
tion, but equally significant was the fact that it was
accompanied by no growth in the volume of business
investment in plant and equipment. This was in sharp
contrast with the rapid increases in 1966. (See Table
1.)

In December 1966, the Federal Reserve switched to
an expansionary monetary policy, which was main-

tained for most of 1967. Through November of 1967,
the reserves of member banks grew at an annual rate
of 11.4 percent, and bank credit grew at an annual rate
of 12.4 percent. (See Table 11.) Large-denomination
certificates of deposit reached a trough of $15.4 billion
in mid-December of 1966. By December 1967, the
amount outstanding exceeded $21 billion-a signifi-
cant increase over the $18.5 billion of August 1966.

Normally, with the money supply and the reserve
base increasing rapidly, the gross national product
static or growing slowly, and private investment drop-
ping swiftly, interest rates would fall. Certainly,
money-market and capital-market rates would normally
be below the peak they reached when the economy was
growing rapidly and the Federal Reserve Board was
imposing monetary constraint. And, in fact, in De-
cember of 1967 short-term rates were below the levels
they had reached during September and October of
1966. But each rate was well above its post-Crunch
trough. For example, the rate for three-month Trea-
sury bills rode a roller coaster: from a peak of 5.52
percent on Sept. 23, 1966, to a trough of 3.41 percent
on June 9, 1967, to 4.92 percent in early December
of 1967.

The most significant post-Crunch developments,
however, took place in the market for long-term gov-
ernment and corporate bonds. In December of 1967,
both these rates were well above their Crunch peak.
For example, Aaa corporate bonds reached a peak
yield of 5.52 percent in September 1966, and a trough
of 5.00 percent in February 1967. In early December
the rate of return on such securities was 6.13 percent.

The climb in these interest rates was due to a huge
outpouring of corporate bonds in 1967. These issues
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were not the result of any rapid expansion of business

investment. Quite the contrary; business investment did

not change, or declined. However, an institution with a
long-term debt to pay is more liquid than one with an
equivalent amount of short-term debt: its cash needs
in the near future are smaller. Furthermore, in the

fall of 1966, corporations were made aware that banks
can be unreliable sources of financing, and many wished
to decrease their dependence upon bank borrowings.
That is, the pressure in the long-term bond market in

t967-and it was acute, with many new issues yielding
well over 6.00 percent-in substantial part reflected a

desire on the part of business to rectify balance sheets
rather than to finance any burst of new investment.

Through 1967, the economy was sustained by a

sharp increase in Federal spending, especially for de-
fense. As a result, a hefty government deficit was
racked up-in part due to the decline in tax revenue
stemming from the decline in corporate profits. Gov-
ernment debt fed into the portfolios of banks, financial
institutions, households, and ordinary businesses in-

creases their liquidity. The combination of government
expansion sustaining total demand, government defi-
cits feeding liquid assets into portfolios, and the use
of long-term debt by corporations is now satisfying
the increased preference for liquidity that developed
after the 1966 Crunch. But once this preference is satis-
fied, conditions will be ripe for another take-off of
investment demand.

The events of 1966-67 show that in the intensely
financial American economy-despite the precision
ministrations of the New Economics-investment
booms and liquidity crises are still possible. Business
cydes remain very much part of the picture, even
though the 1966 Crunch led to no more than a mini-
recession rather than a true depression. The modest
overall impact was the result of the offtetting rapid
increases in Federal spending in Vietnam. Without
them, it is very likely that an event such as the Crunch
of 1966 would have had serious employment reper-
cussions. Because of the accident of Vietnam, there is
a danger that the Crunch's lesson about the perils at-
tending stretched liquidity positions may soon be for-
gotten.

The period covered here closes before any serious
impact from the devaluation of the British pound

could become manifest. The next chapter in the history

of America's financial system most likely will center
on the way in which the precarious international posi-
tion of the dollar is resolved. The current emphasis
upon defending the dollar can very well lead to eco-
nomic policies that generate continuing constraint on
financial markets. If this constraint takes place in the
midst of strong expansionary pressures from business,
then liquidity-stretching financial changes will occur to
offset at least part of the constraint. Under these cir-
cumstances we will not have to wait another 30 years
before the authorities' ability to handle a liquidity
stringency is once again tested.

On the other hand, constraint on financial markets
may be so severe that strong expansionary pressures

from business do not develop. In such a relatively stag-
nant economy, financial instability of the type dis-
cussed here is not an issue. Thus the alternatives be-

fore us may be either to stagnate-albeit at a high
level-or to live with the danger of recurrent Crunches.
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[A memorandum prepared for a meeting of the academic consultants with the Board of
Governors of the Federal Reserve System, Washington, D.C., Sept. 17, 1969]

NoTEs ON THE SUSCEPTIBILITY OF THE U.S. ECONOMY TO A FINANCIAL CRIsIs

(By Hyman P. Minsky, Washington University, St. Louis)
1. The susceptibility of the U.S. economy to a financial crisis due to internal

conditions can be split into two parts: the susceptibility of the financial system to
a financial disturbance and the impact upon the real economy, (income, em-
ployment and prices) of such a disturbance if it occurs.

2. A financial disturbance is viewed as a shock. What follows the shock de-
pends upon the reaction of both "financial" and "real" portions of the economy.
Inasmuch as the "real" reactions will feed back upon the financial system (real
assets are simultaneously financial assets) and tend to either amplify or dampen
the financial repercussions of the initial disturbance, the likelihood of a full
fledged crisis occurring with any set of financial relations cannot be divorced
from the structure and behavior of real income. In particular, a U.S. economy in
which the Federal Government sector is in excess of 10% of G.N.P., as it is cur-
rently, can be expected to react differently, after an initial disturbance, with
respect to both income and the subsequent financial reactions, than an economy
in which the Federal Government sector is in the neighborhood of 1% of G.N.P.,
as it was in 1929.

3. Whether financial disturbance and crisis prone situations necessarily fol-
low from characteristics essential to capitalism or whether they are due to
human error or institutional flaws which can be readily eliminated need not be
dealt with at this time. Our immediate concern is with the stability properties
of the existing financial system. However once the determinants of the likeli-
hood of a financial disturbance taking place are identified, both the arena within
which human error may play a part and the institutional characteristics that
might require modification in the interests of increasing the stability of the
financial system can be identified.

4. A distinction is made between a financial disturbance and a financial crisis.
A financial crisis is a widespread event, with large scale declines in asset values,
generalized difficulty in refinancing positions, the taking of losses in an effort
to meet cash needs and the appearance of markets which "cease" to function. In-
stitutions quite generally behave differently after a crisis than before. A financial
disturbance is a failure, illiquidity or the taking of losses to meet payment
commitments on the part of a unit or sector of the economy. A financial
disturbance can be as small as the failure of a minor non-financial firm and as
such it is a daily occurrence. It can also be as extensive as the problems faced
by the California savings and loan associations in 1966, the losses taken on
municipals by banks in the same year, or the run on commercial banks in 1969
via the run-off of C.D.'s. The border between interesting financial disturbances
and minor financial crisis is vague and narrow, perhaps it can only be drawn
after the event.

5. The economy is not viewed as always being on the verge of a financial crisis;
markets are able to offset and absorb losses as well as "shortfalls" in cash flows.
The type of instability envisaged by Roosa, when he wrote about the New York
Money Market in the 1950's, is not at issue here.

6. The financial system is broadly conceived. Each unit in the economy is a
financial unit and can be viewed as a bank with effective liquidity and solvency
constraints upon its behavior. In the analysis of financial stability the liquidity
constraints are essential. Market developments which affect technical solvency
become important when the need arises to use price sensitive financial assets to
acquire cash.

7. The factors underlying the ability of a unit to meet its payment commit-
ments are the ratio of cash receipts, net of current operating expenses, to pay-
ment commitments and the ability to offset a shortfall of cash receipts or an
unexpectedly large surge of cash payments by selling assets or emitting liabilities
on not too unfavorable terms. The sale of assets or the emission of liabilities
for cash is called position-making activity. The larger the amount of position-
making activity and the more exotic or unusual the instruments used the greater
the danger that either insufficient cash will he raised or that the "solvency" of the
unit will be impaired, i.e. the greater the danger of a financial disturbance.
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8. For each unit or sector, the likelihood of a financial disturbance depends
upon:

(1) The ratio, over various periods, of cash payment commitments due to
liabilities to the normal or usual sources of cash, including net liability emission
as a source of cash.

(2) The ratio over a period of cash plus protected assets to payment commit-
ments, in particular demand and contingent commitments, due to liabilities.

(3) The ratio, as above, of explicit or implicit refinancing agreements or
rights to payment commitments.

(4) The ratio of assets whose face value reflects recent increases in asset
prices to total assets.

(5) The ratio of long-term assets with fixed interest rates to total assets,
especially in the portfolios of institutions which continuously finance their posi-
tion at current interest rates.

9. The first of the above ratios states that there exists a network of payments
and that the liability structure can be read as payment commitments. The
important aspect is how are these payments to be met? The normal source .is
income receipts for households, gross profits after taxes for business firms and
tax receipts for State and Municipal governments. On the other hand, financial
institutions expect to meet payment commitments by the cash flows their assets
generate as well, by a "normal" growth in liabilities and by dealing in assets.

10. The next two items refer to how units, especially financial institutions but
also all units that follow a policy of being fully invested, will meet a need for
cash if there is a surge of withdrawals, a shortfall of income or expected receipts,
or if costs exceed expectations on income account. Such activity is by analogy
with banking practice labeled position-making activity. In the immediate post-
war period such surges of needs for cash payments could be met by drawing down
cash on hand, or selling Treasury Bills. The techniques and instruments used in
position-making have changed markedly over the post-war period, not only for
financial institutions but for business firms and households.

11. The final two items refer to the impact of a boom on balance sheets. A
boom has three not independent aspects: a marked increase in desired capital
stock combined with an ability and willingness to finance an increased pace of
investment, a runup in the price of the stock of real and equity assets, and a rise
in interest rates. The financing of the increased investment takes place via port-
folio transformations, that result in closer articulation of cash payments to cash
receipts, as well as by a running down of the ratio of traditional position-making
instruments to cash flows. The runup of asset values means an increased vulner-
ability of asset price to a failure of expectation or a need to use these assets to
make position. The increase in interest rates means that at least paper losses
accompany the boom, and if these paper losse are heavily concentrated in a
region or a sector a source of financial disturbance is revealed during the
expansion.

12. In the mid-sixties the U.S. economy experienced a change of state, it be-
came "euphoric." Whereas in the earlier post-war period prosperity was thrust
upon the economy, in the mid-sixties business and households alike accepted the
emergence of a new era of permanent prosperity. The current (1969 Fall) resist-
ance of private spending to both monetary and fiscal restraint is indicative of the
change in state.

13. Stable growth is an impossibility for the American economy, with its his-
tory of financial and economic instability. The achievement of growth that looks
like it will continue, raises asset values, so that desired investment increases at
an increasing rate. Simultaneously the expectation of continued expansion de-
creases the value of protected or safe balance sheets. Thus even in the face of
monetary constraint, portfolio transformations will finance the accelerating in-
vestment. Both borrowers and lenders are affected by boom expectations: the
borrower is willing to hazard a closer articulation of expected cash receipts to
payment commitments, the lender accepts balance sheets that previously would
have been rejected. The expectation of steady growth or the belief that a serious
depression cannot occur tends to raise velocity.

14. Once an investment boom is set off then either an accelerating rate of in-
flation must be accepted, financing terms must be allowed to rise so high that
private spending is constrained or the expectations that lead to the boom must
be broken. Assuming that inflation at an accelerating rate is unacceptable, then
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the apparent options are rationing by financing terms along a stable investment
function or shifting the investment function via a shock to expectations.

15. The world is not born dc -nova each day; higher financing terms result in a
fall in the market value of inherited fixed interest paper. If institutions exist
which are vulnerable to "operating" and "paper" losses once interest rates rise
then two policy options do not exist. High and rapidly rising interest rates set the
stage for sectoral financial distress. Thus ignoring policy options such as in-
vestment licensing or wage and price controls, the only way a boom can be
brought to an end, given these institutional limitations, is if a financial disturb-
ance takes place which leads to a general reconsideration of desired portfolios.

16. A reconsideration of desired portfolio composition leads to a sharp reduc-
tion in the price of equity assets and real capital and in investment and
aggregate demand. These changes, in turn, reinforce the shifting of desired
portfolios, reduction in equity prices and the decline in investment. In the
absence of stabilizers the above is a scenario for a deep depression. As is well
known a large Federal Government sector combined with an income-sensitive
tax take tends to stabilize aggregate demand.

17. The large Federal Government sector also stabilizes the financial system.
The deficit feeds protected assets (government debt) into balance sheets. If
there are constraints upon the type of liability that the Treasury can emit,
then the deficit will take the form of an increase in the money supply or in
near monies (Treasury Bills). By stabilizing both income and the financial
sectors, a large Federal Government sector not only prevents a serious depres-
sion, it also sets the stage for a renewed expansion.

18. If as in 1967 a potential recession is offset not just by stabilized but by
increased Government spending, then the stabilizing and stage setting for future
expansion attributes of the Federal Government are accentuated. This is espe-
cially so if expectations are reinforced that the monetary and fiscal authorities
will not allow financial difficulties to escalate to a financial crisis and will not
permit a serious depression. With a Federal Government sector that is 10%
of G.N.P. the income reaction to financial shocks is initially attenuated and
then offset. A Government sector that effectively stabilizes the economy may
leave us with only unacceptable options: a larger regime of direct controls or
accelerating inflation.

19. For a smooth transition from an accelerating expansion to sustainable
growth to be possible it must be possible to have high and rising interest rates.
In our complex innovative financial system it may be true that strong investment
demand will almost always be financed by portfolio transformations at interest
rates well below those necessary to effectively constrain investment. That is,
interest rate rationing is not really a possibility for portfolio transformations
will continue until financial relations are such that a slight shortfall of expecta-
tions will lead to serious financial disturbances.

20. However, even if the above is not true, institutional weaknesses centering
around the standard mortgage and the housing-oriented savings and insurance
institutions prevent unconstrained reliance upon interest rate increases. In
addition, direct controls upon commercial banks are rationalized by the need
to protect such institutions. Such direct controls tend to facilitate the growth
of non-bank as over against bank financing, which in the language used above
increases the ratio of unprotected to protected assets in portfolios.

21. Monetary policy is constrained by the need to prevent a run or disinter-
mediation from savings and loan associations and mutual savings books. The
present deposit rate pattern was set in the aftermath of 1966. These institutions
have had three years in which higher interest rate assets have been added to
their portfolios. They can now afford higher rates on their deposits, certainly
commercial banks can afford significantly higher deposit rates.

22. I see no reason whatsoever for ceilings on wholesale C.D.'s. at commercial
banks; I see very good reasons why the emitter of protected assets should be
allowed to emit competitive liabilities. High interest rate C.D.'s. are a smaller
risk to financial stability than commercial paper, participations, repurchase agree-
ments or Eurodollar manipulations.

23. The substitution of a variable interest rate mortgage for the present
standard mortgage is a necessary step for the elimination of an institutional
flaw. I suggest that at all times the standard F.H.A. insured mortgage should be
written at an 8% or some other sufficiently high interest rate. If the market rate
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is higher, then the length of the morgage life wvill be extended; if the market
rate is lower, then the debtor will be given the option of reducing the unpaid
balance at a faster clip or paying a smaller amount per month. The'contractural
payment vill remain the same, the expectation is that usually there will be a
rebate analagous to the dividends on an insurance policy.

24. This model has not been tested empirically. One reason is that the relevant
events are rare. Neil Murphy and Harry Weintraub at F.D.I.C. are engaged in a
simulation study of interteiporal cash flows under uncertainty using numbers
based upon mutual savings banks. The theory underlying their study is con-
sistent with the cash-flow and position-making arguments advanced here.

Chairman PROXMIRE. Thank you very much, Mr. Minsky. A very
interesting suggestion.

Mr. O'Neill, you have a substantial prepared statement here. If you
can, leaf through that in 15 minutes.

As I say, the entire prepared statement will be printed in full in the
record at the end of your oral statement.

STATEMENT OF RICHARD W. O'NEILL, PRESIDENT, HOUSING
ADVISORY COUNCIL, LTD.

Mr. O'NEILL. My purpose here is to focus attention on a vast pool
of housing need, a pool nowv inadequately served by a type of housing
that is relatively costly in the long run. I refer to lower income families
who now get no subsidy but are served by only the most expensive
housing financing on housing assets that depreciate to zero value in
about 15 years at the outside. The thrust of my remarks is to urge a
change in approach, particularly by the Department of Housing and
Urban Development, to extend purposefully FHA insurance to code-'
conforming dwelling units for lower income families who, so housed,
would require little or no Federal housing subsidies.

In his third annual report on efforts to meet the Nation's housing
goals, President Nixon, a few weeks ago, pointed out that 40 percent
of the Nation's families could now meet eligibility criteria for Fed-
eral housing subsidies. He said this has created a-

Need to deal with inequities which arise when some families receive subsidies
and others do not. If all eligible families were subsidized the cost would be
astronomical. Yet, unless major changes are made as these programs continue
production momentum, it will be difficult to continue favoring a select few in
the population while the rest of the Nation is left to seek decent housing coIm-
pletely on its owvn.

Since it is doubtful that the public, an(l hence the Congress, will be preparedl
to accept the staggering budgetary costs of a miore global coverage toward
which present subsidy housing programs may be forced to head, the time to make
needed changes is rapidly approaching.

' Subsidized dwelling units will jump from 932,349 on June 30, 1970,
to an estimated 1,825,500 on June 30, 1972. Subsidy payments will
rise over the same period from $525,500,000 to $1,373,800,000.

The House Appropriations Committee has estimated that over the
30- to 40-year life of subsidized dwelling units, the subsidy for this
year's units alone could total $18.9 billion.

HUD has been under pressure from the Office of Management and
Budget to do something about FHA section 235 and 236 programs
because of the burgeoning commitments those two programs will make
in the Federal budget. They are now runmilg at about a half a billion
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a year and could make up a total of $8 billion, that the administration
can do nothing about, by 1978, almost a capital budget in our expense
budget.

Secretary Romney has been asked by the President to find other
ways of helping low-income families get better housing. He, in effect,
told the House Committee on Banking and Currency in early April
that section 235 probably should be ended, if a good substitute could
be found, because of abuses in both new and old housing under that
interest rate subsidy program. He said at the time that over 100 cases
of such abuse had been turned over to the FBI.

He confirmed what the committee's owln staff report had found back
in January. He said 235 was an administrative monstrosity and that
detailed steps were being taken by HUD to tighten up on the pro-
gram. A basic problem in 235 is that if the house appreciates at 3
percent per year, there is no incentive for the owner of a house fi-
nanced under 235 to pay the principal on the mortgage at all.

Of course, the whole problem goes back to housing's cost, and as
costs rise, dwelling units get smaller, whether subsidized or not. Ac-
cording to Census and HUD, smaller and cheaper houses were a major
factor in new housing in 1970.

During 1970, there were 485,000 new one-family homes, an 8-per-
cent increase over the 448,000 new homes sold in 1969. But the average
price of new houses sold during 1970 was $26,600, off 5 percent from
1969's $27,900, and the average floor area was down 8 percent from the
average on the 1969 house-from 1,640 to 1,510 square feet.

The increase in new one-family houses in 1970 was concentrated in
smaller houses: New houses with floor area of less than 1,200 square
feet increased by about two-thirds over 1969.

Another way of looking at the cost factor is to point out that half
the families in this country have not been able to qualify for a mort-
gage loan to purchase a new single-family code-conforming dwelling
unit with an FHA 203 mortgage since 1966 and have not been able to
do so with a conventionally financed mortgage since 1964, according
to figures of the U.S. Savings and Loan League.

Mr. Michael Sumichrast, of the National Association of Home
Builders, points out that 27.2 million U.S. families, 44 percent, have
incomes under $7,000 and another 17.9 million, 29 percent, have in-
comes between $7,000 and $11,800. None of them can qualify for mort-
gages to purchase today's average-priced, new single-family code-
conforming dwelling unit without some form of subsidy.

The need for lower-priced dwelling units is absolutely staggering.
Governor Sherman Maisel of the Federal Reserve Board made a pro-
jection back in March of this year that housing starts for each year
of this decade should total 2,020,000, as opposed to an actual average
rate of 1,410,000 in each year for the decade-for the entire decade of
the 1960's. Biggest component in that housing projection is our current
growth in net new households of 1,400,000 per year each year in this
decade as opposed to 1,040,000 net new households each year in the
decade of the 1960's.

In general, the only way we now have of lowering the costs of hous-
ing-and I will go into the implications of this statement in some detail
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further on in this paper-is to cut down its size, as we have seen
happen in the last 2 years.

Current FHA construction cost, including an improved lot, is about
$16.90 per square foot. To get house prices down to, say, $12,500 we
would have to produce single-family houses of 740 square feet, assum-
ing we still had to use lots allowable under most zoning ordinances and
subdivision regulations.

According to Mr. Sumichrast, this size would expand the demand
for housing (assuming people would prefer to buy and will be able to
qualify) at least twofold from what it is now. This might increase
production of FHA homes from the current rate of some 260,000 to
half a million. The economic impact would be substantially less than
would be the case if this position could be taken in a more expansive
unit, such as a typical FHA house with 1,289 square feet of living
space. Still an increase of some 250,000 units would create an addi-
tional 380,000 to 400,000 new jobs. It would reduce total unemployment
by some 8 percent.

Now, all of the foregoing explains why 95 percent of all new de-
tached single-family housing priced below $15,000 is in mobile homes.
Is there anything wrong with that? From most points of view, there
is nothing wrong with that.

I have attempted to develop a case that would have the Federal
Government insure that the lower-income American family will get
the full benefit of code-conforming residential realty-at no significant
expense to the Government-and at comparable expense, to the Ameri-
can family, to what it is now paying to live in mobile housing. Such
code-conforming housing could and probably would be produced by
present manufacturers of mobile housing.

The fact is that current mobile homes will not last longer than 15
years. And I establish that in my statement. They enjoy their market
only by default, they cost almost as much as code-conforming housing,
are as expensive to live in as such housing.

Current thrust of FHA and VA is to let the unassisted poor have
only chattel mortgages on wasting assets, while the thrust could easily
be turned around to make sure that these families could get realty
mortgages on units of the same size on which there would be an equity
buildup.

We should not get hung up on how big a dwelling unit should be, or
how big its lot should be. Our standards in this regard make little
sense now. We also should drop the illusion that we can solve the
problem of low-income housing by production methods, when we must
use good specifications for any improvements to realty.

Then, too, we should not anticipate slums, poor land use, or bad
design, simply because we must deal with smaller-sized dwelling units.

Zoning, of course, in all but rural areas, will be our biggest problem
in housing the unassisted poor adequately. The usual density control
by zoning ordinance is a fraud, and most suburban communities today
cannot afford the large lot single-family housing they so passionately
espouse, anyhow.

Mobile homes provide shelter for some 2.2 million U.S. households,
according to the Mobile Manufacturers Association, although some

67-650-71 15
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people'regard that shelter as somewhat less than adequate. Their first
cost is cheaper than most code-conforming dwelling units, primarily
because of smaller sizes'and lower standards. And the expense of living
in them is generally lower than that of living in a code-conforming
dwelling unit, almost entirely due to the fact that they are used out-
side of the purview of zoning ordinances and subdivision regulations
that apply to code-conforming dwelling units.

