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THE PRESIDENT'S NEW ANTI-INFLATION PROGRAM

MONDAY, MARCH 17, 1980

Concress oF THE UNTTED STATES,
Joint Economic CoMMITTEE,
Washington,D.C.

The committee met, pursuant to notice, at 2 p-m., in room 318, Rus-
sell Senate Office Building, Hon. Lloyd Bentsen (chairman of the
committee) presiding.

Present: Senators Bentsen and Sarbanes; and Representatives
Bolling, Reuss, Brown, and Rousselot.

Also present: John M. Albertine, executive director; Louis C.
Krauthoff II, assistant director-director, SSEC; Charles H. Bradford,
minority counsel; Kent H. Hughes, Mary E. Eccles, L. Douglas Lee,
William R. Buechner, Lloyd C. Atkinson, and Mayanne Karmin, pro-
fessional staff members; Betty Maddox, administrative assistant; and
Stephen J. Entin and Mark R. Policinski, minority professional staff
members.

OrPENING STATEMENT oF SENATOR BENTSEN, CHAIRMAN

Senator Bentsen. This hearing will come to order, gentlemen, if
you would give the witness a little room here.

This is 510 first in a series of hearings the Joint Economic Com-
mittee plans to hold on President Carter’s new proposals for control-
ling inflation. Our first witness this afternoon is the Honorable
Charles Schultze—not George—Chairman of the Council of Economic
Advisers. )

The President’s proposals have come none too soon. The inflation
situation in this country is dangerously close to being out of control.
T don’t know when I have been asconcerned about the cconomic fu-
ture of my country as I am today. Consumer prices rose at an annual
rate of 18 percent in January. Producer prices rose at a rate of almost
20 percent during the first, 2 months of this year.

_Novw, the President’s five-step program is a good step in the right
direction, and it is a useful and a welcome framework for waging an
effective battle against inflation. And I, for one, am going to support
the President in trying to implement the program. But T have no
illusions about how difffcult it is going to be to get a balanced budget.
My phones are already ringing off the walls, and T know that all of
the lobbyists in Washington have their computers going now to alert
their particular constituency to write letters, to call us on the phone,
to call on us, yes, to bring about a balanced budget, to make the cuts—
but not to cut their particular program because that one is different.

(1)
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Tt is going to be a real test for the Congress. We are going to have
to convince the American people that the Congress has the discipline
and the tools and the will to bring about that balanced budget.

My major disappointment, though, in the President’s announce-
ment was the lack of specific proposals for revitalizing American
productivity, to make us competitive on world trade, to encourage
exports in a more aggressive manner in the trade markets.

Mr. Carter’s—the President’s—proposals are aimed at cutting in-
flation in the short run, but they will be effective only if they go hand
in hand with long-run measures as well. Later on in your testimony
I would hope that you would comment on that.

1 would now yield to my distinguished colleague, vice chairman of
the committee, Congressman Bolling.

Representative BoLLine. Thank you, Mr. Chairman. I think I will
pass.

Senator BExTsex. The ranking minority member who is here, Con-
gressman Brown. '

Representative Brown. Here and out of breath, Mr. Chairman.

OPENING STATEMENT OF REPRESENTATIVE BROWN

‘Mr. Chairman, the President’s latest anti-inflation program calls
for increased tax burdens on our citizens and will guarantee the reces-
sion we have been hoping to avoid. The President’s program blames
the whole world for inflation and makes the public and the United
States the fall guy for the cure. At a time when workers’ incomes are
already being drastically reduced by inflation and record-high taxes,
the President proposes more taxes that will reduce these incomes
even more. .

We already face tax increases of $30 billion and $70 billion in
1980 and 1981, because of inflation pushing people into higher tax
brackets, because of social security tax increases enacted by the Con-
gtr:lzss, and energy tax increases. Any new taxes are wholly unreason-
able. ’ ’

The President’s new tax on oil’ imports will cost the consumer 10
cents a gallon more at the pumps. The withholding of taxes on interest
and dividends takes money out of the bank accounts of every Amer-
jcan saver—those that have any savings left, because they have been
dipping into savings at record rates to survive as consumers.

Once again President Carter is telling the American people that
they must bear the brunt of his efforts to lower the inflation—an in-
flation that he has been largely responsible for creating. The recession
will be caused by increased tax measures. Credit restraints, shutting
consumers off from credit resources and declines in profits and real
incomes.

As for credit controls, the only credit control that we need in this
country should be put on the Federal Government. It should balance
its budget, of course, if it can; cut its off-budget borrowing; and get
out of the credit markets. This is essential to lower interest rates for
consumers, businesses, and homebuilders alike.

Concerning the President’s proposal to cut only $13 billion to $14
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billion off Federal spending in fiscal 1981, the cuts are only half large
enough, in my opinion, to get the job done of balancing the budget,
because you are going to see somc off-budget items come on budget,
I think, as this year progresses. Is President Carter telling us that
there is only $13 billion in waste in a $600 billion budget? Why can’t
he cut enough to give us tax reductions instead of tax increases?

I support the chairman in my grave concern that this particular
proposal does not stimulate the expansion of our cconomy. Why must
we wait always until “next year” for those tax cuts? Instead of raising
taxes and making cosmetic cuts in the budget, the President should
make budget cuts large enough to end Government borrowing, lower
interest rates, and make room for growth-inducing, inflation-fighting
tax cuts.

We need personal tax cuts and faster depreciation aimed at stimu-
lating savings and investment. These tax cuts would fight inflation
by putting more goods on the shelves. They would keep the economy
moving forward so we could fight inflation without unemployment.

Furthermore, there are not enough specifics for us to really make a
good judgment. Why can’t we see them until April? Why, after a full
month of crisis and right after a full-scale budget submission, does the
President need yet another 2 weeks to figure out what is in the budget
and where to cut it ? Those will be some of the questions I will be asking.

enator Bentsen. Thank you.

Congressman Reuss.

Representative Reuss. No, thank you, Mr. Chairman.

Senator BENTSEN. Senator Sarbanes.

Scnator Sarsanes. Mr. Chairman, I am anxious for Mr. Schultze
to get on with his presentation and for the administration to get on
with the implementation of the program they have put forward, some
of which will require congressional response and some of which will
not.

But the President has charted a course now for his administration,
and I think it is important that they proceed in an expeditious manner
before everyone can descend upon them from all different directions
and proceed Lo try and tear things apart.

And I assume Mr. Schultze will sketch out for us today a timetable
on which they intend to go forward. That would be very helpful.

You think you are on course, and you have charted a course, and yon
- ought tosail on it and give those who have to interact with you a chance
to respond and make their judgments as these things come along. But
I think you have to keep moving. I see everyone, you know, is now
descending on you. Some sav it is too hard; others say it is too soft:
“You didn’t do this. You did this. You didn’t do that,” and so forth
and so on. So, I am anxious to hear Mr. Schultze, and particular]‘y. the
phgs that they have for carrying forward so we can get some decisions
made.

Senator Bentsen. Mr. Schultze, T for one want to thank you fqr the
incredible amount of effort that vou have put in. and your associates,
in trying to work with the various Members of the Congress in getting
input to try to put together a program that would be successful. Now
we will be pleased to hear from vou.
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STATEMENT OF HON. CHARLES L. SCHULTZE, CHAIRMAN,
COUNCIL OF ECONOMIC ADVISERS

Mr. Sceurtze. Thank you, Mr. Chairman.

1 would like to reciprocate by stating that I have been at this kind
of work off and on for the last, oh, give or take a little bit, maybe 15
years, not as much as perhaps others, but for a while. And I don’t
think I ever witnessed anything to compare with the kind of coopera-
tive work that went on between the administration and the Congress
over this past 2 weeks. And while I am sure there are going to be points
of specifics on which we disagree, I have found the common elements
that bind us together in those kinds of conferences turned out to far,
far greater than the areas of disagreement that I think we may be
going to have around the edges.

And so, if I might, Mr. Chairman, what I would like to do is, first,
submit for the record a set of documents which spell out the President’s
program and the actions taken by the Federal Reserve, under its own
authorities and under those granted to it by the President under the
Credit Control Act of 1969. That would be the President’s speech in
which he laid out his program; a fact sheet which we prepared that
summarizes the major actions; the Federal Reserve press release dated
March 14, 1980, which, in turn, summarizes the Federal Reserve ac-
tions; an outline of the Federal Reserve’s voluntary special credit
I};esfcgaint program; and the specific regulations issued by the Fed last

riday.

1 think these might be useful to the committee, and I request they be
put in the record.

Senator Bentsen. Without objection, that will be done.

[The information referred to follows:]



EMBARGOED FOR RELEASE
UPON DELIVERY MARCH 14, 1980.

Cffice of the White House Press Secrecary

TEXT OF THE PRESIDENT'S
ADDRESS ON ECCNOMIC POLICY

The East Rocnm

Persistent high inflatjon threatens the eccnomic securfty of our

country.

Since my economic and budget reports in January, rapid chances in
world cvents and economic prospects have made it necessary to inten-
sify cur anti-inflation fight, .

In the last eight weeks, interest rates have surged to unprecedented
heights and inflation has sharply intensified.

This is a worldwide problem. During the las:t two reporting months,
the increases in the wholesale price index in Javan, Great Britain
and Italy have all exceeded an annual rate of 25 percent. Even

in West Germany the inflation rate in wholesale prices was 13
percent.

The inflation we face today is deeply rooted. ts many causes

have built up over more than a decade. The rost impcrtant of these
causes are scaring world oil prices, declining productivity groweh
and our failure in government, as individuals, and as a society to
live within our wmeans. : .

n is a symptom of economic distress. The truth is that we
lation because our economy is not productive enough tc do
the things we demand of it. We want it to give us higher in-

comes, bigger profits and bigger govermment pregrams in our ‘avorite

The federal government must stop spending money we do not have and
borrowing to make up the diffarence.

Our whole society -- the entire American family -- nmust try even

harder to live within its means. As individuals and as a naticn,

we must begin to spend money according to what we can afford in

the leng tun -- not according to what we can borrow in the short
.

run.

re are no guick answers t¢ inflation and above all no painless

ers. If there were any such sclutions, they wculd have been
emented long ago. We cannot abolish inflation overnight by
Fassing a law against it. Only a long-term effort -- with

he parinership of business and labor, indivicdual citizens and all
ranches and ievels of goverament -- can succeed in brincing this

roblem under control.

]

This cangerocus situation calls for urgent mezsures. We must acs
firmly ang decisively. We must act now. We must remove any doubt
about this nation's will to take the ca ul stegs needed to con-
trol inflavisn, wWe cannot accept es ¢of inflaticen as a per-
manent fact ¢f life,
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The 'intensive anti-inflation program I am announcing today involves
v five major components:

s
—- rirst, discipline by reduction in the federal

bpdget.
* -- Second, discipline by restraints on credit.
—— Third, discipline by wage and price actions.

-~ TFourth, discipline by greater conservation of
energy.

-- Fifth, structural changes to encourage pro-
ductivity, savings, and research and develop-
ment. . oz

Let me discuss them one by one.
First, the budget.

I will soon set forth a revised budget for fiscal year 1981 --
wnich begins on October 1 of this year. It will be a balanced
budcet, and I intend to keep it in balance.

since the last balanced budget 12 years aco we have adced almost
one-half trillion dollars to our national debt. In 1981 we will
thus achieve an objective that has almost always eluded our coun-
try -- in good times and bad -~ a balanced budget.

8y the end of this month, I will send to the Congress a major revi-
sion in both my 1980 and my 1981 budgets.

I will propose significant reductions of budget authority from the
current budget, in order to cut spending this- fiscal year and next.

I will cut spending in the 1981 budget by more than $13 billion.
To reach that goal, I will:

-~ Dpefer, reduce or cancel most of the new or ex-
panded programs that were originally proposec
_in the 1981 budget.

-~ Cut expenditures for personnel, operaticns and
maintenance throughout the government.

-- FPreeze federal civilian employment izmediately,
and maintain rigid ceilings so that by the end
of October of this yvear we will have 20,000
fewer federal employees.

--_ Reduce ongoing spending programs throughout
the federal governnent. .

I urgently recguest from the Congress the savings and revence mea-
sures in the bSudget I submitted in January. I want to stress Dar-
cricularly the legislation needeé to hold down hospital costs, O
reform federal pay, and to speed up collections of revenue.

When budcet cuts demand sacrifices Irom many Apericans, it is in-
tolerable for some to evade prompt payment of taxes. T will send
to the Ccngress legislation to zake sure that taxes that are owed
on interes— and dividends are actually paid, and caid in a timely
manner.



ain my commitment to a strong defense and to the level
€, a fense spending which we pledged w0 our NATO
the Defense Department will not be immune from bucget
v In particular, I will require that the Departoent make
savings that do not affect our military readiness. I consider the
prepesed cefense budget adeguate to meet our naticn's nceds. e
must maintain budget restraint and fiscal responsibili ty in all
covernment agencies.

sed on cur estimates of economic and budgetary developments, the
actions I have described will prcduce a balanced budger in 1981

In our system, Congress controls the power of the purse. The re-

cent intense efforts of the Congressional leaders and my close con—

sultaticn with them have convinced me that the Congress will indeed

enact and maintain a balanced budget, as I am recormending. But t@
ensure that outcome I will use every power at my command:

-=- As I &id last week on a popular bill, I

any legislarion that excceds tne spsnci
consistent with a balanced bud

11 vetg
limits

3

w
ng

11 use my full powers under the 1574 3udcet
eform Act to held down LedeLal spending, includ-
1g some expenditures which have previousiv been

ori

-= If during the course of the year I judege that these
actions and pcowers are not sufficient, I will ask
the Congress for a temporary grant of extraordinary
pewers to ensure that spending is contained

Cutting back federal spending t6 match revenue is not a cure-all
- but it is an essential first step. The scurcas of inflation
are far too complex to be treated by a single Temedy. 3But nothing
will work until the federal government has demonstrated that it can
discipline its own spending and borrowing -- not just as a one-year

H but as a long-term policy. Toge:her, we will do Jjust that.
ispel the notion that deficits will 2lways be with us.

I want to be absolutely honest about these budget cuts. We have
been cutting out waste and fraud and trimming the bureaucratic
fat, But this time, there will alsc have to be cuts in cood,
worthwhile programs -- programs which I support very strongly.

In Lh‘s critical situvation we must all look beyond some of our
most worthwhile irmediate aims to be the overrs ing permanent
needs cof the whole nation.

n
But when we try to beat inflation
make the problem worse.

ing. :rs have gone
e in our naticn is now the
tionary expectactions have
rs a ted o use credit
to f;“a“cc spﬁcu‘atxve\venfures 2s well as productive activities.

tracditional tocls uvsed by the Federal Reserve to contzol meney
and credit expansion are a basit part of the fight on inflation.
3 ore 1ces, these tools need to be reinforced so
fec cestraint can be echieved in ways that spread the
rea ly.



I am therefore using my power under the Credit Control Act of 1969

to authorize the Federal Reserve to impose new restraints on the

crowth of credit on a jimited and carefully targeted basis. Under

this authority the Federal Reserve will:

© -—— Establish controls for credit cards and other unse-
cured loans but not for secured loans on homes,

automobiles, and other durable goods.

-- Restrain credit extensions by cormercial banks that
are not members of the Federal Reserve System and
by certain other money-market lenders. .

The Chairman of the Federal Reserve will announce a voluntary pro-
gram, effective immediately, to restrain excessive groweh in ioans
by larger banks and other lenders. At the same time, the program
will encourage the flow of available credit supplies for investment
and other productive uses. Special attention will be given to the
particular needs of small businesses, farmers, and homebuyers. I
support these initiatives by the Federal Reserve.

These carefully targeted actions will not damage the productive
capacity of our nation. By helping to curtail excessive uses of
credit and dampening inflation, they should -- along with the bud-
getary measures I announced -- speed prospects Ior reducing the
strains in financial markets.

In addition, I am taking steps to reduce the extension of credit
by the federal government.’ Pederal loans and loan guarantees will
be cut by nearly $4 billion in fiscal 1981.

2s a longer-run measure, I urge Congress to institute the credit
budget I proposed in January. It will help us control more effec-
tively the ioans and loan guarantees provided by the federal govern-
ment.

Our third area of action is the voluntary wage and price stancards.

I do not have authority to impcse controls. I do not seek that
authority. We will not impose mandatory wage and price controls.
Government wage and price controls have never worked in-peacetime.
They create unfair economic distortions and hurt productivity.
mhese results always force price controls first to be eased and
then dismantled -- while inflation roars ahead.

Controls create ineguities -- and the greatest inequity is their .
effect on the average family. As even the most ardent acdvocates
of mandatory controls concede, the cost of vital necessities such

as food ané fuel would be passed on to those living on frozen wages
and fixed incomes.

We cannot outlaw inflation with a massive federal bureaucracy, or
wish it away with magic formulas.