Is there anything wrong with that? Not'really, from most points of
view except one: They deteriorate to zero value in about 15 years.

They run'from about $8.33 per square foot, without the land and
utility hookup, to $14.00 a square foot. -

In the tables I have pointed out that you can make a case for both
mobiles and code-conforming 'housing- in monthly housing expense
including first costs.

The fact of the matter is statistically you can prove both points, a
little on this side and a little on that side. But most'observers, with no
ax to grind, would settle for the generality that it costs a family as
much to live in a mobile home, in a mobile home park, including the
purchase price of the mobile, as it would cost them to'buy and live in
a new home costing two- to three-times as much. Furthermore, the
realty would appreciate over time, while the mobile home would
depreciate to zero value. e h w

The question is awhy should FHA and the VA 'not iiisure chattel
mortgages, or realty mortgages, on dwelling units of the "same mini-
mal size that meet building codes and will last 40 'years instead of a
nmobile's average 10 to 15 years.

And the legislation that would be contemplated as precedent is title
I, section 8 of the National Housing Act. 'That section -was deactivated,
I believe' by the Cdngtess 'but it might have been by administrative
act by the FHA in 1954.

Who could build these code-conforming small 'dwelling units? Al-
most anybody. As a matter of fact, some mobile manufacturers are:
To name a few-Fleetwood, Redman,' Guerdon,'Marlette, Zimmer,

'There is a problem of size. The Douglas Commission in 1967 and'
1968 studied that very carefully, with no conclusive results on size.
And, of course, in Europe, the sizes of most. ne-w dwelling units are
only 600 square feet.

Of course, we also'have the question of whether wye can cut the cost
of housing technologically, and the answer is no, because 'the shell
of the house, which'is the only thing we are contemplating cutting the
cost of and putting it on the assembly line, does not respond to pro-
duction line economies. Our Operation Breakthiough has 'shown
absolutely no production economies whatsoever. The other problem
is,.of course, that if we could cut the cost of the shell of the house by
15 percent, assuming you could in a factory, then you could not lower
the monthly housing expense by much more than' 1 percent. I develop'
those figures in my statement.

The thing is that we have an'obligation in our dwelling units to be
sure that they last the life of the mortgage, that they perform. all of
the things which we'in the larger society expect the dwelling unit to
do, and they not erode the tax base. But,' of course, those three specifi-
cations are very stiff and there is no cheap way around that particu-
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lar problem. So you cannot make this specification more economic.
Housing on the production line will continue to grow as it has in the
last 100 years, because of the price of building labor. But the assem-
bly line offers us no economies in production.

We cannot expect modular production or anything else to solve the
problem for us. It will solve the problem for us as sectionalized hous-'
ing has in the last 15 years in the rural areas.

Thank you, Mr. Chairman.
(The prepared statement of Mr. O'Neill follows:)

PREPARED STATEMENT OF RICHARD W. O'NEiLL

AN ANSWER TO THE HOUSINO SUBSIDY PROBLEM

'My purpose here is to focus attention on a vast pool of housing needs, a pool
now inadequately served by a type of housing that is relatively costly in the long
run. I refer to lower-income families who now get no subsidy but are served by
only the most expensive housing financing on housing assets that depreciate to
zero value in about 15 years at the outside. The thrust of my remarks is to urge a
change in approach, particularly by the Department of Housing and Urban
Development, to extend purposefully FHA insurance to code-conforming dwelling
units for lower-income families who, so housed, would require little or no Federal
housing subsidies.

In his third annual report on efforts to meet the nation's housing goals, Presi-
dent Nixon, a-few weeks ago, pointed out that 40% of the nation's families could
now meet eligibility 'criteria for Federal housing subsidies. He said this has
created a "need to deal with inequities which arise when some families receive
subsidies and others do not. If all eligible families were subsidized the cost
would be' astronomical. Yet, unless major changes are made as these programs
continue production momentum, it will be difficult to continue favoring a select
few in the population while the rest of the nation is left to seek decent housing
completely on its own.

"Since it is doubtful that the public, and hence the Congress, will be prepared
to accept the staggering budgetary costs of a more global coverage toward which
present subsidy housing' programs may be forced to head, the time to make
needed changes is rapidly approaching."

Subsidized dwelling units will jump from 932,349 on June 30, 1970, to an esti-
mated 1,825,500 on June 30, 1972. Subsidy payments will rise over the same
period from $525,500,000 to $1,373,800,000.

The House Appropriations Committee has estimated that over the 30 to 40-
year life of subsidized dwelling units, the subsidy for this year's units alone could
total $18.9 billion.

HUD has been under pressure from the Office of Management and Budget
to do something about FHA Section 235 and 236 programs because of the bur-
geoning commitments those two programs will make in the Federal budget.
They are now running at about a half a billion a year and could make up a
total of $8 billion, that the Administration can do nothing about, by 1978.

Secretary Romney has been asked by the President to find other ways of help-
ing low-income families get better housing. He, in effect, told the House Commit-
tee on Banking and Currency in early April that Section 235 probably should be
ended, if a good substitute could be fonud, because of abuses in both new and old
housing under that interest rate subsidy program. He said at the time that over
100 cases of such abuse had been turned over to the FBI.

He confirmed what the Committee's own staff report had found back in January.
He said 235 was an administrative monstrosity and that detailed steps were being
taken by HUD to tighten up on the program. A basic problem in 235 is that If
the house appreciates at 3% per year, there is no incentive for the owner of a
house financed under 235 to pay the principal on the mortgage at all.

Of course, the whole problem goes back to housing's cost, and as costs rise
dwelling thits get smaller, whether subsidized or not. According to Census and
HUD, smaller and cheaper houses were a major factor in new housing in 1970.

During 1970, there were 485,000 new one-family homes, an 8% increase over
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the 44S,000 new homes sold in 1909. But the average price of new homes sold
during 1970 was $2(i,600, off 56%/ from 1969's $27,900, and the average floor area
was down 8% from the average on the 1969 house-from 1640 sq. ft. to 1510
sq. ft.

The increase in new one-family houses in 1970 was concentrated in smaller
houses: new houses with floor area of less than 1,200 sq. ft. increasedl by about
two-thirds over 1969.

Another way of looking at the cost factor is to point out that half the families
in this country have not been able to qiatlify for a mortgage loan to purchase a
new single-family code-conformiing dwelling unit with an FIIA 203 mortgage
since 1966 and have not been able to do so with a conventionally financed mort-
gage since 1964, according to figures of the U.S. Savings and Loan League.

Dr. Michael Sumichrast, of the National Association of Home Builders, points
out that 27.2 million IJ.S. families. 44%, have incomes under $7.000 and another
17.9 million, 29%, have incomes between $7,000 and $11,800. None of them can
qualify for mortgages to purchase today's average-priced, new single-family
code-conforming dwelling unit without some form of subsidy.

The need for lower-priced dwelling units is absolutely staggering. 0loverilor
Sherman Maisel of the Federal Reserve Board made a projection back in March
of this year that housing starts for each year of this decade should total 2.-
020,000. as opposed to an actual average rate of 1,410,000 in each year for the
entire decade of the 1960s. Biggest component in that housing projection is our
current'growth in net new households of 1,400,000 per year each year in this
decade as opposed to 1.,040.000 net new households each year in the decade of
the 1960s.

In general, the only way we now have of lowering the cost of housing-and I
.will go into the implications of this statement in some detail further on in this
paper-is to cut down its size, as we have seen happen in the last two years.

Current FHA construction cost, including an improved lot, is about $16.90 per
sq. ft. To get house prices down to, say, $12,500 we would have to produce single-
family houses of 740 sq. ft., assuming we still had to use lots allowable under
most zoning ordinances and subdivision regulations. (Average size of new houses
was 1400 sq. ft. in 1970 and 1585 sq. ft. in 1969. according to Census.)

According to Dr. Sumichrast, this size would expand the demand for housing
(assuming people would prefer to buy and will be able to qualify) at least two-
fold from what it is now. This might increase production of 'HA homes from
the current rate of some 260,000 to half la million. The economic impact would
be substantially less than would be the case if this position could be taken in-a
more expensive unit, such as a typical FHA house with 1289 sq. ft. of living
space. Still an increase of some 250,000 units would create an additional 380.000
to 400.000 new jobs. It would reduce total unemployment by some i8%.

Now, all of the foregoing explains why 955% of all new detached single-family
h.ousing priced below $15,000 is in mobile homes. Is there anything wrong with
that? From most points of view, there is nothing w-rong with that.-

On the pages which follow I have attempted to develop a case that would have
the, Federal government insure that the lower-income American family will get
the full benefit of code-conforming residential realty-at no significant expenses
to the government-and at comparable expenses, to the American family, to what
it is now paying to live in mobile housing. Such code-conforming housing could
and probably would be produced by present manufacturers of mobile housing.

The fact is that current mobile homes will not last longer than 15 years. They
enjoy their market only by default, they cost almost as much as code-conforming
housing,.are as expensive to live in as such housing.

Current thrust of PIHA and VA is to let the unassisted poor have only chattel
mortgages on wasting assets, while the thrust could easily be turned around to
make sure that these families could get realty mortgages on units of the same
size on which there could be an equity build-up.

We should npt get hung up on how big a dwelling unit should be, or how big
its lot should be. Our standards in this regard make little sense now. We also
should drop the illusion that we can solve the problem of low-income housing by
production methods, when we must use good specifications for any improvements
to realty.

Then, too, we should not anticipate slums, poor land use or bad design, simply
because we must deal with smaller-sized dwelling units.

Zoning, of course, in all but rural areas, will be our biggest problem in housing
the unassisted poor adequately. The usual density control by zoning ordinance
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is a fraud, anti most suburban communities today cannot afford the large lot
single-family housing they so passionately espouse, anyhow.

Is there anything wrong with that? Not really, from most points of view ex-
cept one: they deteriorate to zero value in about 15 years, even if well-main-
tained, whereas code-conforming improvements to realty, if well-maintained,
last at least the life of the mortgage (average age of dwelling units in this
country is about 67 years) and generally appreciate in value. Substantiation of
various of my assertions here follow in this paper.

For roughly the same kinds of expense to the consumer of mobile homes, we
could, in this country, provide him with technologically code-conforming dwell-
ing units that would appreciate in value, not depreciate, if the thrust of legisla-
tion and its administration is changed purposefully. And at no particular cost
to the Federal government.

1low LONG WILL MOBILE HOMES LAST?

The Official Mobile Home Market Report, the Blue Book, May 1970, 10th Edi-
tion. Volume 34, No. 2 indicates 60% depreciation in eight years, or 7.5% per
year. Extrapolating. that figure gives a fully depreciated life of a mobile home
of 14 years.

For FHA Title I insurance that agency sets 115% of the wholesale Blue Book
price, if a previously financed used mobile home is involved, as one upper limit of
loan amount. FHA maximum term of mobile home! loans is 15 years.

There are 2.2 million mobile homes in,use in this country, and knowledgeable
mobile hdme people estimate that some one-half million of them are substandard,
by their own standards. About 80% of the total occupied mobile homes have been
produced since 1960, again according to these experts, from which we might infer
that mobiles on the average now have a life of 10 to 12 years.

At any rate they don't last, with anything other than salvage value for various
materials in them, any more than 15 years. So any consumer buying one, in lieu
of code-conforming dwelling unit .(if such were available at comparable living
expense), should have had the prior advice of someone like Ralph Nader,
perhaps.

. ,I indicated earlier In this paper I will get to the question of costs and
expenses, in a moment, -but first- I'd-like-to examine some other points briefly.

WhEat created the mobile home market in the first place? Quite simply, the
impqsed cost factors of lot size and dwelling unit size in improved realty and
the complexity of buying improved realty. Mobile homes have thrived on market
conditions that do not involve those considerations: Where the market may call
for consummation of the purchase in less than an hour; where the market calls
for easy credit and few questions asked; where municipal ordinances can in
general bel ignored, or where they don't apply; where depreciation, immobility
and cramped living factors can be fogged over in the sale; where lower-income
families cannot qualify for any available improved residential realty.

That's why one-half of all mobiles are in rural areas (according to the Mobile
Honie-Manufacturers Association) where 60% of the nation's substandard hous-
ing is. According to HUD 60% of new mobiles today are going into mobile home
parks, af densities of 6 to 10 to the acre, generally iii the least desirable areas in
town. - - - - -

Who lives in them anld hy?; -- - - - -

According to Census, 9 out of-10 owners of new-mobile homes use them as their
principal place of residence. Construction economist Robinson Newcomb, in a
recent monograph l for the Urban Land Institute, wrote that "Over 31% of the
sales-in 1967 'were to households with incomes. under $5,000 according to the
sample study .(Census). The percentage of households 'with incomes under $5,000
is expected to decline by nearly 10% between 1967 and 1980. About 54% of the
sales were to households with incomes. from $5,000-$10,000. The proportion of
such households may increase 20% by 1980. Only about 9% of the mobile homes
were bought by families with incomes over $15,000 but.this group is expected to
nearly triple its proportion of the total by 1980."

Another Census survey of purchasers of mobiles from October 1. 1965 through
September 30, 1966, shows that 84.2% of them were by households with less than
$10.000 yearly incomes.

1 ULI Technical Bulletin 66. 1971.
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* What does a mobile home really eb8t? Just about the same per sq. ft. as low-
rise code-conforming residential realty built with the.same economiesiof scale--
by builders, prefabricators, modular manufacturers or mobile home manufactur-
ers themselves who are building in big volume.

A typical mobile hdme is a 12' x 6O' priced on the dealer's lot from $6,000 to
$9,000, depending upon quality and appointments. That's $8.33. per sq. ft. to
$12.50 per sq. ft> Current plans of the New York City Housing authority call for
purchasing 56 mobiles that will cost about $10.000'per sq. ft. A recent figure from
a Long Island mobile home dealer for: his' best seller was $11,000 for a unit
12' x 65', over $14.006per sq. ft. ' . . . ; .

In comparison, FHA's Table 55A, Specific Characteristics by Total Acquisition
Cost New One Family Occupant Purchase Homes, 1969 (most recent figures
available) show that new section 221(d) (2), below $8,000, were built for an
average $7.78 per sq. ft. then, which would be about $8.50 now. However, FHA
quotes the average per sq. ft. cost of Section 203 houses, without land, in 1970
as $14.18.

Of course, the real problem in housing i8 monthly expense, not the' first cost of
the dwelling uiti' Monthly housinrg 6ipens'e 'dterbmii!s the'level of' subsidy, the
cost to government, who can qualify 'to buy .vithVut subsidy, etc. The following
tables were prepared by the Pease Company, Hamilton, Ohio, a prefabricator,
building supply dealer and building product inarufacturer. Pease is a company

which has been in the housing and buillding supply biisiness'for two generations.
The first table 'details net. monthly expense to dwell in a mobile home, the

second that for a modular home, the third that for a conventional prefabricated
home. The mobile is the most expensive, and its first cost was $6,315: Least ex-
pensive was the modular and its 'first cost was $11,700. In between is the con-
ventional, with its lot, for which the total first cost was $16,700. For the net
housing expense involved in living in :the' $6,315 mobile, the owner could have
lived in a $19,000 conventional house. ' ' " ' l .

-1'MOBILE HOME' ; -l
S ize ---------------------- -------------- --------------------- - 12 'x 6 5'

Square feet----- ,------------- A 801
Specifications, unfurnished___ ------ ---- A119. 1

Cost FOB factory - - - -$6, 240. 00
Freight ------ *, '_____ ' '____ 75. 00

Total in-place cost__ , 315. 00
Down paymet------------- ----- ---------- ---~ ~ -T-------1,---.0Down payment--,315. 00

Chattel mortgage __ _________ ------ ----------- -o _ _ 5, 000. 00
6% percent add on interest 7 yeais --------- 2, 275.-00
Credit life insurance __________________ ______ __'_ ' --- ;167:00

7,442.00

Monthly payment-7-year loan ------------ ____ __ ______' 86.60
Hazard insurance---------------------------------7----------- -- 4.40
Pad rent ----------------- --- ---- _ 50:00
Utilities ------------------------------- ____--_-------------15.00
Maintenance _____________________ _ ' ' 9. 00

Total monthly cost ----- -165. 00
Less income tax on interest __ _______ _______-_____ . 7.00

Net cost per month__ -____ ____________ ' ___ -----. 158. 00

I l
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MQBILE HomE-Contiqued
7-year cost… …$13. 272. 00
Down payment____ _-____. ----- --- ___________________ 1, 31:5.00

No salvage:
Net cost 7 years------------------------ ______________----- 4, 587.00
Net cost per month ------------------------------ _______- 173.65

MODULAR HOIE . , I

Needs to be larger because (12'_66') of thicker walls equals…_…_ ,792'
.~ ~ . .. ' *

- - - -CODE APPROVED, UNFURNISHED 2 ',

Lot cost… __-_____=-_:___- --- :_ -_s, 500: 00
Cost FOB factory-- -- _-- 95 600. 00
Freight (2 loads)- _ __ ----- 150. 00
Field hookup and closing_:__- --- _ -___-_ - ___-.____ _ 550. 00

Total in-place -costa_-:- _ ____ - _ - ----- '- 11, 700. 00
Downpayment -------- 1, 700. 00

leaf estate mortgage _ ------------ ----- -_ - o10, oo. 00
8&percent simple interest 7 years (FHA or conventional)------------ 5,303.80

Monthly payment 25-year loan-----------------_-______-_-- - -- .v ;77. 20
Hazard insurance -_ _ _ _ __ - 4:10
Real estate taxes …………-----------------------------…-------------- 28. 75
Utilities _____________________________________________________. - 15. 00
Maintenance - --------- --------- 25:00

Total monthly cost-__- ----- - ----- 150.05
Less income tax on average interest and taxes_----------- -15. 75

Net cash flow per month _-- ______ --___-__ -___-- I _134.30

7-year cost _--___________-___________-_-- - --------- _11, 281. 00
Downpayment ________________ _________ __-- - -_____ _ 1,700.00
Less equity buildup (resale value same as cost because of, inflation) -2, 881. 00

Net cost 7 years 10______ _ __ --------- , 100. 00
Net cost per month --- _______------------------------ 120. 23

CONVENTIONAL HOMSIE

Needs to be larger because (24'x34') of thicker walls equals --_____ 816'



228

CONVENTIONAL HOME-Continued

CODE APPROVED, UNFURNISHED

Lot cost- -$2. 000. 00
Cost FO B factory…1--- ---- ---- ----- ---- ---- ----- ---- ---
Freight (2 loads) --____________________________________________j 14, 700. 00
Field hookup and closing_---------------------------------------

Total in-place cost- -_ 10, 700. 00
Downpayment ------------------------------------------------ -1, 700. 00

Real estate mortgage---------------------------.--------------- 15, 000. 00
8 percent simple interest 7 years (FHA or conventional) ---------- 7, 955. 70

Monthly payment 25-year loan----------------------------------- 115. 80
H azard insurance…-----------------------------------------------6.15
Real estate taxes…----------------------------- ----------------- 43. 05
U tilities -------------------------------------------------------…15. 00
Maintenance ---------------------------------------------------- 25. 00

Total monthly cost---------------------------------------------- 205. 00
Less income tax on average interest and taxes------------------- -34. 44

Net cash flow per month- -- 170. 56

.7-year cost----------------------------------------------------- 14, 327.00
Downpayment 700.------------------_________------ 00-- - 1,700.00
Less equity buildup (resale value same as cost because of inflation)__ -3, 472.00

Net cost 7 years ---- ______-- _____-- _______________________ 12. 55:5. 00
Net.cost per month-------------------------------------------___ 149. 46

~~Naturally, enough, there are other figures which can show a slightly different
picture of what the housing expense is. Economist Robinson Nexwcomnbl in his
monograph for lLI-shows it this wvay.

"Let us start the comparison of conventional and mobile home financial ownier-
ship costs by calculating the costs -over a 15-year period of owning a three-
bedroom 1,000 sq. ft. 10-year old home, purchased for .$20.000 including closing
costs. (-To simplify the problem, we have assumed that instead of buying property,
the family would -invest in tax-exempts that yield a net return of 6 percent.)

"Assume that the house is paid for over a 20-year period with an 8%. $1000O
mortgage and a $4,000 cash payment. Let us assume an average inflation rate
of 2%, and that- property taxes start at 2%7 of the paid-for-price and rise 4%6
per year. Maintenance costs are 1% per year of this -value and rise by 27% per
year. -Operating costs, including the depreciation of the furniture start at $700
per year, insurance costs start at $75 per year, and both increase by 2% per
year. Let us assume that the family moves only once during this 15-year period.
The present value of the cost of this move, including broker's fees and difference
in price for another comparable house and the one being vacated, discounted at
6%, is $1,285. In effect, we assume there is no loss or gain in the exchange of
properties. but that there is a moving cost. At the end of the 15-year period
the family will have a house, that if well maintained in a good neighborhood,
will be worth more than was paid for it, while the unpaid principal on the
mortgage will be reduced to $6,570.



229

PRESENT VALUE OF COSTS OF CONVENTIONAL HOME, 20 YEARS, 8 PERCENT MORTGAGE CALCULATED OVER A 15-
YEAR PERIOD

Costs d is-
counted at

ist year 6 percent

Costs:
Down payment $ -4, 000 $4, 000
Mortgage payments, 15 years -1,607 15, 606
Mortgage obligations at end of 15 years -3,347
Property tax -400 5,140
Maintenance --------------------------- 200 2,225
O peration ------------------------------------------------------------------ 800 8,900
Moving ------------------------------------------ 1,285
Insurance ---------------------- --- ------------------------------------ ---- 75 895

TotaI costs -7,682 41,398

Benefits:
Salvage value of land (compounded at 4 percent) -2,970
Salvage value of building (compounded at 2 percent) - 8,880

11,850
Income tax savings (20 percent of taxes and interest payments) -2,495

Total benefits - 14, 345

Net cost -27,053

I Excluding furniture costs.

"Instead of buying a conventional house, let us assume that the family buys a
mobile home with furniture, for $10,000, finances it at a 10% true interest rate
for ten years, (with a down payment of $2,000) and then discards the unit after
15 years. The family pays $600 per year for pad rental and utility services dur-
infg the first year, and 4% more each successive year. Assume one move at a cost
discounted at 6% of 195, and a 2% per year inflation rate (as was assumed for
the house). The resulting costs to that family might be approximately those
listed on the following page.

PRESENT VALUE OF MOBILE HOME COSTS OVER 15-YEAR PERIOD

Discounted
at 6 Fercent,

1st year Years fo years

Cost:
Down payment - --- $2, 000 $2, 000
Contract paymentI 1, 269 10 9,339
Pad rental - ---- --- 600 15 7, 705
Property tax -------- 200 15 2,570
Maintenance and insurance --- 150 15 1,600
Moving ----------------------- -------------------- 195

Total costs 4, 219 23, 489

Benefits:
Income tax savings --- 1,200
Salvage value 2 _------ ______________________________________- ____________

- -
--- _______________

Total benefits - 1, 200
Net cost, mobile home - --------------------------------- 22, 289

Net cost, conventional - - - 27,D53
Ratio conventional to mobile costs - ----------------------------------------------- 1, 21/1

110 years only.
2Assume to be zero after 15 years.
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"Even after allowing for no outlays for furniture and a 4% increase in the
value of the land on which the conventional house is placed, and for a 2%
increase in the value of the conventional house itself, the mobile unit proves
cheaper than the conventional house under the assumptions used. Of course, the
mobile unit does not provide all the space or amenities of a conventional home,
nor does it provide all the headaches. On a purely dollar for dollar basis, the
mobile unit is less expensive in the comparison used here."
. Obviously, a careful statistical analysis of living expense can be made in favor

of either mobiles or code-conforming dwelling units. Most observers, with no
axe to grind, would settle for the generality that it costs a family as much to
live in a mobile home, in a mobile home park, including the purchase price of
the mobile, as it would cost them to buy and live in a new home costing two to
three times as much. Furthermore, the realty would appreciate over time, while
the mobile home would depreciate to zero value.

FHA, under Title I of the National Housing Act, as amended in 1969, will
insure mortgages on mobile homes, complying with the mobile homes technical
standard A119.1, down to as small as 400 sq. ft. VA and Savings & Loans (em-
powered now by the Federal Home Loan Bank Board) will do the same. FHA
will insure up to 15 years and $15,000, but the present rate of 7.63% precludes
almost any lender from using it. They are all getting around 12%o these days
on mobile homes. VA will insure up to $10,000 for 12 years at 103/4%, which is
also too low currently to be of much interest to chattel lenders. Moves are afoot,
however, to raise both rates to make the programs more attractive to lenders.
Even the extension of the interest rate subsidy program, like Section 235, has
been suggested for chattel mortgages. Lenders would just love to see those two
moves put into effect. Then the Office of Management and Budget would have
another headache on its hands.

The hard questions are, of course, why should FHA and VA insure chattel
mortgages on dwelling units with a minimum living area of 400 sq. ft. that only
meet mobile home standard A119.1? Why should FHA and VA not insure chattel
mortgages, or realty mortgages, on dwelling units of the same minimal size that
meet building codes and will last 40 years instead of a mobile's average 10 to
15 years?

FHA's Minimum Property Standards (MPS) do not preclude dwelling units
as small as 400 sq. ft., and the Farmers Home Administration sets no limits
on size. But due to custom, the thrust of current legislation, and a perfectly
natural bureaucratic fear of pioneering, very few code-conforming units of, say,
720 sq. ft. could get FHIA 203 insurance. Some might be allowed by offices of the
Farmers Home Administration.

In effect, the unassisted low- and moderate-income family is only satisfied, in
new housing, by conventionally financed (chattel mortgages up to 14% simple
interest) mobile homes.

What is needed is a purposeful thrust by HUD towards insuring code-conform-
ing units of mobile home size. If such a thrust calls for legislation, there is a
precedent.

The legislation envisaged by many complaining about the current dichotomy
in Federal programs-chattel for the poor, mortgages for the more well-to-do-
would be a resurrection of Title I, Section 8, of the National Housing Act, a
provision that was deactivated by Congress in 1954. Its statutory language is
still a part of the National Housing Act. In particular the seekers of change
would like that section to apply to code-conforming dwelling units under Section
203(i) or Section 221(d) (2): as low as 3% down payment, or $200 down, and
up to 35 years for the mortgage term.

Legislation would be specifically changed to include dwelling units down to
sizes as small as 400 sq. ft.

Under Section 221 (d) (2) mortgages bearing market interest rates are insured
by the Federal Housing Administration to finance the construction, purchase.
or rehabilitation of one- to four-family homes. The mortgage amount on a single-
family home may be up to $15.000 ($17.500 in high-cost areas-plus another
$2.500 for large families). Families displaced by government action or by natural
disaster may pay as little as $200 down on a single-family home. A 3% down
payment is required from others.

Under 203(i). and other special 203 programs. the mortgage limit for prop-
erties that meet only FHA low-cost housing standards is $13,500. A mortgage
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equal to 100% of appraised value (up to $12,000) of a new or existing one-family
house may be insured for a buyer whose home was completely or substantially
destroyed by a natural disaster. This program includes special mortgage in-
surance terms for home-buying veterans.

Why not extend such insurance to permanently placed mobiles? Because they
won't last, built simply to the A119.1 standard. Furthermore, FHA's MPSs pre-
clude the standards of A119.1. A119.1 is a rather stiff standard and not a bad
one, but it still does not insure that the mobiles will last any longer than 15
years.

Who would build such units? Anybody who wanted to get into the business.
Very likely most of them would be built by the major mobile home manufac-
turers, some of whom are already producing some code-conforming units:
Fleetwood, Redman, Guerdon, Marlette, Zimmer, just to name a few. They also
could be produced by prefabricators, modular manufacturers, lumber dealers
and builders.

What about the problem of size? How big should a dwelling unit be? How big
should a bedroom be? How big should a lot be? Who knows? The National Com-
mission on Urban Problems, The Douglas Commission, looked into those ques-
tions with no conclusive results. I quote from its report "Building The Ameri-
can City", House Document No. 91-34, 91st Congress, 1st Session:

"Sleeping room space requirements. The American Public Health Association-
U.S. Public Health Service (APHA-PHS) model housing code requires that
sleeping rooms for occupancy by one person contain a minimum area of 70
sq. ft. The model code of the International Conference of Building Officials re-
quires a minimum of 90 sq. ft. Local and state housing codes show such variation
as 80 sq. ft. (Seattle), 100 sq. ft. (San Francisco), and 120 sq. ft. (Hawaii). The
wide variation carries over from dwellings to accommodations for transients. A
survey of state standards for transient housing indicated that minimum area
for rooms in hotels and motels varies as follows: 50 sq. ft. (three states); 60
sq. ft. (two states) * 80 sq. ft. (two states) ; and 100 sq. ft. cabins and tourist
camps (one state). Standards for minimum room volume for the first occupant
in these rooms also have wide variation: 400 cubic feet (five states) : 500 cubic
feet (two states) : 600 cubic feet (one state) and 640 cubic feet (one state).

"MAinimum habitable floor space. For five persons In an existing dwelling unit,
model housing codes call for the following standards of minimum habitable
floor space: 525 sq. ft. (Southern Standard Housing Code), 550 sq. ft. (APHS-
PHS and BOCA Housing Codes), and only 380 sq. ft. (ICBO Housing Code.)
Turning from housing codes to zoning ordinances, which similarly set standards
for minimum floor area, note the figures in table I. Even if the minimum stand-
ards specified in housing codes for existing housing were to be doubled to reflect
a desire for a more suitable living environment as specified in zoning ordinances
for new housing, what technical rationale can explain the wide variation and
apparent excessiveness of these standards currently in use in New Jersey and
New York ?"

TABLE I.-VARIATIONS IN BUILDING FLOOR AREA REQUIREMENTS FOR RESIDENTIAL LOTS OF S!MILAR SIZE
(GENERALLY EXCLUDING NONLIVING AREAS SUCH AS UTILITY AREAS, BASEMENTS)

Minimum
Lot size floor area

Locality (square feet) (square feet)

Edison, N.J. : '7.500 960
Cherry Hill, N.J-- : 7; 800 1 350
Milburn, N.J - . 20, 000 1. 800
Smithtown, N.Y . 21. 780 1, 100
Milburn, N.J -29.000 2. 000
Wayne, N.J- ------------------------------------------------------ 3 1,200-1,600
Somers, N.J ..: .40. 000 1.250
Pursippany-Troy, N.J . 40, 000 1,350-1,900

Why/ have limits at all? The usual ne* European dwelling unit, according to
NAHB's Dr. Sumichrast, is about 60 sq. meters. roughly 600 sq. ft. In an article
on housing conditions abroad, published in the Washington Post earlier this
year. he noted that:

"Crowding conditions can be compared by using the average number of per-
sons per room. In the United States this average comes to 0.54 persons, the
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United Kingdom has 0.00 persons per room, Belgium 0.62, Denmark 0.8, Austria
1.0, Czechoslovakia 1.30, U.S.S.R. 1.55, Poland 1.66. Thus, the U.S.S.R. and
Poland have nearly three times as many people per room space than the United
States.

'Another way to measure space is by the number of rooms per unit. The 1970
Census shows that on the average an American unit has 5 rooms, the same as
Belgium; Netherlands has 5.2 rooms; United Kingdom 4.7, West Germany 4.3;
Switzerland 4.2, Denmark 4.2. On the other side of the ledger are Czechoslovakia
with 3.4, Hungary 3.1, Poland 3.0, East Germany 2.5 and Yugoslavia 2.1 rooms
per average unit. For the U.S.S:R., information is not available.

"In terms of living space, measured in square feet, the United States leads all
other nations with 1,560, Belgium has 1,545, Denmark 1,122, Norway 914, West
Germany 883, Sweden 861, France 813, Austria 807.

"The Communist countries have a pretty well standardized living space, in all
cases substantially less than the average living space among Western countries.
Czechoslovakia has 668 sq. ft. per unit, Bulgaria 607, Hungary 662, Poland 555,
Romania 552, and U.S.S.R. only 479 square feet."

Can't we cut the cost of housing technologically? No. In the first place, the
problem in low-income housing is monthly housing expense, something quite
different from the first cost of construction. In the second place, the usual specifi-
cations preclude any economies: units must last the life of the mortgage or
municipal bond issue, they must provide all of the amenity expected of any other
housing, and they must not erode neighboring tax bases.

Has Operation Breakthrough shown any economies? None whatsoever. HUD
reports unit costs run from $8.50 to $14 per sq. ft., $16.50 to $25 for high-rise,
without land and transportation. Some observers believe final costs in Break-
through, if all costs could be included, would run well in excess of $50,000 per
unit.

But the business of industrialization bears a closer look. Industrialization in
housing started back about 100 years ago in this country, when we first started
putting light construction on the assembly-line-with two dimensional prefabri-
cation systems. Prefab, the biggest form of industrialized building in light comi-
struction, has been growing .slowly ever since.

Estimates are that at least three-quarters of all new dwelling units today in
light construction use the tool of prefabrication in one way or another. If you
want to include pre-hung doors and windows, then virtually all starts use
prefabrication.
- Reasons for prefab growth in our industry are clearly the greater dimensional
control and shorter assembly time you can get on components assembled at waist-
high level on jig tables. But a great many people are talking about three dimen-
sional assemblies being industrialized housing, not two dimensional. Well, what's
the big deal in assembling two dimensional panels into three dimensional modules
in a plant instead of at the site? Not much.

The Housing problem concept is the hangup. Obviously. there are many in our
industry and outside of it who think that the assembly, from two dimensional
panels, into three dimensional modules is a far different ball game than tradi-
tional prefabricating. Behind the thinking is an honest desire to solve a problem
only half conceived. The problem is the housing problem.

Do we have a housing shortage, or do we have a lot of people who cannot buy
or rent without some kind of assistance? Obviously, the latter. and the idea is
that in the production process we can achieve economies that will help solve the
problem. We can't and for a lot of hard reasons.

Production economies do not ease the low-income problem. Let's assume there
is both a labor-saving and a volume-purchasing advantage in three dimensional
assembly of shelter. The biggest saving any expert will give you, on those assunmp-
tions, for the shell of the house (walls, roof and floor) is 15%. The shell is the
only thing a shelter manufacturer is working on, he's not re-designing the
refrigerator.

'With the economies of scale. in single-family or high-rise the shell of the dwell-
ing alone comprises less than 20% of the price of the entire finished dwelling to
the consumer. In single-family you would add to the cost of the shell: land, land
improvement, financing, legal design and engineering, marketing, overhead. mis-
cellaneous, profit, foundation, core, finish to arrive at the final price to the
consumer.
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In high-rise you might build a structural skeleton in which Inodulars could be
placed like cars in a mechanical parking garage. ('ITlie whole error in suggesting
such a scheme is that it would involve a structure within a structure entirely
too much structure for the basic requirements of high-rise dwelling units.) A
little interpolation of FHA high-rise figures, from 1962 to 1967, shows again that
shells would be less than 20% of the cost of the job. The other elements would
be land, excavation and foundation, structural frame and plate, interior finish,
mechanical subcontracts, elevators, appliances, job overhead and profit.

A. 15% saving in a less-than-20% shell cost woulld reduce the final price of the
unit less than 3%. And in monthly housing expense-the problem for low-income
families-it would lowier budget outlays only about 1% (amortization of mort-
gage runs around 40% of a typical rent roll or monthly ownership expense).
Inflation of any size makes the 1% saving disappear within one year.

A priori inferences keep enthusiasts in constant frustration. Whenever some-
one uses a title like "The Profit Potential of Modular Manufacturing", hopes
soar among a small body of aficionados.

'I'hat title usually produces four specious inferences. One, that on-site construc-
tion trade wages will drive the whole shelter process into the plant. Twvo, that
operative builders will become effective outlets or marketing arms for modular
manufacturers. Three, that assembly line production will produce economies in
code-conforming dwelling units. Four, that a given market will absorb high-
volume production of look-alike units. None of those four will necessarily hold
any water, and you can add to them some equally dangerous assumptions.

First dangerous assumption is that there is no difference between a chattel and
realty, that you can put housing on an assembly line as easily as you can put
cans of soup on the assembly line. This is not true because the legal and financial
institutions controlling and surrounding the improvement of realty do not cir-
cumscribe chattels.

Second dangerous assumption is that to get around the problem of standard-
ized houses coming off an assembly line, one can aggregate markets, if not in the
free marketplace, then in the subsidized sector. This also is an invalid assump-
tion for two reasons: 1) there is no forced aspect to subsidized housing that
would override the problem of sameness, and 2) very few housing authorities
will have exactly the same needs in dwelling unit type and appearance.

Third dangerous assumption is that there is something cheaper in the way
of materials and fasteners than what we now use in housing. Trouble with this
one is that there is nothing cheaper than the earth materials which we now
use like wood, concrete, steel, glass, aluminum, brick, gypsum, asphalt, etc.

Hlill plant workers always accept le~s? Productivity per dollar is the single
biggest reason for the growth of prefabrication, two dimensional or three di-
memnsional. But there is no solid ground under the assumption that the dis-
parity between plant wages and site wages is a disparity that will remain, even
if everything goes on the assembly line in housing. It hasn't been true for any
other industry in the history of this country-no reason why it should be
true for housing.

Even if the disparity should remain, it would still be difficult to have it
cover excess costs imposed by assembling panels in three dimensional boxes in
a plant and shipping air, versus assembling those same panels at the site.

Probably the biggest factor that will erode the disparity between site and
plant wages in construction is the problem of discrimination. Blacks criticize
the AFL-CIO approach to in-plant workers (worked out with Stirling Homex)
charging it doesn't open the door to more lucrative on-site work and tends to
freeze them into the building trades unions as second class citizens. They com-
plain that training programs in Stirling-Homex's labor agreements are related
to in-plant factory techniques, do not lead to higher paying construction jobs.

What is the labor component now in new housing built with the economies of
scale, components, power equipment? Best estimates have it at less than 20%,
in some places as low as 15%. (The average annual pay of a construction worker
today is only $8,100 a year, something less than the average pay of a manufactur-
ing worker.) Plant wages would have to stay less than half of site wages to
produce any measurable economies in three dimensional prefabrication.

A bsorption rate of modular production is critical. Using the usual factors now
extant in the modular industry, a 1,000-unit per year modular factory would
be about a 50,000 to 75,000 square foot facility, costing about $1 million. An



234

annual net return before taxes of at least $150,000 is needed to justify that
investment in plant, machinery, distribution, personnel, etc.

Figuring a workable gross profit of 20% at the loading doclk, best F.o.B. sales
price of $10 per sq. ft. for good modulars today, the :plant would have to pro-
duce and sell, for openers only, at least 250 finished dwelling units per year.
$150,000/$10 x 1200 sq. ft. X 20%0 1/4 (5% ) .,

But the market within economic shipping radius (one day out and back) of
the plant won't absorb 250 units all the. same. And if the modular manufacturer
wants to sell builders, each one of 'them will see his market opportunity as re-
quiring a different model. When the, manufacturer figures his costs, of engineer-
ing, down-time, tooling and start-up for model changes, he finds ,his minimal
production run in 50 units, or there Is no profit at all.

So. with model changes, yearly sales and production must be figured on an
absorption rate some four times greater than tbe.first feasibility rate, or 1,000
units per year, all within a one-day-out-and-back radius.

Can mod(ular speciflcations be made more economic? Dwelling units subjected
to over-the-road hauling and lifting must be built to more exact structural speci-
fications than dwelling units, subjected only to being assembled on a founda-
tion. That means that sectional and modular houses meeting a building code,
and expected to last the life of a mortgage, usually are built with structural
grade plywood sheathing and often corner bracing.

In states with state laws covering local acceptance of factory-built modular
dwelling units, code requirements are as stiff as any model code. There are now
12 state-wide factory-built building codes, and draft codes- are being readied for
legislation in 22 other states. Those factory-built building codes are not likely
to produce any great economies in housing. They are more demanding and impose
higher costs than almost all other building codes for low-rise residential building.

Even so, the fact that they are state-wide is a great step ahead for the housing
industry: they create a climate in which state legislatures can consider the
obvious nonsense of maintaining any number of municipal building codes, at the
same time having state-wide factory-built building codes which in.effect dupli-
cate 90% of the provisions of most municipal codes. Maybe we will have state-wide
codes in every state a lot sooner than we once might have thought.

Usual building logistics are incompatible with modular production. Trucking
modules is now running close to $1 per semi-trailer load per mile, if the radius
out-and-back is one day. Costs quickly get out of line for hauls longer than a
day. But to get market absorption a manufacturer has to think of ever-longer
shipping radii.

There are two ways to cut this particular nut in modules. One is to have many
factories scattered around the country and the other is to ship long distances by
rail or barge. Both are expensive.

HUD has asked the U.S. railroads to ship at lower rates than the railroads
charge others. The railroads already have a problem shipping 12-foot wide
modules, they can't go over many rights-of-way, often have to ship circuitously
just for 12-foot wide modules.

In barging, while the actual run of the barge is quite cheap per module, the
loading and unloading of modules and trans-shipping short distances by truck can
be exceedingly expensive. So barging may be no more than competitive with or-
dinary trucking within the common maximum of 300 miles.

And, of course, the trouble with having module producing factories scattered
over the country is that no one factory will be efficient unless it can sell and pro-
duce about 1,000 units a year, something which very few modular factories are
capable of doing even now.

Modular manufacturers are operative builders. After the shakedown cruise
of the last three years, it is clear that a modular system is simply another way
for a builder or developer to build for his own account, assuming the economies
tof scale.

In most metropolitan areas, the rule of thumb is to double the loading dock
-price to arrive at finished module price to the consumer, if the manufacturer is try-
ing to sell builders. That means a $10 per sq. ft. cost at the dock goes to $20,
which is usually non-competitive. So the manufacturer also becomes the builder.

Metropolitan land costs and improvements are only the beginning of the
expense. With one crane, modular crews can set about 24 modules (or four town-
houses) in place in a day. And to make sure that everything goes quickly and
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accurately, engineers must supervise the building of foundations. Finishing time
for 24 modules varies with size of the crews, but generally speaking six men can
do the job in four days. If four townnhouses were delivered Monday morning, they
would be ready for occupancy by Friday night.

The development has all of the traditional problems, that any other builder
has and then some, with building departments, zoning commission, homes asso-
ciation, ecologists, environmentalists, conservationists, school boards, etc. The
townhouses have to fit the environment, like any conventionally built, and have
to provide livable, desirable dwellings to move in the marketplace at all against
less expensive existing housing.

Although land costs and the level of improvemuents that must be made in
metropolitan areas eliminate modular housing as a significant part of the nmnr-
ket today, a few dozen modular manufacturers have found good customers in
local housing authorities. Often because the housing authorities can get no one
else to do the job. Here the operative-bpilder manufacturer is a general con-
tractor.

Housing authorities are not concerned with marketing considerations which,
in an unsubsidized market, would not allow the kind of standardization which
a local housing authority can get away with in assisted housing. In other words,
if most of the modular manufacturers you have heard about were not hip-deep
in subsidized housing programs, they Would have very little business to talk
about.

Can any builders be sold? In theory, the small volume builder would be saved
by becoming the modular producer's marketing arm. The inefficient builder,
who struggles to finish 20 conventional houses a year, would be freed to acquire
local sites, zoning and sales for packages of 200 factory-built units or more.
The trouble usually is that the small inefficient builder can never be anything
else no matter how he builds, and many modular manufacturers demand cash
deposits before accepting orders from smaller builders. A number of manu-
facturers have already left the field because of builders' inability to finance
their subdivisions.

In non-metropolitan areas, sectionalized houses-essentially modular houses
for rural markets, particularly in the Southeast-still enjoy the market they
have had for some 15 years. Of course, there the market potential of modulars
is based on the scarcity of builders, subcontractors and labor force in many
rural areas. In those areas, the ex-plant price of the sectional at $10 to $12 a
sq. ft. does not get skyrocketed to double that in selling price because the cost
of the land and the improvements that must be made to the land are so minimal.

In comparing assembly-line systems for producing shelter, keep -in mind that
whether the unit is a mobile, modular, prefab, component-built, or conven-
tionally-built, the basic construction system in low-rise frame construction is
all the same.

Large builders with the economies of scale, 100 or more dwelling units per
year, operating in major metropolitan areas where a universe of subcontractors
and construction labor is available, do use components in almost all of their
work, but they do not buy housing packages from other producers. One way of
examining why prefabricators can't sell volume builders lies in a value-added
analysis.

The value-added factors in producing dwelling units on an assembly line have,
to date, produced no measurable economies for in-place costs of a dwelling unit
for a builder with large volume.

The value-added factor in prefabrication is only 50%. In sectionalized hous-
ing, the forerunner of modular housing, the value-added factor is only in the
neighborhood of 25%. In mobile homes the value-added factor is only 16%. The
reason for these declining factors is that as the manufacturer adds more and
more finished products in the plant, like ovens and toilets, he adds virtually no
value to his cost of those elements by the fact that he has installed them in the
unit in the plant.

For the on-site builder who has the economies of scale, value-added factors
assuming that his assemblage of men, machinery and materials at the site is his
factory, are in the neighborhood of 100%. In short, the high-volume on-site
builder, using components as well as unassembled materials, is closer to a true
manufacturer's value-added factors than is a prefabricator, a mobile home manu-
facturer, a sectionalized house manufacturer or a modular home manufacturer.

With a handful of exceptions, the modular housing industry today is not an
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industry and probably never will be. It is simply another way for a builder or
developer to build for his own account or as a general contractor to a local
Housing Authority, assuming the economies of scale.

An obvious question that always comes up wizen we consider small code-con-
forming housing is whether or not it will create slums. Slums are created essen-
tially by people and not by structures or land use patterns. Even' mobile home
parks do not create slums. It's the use of the park, and the behavior patterns or
value judgments that go with that use that can turn a mobile home park into
a slum. Well-designed land use, for dwelling units of whatever size, plus the
incentive of ownership of a dwelling unit that really appreciates in value, can
turn a development of small dwelling units into a charming neighborhood that
stays that way. There are some excellent examples of townhouse projects built
in the 1920s and the 1930s, here and in Canada, that show us this.

In fact, the whole "slum" syndrome may be born of suburban xenophobia.
And that's a major problem for smaller dwelling units for lower-income families.

Because our new suburban cities are afraid of crime, drugs, low-income faini-
lies and things it associates with high density, the particular brand of politics
found in most suburban areas is one of maintaining a mythical status quo of the
recent past. Keep out anybody who wants to come in who is not already there.
The only political success to be gained in local government in the suburbs is to
appeal to the wishes and feelings of secure suburbanites.