On the other hand, voluntary wage and price stancards offer the
flexibility we need to deal with our complex economy.

The Council on Wage and Price Stability has just issued revised
pay standards and confirmed an extension of the price stancards.

’
The new pay standards were developed from the recommendation of
a Tri-Partite Advisory Committee, with merbers from business, labor
and the public. The Committee unanimously reccmmenced standards
for pay increases in the range of 7-1/2 to 9-1/2 percent, and
stated that under normal circumstances increases should averace
§-1/2 percent. I am determined tO neet that goal.
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In the fact of last year's 13 percent increase in the consumar
price incdex, and the even higher rate of recent months, this
unaninous recommendation of the Pay Advisory Committee -- desicned
te produce an average wage and salary increase of 8-1/2 percent

-~ reflects a commendable spirit of restraint and cooperation.
With business, labor and public suppcrt, we can meet this goal

of restraint.

I am sharply expanding the price and wage monitoring activities

of the Council on Wage and Price Stability. Its current staff

of 80 people will be more than tripled. The Council will estab-
lish teams of experts to track wage and price develooments in each
major industry. The Council will meet with leaders from specific
industries to secure their cooperation, Where necessary, we will
ask large firms for pre-notification of significant price increases.
We will investigate wage and price increases that seem &ut of ‘line
with the standards. I mean to apply those stancdards with vigor

and toughness to both business and labor.

-

Our fourth area of actign is energy.

The plain truth is that we will never be completely strong at home
or secure abrecad until we have at last solved our naticn's exces-
sive dependence on foreign oil.

ice of imported oil has more than doubled in the last 12
. Last year’s increase alone was greater than all other
ses combined since the cil ermbargo of 1973.

ve must forge ahead toward the goal I set last July -- cutting
in half the amount of oil we import by 1%90. To do this will
require increased production of domestic o0il, natural gas and
coal — unrelenting efforts for conservation -- and the rapid
developrment of alternative energy scurces.

For three years I have fought for a national enecgy pelicy to
achieve each of these gocals. Today, at long last, we are close
o enacting such a policy into law. We must not falter now.

I am asking the Congress to finish without cdelay the three es-
sential pieces of the energy program -- the Windfall Profits

Tax, the Znergy Security Corporation, and the Znergy Mobiliza-
tion Board. These bills are cornerstones for our energy security,
our national security, and our fight against inflation.

osal to.Congress to conserve
and to convert them from oil
cc must be passed promptly,

energy in electric power plan
to coal and other fuels. This ¢

I have recently submitted a prop
ts

3ut we can never solve our energy dependence unless we meet the
problem of extravagant gasoline use,

Gasoline is the most important and mecst wasted petroleum product
in the United States. It accounts for some 40 percent of all

the petroleum we use. In almost every other industrial countrv,
the averace amount of gasoline uscd by sach citizen is much lower
than ocurs, and the average price is much higher. Americans have
done well in the past year in gasoline conservation, ut i we
are going to reduce further our cependence on foreign oil, we must
do more,

Therefore, I am exercising my Presidential avtherity to impose a
gasoline conservation fee on imported oil. This will be applied
solely to gasoline in an amount egual to about 10 cents a callon.
The fee will not add to the cost of any other oil product. It will
not a2é to oil company profists. It should reduce imports by
100,000 barrels a cay by the end of a year, and later by as

much as 250,000 barrels ger day.
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I will submit to Congress a reguest for a specific gasoline tax
which will replace the conservation fee.

The funds from the gasoline conservation charge will be held in

reserve or used to reduce the national debt. I do not intend to
use these revenues to balance the budget or as a substitute Zor

necessary spending cuts. 3ut these revenues, which will begin
accruing immediately, will give the budget a margin of safety

ensuring that it remains in balance even if conditions or estimates
change. -

We can now set new targets for gasoline consumption nationwide
whiczh will reduce consumption by 400,000 barrels per day. )

This action also underscores a commitment to greater conservation
that our friends abroad -- both producing and consuming nations ==
can join and support. .

Finally, the Secretary of Energy is pursuing an intensified national
energy conservation plan. Our aim is to involve every level of
government, business, labor -- in fact, every single citizen —--

in conserving American energy.

Our f£ifth area of action involves long-term structural changes to
encourage productivity, savings, and research and development.

We have already begun to make progress in reforming government
regulations which interfere with these goals. Since taking of-
fice, I have worked to root out unnecessary government regulaticns
and to make cost-effective those which are necessary. I urge the
Congress to pass the Regulatory Reform Act, which will strengthen
our efforts.

As much as possible, we need to let the private enterprise systenm
be free to compete. We have succeeded in deregulating airlines.

I urce the Congress to speed passage of comprehensive bills to
cut regulation of banking, trucking, railroads and cormunications.

e must also encourage savings. The single mest important way

we can do that is.to phase out the ceilings that limit the return
most small savers can earn. A-financial institutions reform bill
which makes this change has just been approved by a House-Senate
Conference Committee. I urge its quick passage. .

We must face the fact that over the last 10 years the pace of pro-
ductivity growth in our country slowed sharply. Last year it
actually declined. :

This trend is an important long-term factor in inflation. It
must be reversed.

I am asking my Presidential Commission on an Agenda for the 1980s
ag part of their work to-develop specific recommendations for re-
vitalizing our econcmy.

r priority now is to balance the budget. But once these spend~
¢ limitations have actually been achieved, we can then provide
ax relief to encourage investment. Through fiscal discipline
today, we can free up resources tOmOIIrow for the productivity im=
proving tax reductions our nation needs.

u
n

0

This discipline will not be easy. Our new budgets will be very
tight. There are some things we cannot afforéd -- at least not

now. But the most important thing we cannot afford is the naticnal
delusion we have been harboring abcut inflation. We cannot affcrd
the fairy tale that inflation can be passed on to the next person
-- or to tha next generation.
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The actions 1 have cutlined involve ccsts. They involve pain.
But the cost of acting is far less than the cost of net acting.
The temporary pain of sacrifice and discipline is fap less --
for all of us together -- than the still worse permanent pain
of rising inflation. For all of us, but especially for the
most needy, inilation is indeed the rost cruel tax of 311,

If we take thesc necessary steps against inflation, it will not
result in a quick victory. Over the next several months, infla-
tion is likely to continue at a high level. We must pe patient
and persistent.

I am confident that with the steps I am proposing today, the in-
flation rate will be declining later this year. AS that happens,
we may look forward to calmer financial markets and lower inter-

cst rates. ) . ;
By taking control of this problem -- which invelves taking control
of ourselves -- we can put an end to the fear about the future
that afflicts so many of our people and institutions,

In the Iight against inflation, what is at stake i5 more than
naterial wealth or material comfort. What is at stake jis whether
or not we Americans -- as a ‘nation, as a people -- will control
ouvr own destiny.

In crises abroad, we have always shown our ability tg respond
wvith steadfastness and courage. We must now show thy same deter-
mination in meeting the challenge of inflation.

With

inflation, as with defense and cnergy, our responsibility
is clear: -

-- to face the world as it is, and to be honest ahout
the hard decisicns that arxe necessary; -

— to make those decisions and to carry them Qut; and

to build together a strong and secure and heseful
future for every American. )

h preoper discipline we will prevail in our fight against infla-
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LRGOED FOR RELZASE CN DEILIVERY
THE SRESIDENT'S SPEECE IARCHE 14, 1330

Office of the White House Press Secretary

THE WHITE HOUSE
ANTI-INFLATION PROGRAM

The President's anti-inflation program announced on March 14, 1980
involves five major parts:

(1} Increased Discipline in the Federal Budget

(2) Restraints on Credit

(3) Wage and Price Actions

{4) Greater Energy Conservation

(5) Economic Structural Changes to encourage productivity,
savings, research and development.

Increased Discipline in the Federal Budget

in the rate of inflation, the President has
decided that it is necessary to balance the budget in FY 198l.

The FY 1981 balanced budget is achieved through:

~-deferral, reduction or cancellation of most of the new or expanded
programs originally proposed in FY '8l budget; | . -

--a cut in expenditures for personnel, operations, and maintenance
throughout the government;

—-an immediate freeze in Federal civilan employment, ané rigic

. .maintenance of employment ceilings to ensure that there will be .
20,000 fewer Federal employees by the end of 1980 than there are now;

—-a reduction in ongoing spending programs throughout the Federal
government; . = . e

--placing on an urgent basis the need to pass the savings.and revenue
measures submitted in the January budget, including hospital cost
containment, Federal pay reform and cash management reforms;

~-legislation to be sent to Congress authorizing withholding of interest
and dividend payments in order to ensure that Federal inccme taxes
owed on those interest and qivfﬁend payements are in fact paid;

--requiring the Defense. Department, through efficiencies and savings
that do not affect military r#adiress, to offset 2 large part
of the cost increases the Department now faces; :

—-a commitment to veto any legislation that exceeds the spending '
1imits consistent with a balanced budget;

--—commitment to use the powers under the Budget Reform act of 1974
available to the President to defer or rescind Federal spending;

--a willingness to seek from the Congress, if adeguate steps are
not being taken to achieve a balanced budget, a temporary grant
of extraordinary powers.

Restraints on Credit

A. The President is using power granted him under the Credit Control
Act of 1969 to authorize the Federal Reserve to impcse new restraints
on the growth of credit on a limited and targeted basis: .
-—Controls will-be authorized for consumer loans other than these
. for homes, automobiles and other durable goods;
--Authority will be authorized to restrain credit extensions by )
commercial banks which are not mempers of the Federal Reserve
- System and by certain other money market lenders.

2. The Federal Reserve will announce a voluntary progranm, effective
irmediately, to restrain excessive growth in loans by large banks and
other lenders.

C. Federal loans and loan guarantees will be cut by $4 billion in Fiscal 1981.

D. The President renewed his commitment to seek Congressional passage
of a credit budget to enable the Federal government to control the
loans and loan guarantees it provides more effectively.



Wace and Price Acticns

A. ReaZiirmed aksolute opposition tc wage ang price consrois.

2. Acceptance of say standard recommencdaticns of the Pay Advisory
Committee -~ standards which permit pay increases in the range of

7.5 to 8.5 per cent, with an average under normal conditions of 8.5 per cer
large firms with settlements over the B.5 per cent micdpoint will be asked
to report to the Council on Wege and Price Stability {COWPS) with
supperting information.

C. Continvation of the price standard established in Zinal form by
COWPS on November i, 1979.

D. Lowering of the threshold for regular, formal reporting of price
change information to COWPS from companies with $250 million or more
in sajies to those with $100 million or more in sales.

E. Selective prenctification of price increases bty large firms, on a
voluntary basis.

F. Increased COWPS staff to expand monitoring effort.

Greater Energy Conservation ’ R

A. Renewed. abreal to the Congress to com
Profits Tax, the Energy Security lorperation, and the
3oazd and tc take prompt acticn on the recently prope
legislation.

E. Impcsition of 2 gascline conservation fee on imported oil ¢of
$4.62 a barrel, whichk will be applied solely to gasoline in an ‘amount
ecual to about 10 cents a gallen, N

C. Submission to Congraess of a motor fuels tax cdesigned o replace the
gasoline conservation fee.

D. Establishment of new targets for naticnwide gasoline consumption at
maximum of 7 million barrels per day, or a 5.3 per cent decrease irom

1579 level, .

o

- Develorment of intensified naticonal energy conservation pian by
he Secretary of ZInergy.

o (1

Long-Term Econcmic Structural Changes

A. Renewed appeal to Congress to enact the Regulatory Reform Act and
comprehensive legislation to deregulate the banking, trucking, railrcad
and cemmuncations industries.

B. Renewed appeal to Congress to enact the Financial Institutions

Reform Act, which will gradually lift the ceilings that limit the return
mest small savers can earn.

C. A request that the Prasidential Commission for a National Agenda for
the EZighties develop specific recommendaticns for revitalizing cur
economy’'s productivity.

D. Statement of intention to propose tax measures to spur produ
once the task of balancing the budget and assuring overall fisc
discipline is achievead,

More detail on the following items of the President's program is set
forth below:

(1) Overview of the Inflation Situation
{2} Budgetary actions/Hiring Limitation
{3} Pay and Price Standards

{4) Gascline Conservaticn Fee

{3} Motor Fuels Tax

(6} State Gasoline Targets

{7) Withhol@ing of Interest and Dividends

66-327 & - 80 - 2
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dore detailed information on credit restraints will be set forth in
a2 separate release provided by the Federal Reserve.

OVERVIEW OF THE INFLATION SITUATICN

We have just come out of a decade of economic turmoil; a decade
which saw

-- a tenfold increase in the price of oil,

-- a twenty-fold increase in the U.S. cil import bill,

~- the deepest recession in 40 years,

-- inflation which averaged eight per cent over the whole decade, and
-- a sharp slowdown in productivity growth.

Thus as we enter the 1980's, economic policy has to concentrate on
three major priorities:

(1) reducing inflationm, .
(2) adjusting to a world of sharply higher energy prices and

reducing our vulnerability to OPEC price and supply édecisions,and
(3) improving the efficiency and productivity of our economy.

‘iIn recent weeks this first priority has become even more important.
‘Citizens across the country have become worried that our economy is out
of control. This worry affects their expectations about inflation and

thus their behavior.

There are real causes for concern.

-— The early months of 1980 have seen another explosion in energy
prices and the passthrough of increased energy costs in other good
and a wholesale price index rising at an annual rate of 20 per cen—— -

—— Interest rates are skyrocketing; and

-~ The bond market is in éisarry.
strong and decisive action is necessary to turn. the tide around. We
cannot let ‘a continued worsening of inflationary expectations and an
ercsion of confidence undermine a basically sound economy.

What caused this worsening of inflationary expectations? A number of T
things:

Our eccnomy has shown greater strength than expected. The widely-~
expected recession has not materialized.

—- Retail sales have remained strong as consumers continued to
hold down their savings rate to spend; .

-- Employment is still up and the unemployment rate is steady at
roughly six per cent: .

-- Restraint in financial markets has not bit deeply except in housin

-- Strong markets have made it easier for businesses to raise prices.
Inflation has acceleratedé sharply.

--— In January and February the Producer's Price Index increased at
an annual rate of about 20 per cent;

-=- In Januvary the CPI increased at the rate of 1.4 per cent {an
annual rate of 18 per cent), .

-- These dramatic increases come from another round of energy price
increases (7.5 per cent in February alone), from the passthrough
of energy price increases into the prices of goods made with
and transported with energy, and from the passthrough of other
costs swallowed last year. :

Misinterpretation of the budget. . - .

—— The increase in nominal expenditures for FY 1980 between January
1979 and January 19380 was a result of inflation << but it was
perceived by some as backing away from the -cdmmitment to fiscal
restraint; ~
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-- The §15 =i it In the 1381 budget was not widely
recognized a resuls of the administratisn’'s fcrecast
of a weak eccnemy. (With a six per cent unemploymens sate, the
Sudget provosed in January would ke {a surslus.)

-= Concerns about a defense beom.

and, finally, concern about the growth of money supply and business
loans.

BUDGETARY ACTIONS

Tharcughour his administration, the President has emphasgis the need
Zor fiscal rest-aine. Given the recent increases in our nation's rass
¢f inflaticn, he has determined that a balanced budget in FY 133! is
immeratis .. .

imperative.

To implement this decision, the President will place Sefore the Congress
4 package of suybstantial expenditure cuts in almost every major program
area not vital €9 naticnal security. These cuts are real, and have,

been allocated ‘fairly. The President recognizes the sacri®ice he will

e asking pecple to make through these reductions. Scwever, he has
decided that balancing the budget now is a major step towazd vss-o::wg
conlidence in cur eccnomy.

ad iz January, the TY 1381 budge: had Srojected deficis
sillion. Since Januacy, chances in the economic ouitlock
1l revisicns have gombined t¢ raise both o utlays and revenues
fc- TY 1881, narrowing the FY 1581 deficit by a small amcun: (abcus
$2.3 billicn}. .
The President’'s prooosed expenditure cuts will bring the budges o
alance. Sevend that, the im:csi:ion of a measure to reduce gascline
consumption and cil imperts, and the propesal &2 apply withholiing so
exis* $ taxes on ;ﬁte'es- and clv*éends {a measure to reduce tax
evasion} will together generats new revenues of akcut 514 billicn,
grevidiag an overall su:plu: for the budgex.
The budcet estimates are as f¢llows:
158¢ 1931
I. CUTIAYS (i= hilliems)
January 3udges 384 €1¢
Flts: revisions ] $ «2 13
lass: budges cut -2 =13 45 -4
ecuals: revised cutlays 568 wo 3895 611 ro 813
II. REVINUES (in Sillicas)
SJanyaxy budges 324 : §C¢
plus: ravisions 3 11 2 12
Withholding on Interast
and Divicdends b} 3
Contingency Aalowance
{Revenues Jrcm gascline
censarvacion fse) (3
egquals: zevissd revanues 329
{including contingency .
llowance) {332} {624 =c 8§23
IZI. DEFIZTP (-} OR SURPLUS (+) {iz billiens)
Januarsy dudget -43 ~16
Revisad estinzis =32 =22 =43 0 o 2
(Czontingency allowance) (=3} (=10}

Revised estimate alfier

copeingency {=36 =2 =37} (=10 =z =12
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proposed Spending Cuts

The President will propese reductions in virtually every area of

the budget to eliminate the deficit in FY 1981. He will defer less
essential spending. He will rescind budget authority in 1980. He will
propose reductions in appropriations for the FY 1981 budget. He will
seek legislative reforms lowering expenditures. The President intends
to use fully the authorities he has at hand to achieve budget balance.

These recommendations are the product of an unprecedented joint effort
withithe Congress. The President's senior advisors and members of
Congress have identified and reviewed the actions which are necessary
to balance the 1981 budget. There is substantial agreement concerning
specific reductions in major programs and in the general pattern of
reductions in other areas. .

Both the Administration and the Tongress intend to work closely together
to see these proposals enacted.

Reductions in New Initiatives

The -President has decided to eliminate, reduce Or postpone many of
his new initiatives.- Among those initiatives affected are:’

Outlay Reducticns 1981
(in millions)

New EDA development financing program (DoC) 212

solar and Conservation Bank (HUD) 76
Territorial Tax Matching (DOI) . 22
The State Share of General Revenue Sharing (Treasury) 1,700
Welfare Reform Initiatives (DOL, HHS) - 859
Mass Transit Capital Grants (July energy program) 265

The budgetary propesals will also include substantial cuts in numerous
on-going programs virtually across the government. Selected examples
are: . .

Operating and administrative expenses (all agencies)
Water and sewer ¢rants and loans (USDA)
Agricultural Conservation Program (USDA)
Foreign Aid (AID, Treasury)

Coastal Energy Impact Funé (DOC)

Water project construction (Corps of Zngineers, USDA)
Energy Impact Assistance (DOE)

Mental Health and Alcohol Services (HES)
Health Services Grants (HHS)
Rehabilitation Loan Program (HUD)

Land and Water Conservation Fund (DOI)
Urban Park Grants (DOI)

LEAA (DOJ)

Welfare Reform Demonstration Project (DOL)
public Service Employment (State)

UN Voluntary Contribution (State)

Coast Guard facilities (DOT)

Airport programs (DOT)

Highway construction {DOT)

Waste Treatment Construction Grants (EPA)
Facilities construction (NASA)

Space Science (NASA)

Facilities construction (VA)

Export Loans (ExIm Bank)

Business Loan and Investment Fund (SBA)
Applied Research (NSF)

The details concerning reductions in these and other federal programs
will pe made public along with the budget revisions at the end of this
month.
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on on Executive 3ranch hiring will take effecs immediately
t:ion is indefinite.

Agencies are restricted in filling full-time permanent pesiticns to
no more than 50 per cent of vacancies that occur af=er February 2%,
1980. Vacancies that existed prior to that date may be £illed, but
only by using the allowed 50 per cent of vacancies oceurring after
February 29.

For purpcses of illustration, a 50 per cent hiring limitation will
result in a reduction of 6,500 full-time permanent positions per month.
Qver a 30-day period, this would mean that about 19,500 vacancies
would not be filled, producing savings of up to §37 millicn.

't;, PAY AND PRICE STANDARDS

Fav Standard for Second Program Year

The Pay Advisory Committee's recommendation for a 7.5 per cent to
9.5 per cent range of permissible increase has been adepted as the
second year pay standard under the voluntary program.

Alfhouch the Administration has adopted a range rather than a single
stapdard, it is expected, nonetheless, that wage settlements nation-
wide will average about the midyoint of the range, 8.5 per cent.

All businesses with more than 1,000 empiovees that settle on pay
increases above 8.5 per cent will be asked to report such settlements
to the Council on Wage and Price Stability, along with supporting
statistical informatien.

The Pay Advisory Committee's recommendation for a second vear 7.5 per
cent Cost of Living Adjustment evaluation has been adopted.

Price Standard for Second Program Year

The price standard for the second program vear issued in final form
by the Council on Wage and Price Stability on November 1, 1973, will
be continued.

intensified and Expended Pav and Price Monitoring

The threshold for regular {quarterly), formal reporting
change i{nicrmation to the Council on Wage and Price Sta
be lowered Irom companies with $250 million or greater i
sales to companies with $100 million or greater in annual
This will more than double the number of business firms in
monitored by CWPS (from about 1200 to about 25060).

Pre-nctification of price changes will be selective -- where it appdars
to be needed and makes sense. There will be no standard reguirement
for pre-notification by all businesses that are affected by the
regular reporting recuirement.

Zxpansion of the Council on Wage and Price Stability

The staff capability of the Council on YWage and Price Stability will

be more than doubled to administer the intensified program. Iost of
the added pecplie will support price and pay monitoring activity. Audit cap:
bBility will be added. Price monitoring wiil be greatly strangthened.

initial review time will be reducsd; CWPS will evaluate exceptions
recuests faster and reduce decision time.



18

GASOLINE CCNSERVATION FEE

Naczure of Fee

Tne fee will be $4.62 per barrel on imported crude oil. The cost
of this . fee will be shifted entirely to the production of gasoline.
The expected effect of the fee on gasoline prices will be about

10 cents a gallon. Imports of gasoline will also be subject to a
charge, equal in amount to the expected average impact of the fee

on gasoline of 10 cents a gallen, or $4.20 per barrel.

The conservation -fee is temporary; the President will submit to the
Congress legislation to establish a tax on motor fuels. When that tax
is enacted the fee will be removed. Such.tax legislation would
have the same favorable effect of reducing petroleum imports but would
eliminate the need for the complex administrative regulations to shift
the cost of the import fee to gasoline. .

The -fee is effective for gasoline produced or imported and crude
oil imported after 12:01 a.m., March 15, 1980. A Presidential Procla-
mation providing the framework for the detdiled mechanisms of the plan
will be issued in the next few days, effective March 15, 1980.

These actions are taken under authority of Section 232(b) of the

Trade Expansion Act, and of the Emergency Petroleum Allocation Act
(EPAA). The Trade Expansion Act gives the President authority to take
action to adjust levels of imports that threaten national security.

Such adjustments can be made through the imposition of an import fee,
and the establishment of a program to shift the fee to gasoline. The
EPAA provides the President with authority to impose price and allocatioc:
controls on crude oil and refined products.

In accordance with the Trade Expansion Act, the Secretary of the
Treasury conducted an investigation last year into the Nation's depen-
dence on oil imports and concluded that the levels of such imports
threaten national security.

shifting the entire cost of the fee to gasoline will focus the
fee on the product which provides the greatest conservation potential
without unduly affecting the economy. The expected effect of the
conservation .fee followed by the motor fuels tax, is to reduce
gasoline and diesel consumption and imports by approximately 100,000
barrels a day by the end of the first year, and up to 250,000 barrels
by the end of the third year.

L4
The £fee will raise the price of gasoline by about 10 cents per
gallon, effective May 13, 1980. The direct effect of this increase
will raise overall consumer prices by about 1/2 percentage point. The
majority of this increase will be reflecteé in the CPI during May and
June. Over the following year additional {but much smaller) indirect:
effects will be felt elsewhere in the economy, as gasoline costs are
passed on. .In total, these direct and indirect effects will increase
the CPl by about 3/4 of one percentage point.

There are certain offsetting factors, however. To the extent we can
reduce our appetite for imported 0il and bring supply and demand into
balance, pressure on OPEC to raise prices will decrease. This fee
wili not only produce additional demand restraint, it demonstrates

tne willingness of the United States to make sacrifices to curctail
gasoline use. 7This is an important element in securing the inter-
national cooperation that is vital if we are truly to bring the oil
price explosion under control.

The program will not cause the price of uncontrolled domestic crude
oil to rise, since the entitlements program will shift the entire fee
to gasoline producers.and reimburse crude oil importers to the extent
that they do not produce gasoline.

The measure will also increase faderal revenues by just over $10 billior
annually.
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The entire burden of the crude oil import fee will be snifted from
importers to gasoline producers. This will be accomplished through
& mechanism similar o, but separate from, the current Zntitlements
Program -- a system of gayments among refiners designed generally to
egualize their crude oil costs.

The mechanism will require importers of crude oil to pay the import

fee to the Government. t the same time, however, the importers will
be reimbursed for this expense by gasolinae producers, who will be
required, for each barrel of gasoline produced {whether from domestic
or imported crude oil}, to purchase an "entitlement” to produce gaso-
line from any firm which imports crude oil. As a result of the entitle-
ment program, refiners and regions that are dependent upon imported

0il will not be disproportionately affected by the new import fee,

&

TAX Git MOTOR FUELS

Determination of Tax Rate

The President will send to Congress legislation establishing a tax on
gasoline and diesel motor fuel, starting at 14 cents per gallien. (The
present 4 cents a gallon tax would be repealed.) The rate of fax will
be adjusted, not mere than guarterly, in accordance with changes in
the price indices of producers (refiners) prepared by the Degartment
of Labor.

In that way, the tax will be the eguivalent of an ad valorem tax at
a constant fixed percentage cof producers’ average selling prices.
The indices will be those for refiners' sales of gasoline and diesel
motor fuel to commercial consumers. The gascline index used will be
that for unleaded fuel. hanges in the tax rate will be announced
by the Treasury Department. No changes will be made unless the
change in an index will result in a tax change of at least cne half

cent a gallien.
Pavment of Taxes
ToyTent o: -axes

The new taxes will be paid by these who now must pay the ¢ cents per
gallon tax on gasoline and diesel fuel.

Exemptions, Credits, and Refunds

Many of the existing exemptions, such as for sales to State aad local
ceovernments, will be retained. In other cases, the magnituce of the
exemption, credit, or refund will not be less than under present law.

Floor Stocks Taxes and Refunds

Tax increases or decreases will not be colliected or paid on tax-paid
products in inventory at the time of change.

Hichway Trust Funds

Revenues from thc new taxes will be transferred to the Highway Trust
fro

Fund in amounts not less than the eguivalent of the revenuves from a
tax of 4 cents a gallcn on gascline and diese] fuel.

Revenue
ch 1 cent of the egquivalent tax will raise 1.2 billion annually
1381 income levels.

Ea
at
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Effective Date

The new ad valorem equivalent tax on Motor Fuels is to be effective
with the"ending of the import fee. Gasoline importers and producers
will receive a credit against the new gasoline tax for the import fee
or entitlement cbligation already paid on gasoline in stock. For
ciesel fuel, the tax is tc be effective the day after the import fee
is terminated.



STATE GASCLINE TARGETS

The National Target

The annual national gasoline conservation target will be set at 7.0
million barrels per day, measured according to the Federal Highway
Administration (FHWA) data series. These data measure gasoline sales
in individual states throughout the nation.

This target is about 5% per cent below average daily consumption for
1979. Individual states' targets, based on the national target, are
being set for the second quarter of 1980. Next week, letters will be
sent to the states specifying second quarter targets.

Consultations with the States on Methodology

During the last few weeks, the pepartment of Energy (DOE) has reviewed
a revised methodology for setting individual states' voluntary gasoline
conservation targets with officials from the states, Puerto Rico, and
the District of Columbia. The'comments received indicate the method-
ology to be basically sound, although DOE will continue to evaluate

the revised formula. .

The new methodology uses a sum of 12 months of state -gasoline sales
data -- rather than monthly gasoline tax data used in developing state
targets for the first quarter of 1980. Monthly shares are then com-
puted based on prior consumption and prior conservation efforts, and
take into account recommendations submitted by state officials for
allocating the annual allotment as monthly shares.

1he new method of calculating targets is more realistic because monthly
data were found to have several reporting variations. It alsc gives
additional weight to the recent lower gasoline consumption which has
occurred pecause of conservation and economic factors. ’

lMonthiy Energv Review (EIA) Data Compared to FHWA Data

Two different data series have been used to measure gasoline consumption.
The two series are DOE's iMonthly Energy Review (MER) and the Federal :
Highway Administration (FHWA) data series. The FHWA data, because of

the inclusion of gasoline which is not imported or produced at domestic
refineries, but comes rather from secondary sources, are about 350,000
barrels per day higher than MER data.

For 1979 DOE's MER data reported national gasoline use {"product
supplied”) at 7.029 million b/d. The corresonding figure reported

by FHWA is 7.4 million b/d. Because only the FHWA data system provides
information on a state-by-state basis, the national target of 7.0 mil-
lion b/d is set in terms of FHWA statistics. This national target would
_likely correspond to an MER "product supplied" figure for 1980 of

6.65 million b/d. R

Average Gasoline Consumption in-the Last Five Years

FHWA Data Monthly Energy
(Approximate) Review Data
{million b/d) (million b/4d)
1975 6.81 ’ 6.68
1876 7.13.- - 6.98
1977 7.37 7.18
1978 7.63 7.41
1979 - 7.40* 7.03

*estimated

Mandatory Targets

It is expected that the target set by the President today will be
achieved through voluntary compliance efforts by the States. In his
state of the Union address, the President said, "After consultation
with the governors; we will set gasoline conservation goals for each
of the 50 states, and I will make them mandatory if these goals are
not met." .



rfresic cdatory pursuant =g
tion 21 Act of 157§ (public
96-1802, 93 Stat 149(1979)) wnh"eve' ne Iinds, with respect to
energy source invclved, that “"a savere supply interruprion exists
or is imminent.” This critericn is defined in Section 202 of the
cz, which in effect empcwers the President not on-y to determine the
existence oI an interrupticn, but te act in anticipation of a potential
interrupticn.
If the targets were made mandatory, the States would be required to
submit emergency conservation plans within 45 days. If no such plan
1

were submitted, or if disapproved, or if the plan fails substantial
to meet the conservation target within a reasonable period of time
{but not less than 30 days) and the required statutcry shortfall exists
or is expected, a2 standby Federal conservation plan may be ordered
implemented in the State.

The standby Federal conservation plan was published in the Federal
Register on February 7, 1980, and is currently the subject of public
hearings, The comment pericd ends on April ?, 1880, and a final plan
will be issued thereafter. -

WITHHOLDING ON INTEREST AND DIVIDENDS

Currently no tax is withheld on payments of interest and dividends to
domestic taxpayers, although taxes are withheld from wage recipients.
Pavors ©f certain categeories of intercst and dividendsare reguired to
resort to the IRS and the recipients the amount of interest and divi-
dends paid.

The D*ﬂsiden: will propose legislation to change the current payment
practice. Under the ;ﬂg;sla*;on, payors who now repert taxable interest

n'qa-v.cends to both IRS and recipients would be required to withhold
{xs er cent of such payments. Individuals who reasonably believe they

1 owe no tax, and aexempt organizations, would not be subject to

\wfgh olding if they file exemption certificates with the interest or
\{ dividend payor. This system of reporting and wzthho;dlng would be

extended to interest on other taxable instruments where practical.

A recent IRS report estimacted that between §$5.4 and §9.4 billion of
additional interest income and between $2.1 and $4.7 billion of addi-
tional dividend income should have been repcrted on individual income
tax returns in 1976. While only 2-3 per cent of wages and salaries
went unreported, the comparable figura foer interest and dividends was
9-16 per cent. The use of information documents and audit procedures
cannot by themselves effectively clese this reporting gap because of
the dif ;:ulty of following up on millions of interest and dividend
transactions.

Withholding 2t a2 15 per cent rate will not result in undue hardship
because the lowest rate bracket at present is 14 per cent. Thus, few
individuals would be deprived of the use of over-withheld funds unti
they receive a refund of tax. In addition, under the proposal, persons
who reasonably believe they will owe no tax may file exemption certi-
ficates and avoid withholding altogether.

wWithholding would increase tax collections by $2.5 billion or more
per year beginning in fiscal 1981. Practically all this revenues comes
from increased compliance, except in the firs: vear, in which much of
this increased revenue would come from thée acceleratlon cf payments.

Change in Rcvenue
{$ billion)

Increased Change in
. Fiscal year compliance Timing . Total
J 1981 1.0 2.4 3.4
’ 1582 2.2 0.3 2.5
- 1983 2.5 0.3 2.8
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FEDERAL RESERVE press release

For immediate release MARCH 14, 1980

The Federal Reserve Board today announced a series of monetary and
credit actions as part of a general government program to help curb inflationary
pressures. The actions are: v

I. A voluntary Special Credit Restraint Program that will apply to all
domestic commercial banks, bank holding companies, business credit extended by
finance companies, and credit extended to U.S. rgsidents by the U.S. agencies and
branches of foreign banks. The parents and affiliates of those foreign banks are urged
to cooperate in similarly restricting their lending to U.S. companies. Special effort |
will be made to maintain credit for farmers and smail businessmen.