There are plenty of experts who will tell you that cities as we knowv them today
are doomed because so great a part of many cities is a waste land. It is very
probably the inability of a rural culture to cope with urban life that leads to the
creation of pockets of desolation right within the center of big and thriving
cities.

Mayor John Lindsay at the NATO Countries Cities Conference in Indianapolis
last month said: "Recently, I toured the Brownsville section of my own city
with a group of twelve other big-city mayors. Seeing the empty shells of aban-
doned buildings and the ruins of a once thriving community of 170.000 people,
the Mayor of Seattle, Wes Uhlman, said to me: 'God, it looks like Dresden after
World War II.' I could not help but think that if it wvere Dresden, it would have
long since been rebuilt with substantial American support."

What Mayor Lindsay did not say was how much had already been done in
Brownsville. According to New York City's Citizens' Housing and Planning
Council, some 35,000 to 40,000 people in Brownsville are living in publicly-aided
housing and in the last twenty years about $145 million worth of public housing
alone (over 8,500 units) has been built there.

Brownsville will continue to erode no matter how much money is spent. The
desolation of Brownsville is due mostly to the displaced rural population'whicih
came to that inexpensive area of New York City in the last 20 and 33 years,
a population unable to cope with the urban condition. No matter how mune
money may be poured into Brownsville. the hard cultural pioblens created by
that massive dislocation of once-rural population must be treated first. We have
handled alien cultural problems before with big Federal sums, why not our onVIl.

Let me quote from the introduction to the Douglas Commission (National
Commission on Urban Problems) report: "Our failure to assimilate the non-white
slumndweller into the larger society is particularly shocking in light of the fact
that we recognize the problems of assimilation for another group of people:
Cubans entering the U.S. are provided-by the Department of Health. Education
and Welfare-medical and psychiatric services, family counseling services, emn-
ployment counseling services, plus financial assistance. For them, welfare is a
national program. For poor American citizens, it is still a state by state or
local matter. Before the refugee family moves North. East or West, efforts to
locate jobs, housing. and neighborhood contacts are worked out by the staff of
HEW's Cuban refugee programs. For the poor American family. few such
services are provided.

"'Tihe accomplishments of this program for Cubans are outstanding and indi-
cate what can be done once the nation commits itself to solving a specific prob-
lein. The uneducated and unskilled American rural migrant family needs even
greater help than the typical Cuban refugee who arrives here with a good edn-
cation and with job skills. Yet no institution responds to the massive migration
of native rural families moving North, East and West from the South."

Brownsville's problems are not confined just to center city either, they are
in the suburbs, too. Westchester County in New York has long been thought
of as the epitome of all suburban counties: one in which everybody has money.
lives in nice colonial houses, belongs to the country club, and commutes into,
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the city. The fact is that the county budget in Westchlesler has ti welfare rot'
that eats up $150 million a year out of a total budget of $151 million. There
are 550,000 people on welfare in WVestchester and the number is growing boy
1,404)0a month.

Obvi'iouslij, zoiing has beein (1n1( iceIl still be th/c biggest prob7clm for .'Snia1.ler
(di elling units. Suburbs will fight low-income housing like crazy. Altho li I se
Attorney General has gone after Blackjack. Mfo.. and a launch of other blatant
cases of racial discrimination ini low-incoile housing, there is no sign that anly
particular suburban area is ready to roll over and play dead on the issue. Ahno.ot
every suburb can and will attempt to show that their racial lias is really :in
econionuic bias in favor of the municipal exchequel.

They wvill try to keep out iost low-income housing under the interpretation
that Justice Black put on the California referendum (case. Even if they don't
Wiin their cases, the suburbs will be able to stall lower-inconiie housing in the
suburbs and therefore stall a lot of starts under various subsidy progranils.

I bowever, easily as important as the low-incomne housing problem is to most
of us. just as important is the fact that exclusionary zoning zones our children
out of most desirable suburbs. TI'hey can't afford to live out there, either. For
a long time the biggest cost booster of housing has been zoning and subdivision
regulations. Obviously, the insistence on big parcels of ground and broad, heavily
engineered improvements, like roads, add to costs.

Density control by zoning ordiiance is a fraud. Zoning was originally designed
to keep people out. Perhaps we ought to send all of the city fathers and all Fed-
eral and Supreme Court Justices down to Houston to take a look at a city
where there is no zoning. In Houston, urban growth is principally controlled by
economic forces in the marketplace and secondarily through restrictive covenants
in various subdivisions and a relatively limited number of land use ordinances
adopted by the city. And Houston has no worse land use patterns than any zoned
city in the country.

I think the best quotes on zoning and Houston's lack of it were made by Ber-
nard H. Siegan, a Chicago attorney, in a speech in May: "Zoning gives control
over the use of land to a strange combination of politicians, planners, owners,
courts, citizens, do-gooders, do-badders, etc. As a result, forces are controlling
land uses that have virtually no relationship to maximizing production, satisfy-
ing consumer demand, maintaining property rights and values, or planning
soundly."

The whole body of zoning law should be in question. Zoning is a "police power"
regulation, which each state has to legislate for the health, safety, morals and
general welfare of its citizens. But it is only really a recent power and its legal
roots are very questionable to a lot of us.

First zoning in this country was enacted in New York City in 1916. It set a
pattern that has been the raison d'etre of zoning ever since: that original zoning
was designed to prohibit loft-building industry from moving north of 14th Street
up into the retailing districts along Fifth Avenue. That first zoning system left
property entirely in private hands while regulating its use in the interest of
the general public. Zoning simply codified development that was already there.

Then, in 1926 in the case of the City of Euclid v. Ambler, the Supreme Court
tried its first and last zoning case, which held that cities and towns could deter-
mine, in the public interest, land use and densities of privately-held land. Almost
all original zoning ordinances, adopted shortly after the Supreme Court decision
in 1926, ignored real planning, just codified what was already in town.

Is zoning the dead hand of the past? From its beginnings in 1916 zoning did
nothing to improve the urban plant. it simply provided legal sanctions for con-
tinuing to do what people were already doing. There was almost always a good
economic rationale for a particular land use, and so zoning became a codification
of economic imperatives. And what kind of a legal foundation is that?

Then, too, in the United States we developed from Colonial times our version
of each man with his own land and manse set prominently upon it. And the owner
of a lot was and is dependent on his neighbors for his environment. we tradi-
tionally used yards rather than walls as dividers between properties.

It was reasonable, therefore, that zoning's objectives became protection of the
single-family home, as well as protection of the free marketplace. As lawyer
1)ick Babcock writes: "The first requires that government take positive action,
and the second demands that government refuse to take positive action." Ob-
viously a contradiction.

What kind of lawv is it that one can break with imnpunitV? The legal foundation
of zoning is further weakened, in my judgment, by the fact that it is the only

67-650--71-16
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body of law you can get the right to break: primarily by 're-zoning", the chang-
ing of use designations through political clout, and to a minor degree by variances.
These actions permit rape and murder of the cityscape under zoning. One can't
find anything like it in any body of Anglo-Saxon law.

Most of our laws affect everyone in nearly the same way. But a re-zoning Is a
special permit to break the law. So zoning laws differ from most other police
regulations in a very fundamental respect a zoning ordinance affects property
owaers, or groups of property owners, in many ways, almost all of them
economic.

Based as it is on the police power, zoning must be justified as protecting
health, safety, morals and general welfare. It usually can be shown that it does
this in keeping industrial and commercial areas out of residential areas. But
does this justification ring true at all in controlling residential density? Hardly.

Most density control is defended as a fiscal necessity. Heavy financial bor-
dens of local governments, and their struggles to meet expenditure needs through
the property tax, result in "fiscal zoning". That means let in only those who
can afford big lots and big property tax because most cities and towns live on the
edge of bankruptcy. The relatively low tax revenues obtainable from lowver
income housing will add to the community's fiscal strain. But this is only true
where housing must be subsidized through tax abatement.

On the other hand, municipal expenses per dwelling unit in multifamily hous-
ing are usually not as great as the burden of single-family, detached housing.
Costs per unit of police, fire, water. sewer, road maintenance. all other environ-
mental maintenance and protection costs, even the provision of parking on
city-owned land, are cheaper in multifamily.

The fact is that more and more suburban municipalities can no longqer afford
the lux nry of large lot sing7e-famrilies.

Chairman ProxA[IRR.. Thank vou very much, Mr. O'Neill.
Our last witness is Professor Swan.

STATEMENT OF CRAIG SWAN, ASSISTANT PROFESSOR OF
ECONOMICS, UNIVERSITY OF MINNESOTA

Mr. SWAN. Mr. Chairman and members of the committee, housing
has been the one bright spot in an otherwise bleak economy. From
January to December of 1970 the unemployment rate rose from 3.9
to 6.2 percent on a seasonallv adjusted basis. Prices continued to rise
at a rate of about 5 percent for the year, and real output actually de-
clined. During the same period total private housing starts almost
doubled, rising from an annual rate of 1,059,000 units to a rate of
2,054,000 units. In fact, housing starts in December 1970 were at their
hiqhest rate since mid-1950.

For the first half of this year housing starts have remained at his-
torically high levels, at an annual rate of almost 1,880.000 starts as
compared with a rate of 1,433,000 for the year 1970. The immediate
outlook for housing starts, for the last half of this vear and the third
ouarter in particular, is quite favorable. Because of lags in behavior
the major factors influencing the level of starts for the third quarter
are for the most part, already determined. Actual levels of housing
starts next spring will depend crucially on current decisions with re-
spect to monetary policy. A sharp escalation of interest rates now will
moderate housing activity in the fourth quarter of this year and could
lead to a repeat performance of the 1966 and 1969 experience next year.
Since the major focus of these hearings is on appropriate conduct for
monetary policy, it is appropriate to first review the evidence from
the sixties documenting the impact of monetary policy on housing
activity.

It is not surprising that monetary policy has such pronounced effects
on housing starts as the purchase of a house has numerous character-
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istics which make it quite sensitive to changes in credit conditions:
A large proportion of all purchases use mortgage credit, a large pro-
portion of each purchase is financed with mortgage credit, and bor-
rowers have few if any alternative sources to borrow from. A Federal
Reserve study has estimated that 95 percent of new single-family hous-
ing units sold make use of mortgage financing With mortgages aver-
aging 88 percent of the purchase price.

Besides relying heavily on mortgage financing to make their
purchases, home buyers are relatively restricted on the source of mort-
gage financing. Unlike other borrowers who often have recourse to
capital markets directly as well as financial institutions, home buyers
are, by and large, limited to the traditional mortgage lenders. commer-
cial banks, life insurance companies and the two major savings institu-
tions, mutual savings banks and savings and loan associations. When
funds are not available from those lenders there are few alternative
sources the prospective homeowner can turn to. Large scale purchases
of mortgages by the Federal National Mortgage Association are rela-
tively recent and helped to moderate, but did not eliminate, the decline
in housing starts in 1969.

It is also interesting to note that with new financing developments,
multifamily starts showed more strength in 1969 than in 1966. In 1966
multifamily starts accounted for 40 percent of the decline in starts
while accounting for only 34 percent of total starts before the decline.
In 1969 while initially accounting for an even larger proportion of
starts, 42 percent, multifamily starts counted for only 31 percent of the
decline in starts. Part of the explanation for smaller decline of multi-
family starts in 1969 is the development of equity kickers, an arrange-
ment by which the lender gets not only the return on his mortgage but
also participates in the profits of the project.

The importance of the four traditional mortgage lenders as a source
of mortgage funds can be seen in the fact from 1960 to 1970 they sup-
plied 83 percent of the increase in residential mortgages. Of primary
importance among the four traditional lenders are mutual savings
banks and savings and loan associations. Both institutions specialize
in mortgage lending, turning deposits into mortgages, almost dollar
for dollar. From 1960 through 1970 increased deposits at both institu-
tions of $128.7 billion were accompanied by increased mortgage hold-
ings of $130.4 billion. Among the traditional lenders, the two savings
institutions hold 68 percent of all residential mortgages. From 1965
to 1970 they accounted for 71 percent of increased mortgage holdings
by the traditional lenders.

Rising interest rates effect housing starts by their influence on home
buyers and by their influence on the availability of mortgage credit.
Rising interest rates raise the cost of homeownership and induce in-
dividuals to postpone the purchase of a house. Rising interest rates on
market securities make them more attractive assets to savers and lead
to reduced savings flows to the savings institutions with a consequent
drop in the availability of mortgage funds. Finally, rising interest
rates are usually associated with relative yield spreads that favor
other securities over mortgages, leading those institutions with port-
folio flexibility to allocate funds away from mortgages to other higher
yielding assets. During the sixties the effect of rising interest rates on
savings flows to the savings institution with the associated drop of
mortgage funds has had a major impact on housing activity.



240

As can be seen in figures 1, 2, and table 1, monetary policy, through
its impact on interest rates, has strong and direct effects on the flow of
deposits to mutual savings banks and savings and loan associations.
As market yields rise above the yield on savings deposits, individuals
respond by reducing the flow of funds into the savings institution and
instead accumulate higher yielding market securities.

(The figures and table referred to above follow:)

Figure 1. Interest Rate Differential and the Growth in Deposits
at Savings Inatitutions, 1965-1971.
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Notes:
Interest Differential: Difference between new issues yield
on three month Treasury bills and the average yield on de-
posits at savings and loan associations and mutuai savings
banks.
Growth in Depos'ts: Savings in flows at mutual savings banks
and savings end loan associations as per cent of initial de-
posits. Annual Rate.

Sources: Treasury Bill Rate: Business Statistics. 1969 and
Economic Indicators, various issues.
Yield on Savings Deposits: Saving and Loan Fact Book.
1970, U.S. Savings and Loan League.
Deposits: Federal Reserve, flow of ±'ands.
'avinga in flows for 1971 and deposit yields for 1970
and 1971 are author's estimates.
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Figure 2. The Flow of Funds to Savings Institutions and Housing
Starts 1961-:'70.
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TABLE 1.-ALLOCATION OF INCREASES IN NONCONTRACTUAL, NONEQUITY ASSETS BY HOUSEHOLDS, 1960-701

ln percent]

Savings accounts
Demands-- - - Credit

deposits and Commercial Savings market
currency banks institutions instruments Other assets

Year:
1960- -7 17 57 30 3
1961 -5 28 51 13 3
1962- 10 37 47 4 2
19S3 -17 24 45 13 1
1964 -17 23 44 13 3
1965 18 33 33 13 3
19S6 - 9 31 21 36 3
1967 -22 35 34 4 5
1968 -20 28 23 24 5
1969 - -------------- 14 13 19 52 2
1970 -7 32 33 23 5

I Noncontractual, nonequity assets of households are measured as total financial assets minus investment company
shares, other corporate shares, life insurance reserves and pension fund reserves.

Source: Flow of Funds Accounts: Financial Assets and Liabilities Outstanding, 1959-70, Division of Research and Sta-
tistics, Board of Governors of the Federal Resefve System, May 4,1971.

lMr. SwAN. During the early sixties households allocated most of
their noncontractual. nonequity savings to commercial banks and the
savings institutions. They accumulated only small amounts of market
securities, averaging only $3.8 billion a year or 14 percent of non-
contractual, nonequity savings. Commercial banks and savings insti-
tutions accounted for 73 percent of these savings, or $10.5 billion a
year.

In 1966 as market rates rose, households responded by reducing the
flow of deposits to savings institutions and purchasing instead large
numbers of market securities. In 1967. as market rates declined, sav-
ings flows to the savings institutions revived. However, as rates rose
through 1968 and again in 1969, households responded by reducing
their accumulation of low yielding savings deposits and increasing
their accumulation of market securities to a rate 41/2 times higher
than that of the early sixties. Through 1970, savings flows again picked
up. responding to the drop in market interest rates over the year.

Fluctuations in the flow of savings to mutual savings banks and
savings and loan associations have been mirrored, with appropriate
lags, in the fluctuations of housing starts. In 1966 as the flow of funds
to the savings institutions dropped abruptly, housing starts declined
dramatically. As savings flows revived, so did the level of housing
starts. Again in 1969 as the flow of funds declined, housing starts
again turned down. When savings flows turned up so did the level of
housing starts.

That the decline in starts in 1969 was not as severe relative to the
decline in savings flows and the rise in interest rates is due to several
reasons. Advances from the Federal home loan banks to savings and
loan associations offset some of the decline in savings flows. Advances
for the year totaled $4 billion. During 1969 the Federal National
Mortgage Association (FNMA) also took effective action to maintain
the flow of funds to the mortgage market. By the fourth quarter of
1969, FNMA was accumulating mortgages at an annual rate of $6.6
billion; FNMA was then providing 35 percent of residential mort-
gage funds.
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The drop in market interest rates, with the associated revival in sav-
ings flows and drop in mortgage rates, have been major factors in the
recent dramatic upswing in housing activity. Continued low vacancy
rates and high rates of household formation are indicative of the
strong underlying demand for houses. With the freeing of financial
restraints during 1970 the result was a substantial increase in housing
starts.

These factors have continued to be favorable for housing starts dur-
ing the first half of 1.971. Demand continues strong; vacancy rates are
still at low levels and the rate of household formation continues at
high rates. Savings flows to the savings institutions during the first
half of 1971 have been at unprecedented rates. These savings flows,
along with continued high demand, will support high levels of housing
activity in the last half of the year. It is ont inconceivable that starts
could reach an annual rate of 2 million units in the third quarter.

The outlook for housing next year is subject to more uncertainty
than the short-term outlook, but will depend critically on the stance
of monetary policy during the last half of this year. Several factors
responsible for the current high level of housing activity are of a
transitory nature and cannot be expected to have a continuing in-
fluence on housing starts. Even if interest rate differentials do not
move adversely, the flow of savings to thrift institutions cannot be
expected to remain at the high rates observed in the first half of this
year. The savings rate is extremely high and may decline. Part of
the inflow of savings appears to arise from a reallocation of the stock
of financial assets by households away from lower yielding market
instruments, specifically Government securities, to higher yie-ding de-
posits. Continuing inflows of savings must come from the flow of
household savings and cannot be expected to match the rates of the
first half of this year. Pressures to restore vacancy rates to more nor-
mal levels may also be of a transitory nature. If current high rates
of homebuilding allow vacancy rates to return to more traditional
levels, then this source of housing demand will be satisfied.

Taking these transitory factors into account and assuming monetary
policy holds interest rates at current levels, the outlook for housing
next year is for a continuing high level of starts. However, should
monetary policy tighten and precipitate another sharp rise in inter-
est rates, the results for housing will be all too familiar and predict-
able. As market rates rise, savings flows to mutual savings banks and
savings and loan associations will decline, leading to a drop in the
availability of mortgage credit and a consequent decline in housing
starts. Such an escalation of rates would depress the one booming
sector in the economy and further postpone the recovery to full
employment.

Chairman PROXMIRE. Thank you very much, Mr. Swan.
Mr. Cagan, it is hard for me to understand your target of a

growth in real GNP of 3 to 3.5 percent for the 2-year period since the
business peak of 1969. If we make any realistic assumptions at all
of the growth of the labor force and certainly as to increases in pro-
ductivity. that this would result in no reduction in unemployment:
None, and as a matter of fact, perhaps an increase in unemployment.

Mr. CAGAN. No; the figures assume an increase in productivity and
the labor force.
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Chairman PnOX3IIRE. Let's take both of those. What increase do
you assume in the labor force during this period?

Mr. CAGAN. The trend rate of growth of about 1.7 percent per year.
Chairman PROXMIRE. And what increase do you assume
Mr. CAGAN. The median increase in productivity that occurred dur-

ing previous cyclical recoveries. It is around 4 percent.
Chairman PROXMTIRE. If you put those together, if you have a 1.7

percent increase in the work force, and productivity is increasing at 4
percent, doesn't that mean if your growth is 3 or 3.5 percent you have
larger unemployment?

Mr. CAGAN. You have to take into account the change in hours.
Chairman PROXMIRE. Well, the changes in hours would make it even

worse-the hours now are still far below normal. They are around 38,
38 and a fraction, which is quite low. The recovery, as it proceeds, the
hours get longer, and that should aggravate this situation further.

Mr. CAGAN. I will send you the inforimation which shows the calcu-
lations. I am sorrv that I do not have them with me to give you the
details now.

(The follow ing information was subsequently supplied for the
record:)

DERIVATION OF TARGET GROWTH IN REAL GNP FOR 1971

Earlier this year I made a study of recoveries from previous business reces-
sions (published in The Commercial and Financial Chronicle, May 6, 1971). I
examined the first year of recovery for the three previous recessions since World
War II to see what typically happens to the components of GNP growth. (I ex-
cluded 1949 because its recovery was atypical with the outbreak of the Korean
War.) These previous cycles indicate what is likely for a recovery from this
latest recession which the National Bureau of Economic Research dates from a
peak in November 1969 to a trough in November 1970. The end of the first year
of recovery will be next November. The previous three recessions were deeper
than this last one, and the speed of recovery depends upon the depth of the con-
traction. To allow for this dependence, I measured GNP growth from the cyclical
*eak to the end of the first year of recovery, combining the contraction and re-

covery period together. This brings out the similarity among these mild cycles.
I estimated that a growth in real GNP of 3.5 percent per year for the two-year
period since the business peak in the fourth quarter of 1969 would be consistent
with the experience of past cycles and would also reduce unemployment to 5 per-
cent and inflation to under 4 percent by the end of the year.

These figures were derived in my study as follows: Growth in real GNP can be
expressed in terms of the labor supplied and its productivity; total growth is the
sum of the percentage changes in real GNP per manhour, hours per worker, labor
force. and the change in the unemployment rate. Let us take each in turn.

The median growth in real GNP per manhour for the three previous recessions
ivas 3.4 percent per year, from the cyclical peak to the end of the first year of

recovery. For hours per worker, the figure was -0.4 percent. These figures per-
tain to the private sector. Government workers are treated in the national in-
come accounts as having little change in productivity, and they comprised 16
percent of those employed in 1970. If in addition their hours remain unchanged,
we should reduce both figures by 16 percent.

For the labor force, projections of the Manpower Commission give an average
growth of 1.7 percent per year between 1970 and 1975; this could be higher in a
recovery year. but not by much.

Finally, for unemployment, I take a target of 5 percent for the end of this year
as probably what policymakers would like to achieve, if they can. That still
means a two-year increase of 1.4 percentage points measured from the 1969 peak
of 3.6 percent, or a rise of 0.7 per year.

Adding up these components of real GNP, we arrive at an increase of 3.5 per-
cent per year (or 7 percent in total for the two years together). Of course, if



245

productivity or hours grow faster than this projection assumes, either real GNP
will grow more or unemployment will end up higher.

The 3.5-percent target growth in real GNP can be translated into a growth in
dollar GNP by adding the actual rise in prices in 1970, which was 5.3 percent,
and the target rise for 1971 of 4 percent. The implied two-year growth in dollar
GNP is 8.3 percent per year.

GROWTH IN REAL GNP

(Percent change per year since cyclical peak)
In summary:
Real GNP per Manhour (median) (Priv. sect.) 3.4 (1-.16) plus Hours per

Worker (median) (Priv. sect.) -0.4 (1-16) plus Labor Force (Projected)
+1.7 minus Unemployment Rate (Target: 5% end of 1971) 0.7 equals Real GNL',
3.5%.