2. A program of restraint on certain. types of consumer credit, including
credit cards, check credit overdraft plans, unsecured personal loans and secured credit
where the proceeds are not used to finance the collateral. The Board has established a
special deposit requirement of 15 percent for all lenders on increases in covered types
of credit. Automobile credit, credit specifically used to finance the puréhase of
household goods such as fumniture and appliar;ces, home improvement loans and
mortgage credit are not covered by the program. T

3, An increase from 8 percent to 10 percent in the marginal reserve
requirement on the managed liabilities of large banks that was first imposed last
October 6, and a reduction in the'base- upon which the reserve requirement is
calculated.

4. Restraint on the amount of credit raised by large non-member banks
by establishing a special deposit requirement of 10 percent on increases in their
managed liabilities.

5. Restraint on the rapid expansion of money market mutual !unds by
establishing a special deposit requirement of 15 percent on increases in their total

assets above the level of March 14.
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6. A surcharge on discount borrowings by large banks to discourage
frequent use of the discount window and 1o speed bank adjustments in
response to restraint on bank reserves. A surcharge of 3 percentage
points applies to borrowings by banks with deposits of $500 million or
more for more than one week in a ro& or more than four weeks in any
calendar quarter. The basic discount rate remains at 13 percent.

In making the announcement, the Board said:

"President Carter has announced a broad program of fiscal,
energy, credit and other measures designed to moderate and reduce
inflationary forces in a manner that can also lay the ground work for a
return to stable economic growth.

"Consistent with that objective and with the continuing intent
of the Federal Reserve to restrain growth in money and credit during 1980,
the Federal Reserve has at the same time taken certain further actions to
reinforce the effectiveness of the measures announced in October of 1979,
These actions include an increase in the marginal reserve requirements on
managed liabilities established on October 6 and a surcharge for large
banks on borrowings through the Federal Reserve discount window.

"The President has also provided the Federal Reserve, under the
terms of the Credit Control Act of 1969, with authority to exercise
particular restraint on the growth of certain types of consumer credit
extended by banks and others., That restraint will be achieved through the
imposition of a requirement for special deposits equivalent to 15 percent of
any expansion of credit provided by credit cards, other forms of unsecured
revolving credit, and personal loans.

"One consequence of strong demands for money and credit
generated in part by inflationary forces and expectations has been to bring
heavy pressure on credit and financial markets generally, with varying
impacts on particular sectors of the economy. At the same time, restraint
on growth in money and credit must be a fundamental part of the process
of restoring stability. That restraint is, and will continue to be, based
primarily on control of bank reserves and other traditional instruments of
monetary policy. However, the Federal Reserve Board also believes the

- effectiveness and speed with which appropriate restraint can be achieved
without disruptive effects on credit markets will be facilitated by a more
formal program of voluntary restraint by important financial
intermediaries, developing further the general criteria set forth in earlier
communications to member banks."

Special Credit Restraint Program

in adopting this program, the Board said increases in lending this year

should generally be consistent with the announced growth ranges for.money and. credit
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reported to Congress on February 19. Although growth trends will vary among banks
and regions of the country, growth in bank loans should not generally exceed the upper
part of the range of 6-9 percent indicated for bank credit (that is, loans and
investments). Banks whose past lending patterns suggest relatively slow growth should -
expect to confine their growth to the lower portion or even below the range for bank
credit.

The Board said the commercial paper market and finance companies--both
a growing source of business credit—will be monitored closely in the program. Since
activity in the commercial paper market is normally covered by bank credit lines,
banks are expected to avoid increases in commitments for credit lines to support such
borrowing out of keeping with normal business needs. Thrift institutions and credit
unions will not be covered by the special program in light of the reduced trend in their
asset growth.

No numerical guidelines for particular types of credit are planned but
banks are encouraged particularly:'

—  To restrain unsecured lending to consumers, including credit cards
and other revolving credits. Credit for automobiles, home mortgage
and home improvement loans should be treated normally in the light
of general market conditions.

-  To discourage financing of corporate takeovers or mergers and the
retirement of corporate stock, except in those limited instances in
which there is a clear justification in terms of production or
‘economic efficiency commensurate with the size of the loan.

—  To avoid financing for purely speculative holdings of commodities or
precious metals or extraordinary inventory accumulation,

—  To maintain availability of funds to small business, farmers

homebuyers and others without access to other forms of financing.
2. ""To restrain ‘the growth in Commitmeénts ‘for back-up-lines in ‘support -

of commercial paper.
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No specific guidelines will be issued on the terms and pricing of bank loans.
However, rates should not be calculated in a manner that reflects the cost of
relatively smail amounts of marginal funds subject to the marginal reserve
requirement on managed liabilities. The Board also expects that banks, as appropriate
and possible, will adjust lending rates and other terms to take account of the special
needs of small business and others.

Lenders covered by the program are asked to supply certain data and
information. The President, in activating the Credit Controf Act, has provided the
authority to requirc such feports.

Monthly reports are requested from domestic banks with assets in excess of
$1 billion and for branches and agencies of foreign banks that have worldwide assets in
excess of $1 billion. Monthly reports are also requested on the business credit
activities of domestic affiliates of bank holding companies with total assets in excess
of §5 billion. Banks with assets between $300 million and $1 billion are asked to report
quarterly. Srﬁaxler institutions need not report unless subsequent developments
warrant it.’

Foreign banks will be asked to respect the substance and spirit of the
guidelines in their loans to U.S. borrowers or loans designed to support U.S. activity.

A panel of large corporations will be asked to report monthly on their
commercial paper issues and their borrowings abroad. Finance companies with more
than $1 billion in business loans outstanding will also be asked to report monthly on
their business credit outstanding.

Consumer Credit Restraint

The special deposit requirements of 15 percent on increases in some types
of consumer credit is designed to encourage particular restraint on such credit
extensions. Methods used by lenders to achieve such restraint are a matter for
determination by the individual firms. Increases in covered credit above the base

date—March 14--will be subject to the special deposit requirement.
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Among lenders subject to the regulation are commercial banks, finance
co‘mpanies, credit unions, savings and loan associations, mutual savings banks, retail
eétéblishrﬁehts, gaso]ine companies and travel and entertainment card companies--in
all instances where there is $2 million or more in covered credit.

Typical examples of credit that is covered are credit cards issued by
financial institutions, retailers and oil companies; overdraft and special check-type
credit plans;A unsecured personal loans; loans for which the collateral is already owned
by the borrower; open account and 30-day credit without regard to whether a finznce
charge is imposed; credit secured by financial assets when the collateral is not
purchaéed with thelpro(:ee&s of the loan.

Examples of consumer credit not covered are:

Secured credit where tﬁe security is purchased with the proceeds of the
loan such as an automobilé, ﬁobile home, furniture or appliance; mortgage loans where
the prc':-ceeds are used fo purchase the home or for home improvements; insurance
company policy loans, credit. extended for utilities, health or educational services;
credit extended under State or Federal government guaranteed loan progra;ns; and
mvinés passbook loans. -

All creditors with $2 million or more of covered credit outstanding on
March 14 must file a base report by April 1 directly with the Federal Reserve or
through the Federal Home Loan Bank Board or tne Federal Credit Union
Administration.A This féport will state the amount of credit outstanding on March 14
or a figure for the nearest available date.

Thereafter, these creditors must file a monthly report on the amount of
covered consumel; cre;iit outstanding during the month, based on the daily average
amount of covéred credit if‘ that data is available, or the amount outstanding on other
ap[;\ropriate dates approved.by the Federal Reserve. The first report--for the period
from March 15 through April 30--is due by May 12. The report for subsequent months

is due by the second Moriday.of the following month.
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The first 15 percent deposit requirement rmust be maintained beginning
May 22 on increases in outstanding credit.

Marginal Reserve Requirement

On October 6, the Board established an 8 percent marginal reserve
requirement on increases in managed liabilities that had been actively used to finance
a rapid expansion in bank credit. The base for this reserve requirement was set at the
larger of $100 million or the average amount of managed liabilities held by a member
bank, an Edge corporation, or a family of U.S. agencies and branches of a foreign bank
as of September 13-26, Any increase in managed liabilities above that base period was
subject to the additional 8 percent reserve requirement,

Managed liabilities include large time deposits ($100,000 or more} with
maturities of less than a year, Eurodoliar borrowings, repurchase agreements against
U.S. government and federal agency securities, and federa! funds borrowed from a
nonmember institution, ‘

In r;>day's action, the Board increased the reserve requirement to 10
percent and lowered the base by (a} 7 percent or (b} the decrease in a bank's gross
loans to foreigners and gross balances due from foreign offices of other institutions
between the base period and the week ending March 12, whichever is greater. In
addition, the base will be reduced to the extent a bank's foreign.loans continue to
decline. The minimum base amount remains at $100 million,

Nonmember Banks

The special deposit requirement for nonmember banks is designed to
restrain credit expansion in the same manner as the marginal reserve requirement on
the managed liabilities of member banks.

For nonmembers, the base is the two-week period that ended March 12 or

$100 million, whichever is greater. The 10 percent special deposit will be maintained
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at the Federal Reserve on increases in managed liabilities above the base amount. The
base will be reduced in subsequent periods to the extent that a nonmember bank
reduces its foreign loans.

Money Market Mutual Funds

Money market mutual funds and similar creditors must maintain a special
deposit with the Federal Reserve equal to 15 percent of the increase in their total
assets after March 14.

A covered fund must file by April 1 a base report of its outstanding assets
as of March 14. Thereafter, a monthly report on the daily average amount of its assets
must be filed by the 2lst of the month. For example, a report on the first month's
assets--from March 15 to April 14—must be filed by April 21 and the special deposit
requirement will be maintained beginning May 1. A fund that registers as an
investment company with the Securities and Exchange Commission after March 14
must file a base report within two weeks after it begins operations.

Discount Rate

In fixing the surcharge for large bank borrowing, the Board acted on
requests from the directors of all 12 Federal Reserve Banks. The action is effective
Monday. The discount rate is the interest rate that member banks are charged when
they borrow from their district Federal Reserve Bank.

The surcharge above the basic discount rate would generally bp related to
market interest rates. It is designed to discourage frequent use of the discount
window and to encourage banks with access to money markets to adjust ‘their foans
and investments more promptly to changing market conditions. This should facilitate
the ability of the Federal Reserve to attain longer-run bank credit and money supply
objectives.

The surcharge will apply to banks with more than $500 million in deposits
on their borrowings for ordinary adjustment credit, when such borrowing occurs

successively in two statement weeks or more, or when the borrowing occurs in more
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than four weeks in a calendar quarter. There will be no other change in the
administration of the discount window with respect to adjustment credit. Such credit
will continue to be available to member banks only on a short-term basis to assist
them in meeting a temporary requirement for funds or to provide a cushion while
orderly adjustments are made in response to more subtained charges in a bank's
position.

The surcharge will not apply to borrowing under the seasonal loan program,
which will continue at the basic discount rate, nor to borrowing under the emergency
ioan program.

Attached are copies of the following documents:

N The Special Credit Restraint Program.

2, A regulation establishing a special deposit requirement
on Increases in certain types of consumer credit.

3. An amendment to Regulation D increasing the marginal
reserve requirement on managed liabilities to 10 percent
and reducing the base period.

4, A regulation subpart estéb!ishing a special deposit
requirement for nonmember banks,

5. A regulation subpart establishing a special deposit

requirement for money market mutual funds.

-0-

§6-327 0 - 80 - 3
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Special Credit Restraint Program

Background

President Carter has announced a broad program of iisml, energy, credit,
and other measures designed to moderate and reducg inflationary forces in a manner
that can also lay the groundwork for a return to stable economic growth,

In connection with those actions, and consistent with the continuing
objective to restrain growth in money and credit during 1980, the Federal Reserve has
also taken certain further actions to reinforce the effectiveness of the measures
announced in October of 1979. These actions include an increase in the marginal
reserve requirements on managed liabilities established on October 6 and the
establishment of a surcharge on borrowings through the discount window by large
banks. '

The President has also authorized the Federal Reserve, under the terms of
the Credit Control Act of 1969, to exercise particular restraint on certain types of
credit. The Board has determined to restrain the growth of certain types of consumer
credit through the imposition of a requirement for special deposits equivalent to 15%
of any expansion of consumer credit provided by any lender through credit cards, other
forms of unsecured revolving credit, and personal loans. Under the authority of the
Credit Control Act, the Federal Reserve has also (a) applied a special deposit
requirement on the growth of managed liabilities of large non-member banks and (b)
imposed a special deposit requirement on the growth in the net assets of money
market mutual funds and other similar entities.

One consequence of strong demands for money and credit generated in part
by inflationary forces and expectations has been to bring heavy ﬁressure on credit and
financial markets generally, with varying ‘impacts on particular sectors of the
economy. At the same time, restraint on growth in money and credit must be a
fundamental part of the process of restoring stability.. That.restraint is,..and will .
continue to be, based primarily on control of bank reserves and other traditional

instruments of monetary policy. However, the Federal Reserve Board also believes
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the effectiveness and speed with which appropriate restraint can be achieved without
unnecessarily disruptive effects on credit markets will be facilitated by a program of
voluntary credit restraint by important financial intermediaries. The program set
forth here develops certain general c'riteria ;o help guide banks and others in their.
lending policies during the period ahead.

Statement of Purpose

The purpose of the Special Credit Restraint Program is to encourage
lenders and borrowers, in their individual credit decisions, to take specific account of
the overall aims and quantitative objectives of the Federal Reserve in restraining
growth in money and credit generally, The guidelines set forth are consistent with the
continuing interest of the Federal Reserve and individual institutions to:

— Meet the basic needs of established customers for normal

operations, particularly smaller businesses, farmers, thrift
institution bank customers, and agriculturally-oriented
correspondent banks, and homebuyers with limited
alternative sources of funds.

— Avoid use of available credit resources to support

essentially speculative uses of funds, inctuding voluntary
buildup of inventories by businesses beyond operating
needs, or to finance transactions such as takeovers or
mergers that can resasonably be postponed, that do not
contribute to economic efficiency or productivity, or may
be financed from other sources of funds.

— Limit overall loan growth so that adequate provision is

made for liquidity and acceptable capital ratios.

In requesting cooperation of individual institutional lenders in achieving the
general objectives of this program, the Federal Reserve Board is strongly conscious of

the fact that sound decisions concerning the distribution of credit and specific loans
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can be made only by individual institutions dealing directly in financial markets and
intimately familiar with the needs and conditions of particular customers. We are also
aware, however, that in existing market circumstances, individual institutions may be
under competitive pressure to make loans or commitments that, in the aggregate,
cannot be sustained within our overall monetary and credit objectives or that, for
particular institutions, may exceed prudent limits. By more clearly considering
individual lending and commitment decisions in the light of the national objectives
reflected in this program, undue market pressures and disturbances can be avoided and
available credit supplies i)e used to meet more urgent requirements.

Nature of the Program

Coverage

The Special Credit Restraint Program will be directed primarily toward the
domestic credit supplied by commercial banks and the domestic business credit
extended by finance companies. Surveillance will also be exercised over borrowing in
the commerciai paper market and borrowings abroad by U.S. corporations.

With regard to domestic commercial banks, the program is designed to
cover credit extended to U.S. residents by both the domestic and overseas offices of
such banks. Credit extended to U.S. residents by agencies and branches of foreign
banks domiciled in the United States will be specifically covered. Affiliates abroad of
banks operating in the U.S. are expected to respect the substance and spirit of the
guidelines in their loans to U.S. borrowers or loans otherwise designed to support U.S.
activity.

In recent months, the commercial paper market and finance companies
have been a growing source of business credit. In recognition of this trend and to
assure comparable competitive treatment, finance companies (including subsidiaries of
bank holding companies) are asked to follow the general guidelines in their business

lending.
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Activity in the commercial paper market is normally covered by bank
credit lines. That practice is strongly encouraged in the interest of continuing to
provide a sound base to that market. But the use of commercial paper should be
restrained, and growth in the market and activity of the larger users of that market
will be closely monitored. For their part, banks are cxpected to give special attention
to avoiding increases in commitments for credit lines for purposes of supporting
commercial paper borrowing for other than normal business operating purposes.

Thrift institutions and credit unions are not specifically covered by the
Special Program in light of recent patterns in their asset growth,

Reporting arrangements are described beiow.

Quantitative Guidelines

The Federal Reserve has recently set forth growth ranges for the monetary

aggregates for 1980 as follows:

MIA IN% - 6%
MiB 4% - 6%%
M2 6% - 9%
M3 6%% - %%

The growth ranges set forth for M3 encompass almost all the relatively
short-term liabilities of banks and other depository institutions. That liability growth
was broadly estimated to be consistent with growth in total bank credit (loans and
investments) of 6-9%. We are aware that in current market circumstances, banks may
be requested to carry a larger than normal share of growth in business and certain
other types of credit. However, prudent attention to liquidity and capital positions
will also be required, and liquidity of banks is already somewhat depleted. Taking
these factors into account, growth in bank loans, consistent with the monetary growth
ranges and maintenance of prudent liquidity positions, should not generally exceed the

upper part of the indicated range of growth in total bank credit. That growth should
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be spread out over time in an orderly fashion, taking account of normal seasonal
patterns.