GROWTH IN DOLLAR GNP

Real (target) (1.035)2. Prices: 1970 (actual) (1.053). 1971 (target) (1.05)
equals 8.3% per year.

Chairman PROxmIRE. I would like to see all of those assumptions,
increase in the work force, productivity, and the very important item
that you suggest, of the probable increase in hours of work. It has
been my conclusion that unless we have a substantially greater growth
rate than 3 or 3.5 percent, we are going to be in serious trouble with
rising unemployment.

Mr. CAGAN. I don't think that is the case.
Chairman PROX-MIRE. Mr. Minsky, you implied that the financial

structure of business is in danger. I think it is a very interesting
statement that you present; that all of you gentlemen present. Your
statement emphasized something that has not come to our attention.
You say the excessive indebtedness may lead to cutbacks in invest-
ments. None of the previous witnesses before this committee have
stressed that. *What historic evidence do you have that the financial
structure problem has caused a setback in the economy

Mr. MfINsKY. *Well, the historical evidence which goes back to the
interwar period, is that you have the same type of building up of
liability structures and decreases in liquidity throughout the interwar
period. That was documented in my study for the Commission on
Money and Credit. Over the postwar period, we have the flow of funds
data. The numbers are in the flow of funds data. We had one slight
episode during the Eisenhower administration where this type of
deficit financing by the corporate sector. We had another episode lead-
ing up to 1966 and a third episode leading up to 1970; the crunch
and the squeeze.

What we have bad-and Professor Cagan documented part of it-
is the continuous rise in velocity over the postwar period. But the
other side of the rise in velocity is people and corporations squeezing
their portfolios. Corporations hold less cash and more substitute
assets relative to their volume of activity.

Mly own view is that the thing that happens when you have a large
boom, such as you had in 1968, 1969. and 1970. is that the economy
becomes, as I called it, euphoric. At such times, we get our Jimmy
Lings, with their asset redeployment, which is really putting out new
debt. to take over other corporations. You have. on the margin. busi-
nessmen willing to finance increasing investments by heavier debt
burdens. The stock market feeds back, by the rise in the stock market,
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giving implicitly greater value to the corporation, making them will-
ing on the margin to invest by issuing'mote; debt:

Yesterday in the Wall Street Journal, there was an article on the
back page dealing with the current steel negotiations. In that article
they emphasized, if I recall correctly, how the steel c.ompanies, debt
ratio meant that they couldn't take a strike.

Chairman PROXMIRE. I noticed.that article.
Mr. MINSKY. This is just another facet of what I hm talking. about,

that you now have these cash flows due to debt, which constrain what
you are going tb do in the future.-

As an example of what happened, the expectations in the airline
industry of the 12-percent growth withoutlimit led them to pile'ii
these orders for new planes. And I made the comment at that time,
when we had this great boom in chicken franchise shops, that the.only
way in which we could make both sets of investments pan out was if
most of us spent most of our 'time flying,' eating fried chicken.

You had these investment- overshoots. But these are heavily debt
financed.'When profits didn't react, this'beiame a burden, the burden
which constrains the steel corporations now. Obviously, they are going
to react in the future by attempting to cut their debt ratios, to de-
crease their breakeven point in operations, to increase thei: 'profit
margin relative to out-of-pocket costs. Ahd they'will use-and in re-
cessions historically, people have used.

Chairman PROkMIRE. Have. you done some6 specific work with "re-
spect to the' aircraft 'manfufacturing airline area?' : '' '

'Mr. MINSKY. No; I have not. It i-s just common knokledge. 'I think
you have been giving us a good deal of our information about that.

Chairman PROXMIRL. I just understood 'ou'had some opinions that
were based on your work, opinions in Lockheed.

MIr. MIN SKY. What?
Chairman PROXMIRE. Based on your recent work, I thought you

Might have opinions.
Ml. MINSKY. I have opinions- on the Lockheed situation. I suppose

everybody does.
Chairman PROXMIRE. If they are not relevant we had better move

on over to some other things.
Mr. MINSKY. But in previous recessions, there was more evidence of

cleaning up balance sheets than ini this curtriit recession, so that when
you are thinking about the expansion, it is starting with sloppier
balance sheets than earlier.

Chairmaii PROXMIRE. Business has. been engaged in a record ex-
pansion of long-term debt this year, and in large part to refinance
short-term liabilities. -Do you. consider this a good sign, that basic
liquidity is improved?

Mr. MINSKY. That is one of my explanations for the sustained high
interest rates. It is a good thing-but there is something which has to
be pointed out. The present pace of investment means that they need
$20 billion of deficit financing by current investment and it is only
what they do in addition to that $20 billion that actually improves
their balance sheets. And, of course, a good'deal of what is happening
is in the way of almost "bail-outs." This is what is happening with
TWA going into the market for equity' financing yesterday, or is it
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today. It is a poor balance sheet which is going in and trying to be
bailed out by a new issue of equity. This is taking place at a very high
price in terms of the proportion of the total equity, for-

Chairman PROXMITRE. For the disastrous years of losses?
Mr. MINSKY. Yes; and this means that they are not going to be in

as good a position, or eager, to require new equipment and new facili-
ties. So, I think, we are going to see a period of slack, for example, in
airline orders.

Chairman PROXMIRE. That is very interesting and very relevant to
what we are going to take up in a few minutes.

Mr. O'Neill, this was a very interesting conclusion you made on the
size factor of housing. Frankly, I am ranking member of the Housing
Subcommittee in the Senate and I have not had this called to my atten-
tion as vividly and dramatically as you did. What you are saying is if
we want to reduce the cost of housing, it is the size of the housing. You
are not talking about going to mobile homes. As a matter of fact, you
have a dramatic statement where you say:

Obviously, a careful statistical analysis of living expense can be made in favor
of either mobiles or code-conforming dwelling units. Most observers, with no axe
to grind, would settle for the generality that It costs a family as much to live in
a mobile home, in a mobile home park, Including the purchase price of the mobile,
as it would cost them to buy and live In a new home costing tw6 to three times
as much.

You go on to add, "Furthermore, the realty would appreciate over
time, while the mobile home would depreciate to zero value." So the
15 years after you bought the home it is worth more, not less, whereas
15 years after you bought the mobile home, it is worthless.

Mr O'NEILL. Correct.
Chairman PROXMIRE. That is a factor that has not been brought up.

Again and again HITD comes before our Housing Committee and says
you have to recognize the great job we are doing for people by encour-
aging mobile homes. This is a very promising development, and I think
it is an alternative that we should recognize. But at the same time, you
point out the liability as far as the family is concerned. They have to
pay more, considering what they get, and they end up with nothing
instead of a home that has appreciated in value.

Could you give us your views on how well the President's effort to
bring construction wages and price increases under control are
working?

Mr. O'NEILL. I believe, Mr. Chairman, that the.Construction Indus-
try Stabilization Committee has some effect, but I think it is minor.
I think the greatest effect on the recent dropoff in construction in-
creases from, let us say, 16-percent increases last year to about 10 per-
cent ini this first half, is due more to unemployment and the fear of
more unemployment in the construction industry than it is to any
jawboning effect of the Construction Industry Stabilization
Committee.

In our industry,.which is a subcontract industry, subcontractors do
not respond, nor do their journeymen, to jawboning. In other words,
if an owner of an apartment project has to get the project finished
to get his cash flow going by, say, October 1, he will pay double time
or anything else he has to pay to get the job finished. But the construc-
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tion industry finds unemployment running between 12 and 18 per-
cent in different parts of the country and this has finally begun to
spook the rank and file. In fact, they are beginning to realize that many
of them have placed themselves out of certain markets where con-
struction just stops, even commercial construction, and moves into
areas where there are nonunion journeymen available, men who will
in time become their own entrepreneurs or subcontractors, if you
please, and are not interested in pricing themselves out of the marlet.

CISC does have some effect but I think it is very minimal. I think
the rank and file sees the handwritinig on the wall, they can go so far
and then they pass beyond economic feasibility for the housing sector
or even the building sector to use their services in certain geographic
areas, and construction stops.

Chairman PROXMIRE. What you are saying, the economic factors
are directing this rather than any particular policies of the
administration?

Mr. O'NEILL. I think the construction industry wage rates particu-
larly are highly economically determined, that they in fact do not
respond very well to jawboning at all.

Now, that isn't to say they might respond a lot better and quickly
to wage and price controls. They might. But you cannot put that just
on the construction industry and not on the rest of the economy, be-
cause the price of materials in the construction industry would have to
be priced the same for all other industries.

Chairman PROXMIRE. Taking a longer-run view, what steps should
be taken to improve the structure of the construction industry or bring
down the cost of housing?

Mr. O'NEILL. I am not sure we can bring down the cost of housing at
all as long as the specification remains that it last the-life of mort-
gages, that it provide all of the goodies we all expect of housing, and
that it not erode the municipal tax base. I do not thinik there is any
cheap way around that, except the reduction in size and'land use, or
allocation of shared land.

Chairman PROXMIRE. The European experience has been to build
smaller homes on smaller lots; is that right?

Mr. O'NEILL. Yes; and with much lower level of amenity. That is
where the economy rises. Not as many appliances, not as many fix-
tures, and not as good finish and hardware

Chairman PROXMIRE. We can have the amenities, I take it from your
statement, the amenities that most Americans now expect and require,
with a far less expensive house, provided we reduced it in size?

Mr. O'NEILL. Right. We can do that and we can also lower the level
of amenity. What we have done historically, or newcomers have done,
is to concentrate on the shell of the unit. And the shell of the unit is
only about 20 percent of the first price of the unit and in a typical
situation to a buyer. Whether it is high rise or lower. If you build a
high-rise structure and plug into it modules, the shell of the modules
still would come in at less than 20 percent of the first price of a high-
rise condominium unit to a buyer. When you concentrate on putting
that on the assembly line and change the production system for just
the shell, you might cut its price 15 percent, which then gives us a
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3 -pelcent cut in the price of the dwellinag unit. But the monthly hoiis-
ing expense is over the double amortization of a mortgage, so there
you hlave cut your 3-percent saving effect into 1.5 percent in a month.
and inflation wipes that out.

Chairman PROXNrIRE. It is beyond me why HUD and none of thosemany people interested in housing,, studied the size of housing-how0
big the bedroom should be, the living room, and so forth.

This gentleman over here, my administrative assistant, Howard
Shuman, as you know, had a lot to do with the Douglas Commission
report. You referred to that report. He said you had a most imagina-
tive anld interesting suggestion. Maybe it is not practical, but, at the
same time, we certainly ought to consider it.

In automobiles, we find except for the foreign imports, which has
made a big difference, wve would still be probably with the enormous
cars, weighing far more than they have to and costing far more than
they should, and far too expensive to drive, for no -very- good reason.

Mr. O'NEILL. If you look at garden apartments and efficiency apart-
ments, the way we house a lot of households in high-density areas, they
are very small units. They are much smaller generally than single-
family houses. So the size factor is important, very important.

One of the reasons whiy HUD sometimes misses some of these points
is that the housing business is a most complex business and there is
no easy way to approach it to know everything about it in nothing
flat.

Chairman PRoxMAIRE. Before I leave, I would like to ask Mr. Swan,
a question. As I understand your statement. Mr. Swan, you think
the number of housing starts for the rest of this vear will remain about
where thev are now, at a fairly high level and perhaps rising a bit to
2 million units. This also means, does it not, the level of housing starts
will not be increasing significantly, will not be the same contribution
to the overall level of economic growth, which there was last year when
housing starts increased greatly by a half million? Is that correct?

MI. SWAN. That would seem to be true, although looking only at
starts is a bit misleadimg as measure of the impact of housing activity
on employment and general economic activity. Starts measure when
construction is initiated. The impact on employment and income
comes as construction actually takes place and that occurs with a lag
after starts. For example, even though the-e was a large runup in
starts in 1970, the rate of new construction in 1970 was not much dif-
ferent than in 1969.

Chairman PROXAIIRF. For 1972 the outlook might stay at about the
present level but if interest rates rise and money tightens, there should
be a sharp decline?

Mr. SAVANT. Right.
Chairman PROX-MIRE. What conditions would it take to keep the

level of housing starts rising? My amendment in 1968 provided for a
goal of 26 million in 10 years and we all know that goal is not being
reached by a long shot. We want to get on 2.6 million housing starts
verv soon. We are reaching the half-way point in that decade.

Mr. SWAN. It is not so clear-I have not seen the President's third
report, but if you look at the "President's Second Report on Housing
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Goals" and if you count a mobile home as a housing start, it appears
we are not so far off your goal. It should be remembered that a sig-
nificant proportion of those 26 million starts included mobile homes.

Chairman PROXMIRE. I asked what you expected and you seemed to
indicate that there wouldn't be much increase this year and we might
have a drop next year.

Mr. SWAN. I do not think there will be much of a drop next year.
Continued growth in the economy would in fact mean' normal growth
in savings and that would lead to some increase in housing starts. I
do not have a long-range projection, although if credit conditions do
not tighten, say interest rates remain at their current level with per-
haps a small decline in long-term rates, I do not feel the President's
goals are impossible.

Chairman PROXMIRE. Unfortunately, gentlemen, I have to go to
that rollcall. I have not missed one in 5 years. I do not want to start
now.

Thank you very much. Tomorrow there wi1l be a hearing. The com-
mittee will hear Chairman Burns of the Federal Reserve Board, in
room 1202, New Senate Office Building.

(Whereupon, at 11:20 a.m., the committee was adjourned, to re-
convene at 10 a.m., Friday, July 23,1971.)

C. .. . i
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The comiittee met, pursuant to recess, at 10 a.m., in room 1202,

New Senate Office Building, Hon. William Proxinire (chairman of
the committee) presiding.

Present: Senators Proxmire, Bentsen, and Javits; and Representa-
tive Conable.

Also present: John R. Stark, executive director; Loughlin F. Mc-
-ugh, senior, economist; John R. Karlik, Richard F. Kaufman, and

Courtenay M. Slater, economists; Lucy A. Falcone and Jerry J. Jasin-
owski, research economists; George D. Krumbhaar, Jr., minority
counsel; and Walter B. Laessig and Leslie J. Bander, economists for
the minority.

OPENING STATEMENT OF CHAIRAIAN PROXMIRE

Chairman PROXMIRE. The committee will come to order.
Today we conclude our hearings on the midyear review of the econ-

omy as we hear from one of the most illustrious economists and pub-
lic servants of our times, Mr. Arthur Burns. As Chairman of the
Board of Governors of the Federal Reserve System, he carries a tre-
mendous burden in setting monetary policy in these times when it
appears that nothing seems to be working right-an engineered reces-
sion to get inflation under control but which failed to curb inflation
and caused a rise of unemployment to an intolerably high level of 6
percent of the civilian labor force.

As a matter of fact. it is my understanding that this morning the
CPI disclosed a rise in the cost of living at an annual rate of 6 percent
which indicates once again that there is not much evidence that infla-
tion is getting under control.

And yet, only a few days ago. the newly designated chief economic
spokesman for the administration offers more of the same policies
which have utterly failed in their stated objectives. The only program
to which the administration referred at the start of the year which
has been fully carried out-an expensive monetary policy-is the one
over which the Executive had no control, since by law it is under the
jurisdiction of Mr. Burns and the Federal Reserve Board.

I am sure Mr. Burns will provide us with a thoroughly competent
analysis, not only in the area of monetary policy but in other major
economic policy areas as well.

(251)
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Mr. Burns, I may say that the private witnesses who have appeared
before us in this midyear review have been almost unanimously pes-
simistic as to the outlook for the rest of this year and into 1972. As
you can well imagine, proposed remedies for our unsatisfactory per-
formance were varied. I hope that as a result of our discussion this
morning, we shall be better able to establish some basic guidelines for

Government actions to achieve in the near future a muich more satis-
factory performance.

Mr. Burns, please proceed in your own fashion. If you wish to sum-
marize any part of your testimony, the complete statement will be
printed in the record.

STATEMENT OF HON. ARTHUR F. BURNS, CHAIRMAN, BOARD OF

GOVERNORS, FEDERAL RESERVE SYSTEM

Mr. BuRN-s. Thank you, Senator.
I am pleased to meet with you again today to report the views of the

Board of Governors of the Federal Reserve System regarding the
state of the economy at midyear.

Since I last appeared before this committee on February 19, it has
become evident that a cyclical recovery of our economy has com-
meiiced. Indicators of future business activity, which were already
rising in the latter part of 197O, have strengthened further. Compre-
hensive measures of current activity-such as the physical volume of
industrial production, total employment, retail sales adjusted for price
elhangzes, and total real output of goods and services-have shown mod-
erate improvement as the year has progressed. ANTe are confident that
this recovery process will continue and broaden in the months to come.

Nonetheless, some of the economic problems that have troubled us
as a people over the recent past are still much in evidence. Large in-
creases in wages and prices persist in the face of extensive unemploy-
ment of labor and capital. The international balance of payments
remains unsatisfactory; indeed, our fragile export surplus has clis-
appeared in recent mnonths. In financial markets. interest rates are re-
sponding to fears of continued high rates of inflation by moving up
again despite rapid monetary expansion. And while business profits
have improved somewhat, they remain exceptionally low.

The cost-push inflation we are experiencing, and the widespread
concern over continued rapid inflation, are a grave obstacle to the full
economic improvement we all ardently seek. As long as inflation per-
sists, consumers are likely to remain rather conservative in their
spending plans, fearing the possibility of budgetary over-commitment.
As long as inflation persists. businessmen are likely to remain cau-
tious in their investment policies, apprehensive that profit margins
may erode despite higher prices. As long as inflation persists, financial
investors will remain reluctant to commit funds to long-term securities
unless they are compensated by a higher interest rate. Expectations
of inflation thus permeate the gamut of private decisions to spend and
invest, and this is restraining the private efforts needed for vigorous
and sustained economic recovery.

A year or two ago it was generally expected that extensive slack of
resource use, such as we have been experiencing, would lead to signi-



253

ficant moderation in the. inflationary spiral. This has notl happened,
either here or abroad. The rules 'of economics are iot working in quite
the away they used to. Despite exten'siVe' unemployment in our country,
wage rate increases have' not moderated. Despite much idle industrial
capacity, commodity prices continue to rise rapidly. And the Qxperi-
ence of other industrial countries, particularly Canada and Great
Britain, shouts warnings that even a long stretch of high and rising
unemployment may not suffice to check the inflationary process.

I shall return to the causes and implications of this new rigidity in
our economic structure at a later point. Let me turn first, however, to
a brief review of economic developments during the first half of 1971,
and to the supportive role that public policy has played-and will
continue to play-in the evolving economic recovery.

RECENT ECONOMIC DEVELOPMENTS

The performance of the economy during the first half of 1971 is not
easy to interpret because many crosscurrents are always present in the
vicnity of a cyclical turning point. In addition, the rebound from the
extended auto strike last fall, and the accumulation of steel inventories
in anticipation of a possible strike this summer, have been distorting
the underlying trend.

Abstracting from these transitory influences, the record of the first
half of 1971 is one of gradual, but quickening, recovery. Late last year,
only the construction industry. exhibited significant strength, as the
sharp'rec6v ry':in resi'detial building that 'began in the 'spring was
joined by renewed 'expansion in 'the constriibtion progtanis of' State
and local governments. Early this year consumer spending began t6
iniprove, with increases of sales spreading to a wide. variety of coi:-
sumer items. The sales of retailers other than automobile dealers rose
at'hbout a 10-percenit annual rate in the second quarter-considerably
more than normal and well above the rise in consumer goods priices.
R66cently, activity 'in our factories has also been, stepped up, especially
in consumer goods lines. The index of industrial production, adjusted
to exclude autos''ahd stfeel, rose at a 6-percent annual rate bet'wen
March and June.' -' -
5 Theimp'oving- trend of business is being sipported by a faster

'rate of growth'iin personal incomes. During the 3 months from March
through May,'totiel personal income rose at an annual rate of 8 percent,
compared with &a--6';percent' rate over the' previous 6 months. Govern-
'mental transfer'-payments, which 'haVe been contributing fo''recent
income growth,'.wer&J:particularly'large during' June when thde retro-
active increase in s96ial security benefits'was paid: The flow'of private
wage and salary payments has also quickened, in'response to some gain
in manhours worked as well,'as to continued lhrge increases in 'wage
rates. And while 'employers have hot yet reentered the labor market
for appreciable numbers of -nTe* employees, further bfisiness improve-
ment should-soon lead to faster employment growth also.

Inventory' investment promises to supply an added source of eco-
nomic impetus in the months ahead, after allowance for a probable
rundown in steel stockpiles. Thus far in the recovery, there has been
little accumulation of inventories, apart from the restocking-by auto-

67-650--7si-1 2
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mobile dealers and strike-hedge buying by steel merchants and users.
But with business sales rising, and the ratio of. inventories to output
and to sales declining in many lines, eve are coming closer to the time
when needs for larger inventories-of raw materials, work in process,
and finished goods-will begin to express themselves. The adjustment
of stocks to higher levels of activity will in turn generate further in-
creases in output, employment, and incomes. This is a common ele-
ment in cyclical recoveries, and I judge that we are approaching that
point in the current recovery process.

There. are grounds for concern, nonetheless, with regard to some
features of the recovery now underway. First, there is little evidence
as yet.of any material strelgthening in consumers or business confi-
dence. Recent surveys of consumer attitudes show only modest im-
provement, while uneasiness appears to persist among many business-
men and investors regarding the effects of continuing rapid increases
in labor costs on future profitability. Confidence is likely to strengthen
with the passage of time. as sales and employnient conditions improve.
But there is a danger that hesitation and uncertainty will continue
on an extensive, scale until' significant progress is made in moderating
inflation. Greater success in the battle agailist 'inflation is probably
the most important single prerequisite of more rapid and enduring
economic expansion.

Second, our international competitive position appears to have de-
teriorated. In the first 5 months of 1971, imports spurted and our
normal trade surplus vanished. This is a distressingly poor perform-
ance in an economy experiencing substantial underutilization of its
resources of labor and capital. The problem is dramatized by the suc-
cess of foreign manufacturers in capturing, a rapidly expanding share
of our automobile market. In the past 6 months, sales of foreign models
have accounted for 16 percent of: total U.S.' sales and, in addition,
close ot one-tenth of the American models sold were produced in Can-
ada. It may be tempting to react to foreign competition by imposing
added restrictions and quotas' on imports, but such a policy would not
serve our national interests. The constructive course is to bring in-
flation under control and to stimulate our businessmen to increase their
penetration of the expanding markets abroad and. to compete more
effectively with foreign producers in our domestic markets. I would
favor consideration of new Government incentives toward this end.

Third, there is as yet no evidence of resurgence in. business capital
spending programs. New orders for capital equipment show little-
if any-recovery from the 1970 lows when allowafice. is made for rising
prices., Construction contract footage for commercial and industrial
buildings remains far below earlier highs. Official surveys of business
'spending plans for plant and equipment show no* increase, even in
dollar terms, for the remainder of this year. The hesitation in business
investment may reflect the sizable amounts of unused capacity that
presently exist. But it also results, I believe, from low business profits
and uncertainty about the profit outlook. History indicates rather
clearly that a vigorous, sustained economic recovery requires a
strengthening trend in business capital investment.