Growth trends vary among banks and regions of the country. Individual
institutions will wish to appraise their own prospects and policies in that light. Banks
whose past patterns suggest relatively slow growth, and particularly those serving
more slowly growing areas, should expect to confine growth to the lower portion or
even below the indicated range for bank credit, particularly in instances where
liquidity or capital ratios are below average. More rapidly growing banks should also
evaluate their ability to support such growth without impairing liquidity or capital
ratios.

The Federa! Reserve and other federal bank regulatory agencies will
carefully review patterns of loans and commitments_r at instjtutions that are
experiencing growth in lending at or above the top of th?_range specified. Ac<.:ount
will be taken o.f their own past experience and regional trends as well as the banks'
capacity to finance their loan ‘portfolios without straining capital or liquidity.
Increases in loans by banks resulting in lower capital or liquidity ratios, particularly
when the bank ratios are below peer groups, will be especiaily closely reviewed to
assure their position is not weakened. In that connection, other regulatory authorities
will be consulted as appropriate.

Individual institutions should adopt commitment policies that enable them
to maintain adequate control over growth in loan totals and to assure funds are
available to meet the priority needs specified below.

Qualitative Guidelines

The Board does not intend to set forth numerical guidelines for particular
types of credit. However, banks are encouraged particularly:
(1) To restrain unsecured lending to consumers, including

credit cards and other revolving credits. Credit for auto,



home mortgage and home improvement loans should not be
subject to extraordinary restraint.

{2} To discourage financing of corporate takeovers or mergers
and the retirement of corporate stock, except in those
limited instances in which there is a clear justification in
terms of production or economic efficiency commensurate
with the size of the loan.

(3) To avoid financing of purely speculative holdings of
commodities or precious metals or extraordinary inventory
accumulation out of keeping with business operating needs.

{4} To maintain reasonable availability of funds to smali
businesses, farmers, and .others without access to other
forms of financing.

(5) Yo restrain the growth in commitments for backup lines in
support of commercial paper.

(6) To maintain adequate fiow of credit to  smaller
correspondent banks serving agricultural areas and small
business needs and thrift institutions.

-The terms and pricing of bank loans arz expected to reflect the general-
circumstances of the marketplace. No speciﬁc. guidelines or formulas are suggested.
However, the Board does not feel it appropriate that lending rates be calculated in a
manner that reflects the.cost of relatively small amounts of marginal funds subject to
the marginal reserve requirements on managed liabilities. Moreover, the Board
expects that banks, as appropriate and possible, will adjust lending rates and other
terms to take account of the special needs of smail businesses, including farmers, and

others,
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Reporting

The Federal Reserve will closely monitor developments in all sectors of the
credit markets and will ask that certain data and information be supplied by banks and
others. The President, in activating the Credit Control Act of 1969, has provided
authority for requiring such reports.

In the case of domestic banks with assets in excess of $1 billion, and for
U.S. branches and agencies of foreign banks that have worldwide assets in excess of $1
billion, a monthly report will be requested. Monthly reports will also be requested on
the business credit activities of domestic affiliates of bank holding companies with
US financial assets in excess of $1 billion. As will be noted, the bank reports include,
apart from qualitative information, certain data on the movements in broad categories
of loans and-commitments, liquid asset holdings, and capital accounts. Certain data,
including that on capital and liquidity, will be requested on a consolidated worldwide
basis. Banks with less than $1 billion but more than $300 million in assets will réport
quarterly. Smaller institutions, while requested to observe the program, will not have
special reporting requiréments unless warranted by subsequent deveiopments.

A group of large corporations will be requested to complete a brief
monthly form about their activities in the commercial paper market, including the
extent and usage of "backup" lines of credit at banks and their borrowing abroad.
Finally, finance companies — including subsidiaries of bank holding companies — with
more than $1 billion in loans outstanding to business borrowers will be requested to
provide monthly reports concerning their business lending activities.

Consultative Arrangements

In instances warranted by trends in loans and commitments, Federal
Reserve Bank officials in consultation with other federal bank regulatory agencies,

will review with individual banks and others their progress in achieving and
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maintaining appropriate restraint on lending. In general, such consultations will be
sought if: '
{1} Bank or tinance company lending is occurring at a pace
that appears to be significantly in excess of the national
objective, taking account of the Ilocation or past
experience of the bank or other institution.
(2} Commitment policies appear to suggest the possibility of
large subsequent increases in lending or exceptional
expansion of commercial paper borrowing.
(3) Explanations of "takeover" or "speculative” financing
contained in regular reports raise significant questions.
{4} The distributionr of- credit at an- institution generally
appears disproportionate in light of the qualitative
guidelines above.
(5) Liquidity positions or capital ratios reflect developing
strains, particularly in the case of institutions whose ratios
are below peer group averages.
In the case of nonbanks, the Federal! Reserve may also wish to hold
informal discussions with such institutions if such discussions seem warranted by

developments,
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TITLE 12--BANKS AND BANKING
CHAPTER 1I--FEDERAL RESERVE SYSTEM
SUBCHAPTER A -- BOARD OF GOVERNORS OF THE FEDERAL RESERVE ‘SYTEM
(Docket No. R-0280)
Part 229--CREDIT RESTRAINT
[Subpart A]

‘Consumer Credit

AGENCY: Board of Governors of the Pederal Reserve System.
ACTION: Pinal Rule.

SUMMARY: Pursuant to the Credit Control Act (12 U.S.C. §§ 1901-1909)

as implemented by Executive Order 12201, the Board has adopted provisions
requiring creditors that extend certain types of consumer credit to
maintain a special non-interest bearing deposit with the Federal Reserve
equal to 15% of the amount by which certain types of the creditor’'s
outstanding consumer credit exceeds the larger of -$2 million or the
amount of such credit outstanding on March 14, 1980 (or the last day

or other period immediately prior to March 14, 1980 for which data are
available). Members of the Federal Home Loan Banks and all other savings
and loan associations shall maintain the special deposit with the Federal
Home Loan Banks. Credit unions, whether or not members of the National
Credit Union Administration's Central Liquidity Facility, shall maintain
the special deposit with the Central Liquidity Facility. The types

of consumer credit covered by this regulation include credit extended
through the use of credit cards, unsecured consumer loans, and secured
consumer credit where the proceeds are not being used to purchase the
collateral. Credit extended for business and agricultural purposes

and closed-end consumer credit secured by the collateral financed are
not subject to the regulation. The purpose of this action is to help
curb inflationary pressures in the economy.

EFFECTIVE DATE: March 14, 1980.

FOR FURTHER INFORMATION CONTACT: Robert E. Mannion, Deputy General
Counsel; Gilbert T. Schwartz, Assistant General Counsel; or Margaret L.
Egginton, Attorney; lLegal Division, Board of Governors of the Federal
Reserve System, Washington, D.C. 20551 (202/452-3000) .

SUPPLEMENTARY INFORMATION: In accordance with the Credit Control Act
(12 U.S.C. §§ 1901-1909) as implemented by Executive -Order 12201,

dated March 14, 1980, the Board has adopted this regulation to require
certain creditors that extend certain types of consumer credit to hold
a special deposit with the Pederal Reserve Banks against increases in
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the amount of those types of credit outstanding. Creditors that have
less than $2 million of consumer credit outstanding of the types covered
by the requlation will not be required to maintain the speclal deposit.
The amount of the special deposit that must be held-will be equal to -
15% of the amount by which certain types of consumer credit extended

by the creditor exceeds the larger of $2 million or the amount of such
credit outstanding as of the base date. Por creditors that have daily
credit data avallable, the bagse date is March 14, 1980 or the last day
before March 14, 1980 for which such data are available. For creditors
that do not have daily credit data avallable, the base date is the
period {mmediately prior to March 14, 198¢ for which credit data are
available.

The regulation will apply to (1) all open-end consumer credit,
whether secured or unsecured and (2) closed-end consumer credit that
is either unsecured or secured by collateral that iz not being purchased
with the proceeds of the credit. Exanmples of open-end consumer credit
are:

- credit card plans, such as cards issued by financial .
insticutions,. retailers, and oil companies:

~ overdraft and special check-type credit plans offered by
financial institutions;

- other revolving credit plans.
Examples of closed-end consumer credit that is covered are:
— unsecured personal loans;

- loans for which the collateral provided is already owned
by the borrowe::‘

= open account and 30-day credit without regard to whether
a finance charge is imposed, such as travel and entertainment card plans
and retail merchant credit: .

- credit secured by financial assets, other than savings
deposits, when the collateral is mot purchased with the lcan proceeds.

Credit extended through the use of credit cards will be presumed to

be consumer — that is, non-business — credit unless the creditor
establishes otherwise. A creditor also will be required to treat as
covered consumer credit any such credit that is sold or otherwise trans-
ferred to any non-U. S. office of the same or another entity and any
such credit sold or otherwise transferred with recourse to another
entity wherever located.
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Examples of consumer credit that is not covered are:

- secured credit where the collateral is purchased with the
proceeds of the loan, such as automobile, mobile home, and other chattel-
secured loans (see Uniform Commercial Code § 9-107, including Official
Comments 1 and 2);

- credit secured by financial assets when the collateral is
purchased with the proceeds;

- credit secured by savings deposits held at the lending
institution;

- mortgage loans where the proceeds are used to purchase the
collateral or for home improvements or "bridge® loans;

- insurance company policy loans;

- credit extended by providers of utility, health and
educational services;

- credit extended under state or federal government guaranteed
consumer loan programs, such as student loans.

All creditors with $2 million or more of covered consumer
credit outstanding as of the base date are required to file a base
report on the amount of such credit outstanding with the Pederal Reserve
Banks by April 1, 1980. If daily data are available, a creditor shall
report as its base the actual amount of covered credit outstanding on
March 14, 1980 or the last day before March 14 for which such data are
available; if daily data are not available, the creditor shall report
as its base the amount of such credit outstanding during the last period
immediately before March 14, 1980, for which such data are, available.

A base report may be also required of certain creditors with covered
consumer credit of less than $2 million. All creditors with $2 million
or more of covered consumer credit outstanding as of the base date or
anytime thereafter on an average basis during any calendar month shall
file monthly reports on the amount of covered consumer credit outstanding.
The monthly report on the average amount of covered consumer credit
outstanding during the calendar month shall be filed by the second
Monday of the following month. For example, a report on the daily
average amount of covered credit outstanding during May shall be filed
by June 9, 1980. The initial monthly report, however, shall cover

the period from March 15, 1980 through April 30, 1980 and shall be filed
by May 12, 1980.

. Based upon the monthly report, a covered creditor is required
to maintain a special non-interest’ bearing deposit with the Federal
Reserve (or with the Federal Home Loan Bank or Central Liquidity
Facility) equal to 158 of the amount by which the average amount of
its covered credit exceeds the reported base or $2 million, whichever
is greater. The special deposit shall be maintained in collected funds,
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in the form of U. S. dollars, during the period beginning on the fourth
Thursday of the month following the month for which the last report

has been filed and ending on the day prior to the fourth Thursday of

the next month. For example, the report covering the month of May shall
be filed by June 9, 1980, and the special deposit based upon the May
report shall be held beginning June 26, 1980, and continue through

July 23, 1980, at which time a special deposit based upon June's report
8hall be required. The deposit based on the initial report, for March 15
through April 30, 1980, shall be maintained beginning May 22, 1980 and
ending June 25, 1980. The amount of the gpecial deposit may not vary
during each maintenance period. Federal Reserve services, such as check
collection, will not be made available based on maintenance of the
special deposit.

Members of the Pederal Home Loan Banks and all other savings
and loan associations shall file reports and maintain the special deposit
" with the Pederal Home Loan Banks. Credit unions, whether or not members
of the National Credit Union Administration's Central Liquidity Pacility,
shall file reports and maintain the special deposit with the Central
Liguidity Facility. Deposits maintained with the Pederal Home Loan
Banks and the Central Liquidity Facility shall be passed through by
those entities to the Federal Reserve Banks. All other covered creditors,
including commercial banks, U.S. branches and agencies of foreign banks,
retailers, other credit card issuers, and finance companies, are required
to file reports and maintain the special deposit with the Federal Reserve
Bank for the District in which the reporting office of the creditor
is located.

o Por purposes of reporting and determining whether the
creditor's outstanding covered credit exceeds the $2 million threshold
during the base period or thereafter, the covered credit of all ©. s,
offices of the same company and direct and indirect U. S. subsidiaries
of the same parent company shall be combined, and only one base and
monthly report shall be filed for the combined organization. For
example, if a company has 100 offices throughout the United States,
it should combine the required information from each office, and one
deaignated reporting office should file one combined base or monthly
report for the entire company. The covered credit of all U. S. offices
{such as the branches, agencles and subgidiaries, including banks) of
the same foreign parent company and all U.S. offices of that foreign
parent's rnon-U.S. subsidiaries shall be combined and one office selected
as the reporting office for such offices. A subsidiary i8 a company
that is more than 50 per cent owned, directly or {ndirectly, by another.
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These actions are being taken to curb inflationary pressures.
Continuing growth of consumer credit has contributed to inflationary
forces by helping to sustain consumer demand for goods and services.
As a consequence of this sustained high level of demand, savings in
the economy have fallen to the lowest level since the Rorean War.
Restraint on consumer credit will tend to encourage additional savings,
which can be channelled to productive investment to increase the supply
of goods. At the same time, consumer demands for the supply of goods
available will be restrained. In both of these ways, restraint on
consumer credit will contribute to dampening inflationary forces. The
particular types of credit to which these restraints will apply are
those generally showing undue strength in recent months. Thus, auto-
mobile credit, residential mortgage credit, and credit extended to
purchase the collateral will not be affected by this action.

The Board believes that it is in the national interest to
achieve the objective of curbing inflation as quickly as possible, and
that publication of this rule for comment or any delay in its effective
date would lead to rapid increases in extensions of consumer credit
that would not be subject to the regulation and would frustrate its
purpose.. The Board, therefore, for good cause finds that further notice,
public procedure, and deferral of effective date provisions of 5 U.S.C.

§ 553(b) with regard to these actions are impracticable and contrary
to the public interest.

- Pursuant to its authority under the Credit Control Act (12
U.S.C. §§ 1901-1909) as implemented by Executive Order 12201, the Board
hereby issues this subpart (12 C.F.R. 229, Subpart A) effective
March 14, 1980, as follows: : .

SECTION 229.1 - AUTHORITY, PU'RPOSE, AND SCOPE

(a) Authority. This subpart is issuéd by the Board of
Governors of the Federal Reserve System pursuant to the Credit Control
Act (12 U.S.C. §§ 1901-1909) as implemented by Executive Order 12201,
dated March 14, 1980.

. (b) Purpose and Scope. This subpart is intended to .curb
inflation generated by the extension .of certain types of consumer credit
in an excessive volume and governs extensions of such credit by all
covered creditors. ’

SECTION 229.2 - DEFINITIONS

(a) Por the purposes of this subpart, the terms, "Board,"
"credit,” “"creditor,” “extension of credit" and “credit transaction,”
and "loan,” shall have the meanings given them in the Credit Control
Act. 1In addition, the following definitions apply.
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{b} "Base" means the larger of $2 million or the amount of
covered credit outstanding as of the close of business on the base date.

(c} "Base date® mecans: for a creditor that has daily credit
data available, March 14, 1980 or the last day immediately before '
March 14, 1980 for which such data are available; for a creditor that
does not have daily credit data available, the period immediately before
March 14, 1980 for which credit data are avajlable.

{d) “"Closed-end credit® means all consumer credit except
open-end credit.

(e} “"Consumer credit” means credit extended in the U. S.
primarily for perscnal, family, or household purposes and does not
include credit for business or agricultural purposes.

{£} “"Covered credit® means consumer credit that is (1) open-
end credit and (2) closed~end credit which is unsecured or in which
the proceeds of the credit are not being used to purchase the collateral.
Covered credit that is sold or otherwise transferred after March 14,
1980 to any office located outside the U. S. of the same or another
entity shall remain the covered credit of the transferor until such
credit is repaid. Covered credit that is sold or otherwise transferred
on a recourse basis to any U. S. office of the same or another entity
shall remain the covered credit of the transferor; covered credit that
is transferred on a rnon-recourse basis to any U. S. office of the same
or another entity shall be treated as covered credit of the transferee.
Covered credit does mot include insurance company policy loans; credit
extended by federal, state or local governments, or by providers of
utility, health or education services; state or federa] ,government
guaranteed loans; or loans secured by savings deposit held at the
lending institution.

{g) “Covered creditor® means any creditor which extends
covered credit. Por purposes of determining ihe amount of a creditor's
outstanding covered credit, the covered credit of all U. S. offices
of (L) the same company, {ii) U. S. subsidiaries of the same parent
company, and {iii) non-U. S. subsidiaries of the same parent company
shall be combined. A subsidiary is a company that is more than 50 per
cent owned directly or indirectly by another company.

(h} “"Open-end credit” means consumer credit extended on an
account pursuant to a plan under which {1} the creditor may permit the
customer to make purchases or .obtain loans, from time to time, directly
from the creditor or indirectly by use of a credit card, check, or other

1/ As defined in § 217.1(e) of this Chapter {Regulation Q).
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device, as the plan may provige; (2) the customer has the privilege
of paying the balance in full or in instalments; and (3) a finance
charge may be computed by the c:editor from time to time on an out-
standing u&pai.d balance. -

(i) "U.S.” means the fifty states of the United States and
the District of Columbia.

SECTION 229.3 - REPORTS

(a) Each covered creditor with $2 million or more of covered
credit outstanding as of the base date, and certain covered creditors
as may be required by the Board, shall file a base report by April 1,
1980. The base report shall state the amount of the covered creditor's
base. A creditor with a base of $2 million or more as indicated on
its base report, or with covered credit outstanding in excess of
$2 million on an average basis during any calendar month, shall submit
monthly reports. The initial monthly report shall be filed by May 12,
1980, for the period March 15 through April 30, 1980; thereafter, the
monthly report shall be filed for each full calendar month by the second
- Monday of the following month. The monthly report shall include the
average amount of covered credit outstanding during the month (on a
. daily average basis if such data are available) and the amount by which

- that number exceeds the creditor's base.

(b) One base and one monthly report shall be filed by a-
reporting office for all the offices of a covered creditor. A covered-
creditor may designate any of its offices as its reporting office.

. (c) Members of the Pederal Home:Loan Banks and . all -other -
savings arid loan associations shall file reports with the Federal Bome
Loan Banks. Credit unions, whether or not members of the National

- Credit Union Administration's Central Liquidity Pacility, shall file

. reports with the Central Liquidity Facility. All other creditors shall -
file reports with the Federal Reserve Bank in whose District their
reporting office is located.

SECTION 229.4 - MAINTENANCE OF SPBCIAL DEPOSIT

(a) Bach covered creditor shall hold a non-interest bearing
special deposit equal to 15 per cent of the amount by which the average
amount of its covered credit outstanding during the calendar month
exceeds its base. The corresponding period during which the special
deposit shall be maintained begins on the fourth Thursday of the month
following the caléndar month for which the report was filed and continues
- through the Wednesday before the fourth Thursday of the next month.

The special deposit shall be maintained in collected funds in the form
of U. S. dollars.



(b} Members of the Federal Home Loan Banks and all other
ssvings and loan associations shall maintain the special deposit with
the Pederal Home Loan Banks. Credit unions, whether or not members
of the Rational Credit Union Administration's Central Liquidity Pacility; -*
shall maintain the special deposit with the Central Liquidity Facility.
Deposits maintalned with the PFederal Home Loan Banks and the Central
Ligquidity Pacility shall be placed with a Federal Reserve Bank. All
other creditors shall maintain the special deposit with the Pederal
Reserve Bank to which the creditor reports.

SECTION 229.5 - PENALTIES

Por each willful violation of this subpart, the Board may
assess against any creditor, or officer, director or employee therecf
who willfully participates in the violation, a maximum civil penalty
of §1,000. In addition, a maximum criminal penalty of $1,000 and
imprisonment of up to one year may be imposed for willful violation
of this subpart. :

By order of the Board of Governors of the Pederal Reserve
System, effective March- 14, 1980,

{Signed) Theodore E. Allison

“Theodore E. Allison
Sacretary of the Board

[sear)

86-327 0 - 80 - 4
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TITLE. 12—BANKS AND BANKING
CHAPTER II—FEDERAL RESERVE SYSTEM _
SUBCHAPTER A—BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM.._.....
{Regulation D}
(Docket No. R-0278)
Part 204—-RESERVES OF MEMBER BANKS

Marginal Reserve Requirements

AGENCY: Board of Governors of the Federal Reserve System.
ACTION: Final rule.

SUMMARY: On October 6, 1979, the Board of Governors amended Regulation D
- to establish a marginal reserve requirement of 8 per cent on the amount
by which the total of certain managed liabilities of member banks (and
Edge and Agreement Corporations) and United States branches and agencies
of foreign banks exceeds the amount of an institution's base of - managed

liabilities. An institution's base was defined as the daily average
total of managed liabilities outstanding during ‘the period September 13~
26, 1979, or- $100 million, whichever is greater. The Board has amended:
Regulation D to increase the marginal reserve requirement ratio to 10
per cent. The Board also has amended Regulation D to reduce an institution's
managed liabilities base by the greater of 7 per cent or the amount

of decrease in an institution's daily average gross loans to non-United
States residents and gross balances due from foreign offices of other
institutions between the base period (September 13-26, 1979) and the-
statement week ending March 12, 1980. In the future, an institution's
base will be-reduced further after March 12, 1980, by the amount by
which it decreases its daily average groes- loans to non-U. S. residents
and gross balances.due from foreign offices of other institutions during
a statement week. However, in po event will the base of an institution
that was a net borrower of managed liabilities during the base period
(September 13-26, 1979) be reduced below $100 million. - The purpose

of this action is to control further the availability of bank credit.

EFFECTIVE DATE: This action is effective for marginal reserves required
to be maintajned during the seven-day period beginning april 3, 1980,
against total managed 1iabjlities outstanding during the seven-day
petiod beginning on March 20, 1980.

FOR PURTHER INFORMATION CONTACT: Gilbert T. Schwartz, Assistant General
Counsel (202/452-3625), Anthony F. Cole, Senior Attorney (202/452-3612),
or Paul 8. Pilecki, Attorney (202/452-3281), Legal pivision, Board of
Governors of the Pederal Reserve System, Washington, D. C. 20551.
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SUPPLEMENTARY INPORMATION: On October 6, 1979, the Board of Governors
amended Regulation D {12 CFR Part 204} to impose a marginal reserve
requirement of 8 per cent on the amount by which the total managed
liabilities of member banks {and Edge and Agreement Corporations) and
United States branches and agencies of foreign banks with total worid-
wide consolidated bank assets in excess of $1 billion exceeds the amount
of the institution's managed liabilities outstanding during the base
period {September 13-26, 1979) or $100 million, whichever is greater
(44 Fed. Reg. 60071). Managed liabilities include the total of {1}
time deposits in denominations of $100,000 or more with original ma~
turities of less than one year; (2) Federal funds borrowings with orig-
inal maturities of less than one year from U. S. offices of depository
institutions not required to maintain Pederal reserves and from U, S.
government agencies; (3} repurchase agreements with original maturities
of less than one year on U. S. government and agency securities entered
into with parties other than institutions required to maintain Federal
reserves; and (4) Eurodollar borrowings from foreign banking offices,
asset sales to related foreign offices and member bank foreign office
loans to U. S§. residents. The purpose of this action was to better
control the expansion of bank credit, help curb speculative excesses
in financial, foreign exchange and compodity markets and thereby serve
to dampen inflationary forces.

Under the marginal reserve program, the amount of marginal
teserves that a member bank, Edge or Agreement Corporation, or a U. S,
branch or agency family of a foreign bank that is a net borrower of
managed liabilities is required to maintain is determined by the amount
by which the total of the institution's managed liabilities during a
given seven-day reserve computation period exceeds the daily average
amount of managed liabilities ocutstanding during the base period or
$100 million, whichever is greater. For an institution that is a net
lender of managed liabilities {that is, the sum of its managed liabil-
ities is negative because its net Burodollar loans to its foreign of-
fices are greater than the total of its other managed liabilities),
its managed liabilities base is the algebraic sum of its managed iia-
bilities and $100 million.

The Board has determined to increase the marginal reserve
requirement ratic te 10 per cent and also has determined to adjust the
base amount of managed liabilities for institutions subject to the
marginal reserve reguirement program. For reserve computation periods
beginning March 20, 1980, if an institution was a net borrower of man-
2ged liabilities during the base period, its base amount will be reduced
by an amount equal to the greater of 7 per cent of its current base
Gt an amoiunt equal to the decrease in the gum of its daily average gross
loans to men-United States residents and gross balances due from foreign
offices of other jnstitutions from the base period {September 13-26,
1978} to the seven-day statement week ending Marck 12, 1980. For example,
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if an institution has a borrowed managed liabilities base of $250 mil-
lion, its base would be reduced by at least $17.5 million (7 per cent

x $250 million). However, if such institution's daily average of gross
loans to non-United States residents and gross balances due from foreign
offices of other institutions decreased between the base period (September 13-
26, 1979) and the statement week ended March 12, 1980, by $25 million,
then the new managed liabilities base for such institution would be
$225 million, since the decrease in daily average of such loans and
balances was greater than 7 per cent. Consequently, the marginal re-
serve ratio of 10 per cent would be applied to the institution's managed
liabilities in excess of $225 million.

The managed. liabilities base shall be further reduced in re-
serve computation periods beginning March 20, 1980, by the amount by
which the institution's daily average of gross loans to non-United
States residents and gross balances due from foreign offices of other
institutions during the statement week is lower than the daily average
amount of such loans and balances during the statement week ending on
March 12, 1980. 1In order to minimize the reserve impact of small re-
payments or reductions in the daily average gross loans to non-United
States residents and balances due from foreign offices of other insti-
tutions, a future reduction in such loans and balances below the daily
average for the week ending March 12, 1980, will reduce the base only
in increments of $2 million. For example, if an institution reduces
such loans and balances by a daily average of $12.5 million during the
statement week ending March 26, 1980, its base for that week and future -
weeks will be reduced by $12 million. This approach also will enable
institutions to receive ordinary repayments of foreign loans without
being required to relend such funds immediately to avoid increased
marginal reserves. The base for an institution that was a net borrower
of managed liabilities during the base period (September 13-26, 1979),
will not be reduced below $100 million. The base will not change for
an institution that was a net lender of managed liabilities during the
base period. An institution's base will not be affected by an increase
in daily average gross loans to non-United States residents. 1In addition,
eligible bankers' acceptances not held in the issuer's own portfolio
will not be regarded as loans for purposes of determining reductions
in the managed liabilities base.

These actions are being taken to moderate expansion of bank
credit, thereby dampening inflationary pressures. In order to achieve
the above stated objectives as soon as possible, the Board for good
cause finds that the notice, public procedure, and deferral of effective
date provisions of 5 U.S.C. § 553(b) with regard to these actions are
impracticable and contrary to the public interest.
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These actions are taken pursuant to the Board's authority
under sections 19, 25 and 25(a) of the Pederal Reserve Act (12 U.S.C.
§§ 461, 601 et seq.) and under section 7 of the International Banking
Act of 1978 (12 U.5.C. § 3105).

Bffective April 3, 1980, section 204.5 of Requlation D {12 CFR § 204.5}
is reviged as follows:

§ 204.5 RESERVE REQUIREMENTS

* * * ] -

(£} Marginal Reserve Requirements.

{1} Member banks. A member bank shall maintain a daily av-
erage reserve balance against its time deposits equal to 10 per cent
of the amount by which the daily average of its total managed liabilities
during the seven-day computation period ending eight days prior to the
beginning of the corresponding seven-day reserve maintenance periocd
exceeds the member bank's managed liabilities base as determined in
accordance with subparagraph {3). A member bank's managed liabilities
are the total of the following: * * *

{2) DUnited States branches and agencies of foreign banks.
A United States branch or agency of a foreign bank with fotal wor ldwide
consolidated bank assets in excess of §1 billion shall maintain a daily
average reserve balance against its liabilities equal to 10 per cent
of the amount by which the daily average of its total managed liabilities
during the seven-day computation period ending eight days prior to the -
beginning of the corresponding seven-day reserve maintenance period I3
exceeds the ingtitution's managed liabilities base as determined in i
accordance with subparagraph (3). In determining managed liabilities
of United States branches and agencies, the managed liagbilities of all
United States branches and agencies of the same foreign parent bank
and of its majority-owned {(greater than 50 per cent) foreign banking
subgidiaries (the "family®) shall be congolidated. Asset and liability
amounts that represent intra-family transactions between United States
branches and agencies of the same family shall not be included in com-
puting the managed liabilities of the family. United States branches
and agencies of the same family shall designate one U.S. office to be
the reporting office for purposes of £filing consolidated family reports
tequired for determination of the family's marginal reserve require-
ments. The reporting office shall file reports and maintain marginal
reserves required under this section for the family at the Pederal
Reserve Bank of the district in which the reporting office i8 located.
The total managed liabilities of a family are the total of each branch's
and agency's:; * ¢ ¢




(3) Managed liabilities base. During the seven-day reserve
computation period beginning March 20, 1980, and during each seven-day
reserve computation period thereafter, the managed ‘liabilities base .-.:w--
of a member bank or a family of United States branches and agencies
of a foreign bank ("family") shall be determined as follows:

(i) For a member bank or family that, on a daily average
basis, is a net borrower of total managed liabilities during the fourteen-
day base period ending September 26, 1979, its managed liabilities base
shall be the daily average of its total managed liabilities during the
base period less the greater of

(A) 7 per cent of the daily average of its total
managed liabilities during the base period;
or

(B) the amount equal to the decrease in its daily 18/
average gross loans to non-United States residents—
and gross balances duig;rom foreign offices
of other. institutions=—’ or to institutions,
the time deposits of which are exempt from
the rate limitations QG/Regulation Q pursuant
to § 217.3(g) thereof—' between the fourteen-
day base period ending September 26, 1979,

* and the computation period ending March 12,
1980.

For each computation period beginning after March 19, 1980, the managed
liabilities base of a member bank or family shall be further reduced
during the computation period by the amount by which iE? lowest daily
average of gross loans to non-United States residents——n?nd gross
balances due from foreign offices of other institutions~" or to institutions,
the time deposits of which are exempt from 557 rate limitations of
Regulation Q pursuant to § 217.3(g) thereof—~/ outstanding during any
computation period beginning after March 19, 1980, is lower than the
daily average amount of such loans and balances outstanding during the
computation period ending on March 12, 1980. The amount representing
such difference shall be rounded to the next lowest $2 million.

In no event will the managed liabilities base for an :I.nstitﬁtion
that was a net borrower of managed liabilities during the fourteen-day
base period ending September 26, 1979 be less than $100 million.
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(i) Por a member bank or family that, on & daily av-
erage basis, is a net lender of total managed liabilities during the
‘fourteen-day base’ péridd ehdimg September- 26, 1579, {ts. wmanaged lig- -
bilities base shall be the sum of its daily average negative total
managed liasbilities and $100 million.

18/ A United States resident is: (a) Any individual residing (at the
time the credit is extended) in any State of the United States or the
District of Columbia; (b} any corporation, partnership, association
or other entity organized therein {"domestic corporation®); and (¢}
any branch or office located therein of any other entity wherever or-
ganized, Credit extended to a foreign branch, office, subsidiary,
affiliate or other foreign establishment {"foreign affiliate®) controlled
by one or more such domestic corporations will not be deemed to be
credit extended to a United States resident if the proceeds will be
used in its foreign business or that of other foreign affiliates of
the controlling domestic corporation(s).

19/ Any banking office located cutaide the States of the United States
and the District of Columbia of & bank organized under domestic or
foreign law.

20/ A foreign central bank, or any international organization of which
the Onited States is a member, such as the International Bank for Re-
construction and Development (World Bank), Intecnational Monetary Pund,
Inter-American Development Bank, and other foreign international, or
supranational entities exempt from interest rate limitations under

§ 217.3(q} ({3} of Regulation @ {12 CPR 217.3{g}{3}). :

By order of the Board of Governors of the Pederal Resetve :
System, March 14, 1980.

{(Signed} Theodore E. Allison
Theodore E. Allison
Secretary of the Board

{sBAL}
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TITLE 12--BANKS AND BANKING
CHAPTER II--FEDERAL RESERVE SYSTEM
SUBCHAPTER A--BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM
T (Docket No. R-0282)
Part 229--CREDIT RESTRAINT
. {Subpart C]

Nonmember Commercial Banks

AGENCY: Board of Governors of the Federal Reservé System.
ACTION: Final rule.