We need to encourage business firms. to undertake new capital -in-
vestment; and I strongly supported, therefore, the liberalization of
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depreciation allowances recently adopted by the Treasury. I have also
endorsed the general proposition that an investment tax credit be
adopted permanently. At the moment, however, I am doubtful about
the wisdom of restoring the investment tax credit-or of taking other
stimulative fiscal actions-in view of the state of the Federal budget.
In the fiscal year just ended, the budget deficit was in excess of $20
billion. It will remlaiin ve ry large in fiscal 1972. Mainv influential
citizens in the business and financial community view this situation
with alarm, so that these large budget deficits have become an impor-
tant psychological factor contributing both to inflationary expecta-
tions and to high interest rates.

A large pait of the budget deficit is, of course, attributable to the
shortfall in tax receipts stemming from sluggishness in the economy,
Some expenditures, notably on unemployment insurance and welfare,
have risen for this same reason. Even taking these factors into account,
however, the Federal budget is more stimulative now than a year or
two ago. The President submitted in January a moderately expansive
budget for fiscal 1972, and since then the net effect of congressional
actions has been to. make it more stimulative. Social security benefits
have been liberalized, retroactive to the first of the year, and the
scheduled increase in social security taxes postponed for a year. The
public service employment bill has become law, and it appears probable
that the military pay raise bill will be larger than the budget proposals.
These and other actions, along with increases in the so-called uncon-
trollable items in the budget, as Chairman McCracken reported to you,
have served to raise estimated expenditures $5 billion above those
origirnallv lproposed for fiscal 1972, and to reduce estimated receipts
by some $2 billion.

I would not want to rule out additional fiscal stimulus if the re-
coverv in the economy should prove to be well below normal propor-
tions, particularly if such a move were preceded or accompanied by a
more effective incomes policy. But I would urge caution at the present
time. Once confidence becomes stronger; we may find that there is
enough fiscal stimulus already at work. And in any case, the fear of
inflation is much too great, and its potential effect on private behavior
too negative, to run the risk of taking new fiscal actions that would
now seem imprudent.

MO.NETARY AND FINANCIAL DEVELOPIENTS

Let me turn next to monetary policy, and to the substantial contri-
bution it has made to stimulating economic activity over the past
year.

The shift toward monetary expansion: early in 1970 was rather
promptly followed by a resurgence in bank deposits and in the flow
of funds to other financial intermediaries. As financial institutions re-
built their liquidity, they became more eager lenders, the availability
of credit increased greatly, and interest rates declined. As a result,
housing starts rebounded and State and local government construction
began to rise more briskly. More receptive credit markets also enabled
our business corporations to issue new securities in record volume,
thereby rebuilding their liquidity and putting themselves in a finan-
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'cia1 poition> to expand production and -the capital investment).that
-they may wish to carry forward later on.

Late last year, as this committee knows, there was a marked decline
in the rate of expansion of the narrowly defined money supply-that
is, currency plus demand deposits. In these-circumstances, a. brief. pe-
riod of more rapid expansion in the money supply to compensatefor
the fourth quarter shortfall seemed appropriate. The System, conse-
'quentlv. pros idled bank reserves libera!Iy over the wNinter mqnt1s, and

interest rates-partly reflecting the increased supply of reserves-de-
clined sharply further. Expansion of the narrowly'defined money
supply rose to a 9-percent annual rate during the first quarter of this
year; but the average growth rate for the fourth and first quarters
combined, being little more than 6 percent, remained very close to the
earlier trend in 1970.

This March and April, the Federal Reserve System faced a dilemma.
Information available at that time suggested that high rates of mone-
tary growth might well persist under existing conditions in the money
market. Interest rates, however, were already displaying a -tendency
to rise, and vigorous action to restrain monetary growth might have
raised them sharply further. In view'of the delicate state of the eco-
rnomic recovery, which was just getting underway, it seemed desirable
to prevent the possible adverse effects of sharply higher interest rates
on expenditure plans and public psychology. The Federal Open
Market Committee de6ided. thefefore- to move very cautiously toward

restraining the growth of the monetary aggregates.
With the benefit of hindsight, I now feel that stronger action was

warranted this spring. For, as matters turned out, we experienced even

faster monetary growth in the second quarter than had been antici-
pated, while interest rates also moved substantially higher. Present
,estimates indicate that the narrowly defined money supply rose at

an annual rate of 11 percent in.-the second quarter. However, growth
in a more broadly defined money supply-that is, currency plus de-

mand deposits, plus commercial bank time deposits other than large
denomination CD's-receded from an .annual; rate of 18 percent in. the

first quarter- to a rate of 13 percent in the next 3 months. It is worth
noting also that bank credit expansion has been cqnsiderablyv. more

restrained than growth in any of the measures of 4he money supply.
Total bank credit rose at a 12-percent annual rate during the first
,quarter and then dropped to a 7-percent rate in the second.

It may be that the recent high growth rates in money balances, be-

sides being a lagged response to the lower interest rates of this past
winter. reflect some of the uncertainties of the general public about

the economic situation. To the extent that this is true, the inclination
to hold unusually large money balances should subside as economic re-

,covery becomes' more evident. In any event, it is clear that recent mone-
tary growth- rates are higher than is necessary or desirable over any

length of time to sustain healthy economic expansion. The Federal
Reseirv has. therefore, already taken some steps to reduce the growth
rate of bank reserves and thereby promote a more:moderate rate of
monetary expansion.

These actions are partly responsible for the recent rise in interest
rates-particularly interest rates on very short-term market securities.
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But it should be kept carefully in mind that the rise in-interest rates
since March has occurred despite rapid rates of monetary growth and
continuing large flows of savings funds to depository institutions.
Factors other than monetary policy must therefore be primarily re-
sponsibe for the upturn in interest rates this spring; they include, in
addition to indications that a business recovery is developing, the pros-
pect of very large Treasury financing needs, deepening concern about
the unrelenting character of cost-push inflation, some apprehension
over international financial developments, and not a little anticipa-
tory borrowing in the capital market on top of that currently needed.
The fear of inflation appears to'have been especially important in the
recent behavior of our money and capital markets, and a reversal of
psychology may well be required to achieve a significant downward
adjustment of interest rates.

The rise in short-term interest rates during recent'months had the
effect of putting the Federal Reserve discount rate,' which had been
reduced in a series of actions to 4.75 percent last February, well below
the rates at which funds could be obtained by banks in the open mar-
ket. The effect of this' discrepancy* in rates was to encourage member
bank borrowing from the Reserve banks-borrowing which was rising
rapidly and thereby 'providing reserves to support continued high rates
of monetary expansioi.'

A&ordingly; as you know, the Board last week approved increases
in Federal Reserve bank discount'rates to 5 percent by a unanimous
vote of the five Board members present at the meeting. I participated
by telephone in the discussion leading to this action, and I want you
to know that I supported it fully. Our hope is that the higher discount.
r'ate will serve to moderate the demand for discounting at the Federal
Reserve, that it will help prevent excessive growth of the monetary
aggregates, and also impart a degree of stability to interest rate
expectations.

I continue to feel that the country needs lower interest rates, and that
lower rates-especially on mortgag'es and State and local'government
securities -would contribute a more vigorous economic recovery. But
I am not hopeful that substantially lower interest rates can be achieved,
until we as a nation make steady and meaningful progress in solving
our inflation problem.

WAGES AND PRICES

The inflation we are confronted with has become deeply rooted since
its beginnings in 1965. The forces of excess demand that originally
led to price inflation disappeared well ovef a year ago. Nevertheless,
strong and stubborn inflationary forces, emanating. froim rising costs,
linger on. I wish I could report that we are making. substantial prog-
ress in dampening the inflationary spiral: I cannot do so. -Neither:the
behavior of prices nor the pattern of, wagedincreases as yet provides
evidence of anyi significmit moderation. in the advance, of costs and
prices. If growth' in-productivity accelerates with kaquickening econ-
omy, some real moderation may; shell develop in the months ahead.
Even so, the residual rate 'of inflation may well run above the char-
acteristic level of previous cyclical upswings. "
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Let me cite some of the evidence that leads me to this view. Thus
far in 1971, prices of newly produced goods and services in the private
economy are still rising, on the average, at about a 5-percent annual
rate-or at essentially the same rate as in 1969 and 1970. The rate of
advance of consumer prices did diminish conspicuously during the first
5 months of 1971, but most of this improvement is attributable to the
decline in mortgage interest rates. The wholesale price index for all
commodities has increased at an annual rate of 5 percent thus far this
year, or twice last year's rate. *Wholesale prices of industrial com-
modities, moreover, have accelerated from a 3.5-percent increase last
year to a 4-percent rate thus far in 1971.

Much the same picture emerges from a review of changes in wages
and salaries-by far the most important component of business costs.
Wages in the private nonfarm economy, adjusted for changes in in-
dustrial c6mposition and for overtime work, rose-at about a 7-percent
annual rate in the first half of 1971-slightly more than in 1970 or.
1969; This sustained sharp rise in wages during a period of substantial
economic slack contrast markedly with our experience in earlier re-
cessions, when the rate of advance in wages typically dropped sharply
or actually ceased.

Nor is.the picture more encouraging when one inspects the trend
of new agreements reached in major collective bargaining settle-
ments-agreements which tend' to:establish wage trends throughout
industry. The wagte increases agreed to. for example, in the automobile,
can, and aluminumi settlements. and most recentlv bv A.T. & T.. amount
tod2 percent or more for the first year: The full extent of the increase
contracted-for later years is not yet-known, since it will depend in part
on the speed of future advances in the Consumer Price Index.

It, is important to inquire into the reasons for this unusual behavior
of wages and salaries. The answer is doubtless complex, involving a
myriad of structural, psychological, and social changes. Ironically,
nmr national commitment.to high employment and economy prosper-
ity and our 'relative success in achieving these objectives, accounts for
part of the problem. For a general expectation has developed on the
part of both business and labor that recessions, if they occur at all, will
prove brief and mild; and this expectation has influenced both the
strength of wage demands and the willingness of management to accept
them.

A second factor contributing materially to the sustained characte"
of wage rate increases in the current situation is the intensity and
duration of the'previous phase of excess demand. 'Consumer prices
have been rising steadily since 1965-much of the time at an accelerat-
ing rate. Continued substantial increases are now widely anticipated
t over the months and years ahead. In such an environment. workers
'naturally seek wage increases sufficiently large to compensate for the
'effects of 'past inflation on their real incomes, and to give some pro-
Itection against future price advances-besides providing for a ineas-
ure of improvement in living standards. Thoughtful employers are
bound to have some sympathy with these efforts, all the more so when
-they reckon-as they now generally 'do-that cost increases can prob-
-zblv be passed on to buyers grown accustomed to inflation.

Other factors, too, have been at work. The increased militancy of'workers, whether union or nonunion and whether in private or public
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service, has probably led to wider and faster diffusion of excessive
wage rate increases through the economy. I cannot help but wonder,
also, whether our recent experience with wage settlements in unionized
industries may not reflect a gradual shift in the balance of power at
the bargaining table.

Labor seems to have become more insistent, more vigorous, and more
confident in pursuing its demands, while resistance of businessmen
to these demands appears to have weakened-perhaps because they
fear the loss of market position that would be caused by a long strike,
or because they believe that their competitors too willgive in to similar
wage demands. More recently, the balance of power-so important to
the outcome of wage bargaining-may have been influenced by, expan-
sion in the public welfare programs which can be called upoii to help
sustain a striking employee and his family, valid though these pro-
grams may be on sqcial; grounds. And, the hand of labor may have
been strengthened also by the evidence success that -public sector em-
ployees have had in recent years in winning large wage increases,
frequently with the -use of illegal strikes against the Government.

In my judgment, and in the judgment bf the Board as a whole, the
present inflation in the midst'of substantial unemployment poses a
problem that traditional monetary and fiscal remedies cannot solve as
quickly as the national interest dermands. That is what has led me. on
various occasions, to urge additional governmeital actions involving
wages and prices-actions that would serve; by imoderating the infla-
tionarv trend. to free the American economy fromh the hesitations that
are IIow restraining.its great energy.

There has been some progress in this area over the past year or fwo.
The President. deserves credit for his efforts to deal witlh' the special
supply-demand problems that had developed in the lumber and petro-
leum'industries. and; for bringing together labor and business leaders
in the steel -industry- for a discumssion of -basic economic issues at the
outset of the current.. whge negotiations. The Construction Indiistry
Stabilization Committ66. formed earlier 'this spring, appears to' be
having some success in moderating the staggering trend of -wage set-
tlement in that industry: The periodic-ifflation alerts serve a useful
function in stimulating public discussion 6f areas in which wage or
price decisions do not seem to conform to 6cnomic fundamentals. And
the National Commission on Productivity may yet provide the basis
for important improvements in' the cost trends of our economy.

In the Board's judgment. these efforts need to be carried further-
perhaps much further. The problem of cost-push inflation, in which
escalating wages lead to~escalating prices in a never-ending circle, is
the most difficult economic issue of our time. It needs to be given top
prioritt by our business and labor leaders as well as by the Govern-
ment. There is much good will and statesmanship in the ranks of busi-
ness anid labor, and it would be wise for the Government to draw upon
it more fully.'

Thank you. Mr. Chairman.
Chairman PROYxMIRE. Thank you, Mr. Burnis, for your typically very

competent and impressive analysis and for your remarkable bluntness
and honesty.

I said eairlier that witnesses had been uniformlv pessimistic on the
outcome, and I cannot construe your statement as being anything but
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exactly that. You seem to be telling us that the expansion of the econl-
omy, stimulus to the economy, must hinge on getting inflation under
control. You also tell us that on the basis of the most recent available
information, in your judgment, inflation is not getting under control,
that there is little evidence that we will be able to reduce the rising
cost of living over the next few months, and if we do not it means
that we have built into our system a psychological attitude that keeps
business costs high and makes it extremely difficult to engage in any
wind of a responsible stimulus for the.economy. Is that correct?

Mr. BURNS. A1thougl I agree with much of what you say, I would
describe my own attitude a little diffeiently. I am cautiously optimistic,
but I would be much more optimistic if We were making better head-
way against inflation.

Chairman PROXMIRE. How do you say you are cautiously optimistic
when you tell us that we cannot stimulate the economy' further until
we get inflation under control and you indicate inflation is far from
under control ?

Mr. BURNS. I do not believe'I said that. What I have tried to sav is
that the economy is expanding, and it is likely to continue to expand,
but that-our confidence in.thebvigor and the durability of the expansion
would be considerably strengthened if we achieved more success--

Chairman PROXMIRE. The question is- whether or not the economic's
expansion is sufficient in the light of odi' available manpower resources,
if. we can .db'anything'about unemployment, for example. It is- my
understanding'that in the second quarter of this year, the real growth
in the economy was 3.6 percent. Because of the distortion of the auto-
mobile strike, we cannot take the first quarter of this year or the fourth
quarter of last year, but if you put them together, the growth is about
the same. about 3.5 percent.

Now, 3.5 percent just will not cut it. If we'continue with this expan-
sion at 3.5 percent growth, in view of the increase in the labor supply
of about 1.7 percent, in view of productivity increases as we go ahead,
which may be 4 percent, and that means we will have increasingly morre
unemployment-not less-and we make no progress in getting mn-
emnlovment under control: .Isn't that correct?

AMr.-BURNs. Certainly, if we are to make significant progress in re-
ducing our nresent unemploymneitl the rate of real economic growth
will have tobe stepped up:

Chairman PRoxMiRR. But you feel that in order for the Federal Gov-
ernment to plav anv role in'stepping that up, we must first get infla-
fion under control p

Mr: BuRN-s. I think that is our most urgent need,;yes.
Chairman PROX3TTRE. You would feel'that anv kind of stimulus,

tax -reductiOns. additional spending, cannot be supported fintil we do
have a firmer control over inflation. I think you said. in the course of
your statement. that, vonumirdit-have a different view if we had an in-
come nolicy. fnr example. Is that correct 9

Mr. BURNS. That is correct.
Clhnirmwyn ProxMTRE. Now. let me get into that: With respect to the

-Pregid'ent's ra-thex limited efforts to, influence wages and prices' you
sall. and I onote:

"In the Board's iudaiient, thiseeeffortsnietrditobe'carried fuirther-
,lerhaps ruclifutrther.' ; of ' , ; ." *
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Would you elaborate on just what you think should be done?
Would you be calling for price controls; are you calling for wage-

price review boards, what you called for in the past?
Mr. BURNS. I am not calling for price controls; this is a drastic

remedy. The time may come when we need it but I definitelv do not
think the time has come. We ought to try milder medicine before tak-
ing anything so drastic.

Now, as for actions that are needed, I outlined by views in an
address I gave in California last December-

Chairman PROxmIRE.' The Pepperdine speech?
Mr. BURNS. Yes; the'Pepperdine speech. And you know my views.
Let me emphasize several things that I believe might be done in the

near future. One is some kind of machinery-whether you call it a
Wage and Price Review Board or an Anti-inflation Board does not
matter to me-for reviewing prospective wage and price changes in
major industries. I think that would help to inform the public and
help to restrain excessive wage and price increases.

Chairman PROXMIRE. Do you think that would be adequate?
Mr. BuRRNs. It i's hard to say. I must say, in all honesty to you,

Senator, that I think' a wage and price review board, had it been
instituted a year or two ago, would have been more effective than it is
likely'to be today. But I would still try it. I would not be entirely con-
fident of the outcome, but I would still try it. I think the effort is worth
making. Then, we would know where we stand.

Second, there is something Senator Javits has worked on and dis-
cussed over many years and which I heartily endorse, and that is the
establishment of local 'productivity councils. We tried that during
World War II, and we had enormous success with it. These produc-
tivity councils would be established in individual communities and in
individual establishments. In the last analysis, all of us, I think, are
inl savor of high wages,. but with present high wages we need a faster
rate of productivity growth. I think we ought to get on with that effort.

Next, II'have reluctantly come to hold the view that in industriesthat are especially affected by a' public interest, we will need to resort
t.9 compulsory arbitration. I'hope'that the Congress will consider this
difficult and in many w'ays very disagreeable kind of legislation, for I
think we have reached the-stage when we probably need it.

M~y other views are contained in that Pepperdine speech, and if you
wish the proposals there presented, it.could be put in the record.

CShairman PROXMTIRE. At the suggestion of Senator Javits. I think
it is appropriate to put the Pepperdine speech in the record at this
po~int so it will be available for those reviewing it..

(The speech referred to follows:)

TnE BASIS FOR LASTING PROSPFRITY

(Address by Hon. Arthuri F. Buins, Chairman,.Board of Governors of the Federal
Reserve System, in the Pepperdine College "Great Issues Series.": at the
Beverly Hilton Hotel, Los Angeles, Calif., Dec. 7, 1970)

Nearly'three years ago, iiina talk here in Los Angeles; I pointed out that once
an economy becomes engulfed by inflation, economic policy makers no longer
baVe& any good; choices. To regain a lasting prosperity, a nation must have the
?o6d:'getise and fortitude to come 't6 grips with inflation. There is, however,
no painless way of getting rid of the injustices. inefficiency, and international
complications that normally accompany an inflation.
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Events of the past several years have lent poignancy to these simple truths.
Recent experience has demonstrated once again that the transition from an
overheated economy to an economy -of stable markets is a difficult process.
Elimination of excess demand was an essential first step to the restoration of
stability, but this step has brought with it a period of sluggish economic
activity, slow income growth, and rising unemploymet. And while we have
made some progress in moderating the rate of inflation, our people are still seeing
the real value of their wages and savings eroded by rising prices.

The struggle to bring inflationary forces under control, and to return our labor
and capital resources to reasonably full employment, is still going on. I am con-
vinced, however, that corrective adjustments in the private sector over the
Iast twelve to eighteen months are creating, in conjunction with governmental
stabilization policies, the foundation on which a prolonged and stable prosperity
can be constructed.

A cardinal fact about the current economic situatidn', and one that promises
well for our. nation's future, is that the imprudent policies and pratices pursued
by the business and financial community during the latter half of the 1960's are
being replaced by more sober and realistic economic judgments. In my remarks
to you today, I want first to review some of the key developments that lead me
to this conclusion. Then I shall turn to the tasks that must still be faced in
order to enhance the-prospects for an early resumption of growth in production
and employment in an environment of reasonably stable prices.

The current inflation got under way in 1904. Perhaps the-best single barometer
of the'extent to which it served to distort-economic decisions and' undermine the
stability of the ebdnomy is found in the behavior of.-financial markets during
the late 1960's. In 1968, well over;3 billion shares of stock exchanged hands on
the New York Stock Exchange-about two and one-half times the volume of
five years earlier. The prices of many stocks shot upward'with little reference
to actual or potential earnings. During the two years 1967 and 1968, the average
price of a share of stock listed on 'the New York Exchange rose 40 per cent,
while earnings of the listed companies rose only 12 per cent. On the American
Exchange the average share price rose during the same two years more than 14Q
per cent on an earnings base that increased just 7 per cent. -

A major source of the speculative ardor came from some parts of the mutual
fund industry. Long-terni investment'in stocks of companies with proven earn-
ings records became an outmoded concept-for the new'b'reed. of. 'go-go" funds.
The "smart money" was to- go into issues of technologically oriented firms-no
matter how they were meeting the test of profitability, or into the corporate
conglomerates-no matter how eccentric their character. - -

This mood of speculative exuberance strongly -reinforced the upsurge of corpo-
rate- mirgers which occurred'during the middle years-of the 1960's. No doubt
many of these mergers could be justified on grounds of efficiency. But the finan-
cial history of mergers-including some of the great conglomerates-suggests
that many businessmen became so preoccupied with acquiring new companies
and promoting the conglomerate image that they lost sight of the primary busi-
ness objective of seeking larger profits through improved technology, markiting,
and management. When talented corporateexecutives devote their finest hours
to arranging speculative maneuvers, the productivity of their businesses in-
evitably suffers and so too does the nation's productivity.

These speculative excesses had to end, and it is fortunate that they ended
before bringing disaster to our nation. Equity values are now being appraised
more realistically than a year or two ago. Investors are now more attentive to
high quality stocks. Indeed, many of them have discovered or rediscovered that
even bonds and time deposits are a fit use of their funds. Not a few of those re-
gponsible for the frantic search for "performance stocks" have shifted to other
activities or joined the ranks of the unemployed: so also have numbers of se-
curity analyst and stock brokers. With speculation giving way to longer-term
investment, the stock market is now channeling risk capital to business firms
more efficiently.

A searching reappraisal of the economic philosophy of mergers is also under-
way. Merger activity has slowed materially since mid-1969. To some degree this
is a response to the growing concern in governmental circles over the dangers
that may inhere in large concentrations of economic power. But it stems mainly
from the fact that businessmen are recognizing that time and energy can usually
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be spent more productively in searching for ways to increase the economic effi-
ciency of their firm than in a scramble for corporate acquisitions.

Businessmen are also reconsidering the wisdom of financial practices that dis-torted their balance sheets during the late 1960's. In the manufacturing sector,
the ratio of debt to equity-which had been approximately stable during theprevious decade-began rising in 1904 and was half again as large by 1970. Liquid
asset holdings of corporate businesses were trimmed to the bone. On the average,
the ratio of prime liquid assets to current liabilities fell by nearly half during
those six years. In permitting such a drastic decline in liquidity, many of ourcorporations openly courted trouble.

Perhaps the most ominous source of- instability produced by these financial
practices was the huge expansion of the commercial paper market. The volume
of commercial paper issued by nonfinancial businesses increased eightfold be-tween the end of 19G4 and mid-1970, as an increasing number. of firms-some ofthem with questionable credit.standings-began to tap this market. The hazards
inherent in the spreading reliance on commercial paper were taken much too
lightly. After all, the relations between the buyer and seller of commercial
paper are by their very ndture distant and impersonal,--unlike the close work-
ing relationship that normally develops between a, bahk and its business cus-
tomers. The buyer-typically an industrial enterprise-rarely has,the facilities
or the experience to'carry out a full investigation of the risks attaching to com-mercial paper. Moreover, the buyer regards his investment as temporary-to
be withdrawn' when cash is needed or when questions arise about the quality
of the paper. The issuer, therefore, faces considerable uncertainty as to theamount of his maturing obligations that may be renewed on any given day. The
risks facing the individual'issuer and buyer inevitably pose a problem also for
the nation's financial system, since the difficulties experienced by any large
issuer of commercial paper may quickly spread to others.

These familiar truths were lost sight of in the inflationary aura.of the late
1960's. It took the developments of, last summer, when the threat. of financial
crisis hung for a time over the.commercial paper market, to remind the businesscommunity that time-honored principles of sound finance are still relevant.

As a result of that experience and the testing of financial markets generallyduring the past two years. corporate financial policies are now more constructive
than in the recent past. The year, new. stock issues have continued at a high
level-even in the face of unreceptive markets-as corporations have sought tostem the rise in debt-equity ratios. Of late, borrowing by corporations has been
concentrated in long-termn debt issues, and their rate of accumulation of liquidassets has risen. Liquidity positions of industrial and commercial firms are thusimproving, though it will take some time yet to rectify fully the mistakes ofthe past.

These efforts to restore 'sound business finances are not without costs to the
nation. For example, long-term interest rates, while below their peaks at theend of last year or last spring, are still at unusually high levels because of this
year's extraordinary volume of new capital issues. But there can be no doubt
that substantial adjustments in the financial practices of our nation's businesses
were essential if the basis for a lasting a-nd stable prosperity was to be re-
established.

By and large, our major financial institutions conducted themselves withprudence during the years when lax practices were spreading in financial markets.
There were, however, some individual institutions that overextended loan com-
mitments relative to their resources, others that reduced liquidity positions tounduly low levels, still others that permitted a gradual deterioration in the
quality of loan portfolios, and even a few that used funds of depositors to specu-
late in long-term municipal 'securities. Fortunately, *such institutions were
distinctly in the minority. When the chips were down, our major financial
institutions proved to be strong and resilient. And they are stronger today. As
monetary policy has eased, the liquidity of commercial banks has been increasing.
Even so, loan applications are being screened with greater care. The emphasis
on investment quality 'has also increased at other financial institutions, as is
evidenced by the recent wide spread between the yields -of high and lower grade
bonds.

These corrective adjustments in private financial practices have materially im-
proved 'the prospects for maintaining order-and stability in financial markets.
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But no less important to the establishment (f a solid base for a stable and lasting
prosperity have been the developments this year in the management of the
industrial and commercial aspects of business enterprise.

During the latter half of the 1960's, 'business profit margins came under
severe pressure. The ratio of profits after taxes to income originating in corpora-
tions had experienced a prolonged rise during the period of price stability in the
early 1960's. But this vital ratio declined rather steadily from the last quarter
of 1965 and this year reached its Slowest point of the entire postwar period.

Until the autumn of 1969 or thereabouts, the decline in profit margins was
widely ignored. This is one of the great perils of inflation. Underlying economic
developments tend to be masked 'by rising prices and the state of euphoria that
comes to pervade the business community. Though profit margins were falling
and the cost of external funds was rising to astonishing levels, the upward surge
of investment in business fixed capital continued. True, much of this investment
was undertaken in the interest of economizing on labor costs. Simultaneously,
however, serious efforts to bring operating costs under control 'became more and
more rare, labor hoarding developed on a large 'scale, huge wage increases were
granted with'little resistance, and some business investments were undertaken
in the expectation that inflationary, developments would one way or another
validate almost any 'business judgment. While the toll in' economic efficiency
taken by these loose managerial practices cannot be measured with precision,
some notion' of its significance can be gained by observing changes in the growth
rate of productivity.

From 1947 through 1966, the average rate of advance in output per manhour
in the private sector of the economy was about 3 per cent per year. In 1967. the
rate of advance slowed to under 2 per cent. and gains in productivity ceased
altogether from about the middle of 1968 through the first quarter of this year.
The loss of output and the erosion of savings that resulted from this slowdown
in productivity growth are frightfully high.

The elimination of excess demand, which the government's anti-inflationary
policies brought about, is now forcing business firms to mend their ways. Deci-
sions with regard to production and investment are no longer beinl made on
the assumption' that price advances will rectify all but the most imprudent
business judgments. In the present environment of intense competition in pro-
duct markets, business firms are weighing carefully the expected rate of return
on capital outlays and the costs of financing. The rate of investment in plant
and equipment has therefore flattened out, and advance indicators suggest that
business fixed investment will remain moderate in 1971.

Business attitudes toward cost controls have of late also changed dramatically.
A cost-cutting process that is more widespread and more intense than at any
time in the postwar period is now underway in the business world. Advertising
expenditures are being curtailed, unprofitable lines of production discontinued,
less efficient offices closed, and research and development expenditures critically
reappraised. Layers of superflous executive and supervisory personnel that were
built up over a long period of lax managerial practices are being eliminated. Re-
ductions in employment have occurred among all classes of workers-blue collar,
uhite collar, and professional workers alike. Indeed, employment of so-called
non-production workers in manufacturing has shown a decline since March that
is unparalleled in the postwar period.

Because of these vigorous efforts to cut costs, the growth of productivity has
resumed, after two years of stagnation. In the second quarter of this year,
output pler manhour in the private nonfarm economy rose at a 4 per cent
annial rate.-and the rate advanced to 5 per cent'in the third quarter. These
produetivity gains have served as h sharp brake on the rise in unit labor costs,
des4iite continued rapid increases in ware rates.

In my judgment, these widespread changes in business and financial practices
are evidence that genuine progress is being made in the long and arduous task
of bringing inflationary 'forces under control. We may now look forward with
some confidence to a future when' decisions in the business and financial con;-
mnmlity will be' made"more' rationally, when managerial talents will- be c6n-
centrated more intensively on efflciency in' processes of production, anidwhen
participants in financial markets will avoid the speculative excesses of the recent
past. " ' '

Let me invite your'Attention next to the role that government policies 'have
played this year in fostering these and related adjustments in private policies
and practices.
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The fundamental objective of monetary and-fiscal policies this year has beento maintain a climate in which inflationary pressures would continue to moder-ate, while providing sufficient stimulus ~to guard against cumulative weakness ineconomic activity. Inflationary expectations of businessmen and consumers hadto be dampened; the American people had- to be convinced that the governmenthad no intention of letting inflation run rampant. But it was equally important tofollow policies that would help to cushion declines in industrial production stem-ming from cutbacks in defense and reduced output of business equipment. andto set the economy on a course that would release the latent forces of expansionin our home-building industry and in state and local government construction. Ibelieve we have found this middle course for both fiscal and monetary policy.A substantial reduction in the degree of fiscal restraint has been accomplishedthis year with the phasing out of the income tax surcharge and the increase insocial security benefits. These sources of stimulus provided support for consumerdisposable incomes and spending at a time when manufacturing employment wasdeclining and the length of the work-week was being cut back.I do not like, but I also am not deeply troubled, by the deficit in the Federalbudget during the current fiscal year. If the deficit had originated in a new ex-plosion of governmental spending, I would fear its inflationary consequences.This, however, is not the present case. The deficit in fiscal 1971-though it willprove appreciably larger than originally anticipated-reflects in very large partthe shortfall of revenues that has accompanied the recent sluggishness of eco-nomic activity. The Federal budget is thus cushioning the slowdown in theeconomy without releasing a new inflationary wave. The President's determina-tion to keep spending under control is heartening, particularly his plea last Julyfor a rigid legislative ceiling on expenditures that would apply to both theExecutive and the Congress. However, pressures for much larger spending infiscal 1972 are mounting and pose a threat to present fiscal policy.Monetary policy this year has also demonstrated, .1 believe, that it could find aa middle course between the policy of extreme restraint followed in 1969 and thepolicies of aggressive ease pursued in some earlier years. Interest rates havecome down, and liquidity positions of banks, other financial institutions, andnonfinancial businesses have been rebuilt-though not by amounts that threatena reemergence of excess aggregate demand. A more tranquil atmosphere now pre-vails in financial markets. Market participants have come to realize that tempo-rary stresses and strains in financial markets could be alleviated without resortto excessive rates of monetary expansion. Growth of the mifoney supply thus farthis year-averaging about a 5Y2 per cent annual rate-has been rather high byhistorical standards. This is not, however, an excessive rate for a period in whichprecautionary demands for liquidity haveat times been quite strong.The precautionary demands for liquidity that were In evidence earlier in 1970reflected to a large degree -the business and financial uncertainties on which Ihave already commented. It was the clear duty of the nation's central bank toaccommodate such demands. Of particular importance were -the actions of theFederar Reserve in connection with the commercial paper market last June. Thismarket, following the announcement on 'Sunday, June 21, of the Penn Central'spetition for -relief under the Bankruptcy Act, -posed a serious threat to financialstability. The firm In question had large amounts of maturing commercial paperthat could not be -renewed, and it could not obtain credit elsewhere. The dangerexisted that a wave of fear would pass through the financial community, engulfother issuers of commercial paper, and cast doubt on a wide range of other
securities.

By Monday, June 22-the first business day following announcement of thebankruptcy petition-the Federal Reserve had already taken the virtually un-precedented step of advising the larger banks across the country that the dis-count window would be available to help the banks meet unusual borrowing re-quirements of firms that could not roll over their maturing commercial paper. Inaddition, the -Board of Governors reviewed its regulations governing ceiling ratesof interest on certificates of deposit, and on June 23 announced a suspension ofceilings in the maturity -range in which most large certificates of deposit aresold. This action gave 'banks the freedom to bid for funds in the market and make
loans available to necessitous borrowers.

As a result of these prompt actions, a sigh of relief -passed through the financialand business communities. The actions, in themselves, did not provide automatic
solutions to the many problems that arose -in the ensuing days and weeks. But
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the financial community was reassured that the Federal Reserve understood the
seriousness of the situation, and that it would stand ready to use its intellectual
and financial resources, as well as its instruments of monetary policy, to assist
the financial markets through any period of stress. Confidence was thus bolstered,
with the country's large banks playing their part by mobilizing available funds
to meet the needs of sound borrowers caught temporarily in a liquidity squeeze.

The role that confidence plays as a cornerstone of the foundation for prosperity
cannot, I think, by overstressed. Much has been done over recent months by
private businesses and by the government to strengthen this foundation. If we
ask what tasks still lie ahead, the answer I believe must be: full restoration
of confidence among consumers and businessmen that inflationary pressures
will continue to moderate, while the awaited recovery in production and em-
ployment becomes a reality.

The implications of this answer for the general course of monetary and fiscal
policies over the near term seem to me clear. The thrust of monetary and fiscal
policies must be sufficiently stimulative to assure a satisfactory recovery in
production and employment. But we must be careful to avoid excessive mone-
tary expansion or unduly stimulative fiscal policies. Past experience indicates
that efforts to regain our full output potential overnight would almost surely be
self-defeating. The improvements in productivity that we have struggled so
hard to achieve would be lost if we found ourselves engulfed once again in the
inflationary excesses that inevitably occur in an overheated economy.

As I look back on the latter years of the 1960's, and consider the havoc
wrought by the inflation of that period, I am convinced that we as a people
need to assign greater prominence to the goal of price stability in the hierarchy
of stabilization objectives. I have recommended on earlier occasions that the
Employment Act of 1946 be amended to include explicit reference to the objec-
tive of general price stability. Such a change in that law will not, of course,
assure better economic policies. But it would call the nation's attentionXdra-
matically to the vital role of reasonable price stability in the maintenance of
our national economic health.

At the present time, governmental efforts to achieve price stability continue
to be thwarted by the continuance of wage increases substantially in excess of
productivity gains. Unfortunately, the corrective adjustments in wage settle-
ments that are needed to bring inflationary forces under control have yet to
occur. The inflation that we are still experiencing is no longer due to excess
demand. It rests rather on the upward push of costs-mainly, sharply rising
wage rates.

Wage increases have not moderated. The average rate of increase of labor
compensation per hour has been about 7 per cent this year-roughly the same
as last year. Moreover, wage costs under new collective bargaining contracts
have actually been accelerating despite the rise in unemployment. In the third
quarter of this year, major collective bargaining agreements called for annual
increases in wage rates averaging 10 per cent over the life of the contract.
Negotiated settlements in the construction industry, during the same three
months provided for wage increases averaging 16 per cent over the life of the
contract, and 22 per cent in the first year. of the contract -Nor is the end of
this explosive round of wage increases yet in sight. Next year, contracts expire
in such major industries.as steel, aluminum, copper, and cans. If contracts
in those industries are patterned on recent agreements in the construction in-
dustry-or, for that matter, in the trucking and automobile industries-heavy
upward pressures on prices will continue.

.1 fully understand the frustration of workers who have seen inflation erode
the real value of past wage increases. But it is clearly in the interest of labor
to recognize that economic recovery as well as the battle against inflation will be
impeded by wage settlements that greatly exceed probable productivity gains.

In a society such as ours, which rightly values full employment, monetary and
fiscal tools are inadequate for dealing with sources of price inflation such as
are plaguing us now-that is, pressures on costs arising from excessive wage
increases. As the experience of our neighbors to the north indicates, inflationary
wage settlements may continue for extended periods eyen in the face of rising un-
employment. In Canada, unemployment has.been moving up since early .1906.
New wage settlements in major industries, however, average in the 7 to 8 per
cent range until the spring of 1969, then rose still further. This year, with
unemployment moving. above 61/2 per gent, negotiated settlements have been in
the 8 to 9 per cent range.
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Many of our citizens, including some respected labor leaders, are troubled bythe failure of collective bargaining settlements in the United States to respond
to the anti-inflationary measures adopted to date. They have come to the con-clusion, as I have, that it would be desirable to supplement our monetary andfiscal policies with an incomes policy, in the hope of thus shortening tile period
between suppression of excess demand and the restoration of reasonable rela-tions of wages, productivity, and prices.

To make significant progress in slowing the rise in wages and prices, we should
consider the scope of an incomes policy quite broadly. The essence of incomespolicies is that they are market-oriented; in other words, their aim is to changethe structure and functioning of commodity and labor markets in ways thatreduce upward pressures on costs an prices.

The additional anti-inflationary measures announced by the President lastFriday will make a constructive contribution to that end. The actions to increase
the supply of oil will dampen the mounting cost of fuels, and the recommenlda-
tions made by the President to improve the structure of collective bargaining inthe construction industry strike at the heart of a serious source of our currentinflationary problem.

I would holie that every citizen will support the President's stern warning tobusiness and labor to exercise restraint in pricing and wage demands. A fullmeasure of success in the effort to restore our nation's economic health is, I be-lieve, within our grasp, once we as a people demonstrate a greater concern forthe public interest in our private decisions.
If further steps should prove necessary to reduce upward pressures on costsand prices, numerous other measures might 'be taken to improve the functioning

of our markets. For example, liberalization of import quotas on oil and other
commodities would serve this purpose. So also would a more vigorous enforce-ment of the anti-trust laws, or an expansion of Federal training programs toincrease the supply of skiHed workers where wages are rising with exceptionalrapidity, or the creation on a nation-wide scale of local productivity councils
to seek ways of increasing efficiency, or a more aggressive pace in establishing
computerized. job banks, or 'the liberalization of depreciation allowances tostimulate plant modernization, or suspension of the Davis-Bacon Act to helprestore order in the construction trades, or modification of the minimum wagelaws in the interest of improving job opportunities for teenagers, or the estab-lishment of national building codes to break down barriers to the adoption ofmodern production techniques in the construction industry, or compulsory arbi-tration of labor disputes in industries that vitally involve the public interest,and so on. We might bring under an incomes policy, also, the establishment of ahigh-level Price and Wage Review Board which, while lacking enforcement
power, would have broad authority to investigate, advise, and recommend onprice and wage changes.

Such additional measures as may be required can, of course, be determined
best by the President and the Congress. What I see clearly is the need for ournation to recognize that we are dealing, practically speaking, with a new prob-lem-namely, persistent inflation in (the face of substantial unemployment-
and that the classical remedies may not work well enough or fast enough inthis case. Monetary and fiscal policies can readily cope with inflation alone orwith recession alone; but, within the 'limits of our national patience, they cannotby themselves now Tbe counted on to restore full employment, without at thesame time releasing a new wave of inflation. We therefore need to explore withan open mind what steps beyond monetary and fiscal policies may need to betaken 'by government to strengthen confidence of consumers and businessmen inthe.nation's future.

I the past two years we have come a long way, I believe, towards the creationof a foundation for a lasting and stable prosperity. Confidence has been restoredin financial markets. Businesses have turned away from the imprudent practices
of the past. Productivity gains have resumed. Our balance of trade has improved.The stage has been set for a recovery in production and employment-a recovery
in which our needs for housing and public construction can be more fully met.

To make this foundation firm,' however, we must find ways to bring an endto the pressures of costs on prices. There are no easy choices open to us toaccomplish this objective. But that, as I indicated at the outset, is the toughlegacy of inflation.
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Chairman PROXMIP.E. Unfortunately, I have to leave in a couple of
minutes to be on the floor; so, I would like to shift very quickly to just
one other area.

I take it, Mr. Burns, you do not feel that the 9 percent or 10 percent
rate of increase in the money supply which we have had in the first
6 months of this year, is stable. And what bothers me is the comment
that the target for the year as a whole might be in the neighborhood
of 6 or 7 percent. I am not asking you whether or not there is such a
target but if there were, would this mean a very slow rise from here
on to the end of the year?

And if we have had rising interest rates with money increasing at
a 10 percent rate, what can we expect to happen when the monetary
expansion is greatly reduced?

Mr. BURN-s. Senator, your arithmetic is always excellent, but I
can assure You that, while we at the Federal Reserve must not-and
I trust will not-permit monetary growth to continue at a 10 percent
rate, we will make sure that this Nation is sufficiently supplied with
the money that it needs to support an expanding economy. Therefore,
I would not worry, if I were you, about very low rates of monetary
growth later this year. On the other hand. the very high rates we have
had canot and must not be maintained.

Chairman PROXMIRE. Well, you indicate that the money supply
would' slow down but that there would be enough for expansion of
the economy. What concerns me especially is the effect of this on
housing. We know mortgage rates have already started to go up and
it would seem to me just inevitable that if there is any slowdown in
the increase in the money supply and there would be some; we must
not expect to continue at this rate, or housing is in trouble. I am just
wondering what we can do for the housing sector of the economy
which has been perhaps the strongest sector in the first 5 months of
this year and on which continued growth in the economy or improve-
ment in the economy so heavily depends.'

Mr. BuRNs. Well, you are quite right. The housing industry has
been, by far, the strongest sector of our economy during the past
6 months and-during the past year. Mortgage -rates have not risen
appreciably as yet in the primary market. I believe that the average
mortgage interest rate oni conventional home mortgages has risen no
more than 3 or 5obasis points this spring, as measured by the Federal
Home Loan Bank series.

Chairman PRoxMIRE. Does that take into account the points on
mortgages? I

Mr. BURNs. If I interpret the statistics correctly, the answer is "Yes."
Chairman PROXMIRE. In your statement you say:
"With the benefit of hindsight, I now feel that stronger 'action was

warranted this spring."
What does that mean? Stronger action to hold interest rates down

or stronger action to control the money supply?
Mr. BuRNs. The latter.

'Chairman PROXM=IiE. Unfortunately, Mr. Burns, I am going to have
to leave.

Again, I want to commend you on an excellent job, most useful and
helpful.
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Senator .Javits.
Senator JAVITS. Thank you, Mr. Chairman.
Mr. Burns, first, I appreciate very much your expression of support

for the idea of local productivity controls. I think it is very distress-ing-has been to me for months-that this administration should nothave picked up this opportunity as the framework already exists in theNational Productivity Council.
I notice you say in your statement:
"And the National Commission on Productivity may yet provide thebasis for important improvements in the cost trends of our economy."Is that just what the lawyers call predicatory hope or is it somethingyou know, that we do not know?
Mr. BURNS. I know no more than you do, Senator.
Senator JAvrrS. Well, I must say that what I know does not inspireme with great confidence.
Mr. Burns, is this situation in which we find ourselves one in which,what you call in your statement, "traditional monetary and fiscal rem-edies" are not working -and we, ha-ving had experience with them con-cede they are not workingc?
Mr. BURNS. They are not working as expected.
Senator JAVITS. Now, are the various places in which the administra-'tion has departed from the traditional monetary and fiscal remedieswhich you specify in your statement clearly 'differentiated as a differ-ent kind of a game plan in which they have made tentative approaches,to wit, the special supply demand problems of lumber and petroleum,bringing labor and business leaders in the steel industry together, theConstruction Industry Stabilization Committee, the periodic InflationAlerts-those sorts of things? Are we 'to differentiate those things as adifferent policy from the policy the 'administration is following, to wit,the traditional monetary and fiscal policy ?'
Mr. BURNS. Yes, I think so. The actions to which you refer are in thesphere of incomes policy. Perhaps it would be better to say they are inthe sphere of wage 'and price policy.
Senator JAVITS. .SO that we now have a crisis, to wit, the crisis of therecovery which is 'too slow, brought on by two factors: (1) the failureto espouse a different set of remedies from the traditional fiscal andmonetary policies and (2) the corollary probably of the first, the fail-ure to inspire adequate confidence, either in management or businessin the future of the economy. Would you agree with that?
Mr. BURNS. I would say there is a widespread feeling in the businessand financial community; and there certainly is this feeling within theFederal Reserve Board, that greater emphasis on wage and price pol-icy is vital at this stage of our Nation's history.
Senator JAVITS. Now, Mr. Burns, you have been saying this formonths-perhaps even years. The question I would like to ask you isthis: Is the remedy with which your name has been associated soprominently. to wit, sone form of waue-priee restraint essentiallythrough publicity and the use of Government procurement, Govern-ment guarantees-that is, the inhibition which can be placed uponGovernment procurement, guarantees, loans, et cetera-has time passedthat remedy by?

67-65a-1 1 5



270

In other words, they might have worked but has inflation increased
to the extent that the restraint imposed by traditional monetary and
fiscal remedies are no longer sufficient and that we should have even
more drastic remedies than the ones you have yourself been identified
with?

Mr. BURNS. That is possible, Senator. but I am not prepared to
travel that road at the present time. As I stated before, I do think
that a Wage and Price Review Board would have had a better chance
of success a year or two ago than it has now. I would still try it. I would
give it a fair trial. And I would think of more stringent remedies only
if I found that this milder course is not working out.

Senator JAVITS. Now, how much time do you think we have b)efore
we go to more drastic remedies?

And I ask you that for this reason: An effort has been made-I am
stating this; not you. I am not trying in any way to wish this on you.
Arn effort has been made to convince us that the progress of inflation is
really not that bad and that various kinds of figures have been given
to us both in confidence and publicly, that things are really moderat-
ing, and the game plan of the administration is catching hold.

You do not think so, do you? That is, do you not agree that inflation
is still at a completely unacceptable and highly dangerous rate?

Mr. BURNS. I certainly agree that very little progress as yet has been
made' and that inflation is proceeding both at an unacceptable and a
dangerous rate.