SUMMARY: Pursuant to the Credit Control Act (12 U.S.C. §§ 1901 - 1909)
as implemented by Executive Order 12201, the Board has adopted provisions
requiring commercial banks that are not members of the Federal Reserve
System to maintain a non-interest bearing special deposit with the Federal
Reserve equal to 10 per cent of the amount by which the total of certain
managed liabilities of those banks exceeds the amount of such managed
liabilities outstanding during a base period. The purpose of this action
is to better control the expansion of bank credit and thereby serve

to dampen inflationary forces. The managed liabilities affected by

this action include the total of (1) time deposits in denominations

of $100,000 or more with original maturities of less than one year;

(2) Pederal funds borrowings with original maturities of less than one
year from U.S. offices of certain depository institutions and from U.S.
government agencies; (3) repurchase agreements with original maturities
of less than one year on U.S. government and agency securities; and

(4) Eurodollar borrowings from foreign banking offices, asset sales
‘to related foreign offices, and foreign office loans to U.S. residents.
The special deposit requirement will not apply to borrowings from the
United States, principally in the form of Treasury tax and loan account
note balances. The 10 per cent special deposit requirement will apply
to the amount by which the daily average amount of an institution's
total managed liabilities during a deposit computation period exceeds

a base amount calculated generally as either the daily average amount

of such liabilities outstanding during the base period (February 28

to March 12, 1980) or $100 million, whichever is greater.

EFFECTIVE DATE: The special deposit requirement is effective on marginal
total managed liabilities outstanding during the seven-day computation
period beginning March 13, 1980, and each seven day period thereafter.

‘The non-interest bearing special deposit for the computation per iods
beginning March 13, 20, and 27, 1980 must be held during the deposit
maintenance period beginning April 10, 1980. Thereafter the special
- deposit must be held during the seven day maintenance period beginning
eight days after the end of the corresponding- computation period.-- - -



FPOR FURTHER INPORMATION CONTACT: Gilbert T. Schwartz, Assistant General
Counsel, C. Baird Brown, Attorney, Paul S. Pilecki, Attorney, or Daniel
L. Rhoads, Attorney, Legal Division, Board of Governors of the Federal
Reserve System, Washington, D.C. 20551 (202/452-3000}.

SUPPLFMENTARY INFORMATION: In accordance with the Credit Control Act

(12 ¥.8.C. 5§ 1901 - 1909) as implemented by Executive Order 12201,

the Board has adopted this Subpart to require certain borrowers consisting
of all commercial banks that are not members of the Pederal Reserve

System to maintain a non-interest bearing special deposit with the Federal
Regerve System. This Subpart does not apply tc United States branches

and agencies of foreign banks that are suhiect to the Board's marginal
reserve requirements (12 C.P.R. § 204.5(f}). Other United States branches
and agencies of foreign banks are covered. The amount of the gpecial
deposit to be held will be equal to 10 per cent of the amount hy which

the daily average total of an institution’s managed liabilities during

a deposit computation period exceeds a base amount. Generally, an institution's
base is the daily average amount of the institution's total managed
liabilities outstanding during the base perio@ (February 28 to March 12,
1980) or $100 million, whichever is greater. The managed liabilities

on which the special deposit requirement will apply include the total

of (1} time deposits in denominations of $100,000 or more with original
maturities of less than one year; (2) Federal funds borrowings with
original maturities of less than one year from U.S. offices of certain
depcsitory institutions and from U.S. government agencies; (3} repurchase
agreements with original maturities of less than one year on U.S, government
and agency securities; and {4) Eurodollar borrowings from foreign banking
offices of the same institution or of other banks, asset sales to related
foreign offices, and non-member commercial bank foreign office loans

to U.S. residents.

Time Deposits of $100,000 or More

Managed liasbilities subject to the sbecial deposit requirement
include deposits of the following types:

{a) 'Time deposits of $100,000 or more with original maturities
of less than one year; and

{b) - Time deposits of $100,000 or more with original maturities
“of less than one year represented by promissory notes,
" acknowledgements of advance, due bills, or similar cbliga-
‘tions {written or oral) as provided in § 204.1(f} of
Regulation D; and



(c) Time deposits of any denomination with‘remaining maturities
of less than one year represented by’ “ineYigible bankers'
acceptances or obligacions issued by a bank's affiliate
to the extent that the proceeds are supplied to the.bank --. -~
as provided in § 204.1(f) of Regulation D.

Credit balances of $100,000 or more.with original maturities of 30 days

or more but less than one year will also be treated as managed liabilities
subject to the special deposit requirement. Time deposits subject to

the special deposit requirement do not include savings deposits and
Christmas club-type deposits.

Federal Funds and Repu;chase Agreements

Certain Pederal funds borrowings and repurchase agreements
of non-member commercial banks-are treated as managed liabilities subject
to the special deposit requirement. Under this approach, ‘the amount
of borrowings with original maturities of less than one year from agencies
of the United States and other non-exempt entities (together with other
managed liabilities) that exceeds the institution's base, will be subject
to the 10 per cent special deposit requirement. The Board believes
that exempting Federal funds borrowings from institutions whose liabillties
already are subject to Federal reserve requirements from the special
deposit requirement is appropriate to facilitate the reserve adjustment
process. .

Borrowings from the United States government (principally
in the form of Treasury tax and loan account note balances), however,
will not be regarded as managed ‘liabilities subject to the special deposit
requirement. Borrowings with original maturities of less than one year
from Federal agencies and instrumentalities such as the Pederal Home
Loan Bank Board and the Federal Home Loan Banks will be subject to the -
special deposit requi:ement.

In the past, the term "bank™ has been defined by the Board
to include commercial banks, savings banks, savings and loan associations,
cooperative banks, credit unions, the Export-Import Bank, and Minbanc
Capital Corporation (see 12 C.F.R. § 217.137). Borrowings from all
such non-member institutions by non-member commercial banks will be
regarded as managed liabilities subject to the special deposit requirement.

Borrowings from domestic offices of organizations that are
required by the Board to maintain reserves will not be regarded as managed
liabilities subject to the special deposit requirement. The institutions
that currently are required to maintain reserves include member banks,



Bdge Corporations‘engaged in the banking business (12 ©.S.C. § 615},
Agreement Corporations {12 U.S.C. §5 601-604a}, operations subsidiaries
of member banks (12 C.P.R. § 204.117}), .and U.S. branches and agencies
. of foreign banks with worldwide banking assets in ezcess of $1 billion
{12 0.S.C. § 3105), =1 0 ’ o
- ' Under .the Board's action, borrowings in the form of repurchase

‘agreements with original maturities of leas than one year involving
U.S. 'governmeént and agency securities also would be regarded as managed
lisbilities subject to .the special deposit requirement. Repurchase
agreements entered into with U.S. offices of member banks or organizations
that are required by the Board to maintain reserves with the Pederal
Reserve System would not be regarded as managed liabilities subject

to the special deposit requirement. Repurchase agreements entered into
by non-member commercial banks with nonexempt entities, such as non-
member banks and nonbank dealers, will not be subject to the special
deposit requirement if such transactions are intended to provide collateral
to nonexempt entities in order to engage in repurchase transactions
with the Pederal Reserve System Open Market Account,

In order to continue to facilitate the activities of bank

-‘dealers in the ©.8. government and agency securities markets, and to
provide ‘competitive équality between bank and nonbank dealers, the amendment
permits non-member commercial banks to deduct the amount of U.S. government
and agency securities held by the inatitution in its trading account
fram the total amount of its repurchase agreements entered ints in determining
the amount of its repurchase agreements subject to the special deposit
requirement. .A trading account represents the U.S. government and agency
securities that are held.for dealer transactions—ji.e., securities purchased
with the intention thit they will be resold rather than held as an investment,
The Board expects that.iastitutions will not reclassify U.S. government
andragency securities held in their investment or other accounts to
their trading accounts for the purpose’ of avoiding special deposit requirements.

* "Mandged liabilities subject to the 10 per cent special deposit -
‘requirement .also will include any obligation that arises from a borrowing
for one budiness day from a dealer in securities whose liabilities are
not subject td the reserve requirements of the Pederal Reserve Act of
proceeds of 'a transfer iof deposit credit in a Pederal Reserve Bank {(or
other immediately available funds), received by such dealer on the date
of the loan in connection with clearance of securities transactions.
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Burodollars

The Board also has included the Eurodollar borrowings of non-
member commercial banks as managed liabilities subject to the special
deposit requirement. Consequently, the amount of Eurodollars (together
with other managed liabilities) of a bank that exceeds the institution's
base will be subject to the 10 per cent special deposit requirement.

Such Eurodollars include the institution's daily average balance of

(1) borrowings with original maturities of less than one year from foreign
offices of other banks and institutions that are exempt from interest

rate limitations pursuant to § 217.3(g) of Regulation Q; (2) net balances
due from an institution's domestic offices to its foreign offices; (3)
liabilities of an institution's foreign branches to the extent that

the branches hold assets (including participations) .acquired from its
domestic offices or has credit outstanding from the bank's foreign
offices to U.S. residents.

Computation and Maintenance of Non-Interest Bearing Special Deposits

. The amount of special deposits that a bank will be required
to maintain each week will be determined by the amount by which the

total of the institution's managed liabilities during a corresponding
seven-day computation period exceeds its base of managed liabilities.

The base amount for a bank that is a net borrower of managed liabilities

is $100 millien, or the daily average amount of its managed liabilities
during the fourteen-day base period ending March 12, 1980, reduced by

an adjustment for the reduction in its foreign lending from domestic
offices, whichever is greater. The adjustment for-any given "‘computation
period is based on the difference between the sum of its gross loans

to non-United States residents and gross balances due from foreign offices
of other institutions, and the lowest gross total of such lending for

any computation. week beginning after March 12, 1980. That difference

is then rounded down to the largest lower multiple of $2 million and
subtracted from the daily average of managed liabilities for the base
period. For example, if a bank has $125 million of average managed
liabilities and $40 million in gross lending to foreign borrowers and
_institutions during the base period, and $35 million of gross lending

to foreign borrowers and institutions during the week beginning March 13,
1980, its base for that computation week would be $125 million minus $4
million = $121 million (where $4 million is derived from $40 million minus $35
million = $5 million which is rounded to $4 million). If in a later

week the gross lending to‘foreign borrowers and institutions rises to

$45 million, the base remains at $121 million. If in a later week the
gross lending to foreign borrowers and institutions falls to $10 million,
the reduction would be $40 million minus $10 million = $30 million (no
rounding needed), thus the calulated base would be $125 million minus $30 -
million = $95 million, but the reported base amount would be $100 million,.
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which is a permanent floor for the base amount. The special deposit
would be 10 per cent of the difference between its managed liabilities
for the computation week and the $100 million base.

Rounding the reduction in the base will serve to minimize
the impact of small repayments or reductions in the daily average
gross loans to non-United States residents and balances due from foreign
offices of other institutions. The reduction in such lending below
the daily average for the base period ending March 12, 1980 will only
reduce the base in increments of $2 million. This approach will enable
institutions to receive ordinary repayments of foreign loans without
being required to relend such funds immediately to avoid a reduction
in the base,

For an institution that is a net lender of managed liabilities
{that is, the sum of its managed liabilities is negative because its
net Burodollar loans tc its foreign offices are greater than the total
of its large time deposits, Pederal funds purchased, repurchase agreements,
and borrowed Burodollars), its base will be the algebraic sum of its
managed liabilities during the base period ending March 12, 1980, and
§$100 million. Por example, if an institution has negative $150 million
of managed liabilities during the base period, its base will be negative
$50 million, and special deposit requirements will apply to the amount
of its total managed liabilities above that amount. If such an institution
maintained a daily average of total managed liabilities during a computation
period of negative $30 million, it would be requiced to maintain the
1€ per cent special deposit requirement against $20 million of managed
liabilities Quring the reserve maintenance period.

The special deposit must be maintained in collected funds
in the form of U.S. dollars. Maintenance of a special deposit does
not entitle a non-member bank to Federal Reserve services.

Restraint on growth in money and credit must be a fundamental
part of the process of subduing inflationary forces. Growth in bank
credit in recent months has been excessive. Therefore, the Board has
adopted this special deposit requirement based on managed liabilities
issued by nonmember banks. This requirement will impose restraint on
the sources of funds that banks typically have used to finance the expansion
of bank credit. The nonmember bank special deposit requirement complements
the additional restraint the Board has imposed on similar liabilities
of member banks. In the absence of this constraint, nonmember banks
could continue to extend credit with few limitations. Borrowers that
could not be accommodated at a member bank could turn to a nonmember
bank, thereby undermining restraint on bank credit. Containing the
growth of bank credit financed in large part by managed liabilities
at nonmember banks will thus contribute to dampening inflationary forces.
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These actions are being taken to help curb the expansion of
bank credit, thereby dampening inflationary pressures. The Board believes
that it is in the national interest to achieve this objective as quickly
as possible, and that publication of this rule for comment or. any delay
in its effective date would lead to rapid increases in extensions of
credit that would not be subject to the regulation and would frustrate
its purpose. The Board therefore finds for good cause that the
notice, public procedure, and deferral of effective date provisions
of 5 U.S.C. § 553(b) with regard to these actions are impracticable
and contrary to the public interest.

: Pursuant to its authority under the Credit Control Act (12
U.S.C. 5§ 1901 - 1909) the Board hereby adopts Subpart C of its regulation
regarding Credit Restraint (12 C.F.R. § 229) effective March 14, 1980,
1980, as follows:

SECTION 229.21--AUTHORITY, PURPOSE, AND SCOPE

(a) Authority. This Subpart is issued by the Board of Governors
of the Federal Reserve System pursuant to the Credit Control Act (12
U.S.C. §§ 1901 - 1909), as implemented by Executive Order 12201.

(b) Purpose and Scope. This Subpart is intended to curb
inflation by controlling the expansion of credit extended by commercial
banks that are not members of the Federal Reserve System that is supported
by extensions'of credit to those banks in the form of ‘managed liabilities.

" SECTION 229.22--DEFINITIONS

. (a)_ Por the purposes of this Subpart, the terms "credit,"
and "extension of credit®" shall have the meanings given them in the
Credit Control Act. In addition, the following definitions apply.

(b) "Covered bank" means any commercial bank that is not
a member of the FPederal Reserve System, or required to maintain reserves
under the Pederal Reserve Act.

(¢) "Member bank" means any bank that is a member of the
Federal Reserve System.

SECTION 229.23-—REPORTS

Each covered bank shall file with the Federal Reserve Bank
for the Federal Reserve district in which its head office is located
such reports as shall be required in connection with the maintenance
of a special deposit under this Subpart.
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SECTION 229.24--MAINTENANCE OF SPECIAL DEPOSIT

{a) During the seven-day deposit maintenance period beginning
April 10, 1980, each covered bank shall maintain a non-interest bearing
special deposit equal to 10 per cent Of the sum of the amounts by which
the daily average of its total managed liahilities during each of the
seven-day computation periods beginning March 13, 20, and 27 exceeds
its managed liabilities base as determined in accordance with paragraph (b).
During the seven-day deposit maintenance period beginning April 17,
1980, and each deposit maintenance period thereafter, each covered bank
shall maintain a non-interest bearing special deposit equal to 10 per
cent of the amount by which the daily average of its total managed liabilities
during the seven-day computation period ending eight days prior to the
beginning of the corresponding seven-day deposit maintenance period
exceeds its managed liabilities base as determined in aceordance with
paragraph (b}. A covered bank's managed liabilities are the total of
the following:

(1) (A} time deposits of $100,000 or more with original
maturities of less than one year;

{B} time deposits of $100,000 or more with original
maturities of less than one year representing borrowings in
the form of promissory notes, acknowledgments of advance,
due bills, or similar obligations as provided in § 204.1(f)
of Regulation D; and

(C} time deposits with remaining maturities of less
than one year represented by ineligible bankers' acceptances
or obligations issued by a bank's affiliate, as provided in
§ 204.1(f) of Regulation D, However, managed liabilities
46 not include savings deposits, or time deposits, open account
that constitute deposits of individuals, such as Christmas
club accounts and vacation club accounts that are made under
written contracts providing that no withdrawal shall be made
until a certain number of periodic deposits have been made
during a period of not less than three months;

(2} any obligation with an original maturity of less
than one year that is issued or undertaken as a means of obtain-
ing funds to be used in its banking business in the form of
a promissory note, acknowledgment of advance, due bill, ineligible
bankers' acceptance, repurchase agreement {except on a U.S.
or agency security), or similar obligation (written or oral)
issued to,gnd held for the account of a domestic banking office
or agency— of another commercial bank or trust company that
is not required to maintain reserves pursuant to Regulation D,
a savings bank {mutual or stock}, a building or savings and

1/ Any banking office or agency in any State of the United States or
EQS.sttrxct of Columbia of a bank organized under domestic or foreign
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loan association, a cooperative bank, a credit union, or an
agency of the United States, the Export-Import Bank of the
United States, Minbanc Capital Corporation and the Government
Development Bank for Puerto Rico;

(3) any obligation with an original maturity of less
than one year that is issued or undertaken as a means of obtain-
ing funds to be used in its banking business in the form of
a repurchase agreement arising from a transfer of direct obliga-
tions of, or obligations that are fully guaranteed as to principal
and interest by, the United States or any agency thereof that
the institution is obligated to repurchase except repurchase
agreements issued to a domestic banking office or agency of
a member bank, or other organization that is required to maintain
rese-yes under Regulation D pursuant to the Federal Reserve
Act, to the extent that the amount of such repurchase agreements
exceeds the total amount of United States and agency securities
held by the covered bank in its trading account;

(4) any obligation that arises from a borrowing by a
covered bank from a dealer in securities that is not a menber -
bank or other organizati%? that is required to maintain reserves
pursuant to Regulation D;—/ for one business day, of
proceeds of a transfer of deposit credit in a Pederal Reserve
Bank- (or other immediately available funds), received by such
dealer on the date of the loan in connection with clearance
of securities transactions;

(5) borrowings with an original maturity of less than
one year from foreign offices of other banks and from institu-
tions that are exempt from interest rate limitations pursuant
to § 217.3(g) of Regulation Q;

(6) net balances due from the covered bank's domestic
offices to its foreign branches;

(7) 1liabilities of a foreign branch of the covered bank
to the extent that the foreign branch holds assets {including
participations) acquired from the covered bank's domestic
offices; and o

2/ Edge Corporations gngaged in banking, Agreement Corporations, operatibns
. subsidiaries of member banks and U.S. branches and agencies of foreign
banks with worldwide banking assets in excess of $1 billion.
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(8) liabilities of a foreign branch of the covered bank
to the extent that it has § edit outstanding from its foreign
branches to 0U.S. resident {other than assets acquired and
net balances due from its domestic offlces). Provided, That
this paragraph does not apply to credit extended {1} in the
aggregate amount of $100,000 or less to any United States
resident, {2) by a foreign branch which at no time during
the computation period had credit outstanding to Onited States
residents exceeding $1 millien, (3} under binding commitments
entered into before May 17, 1973, or (4} to an institution
that will be maintaining reserves on such credit under paragraphs {(c}
or (£} of section 204.5 of Regulation D or under Regulation K.