Senator JAvrrs. And that inflation is now having the corrosive effects
of being a major factor in the negotiations between'management and
labor so that labor is increasing its demands, just like people. increase
their demands for more interest under those conditions, when they
lend money; and also that management is more ready to yield. to those
demands because its bargaining strength has, been corroded. It is a
very dangerous situation.

Mr. BURNS. I agree.
Senator JAVITS. Now, under those circumstances, how much time

have we got to apply a relatively mild remedy of an incomes policy
before we are really up against the gun and have to do something
extremely drastic like wage and price controls enforced by law?

Mr. BURNS. I cannot answer the question with regard to time, but
I do think this: Let's move to the milder measures-and not lose too
much time doing that-and see how things work out.

Senator JAVITS. I thank You. I would just like to ask you one other
question: Isn't it a fact. with all the soothing reports about the rate
of inflation, that we face serious price increase problems this very fall
in steel and automobiles and in fuel ?

I do not know that we will have them. but we face that problem?
Mr. BURNS. Well, I will say that we face that problem on a still

broader scale, Senator.
Senator JAVITS. Just one last question, Mr. Burns, and I think my

time has expired. Could you specify for us-because it is a matter of
great interest to me-the export incentive to buttress our export trade,
which is refered to in your statement, either now or in a memorandum
to the committee?

Mr. BURNS. I will be very glad to do that.
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The Congress was presented last year with a bill-I do not think
anything happened to it, and I do not believe it has been reintroduced
in this session-which called for the- establishment of domestic inter-
national sales corporations.

The purpose of that legislation would be to enable our business
firms to establish subsidiaries, domestically, which would specialize
in export trade and postpone their payment of taxes until profits are
distributed to shareholders. This is a constructive suggestion. I am
not ready to endorse the details of that bill, but I think a special tax
concession-in the form of a lower rate to enterprises that make spe-
cial energetic efforts in the field of exports trade-is well worth
consider ation.

Second, I think that the Congress ought to take another look at
the Webb-Pomerene Act, which was passed in 1918. The purpose of
that legislation was to enable business firms to establish corporations
acting together without being subject to antitriist laws. These corpora-
tions were to engage in export trade. I believe that there is some ques-
tion about the way in which the Justice Department has made its rul-
ings as to the Webb-Pomerene Act corporations. In any event,, they
have not prospered recently; the number of such corporations has di-
ininislied, and the volume of trade they account for has fallen off.
I think that it would be well worth taking a close look at. the Webb-
Pomerence Act and at other ways of promoting the original purpose
of the Congress some 50 years ago.

Beyond that, of course, the most important thing that we can do
to strengthen our exports trade and to limit our imports is to bring
inflation under control.

There are also some specific things that Congress may want to con-
sider, such as stimulation of research and development in export-
oriented industries. And the Congress may want to take another look
at the provisions of present law, andohow they are working, with re-
(gard to providing adjustment assistance. Adfustment assistance per-
haps ought to come into play at a much earlier stage, before an indus-
try is in serious trouble, if the indications are that the industry is
losing out in the domestic and international markets. That industry
or firm might have to shift over to another line of activity, and gener-
ous credit on a long term basis perhaps ought to be provided for under
new legislation.

There are some thoughts that come quickly to mind. although. I
might say another word: I think, in handling our trade negotiations
wvith other countries, we could be a little more vigorous than wev have
been in pressing the legitimate claims of American business.

Senator JAVITS. Thank you verv much. 'Mr. Burns. Mv time is up.
I have just one request, would you be kind enough to answer in writ-
ing, what analogies there are between our experience and the British
experience and what we should learn from the rather drastic action
just taken by the British Government. in order to deal with its own
inflation and cost-push problems.

Mr. BuRNs. I will be very glad to do that. I spent a little time
yesterday looking into that, and I want to look into it further on my
own account. I would be very glad to insert a statement on this recent
proposal and the way that industry and labor are responding to it.
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Senator JAVITS. Without objection, that will be incorporated in the
record at this point.

(The statement referred to follows :)

RECENT BRITISH MIEASUJRE To STI-MULATE GROWVTH AND RESTRICT PRICE RtsEs

There are two lessons to be learned from the recent behavior of the British
economy. The first is, in essence, that slow growth and rising unemployment can

go hand in hand for a prolonged period with excessive wage increases and price
inflation. The second is that, where the inflationary pressure are essentially cost-

push in character, fiscal and monetary policy alone may not he able either
to prevent the phenomenon of lagging growth with inflation or to rectify it once

it has emerged. In such circumstances. an incomes policy (-ould prove helpful.
The British government has now drawn this inference, as is indicated by the

warm welcome that it accorded to a plan of the Confederation of British Industry

(CBI) to impose an unofficial, but hopefully effective. 5 per cent ceiling on price

increases In the next twelve months.

THE CHANCELLOR'S STATEMENT TO PARLIAMENT ON JULY 1!)

On July 19, Chancellor Anthony Barber announced the introduction by the

Government of the United Kingdom of several measures intended b'oth to stim-

ulate lagging economic growth and simultaneously reduce a currently very rapid
rate of inflation.

In presenting the program to Parliament, the Chancellor warmly endorsed
a plan unveiled the previous week by the Confederation of British Industry-
Britain's largest and most powerful trade association, whose membership ac-
counts for about two-thirds of total manufacturing output in the U.K.-to limit
price increases in the next 12 months to no more than 5 per eent. He also Indicated
that the government would see to it that Britain's nationalized industries like-
wise observed a 5 per cent ceiling on price rises.

The Chancellor's support for the CB'I's initiative reflects a change in the gov-

ernment's attitude toward prices and incomes policy. Heretofore, the government
has not supported even the recommendation of upper limits on price Increases
(though in April, it compelled the British Steel Corporation to restrict a price
Increase to 7 per cent despite the Corporation's original intention of raising the
price of steel by 14 per cent). Now, though, the government evidently believes
that applying broad pressure to observe specifically stated limits to price rises
may be a necessary, or at least helpful, move In order to slow inflation while at
the same time creating conditions for a revival of growth in real output.

THE GOVERNMENT'S REFLATIONARY PACKAGE

The principal elements In the government's reflationary package were the elim-
ination of minimum downpayment requirements and maximum permissible re-
payment period for Installment purchases of consumer goods and, most important,
an across-the-board cut of 18 per cent in the purchase tax. The latter is levied, at
the wholsale level, on a broad array of consumer goods. There are four separate
rates-since the cut, 111/4, 18, 30 and 45 per cent-applied to different groups of
goods.

The power to vary indirect tax rates, effective immediately and subject only to
subsequent Parliamentary approval, Is particularly advantageous at the present
time, when Britain faces the twin problems of inflation and recession. The reduc-
tion in the purchase tax on July 19 is expected to provide a substantial stimulus
to consumer demand, while simultaneously lowering the level of consumer prices
by % of a percentage point below what it otherwise would have been. Price cuts
on many consumer goods have already been made.

Another step taken by the government on July 19 was to liberalize some of the
rules governing the write-off of capital expenditures, In order to spur investment.

The announced objective of the expansionary measures of July 19 Is to reduce
the current rate of unemployment to more acceptable levels by raising the rate
of growth of real GNP from the first half of 1971 to the first half of 1972 to 4 to

41/2 per cent from the 3 per cent rate anticipated In the absence of these measures.
The government's budget for 1971-72 (which began April 1), presented to Parlia-
ment at the end of March, Included several reflationary measures designed to
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boost growth from tinder 2 per cent to about 3 per cent a year. But GNP in the
first half was far below the expectations which prevailed In March, so that
growth will have to be on the order of 4½ per cent in order to reach the level of
GNP in the first half of 1972 that the government forecast in March.

The gravity of the unemployment situation was made particularly clear last
Friday, with the release of the unemployment statistics for July. They showed
a record post-war joblessness rate of 3.4 per cent. From 1954 through 1966, the
average rate was only 1.5 per cent, and even in recent years when more generous
unemployment benefits have made higher rates of unemployment more accept-
able, the average rate was considerably lower-in 1967-70, only 2.3 per cent.

The need to reduce the rate of inflation has become equally clear. Despite the
large margin of unused capacity, retail prices in Britain rose by about 6½2 per
cent in the first six months this year and in June were over 10 per cent higher
than a year earlier.

THE CBI PROPOSAL FOR CURBING PRICE INCREASES

The CBI proposal which the government has welcomed calls upon all its mem-
bers to Increase prices in the next year only where such increases are "unavoid-
able" and then by no more than 5 per cent. The CBI has specifically asked its
200 largest members-all of them employing at least 5,000 persons and accounting
for perhaps as much as 75 to 80 per cent of the total employment provided by
the CBI's 11,500 members-to sign a declaration promising adherence to the
CBI's proposal. Signers of the declaration would commit themselves for the year
ending July 31, 1972 to "avoid raising prices of products/services supplied in
the United Kingdom; to limit any unavoidable increase in any of our prices to
5 per cent and, if possible, less; and, where larger increases are unavoidable, to
limit the weighted average of price changes in the relevant range of products to
5 per cent or less." The interval between any price rises should be at least a year.

The CBI intends to police the actions of the firms that sign the declaration.
Firms which subsequently find that special circumstances, such as steep rises in
prices of their inputs, make adherence to the declaration untenable will be ex-
pected to consult with the CBI before raising prices.

The CBI is optimistic that a high proportion of the 200 firms will sign the
declaration and that this Mll give the plan a very good chance of succeeding,
not only because these firms account for a substantial amount of output but also
because their size and power will enable them to exert great pressure on their
suppliers to keep price increases within the 5 per cent ceiling. As already noted,
the government has in effect promised that the nationalizd industries would
cooperate.

Absolutely critical to the success of the CBI initiative, of course, is the
cooperation of Britain's labor unions. The root cause of Britain's severe infla-
tion is the wage explosion which began in the latter half of 1969; and, while
wages are no longer advancing at the ra'te of almost 14 per cent a year, as they
did from the end of 1969 to the end of 1970, the rate of increase is still far too
rapid to be compatible with even an average rise in prices of 5 per cent annually.

To date, though the Trades Union Congress-the counterpart in labor of the
OBI in industry-has not issued an official statement on the CBI initiative, the
General Secretary of the TUC and other spokesmen for the British labor move-
ment have expressed at least qualified approval. However, they have given no
indication that labor will set wage ceilings or guidelines to parallel the 5 per
cent limit on price rises Instituted by 'the CBI.

Nevertheless. the prospects of a slowing in wage increases have improved.
With their plea for both reflationary action and price restraint measures now
met, the unions are under great pressure 'to moderate their wage demands.
Furthermore, union leaders now will run less risk of losing the support of their
members if they adopt a more temperate line in wage negotiations than they
did when the present government's incomes policy was confined to urging em-
ployers Xto resist wage demands considered excessive even if such resistance led
to long and costly strikes. Some union leaders may even welcome the opportunity
to take a more moderate approach, since there seems to have been a correlation
in the last year between rising unemployment and rising wages, with large wage
increases leading to dishoarding of labor by employers unable to meet 'the higher
wan't bills.
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REFLATION AND THE BAILANCE OF PA-YMENTS

From the standpoint of the British balanee of payments, this is an opportune
time to take reflationary actionm The current account, which has been in the
black since early 1969, showed a very substantial surplus during the first half
of 1971-about 600 million pounds, or about $1.4 billion, at an annual rate. It
would thus appear that there is considernble room for domestic expansion with-
out risk to Britain's external financial position.

Senator JAVrTS. I yield to Senator Bentsen.
Senator BENTSEN. Senator Javits, thank you very much.
Senator Javits has touched on a point that is of particular concern

to me, and that is of our position in foreign trade. Now, we are in some-
thing of a dilemma here when we have a substantial amount of unused
capacity, I question if some of this is not noncompetitive use capacity
that we have in relation to our foreign competition. I am wondering
what we could do to get additional capital investment in advanced
technology to try to make our industry more productive.

We have looked at the accelerated depreciation schedules which
you state you support. But I wonder if, in a time of low profits, this
is really an incentive to professional management. Professional man-
agement has the problem of trying to show an increase in earnings to
its stockholders and keeping its price earnings ratio in line for its
investors.

Can you afford them accelerated depreciation?
All that they have really given is accelerated cash flow that does

not translate to the bottom line.
Now, you stated in your comments here that you had supported

the investment tax credit on a permanent basis. But couldn't we have
had a more immediate effect in the way of capital investments if we
had established the investment tax credit rather than the accelerated
depreciation ?

Mr. BIuRNs. 'IMy answer to that is an unqualified "Yes"; but one
seemed to be manageable in the political arena at the time and the
other seemed far more difficult.

Senator BFNTSEN. Your candor is very refreshing, Mr. Burns.
Let's take this to another step, then. Do yhou feel that we have

reached the point where we should move into another round of trade
talks ?

You touched on the point that we really ought to make this bilateral,
our negotiations, instead of. I suppose, having a group of "favored"
nations. we ought to have "fair" nations in our negotiations.

"Mr. BuRi-s. If you mean by "trade talks" on a global international
scale, involving 100-odd nations of the world, I would be very skeptical
about that. You see, our trade difficulties can be localized. Take our
trade with Canada. Until 1968, we had a substantial trade surplus.
Since then we have run up a huge and growing deficit. Take our trade
with Japan. Until 1965, we had a sizable surplus; since then our trade
deficit has been growing by leaps and bounds. We also have a trade
problem with the European Economic Community, largely in the field
of agricultural products.

T think that I would engage in vigorous conservations with other
countries on trade, but I would do it with a number of individual
countries, rather than in a large international conclave where the de-
liberations would be long and of uncertain consequences.
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Seniator BENT9SE.N. Would you stand on your point on the 7-percenttax credit on a permanent basis as opposed to being utilized in a proc-ess of trying to manage the economy of the Nation?
Mr. BURNS. Well, Senator, you may recall-I believe it was in late1966-that the investment tax credit was suspended. Then, if my rec-ollection is correct. 4'months and 4 days after the suspension becameeffective, President Johnson asked the Congress for a reinstatementof the investment tax credit. That created a great deal of unhappinessand confusion, both in congressional and business circles.
In 1969, the Congress was in a reformist mood, and the investmenttax credit was dropped. This meant a very heavy additional burdenon our corporations.
Senator, one of the troubles we have at the present time is the re-markably low rate of profit in our economy. Corporate profit marginshave been lower during the past year than they have been at anytimesince the end of World War II. I looked up recently the figures oncorporate profits in relation to our gross national product. I found that(lurinig the past year, and thus far this year, the ratio of corporateprofits to the gross national product has been lower than in any yearsince about 1938 or 1939.
We have had a vast increase since 1965 in the dollar value of ourgross national product, but there has been deterioration in corporateprofits.
The eventual restoration of the investment tax credit on a permia-nent basis would improve the picture of profitability. I think it wouldstimulate businessmen to undertake new capital investments, to mod-ernize their equipment. I think this would help us domestically andalso help us in our foreign trade. If we fiddle around with the invest-ment tax credit, the Congress will not want to touch it for a numberof vears. Therefore, it should be made a permanent part of our taxstructure.
'We might, of course, be able to devise methods or machinery wherebythe rate of the investment tax credit woul vary over time. If we coulddo that, this would help a great deal, because the amount of stimula-tion that you need at one time may be very different from the amountthat you need at another time. In 1959, for example, I think it wouldhave been wiser to reduce the investment tax credit than to eliminate

it.~
I would urge the Congress at the appropriate time to consider veryseriously not only the reinstatement of the investment tax credit, butto put it on the statute books and leave it there.
Senator BENTSEX- Mr. Bur-ns. that is the first time I'have heard theidea espoused as a formula by which it would be applied, and I as-sume that would be something related to the state of the economy.'IAr. BuRNs. That is correct.
Senator BENTSEN. I think that is an intriguing proposal, and Iwould certainly concur with you, that we need something to encouragemanufacturers to improve their technology in order that we may bemore competitive in the world market today, and I think the invest-merit tax credit really does that.
NVbien you were before the committee before, Mr. Burns, you advisedus that you would have a housing study before long.
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When may we expect that report?
M r. BURNs. Well, I continue to believe that that will be presented

to the Congress before the month of September comes to an end.
Senator BENTSEN. Could you give the committee a better under-

standina as to the cause of the disparity we have seen between short-
term and long-term rates, which has moderated some recently?

Mr. BuRNs. There are many influences that play on our money and
icapital markets. Short-term rates have recently risen whereas long-
term rates have risen very much less. In the past few weeks there has
been almost no movement in long-term rates.

Capital issues in the long term market have been on a less abundant
scale in the past few weeks than previously, and that is one influence
in that part of the market. A number of factors 'have played on the
short term market, including some recent steps on the part of the Fed-
eral Reserve. The most important influences on the short term market
in recent months, I think, are those which I enumerated in my state-
ment: The indications that a business recovery is developing, the pros-
peot of large Treasury financing needs, the expectation that much of
that would be handled through the issue of short-dated securities,
deepening concern about inflation, and some apprehension over inter-
national financial developments. I think these have been the more
important influences that have served to raise interest rates in the short
term markets.

Senator BENTSEN. Thank you, Mr. Burns.
I believe that completes mv time. I vield to Congressman Conable.
Representative CONABLE. Thank you
Good morning. Mr. Burns. I would like to ask yon what investment

tax credit can accomplish which cannot be accomplished by accelerated
depreciation except, perhaps, a greater temptation by Government to
try to fine tune the economy in ways which will be destructive to busi-
ness planning?

Mr. BuRNs. Fine tuning will enter the picture only if you try to varv
the investment tax credit rate. If you leave it at 7 percent or 10 percent
or 5 percent there will be no attempt at fine tuning. ;So, I do not think
fine tuning is a necessary part of this question.

Over the long run, the difference between the investment tax credit
and accelerated depreciation may be quite small. In the short run, par-
ticularly under circumstances such as the present. I do agree with
Senator Bentsen that the investment tax credit would be a more potent,
positive influence. I think the Senator put his finger on the reason. The
accelerated depreciation increases cash flow; that is good but the calcu-
lation of profit yields a lower profit figure. At a time when profits are
as 'low as they are today, corporations may not be very happy about
taking advantage of accelerated depreciation. My guess is that the
estimates that have been made about the loss of Treasury revenue are
exaggerated. Many corporate managers and boards of directors may
decide not to resort to it because they want to put out a better }rofit
statement for their stockholders. I think that is essentially the differ-
ence, as I see it. -

Representative CONABLE. Don't you think, however, that under some
circumstances, the ima~nipulation of the investment tax credit can result
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in a businessman making marginal decisions for tax purposes rather
than for sound economic reasonsi?

Mr. BURINS. Well, you speak of manipulation. Once, again, you ap-
parently-unless I misunderstand-ou-are thinking of Variations in
the rate of the investment tax credit.

Rcpreseintative CONABLE. That is something you advocated, sir.
Mr. BURNS. Well, it is something that I suggested the Congress think

about. I am not readv to advocate it as yet, because I would first want
to work out a plan and test its practicability. It would be a very
difficult thing to achieve in practice; so, I am not ready to advocate
it. But I do believe that. all of us will do well to think about it.

Representative CONABTLE. I am interested in your comments on this,
bocause some of the same people who have beeni saying the accelerated
depreciation is a business giveaway are advocating reinstating the
investment tax credit, and, apparently, your feeling is that the in-
vestment tax credit would havd a more direct impact on corporate
profits. From this it appears to mife that if anything happens to be a
"business giveaway," it is the investment tax credit rather than the
accelerated depreci ition.

Mfr. BulINs. Let me put it this way: T would not think of eit-her
the, one or the other as a business giveaway. And in the kind of world
I think we need to have, we should have both accelerated deprecia-
tion. and an investment tax credit.

Now. Mfr. Conable, let me sav that I hope my remarks have not
cast doubt on accelerated depreciation. That is v-ery far from my puir-
pose. I was addressing mvself to Senator Bentsen's 'question, com-
patring accelerated depreciation with the investment tax credit in the
immediate economic situration, assuming that you ean have the one
or the other. The fact of the matter is that we do have accelerated
depreciation and it is not at all clear that we would have or can have
the, investment, tax credit in the near future.

Let me say somethiuc else. Quite apart from the investment tax
credit. the case for accelerated depreciation. in my judgment, is very
strong, not only for the reasons that have played such a large role in
public discussion, but because of the inflation that we are having. In
a period of inflation, deplreciation for tax purposes should, in principle,
he reckoned not on a historical cost basis but on a replacement cost
basis; and accelerated depreciation in a crude way recognizes this
need. Our profits figures, because of the inflation, are overstating what
is actually happening in the sphere of profits. So, I am entirely in
favor of accelerated depreciation, as I noted in my statement. I sup-
port it strongly.

Representative CONTABLE. Mr. Burns. I notice in your statement the
recurrence of two identical villains: One is infationarv expectations
and the other. I believe. would have to be described as lack of con-
fidence. IT am impressed, by my service on this committee, with the
extent to which psycholorgy is the daily grist of the economist. I am
wondering what impact you think constant political talks of recurring
crises, of the discussions on the ineffectiveness of policies, have? Does
this have some impact on these two villains? Do we find people losing
confidence because they listen to the denunciating voices ringing from
the Congress, or do you think these are largely incredible, because
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biisiiiessmen have 'to: look at hard facts and not at political

commninentary?
Mr. BURNS. Mr. Conable, first of all, I would not say there was a lack

of confidence in the economy. I think there is a good deal of confidence

in the economy today, and it is well justified. I would say, however,

that confidence could be stronger, and as it strengthens in time the

effect will be constructive. I have emphasized, as others have, psycho-

logical factors, as you rightly indicate.
The criticisms of economic policy coming from the Congress may

have some influence, yes. They undoubtedly do have some influence on

opinion and on psychology. But I would counterbalance that with the

praise that comes from governmental sources and from business people

who also are competent.
After all, ours is a free society and it must remain that wav. What

each of us must do-and I am sure you men in the Congress try to do

your best-is to view the evidence, study the evidence, and then express

his thinking. In the crucible of public discussion we eventually work

out political compromises which I hope-and I am reasonably confi-

dent this will be the case now-will serve our national interests well.

Representative CONAsLE. I take it you do not feel we are in a crisis

at this point?
Mr. BURNS. Oh, no; definitely not.
Representative CONABLE. One crisis of confidence that pretty mueh

concerns me has to do with our continuing imbalance of payments in

trade. It has been suggested, from high sources recently, that a border

tax might be a short term device that would improve our situation, and

apparently there is some thought this 'could 'be legally done on the basis

of our serious imbalance of payments. I would like to know if you have

had any consideration of that, sir. What about the possible impact of a

border tax?
Mr. BURNS. This would be a generalized tax?
Representative CONABLE. Yes.
Mr. Bu-RNs. This would be a generalized tax on imports?
Well, I have not studied that proposal, and I would hesitate to ex-

press a definite view on such a far-reaching proposal at this point.
Representative CONABLE. My time is up. I vield to Senator Bentsen.

Senator BENTSEN. Mr. Burns, this concludes our midyear hearings

on the economy. You have been a very fitting witness to cap off the

hearings. We are most appreciative of the testimony you have given

to us.
The committee will be coming out with a report shortly, making its

recommendations to the Congress, as to what steps should be taken

legislative wise on the economy.
Thank you very much.
Mr. BURNS. Thank you, Senator.
(Whereupon, at 11:25 a.m., the committee adjourned, subject to the

call of the Chair.)
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