{b} Managed lisbilities base. During the seven-day deposit
computation period beginning March 13, 1980, and during each seven-day
deposit computation period thereafter, the managed liabilities base
of a covered bank shall be determined as follows:

(1) For a covered bank that, on a daily average basis,

is a2 net borrower of total managed liabilities during the
fourteen-day base period ending March 12, 1980, its managed
liabilities base shall be the dally average of its total managed
liabilities during the base period reduced by the amount by
which its lowest,daily average of gross loans to non-United
States resident ang/gross balances due from foreign offices
of other Institutions~ or institutions the time deposits
of which are exempt from the :g;e limitations of Regulation 0
pursuant to § 217.3(q) thereof~ outstanding during any computation
period after March 12, 1980, is lower than the daily average

" ‘amount of such loans and balances cutstanding during the base
period. The amount of the reduction shall be rounded down
to the largest lower multiple of $2 million.

3/ A United States resident is: {a} any individual residing {at the

time the credit is extended) in any State of the United States or the
District of Columbia; (b) any corporation, partnership, association

or other entity organized therein ("domestic corporation®}; and {c}

any branch or office located therein of any other entity wherever organized,

Credit extended to a foreign branch, office, subsidiary, affiliate or

other foreign establishment ("foreign affiliate®) controlled by one

or more such domestic corporations will not be deemed to be credit extended
to a United States resident if the proceeds will he used in its foreign
business or that of other foreign affiliates of the controlling domestic
corporation{s}. vl

4/ Any banking office located outside the States of the United States

;nd the District of Columbia of a bank organized under domestic or foreign
aw.

5/ A foreign central bank, or any international organization, of which

the United States is a member, such as the International Bank for Reconstruc-
tion and Development (World Bank), International Monetary Fund, Inter- :

American Development Bank, and other foreign international, or supranational
entities exempt from interest rate limitations under 3 217.3(q) (3} of
Regulation O (12 C.P.R. § 217.3(g)(3)).

€6-327 0 - 80 - 5§
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However, in no event will the managed liabilities base
for a covered bank that was a net borrower of managed liabilities
during the fourteen-day base period ending March 12, 1980,
be less than $100 million.

(2) Por a covered bank that, on a daily average basis,
is a net lender of total managed liabilities during the fourteen-
day base period ending March 12, 1980, its managed liabilities
base shall be the sum of its daily average negative total
managed liabilities and $100 million.

(c) The special deposit shall be maintained at the Federal
Reserve Bank to which the covered bank reports. The special deposit
must be maintained in collected funds in the form of U.S. dollars.

SECTION 229.25--PENALTIES

Por each willful violation of this Part, the Board may assess
against any creditor, or officer, director or employee thereof who willfully
participates in the violation, a maximum civil penalty of $1,000. In '
addition, a maximum criminal penalty of $1,000 and imprisonment of one
year may be imposed for willful violation of this Part.

Board of Governors of the Pederal Reserve System, effective
March 14, 1980.

(Signed) Theodore E. Allison

Theodore E. Allison
Secretary of the Board

[SEAL]
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TITLE 12--BANKS AND BANKING
CHAPTER II--FEDERAL RESERVE SYSTEM
SUBCRAPTER A--BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM
(Docket No. R-0281)
Part 229--CREDIT RESTRAINT
{Subpart B}

Short Term Pinancial Intermediaries

AGENCY: Board of GWvernors of the Federal Keserve System.
ACTION: Final rule,

SUMMARY: Pursuant to the Credit Control Act (12 U.S.C. §§ 1501-1909)

as implemented by Executive Order 12201, the Board has adopted provisions
requiring money market funds and other similar creditors to maintain

a special non-interest bearing deposit with the Federal Reserve equal
to 15 per cent of the amount by which the investment asgsets of these
creditors exceeds their investment assets on March 14, 1980. Special
non-interest bearing deposits shall he maintained at the Federal Reserve
Bank of the district in which the crediter maintains its principal place
of business. The purpose of this action is to control inflation by
limiting the -:ipansion of short-term credit offered by such financial
intermediaries.

EFFECTIVE DATE: March 14, 1980.

FOR FURTHER INFORMATION CONTACT: Gilbert T. Schwartz, Assistant General
Counsel, Lee S. Adams, Senior Attorney, C. Baird Brown, Attorney, or
Daniel L. Rhoads, Attorney, Legal Division, Board of Governors of the
Pederal Reserve System, Washington, D.C. 20551 (202/452-3000).

SUPPLEMENTARY INPORMATION: In accordance with the Credit Control Act

(12 U.S.C. §§ 1901-1909) as implemented by Executive Order 12201, the
Board has adopted this Subpart of its Credit Restraint regulation to
require creditors, consisting of investment companies commonly regarded
as money market funds and certain common trust funds of banks that invest
in short term assets {short term investment funds) to hold a non-interest
bearing special deposit with the Federal Reserve against increases in
their total agsets. The amount of the special deposit that must be

held shall be equal to 15 per cent of the amount by which the assetgs

of the creditor exceed the amount of such assets in the creditor's portfolio
on March 14, 1980. The special deposit must be made in collected funds
in U.S. dollars. : ' :
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A creditor will be covered if its investment portfolio primarily
consists of short-term securities, deposits, or other instruments with
original or remaining maturities of 13 months or less through which
it extends credit to banks, federal, state or local governmental units
or agencies thereof, any corporation, partnership or other business
entity, or any person. Covered creditors include both open and closed-
end management companies and unit investment trusts. A series of shares
or units of a registered investment company is a covered creditor if
the investment assets which are included in the valuation of the shares
or units in the series primarily have maturities of less than 13 months.
Common trust funds of banks and trust companies are also included unless
all moneys contributed to them are held by the bank or trust company
incidentally to the management of other trust assets. Collective investment
funds consisting of funds of retirement, pension, or other tax exempt
trusts are not covered.

A covered creditor, other than a unit investment trust or
series of units of such a trust ("Non-unit Creditor"), that possesses
assets on March 14, 1980, shall file a base report with a Federal Reserve
Bank by April 1, 1980. A Non-unit Creditor that acquires or holds assets
or trust moneys that cause it to become a covered creditor after March 14,
1980, shall file a base report, within two weeks after it becomes a
covered creditor. The base report will state the amount of the Non-
unit Creditor's covered credit, which is defined as the total amount
of its investment assets and other deposits plus accrued interest, held
as of March 14, 1980, whether or not it was a covered creditor at that
time. If the covered creditor was not in existence on March 14, 1980,
its base amount is zero.

Thereafter, each Non-unit Creditor shall file a report monthly
stating the daily average amount of its net assets during each reporting
period by the 2lst day of the month in which the reporting period ends.
The reporting periods will run from the 15th day of each month tc the
14th day of the following month. For example, the first reporting period
will run from March 15 to April 14, 1980, and the second from April 15
to May 14, 1980. The report for the first reporting period must be
filed by April 21, 1980, and for the second by May 21, 1980. Based
upon this report, a covered creditor is required to maintain a special
non-interest bearing deposit with the Federal Reserve Bank in the District
in which its principal place of business is located equal to 15 per
cent of the amount by which the reported average of covered credit exceeds
the reported base. The spec1a1 deposit shall be maintained during the
period beginning on the first Thursday of the first full calendar month
following the period for which the report was Ffiled and ending on the

.day prior to the first Thursday of the next month. For exanple, the
_-8pecial deposit based upon the first report shall be held beginning

May 1, 1980 and continue through June 4, 1980, at which time a special
deposit based upon the second report shall be required.
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A unit investment trust or series of units of such a trust
("Unit Creditor”) that holds investment assets on March 14, 1980, need
not file reports or maintain special deposits, as their agsets-are fixed
as of the date they are transferred to the trust and will not increase
after March 14, 1980. A Unit Creditor that is established, by the transfer
of investment assets to the trustee, after March 14, 1980, must file
immediately upon acquisition of assets by the trust, a base report stating
the amount of covered credit held by the trust. Each such Onit Creditor
must maintain a special deposit equal to 15 per cent of the covered
credit it holds. The special deposit must be maintained during the
period beginning with the acquisition of assets by the Unit Creditor
and ending on the day prior to termination of the trust pursuant to
the terms of the trust agreement. A Unit Creditor is only requiced
to file reports and maintain deposits if, at its inception, its assetsg
primarily have original or remaining maturities of less than 13 months.
A Unit Creditor whose assets at its inception had longer matucrities,
but whose asset maturities fall below 13 months as the termination of
the trust approaches is not required to report or to maintain a special
deposit,

For a covered creditor that is a series of shares or units
of a registered investment company, reports should be filed and cdeposits
maintained by the registered investment company. If the entire investment
company which issues such a series is a covered creditor, the entire
company may file a single report and maintain a single deposit. Otherwise
the investment company must file a separate report and maintain a separate
deposit for each series that is a covered creditor. Maintenance of
a special deposit at a Federal Reserve Bank does not entitle covered
creditors to Federal Reserve services.

Recent strong demands for money and credit, g'enetat.ed in part
by inflationary forces, have brought heavy pressure on credit and financial
markets generally, with varying impacts on particular sectors of the
economy. The creditors covered by this Subpart act as financial intermediaries,
accepting funds from investors who desire a stable, liquid, high income
investment, and extending credit primarily through the purchase of money
market instruments. Rapid expansion of credit extended by these ¢reditors
has contributed to the pressures by facilitating borrowing in the markets
for Rurodollars, commercial paper, bankers acceptances, and other short-
term liquid instruments. Moreover, the rapid expansion of such creditors
has tended to impede reasonable flows of credit to other sectors including
housing, small businesses, and farmers. Restraint on the growth of
money market funds and similar creditors will enable funds to flow in
more usual measure tc productive uses, and thus contribute to dampening
inflationary forces. ' C .
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These actions are being taken to curb inflationary pressures.
The Board believes that it is in the national interest to achieve this
objective -as quickly as possible, and that publication:of this rule - AR L
for comment or any delay in its effective date would lead to rapid increases
in extensions of credit that would not be subject to the regulation
and would frustrate its purpose. The Board therefore finds for good.
cause that further notice, public procedure, and deferral of effective
date provisions of 5 U.S.C. § 553(b) with regard to these actions are
impracticable and contrary to the public interest.

. Pursuant to its authority under the Credit Control Act (12
U.S.C. §§ 1901-1909) the Board hereby adopts Subpart B of its Credit
Restraint regulation (12 C.F.R. § 229) effective March 14, 1980, as
follows:

SECTION 229.11--AUTHORITY, PURPOSE, AND SCOPE

(a) Authority. This Subpart is issued by the Board of Governors
of the Federal Reserve System pursuant to the Credit Control Act (12
U.S.C. §§ 1901 - 1909), as implemented by Executive Order 12201.

(b) Purpose and Scope. This Subpart is intended to curb '
inflation dgenerated by the extension of credit by certain of those financial"
intermediaries which are not subject to either the amendments of law
effected by Pub. L. 89-597, as amended, or section 19 of the Federal

Reserve Act, as amended (12 U.S.C.§461), and which are primarily engaged ’
in the extension of short-term credit, specifically money market funds :
and other similar creditors.

SECTION 229.12--DEFINITIONS

(a) Por the purposes of this Subpart, the terms “credit,”
»ecreditor,™ and "extension of credit”™ shall have the meanings given
them in the Credit Control Act. In addition, the following definitions
apply. : N
(b) "Base" means the amount-l-/ of covered credit held by a
covered credn:or as of the close of business on March 14, 1980.

(c) T"Covered credit™ means any extension of credit origmated
through the acquisition of a security, -deposit, or other instrument,
including but not limited to domestic and Burodollar certificates of
deposit, U.S. Treasury bills, repurchase agreements, commercial paper,
bankers acceptances, and state and local government obligations, and
any interest accrued thereon.

1/ Assets s should be valued for purposes of this Subpart by the same
procedure used by a registered investment company to value assets in
calculating net share or unit value under the Investment Company Act
of 1940 and rules promulgated thereundér.”



{d) “"Covered creditor” means any creditor (1} that is (A)
an investment company registered with the Securities and Exchange Commission
under the Investment Company Act of 1940, (B} any series of shares or
units of such a company, or (C) any common trust fund or similar fund
maintained by a bank or trust company exclusively for the collective
investment and reinvestment of moneys contributed thereto by the bank
or trust company in its capacity as a trustee, unless all moneys contributed
thereto are held incidentally to the management of other trust assets;
and (2) whose investment portfolio consists primarily of securities,
deposits or other instruments, including but not limited to domestic
and Burodollar certificates of deposit, U.S. Treasury bills, repurchase
agreements, commercial paper, and state and local obligations with maturities
of 13 months or less. However, a unit i{nvestment trust is only a covered
creditor if its investment portfolio consists primarily of securiti§§,
deposits, or other instruments with maturities of 13 months or less~
at the time the unit investment trust acquires those assets.

(e} “Security® means any security as defined in the Securities
Act of 1933,

(€} "Unit investment trust® means any unit investment trust
as defined in the Investment Company Act of 1940, or a series of units
of such a trust.

SECTION 229.13--REPCORTS

{a) Each covered creditor except a unit investment trust
shall file a base report and periodic reports. The base report shall
state the amount of the covered creditor's base and shall be submitted
no later than April 1, 1980, or in the case of a covered creditor that
becomes a covered c¢reditor after March 14, 1980, within two weeks of
acquiring or holding assets or accepting trust moneys that cause it
to become a covered creditor. Periodic reports shall be filed monthly
for each period running from the 15th day of each calendar month to
the 14th day of the following month, or in the case of a covered creditsr
that becomes a covered creditor after March 14, for each full period
after it becomes a covered creditor. These teports shall be submitted
by the 21st day of the month in which the reporting period ends, and
shall state the amount by which the average of the daily amounts of
covered credit outstanding during the reported period exceeds the base.

2/ ™is includes variable rate securities, deposits or other instruments
with longer nominal maturities but with interest rates subject to adjust-
ment at intervals shorter than 13 months.
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(b) A covered creditor that is a unit investment trust established
after March 14, 1980, shall file a base report stating the amount of
covered credit it holds. This report shall be filed immediately upon
acquisition of invéstment assets by ‘the unit inveéstment trust. Each
such covered creditor shall also notify the appropriate Federal Reserve
Bank two weeks before termination of the trust stating the projected
date of termination of the trust.

(c) All reports shall be filed with the Federal Reserve Bank
in the District where the covered creditor has its principal place of
business.

SECTION 229.14--MAINTENANCE OF SPECIAL DEPOSIT

‘(a) Each covered creditor that is not a unit investment trust
shall maintain a non-interest bearing special deposit equal to 15 per
cent of the amount by which the average of the daily amounts of its
covered credit outstanding during each reporting period exceeds its
base. The corresponding period during which the special deposit shall
be maintained begins on the first Thursday of the first full calendar
month following the period for which the report was filed and ends on
the day prior to the first Thursday of the following month. The special-
deposit shall be maintained at the Federal Reserve Bank to which the
covered creditor reports.

{(b) Each covered creditor that is a unit investment trust
established after March 14, 1980, shall maintain a non-interest bearing
special deposit equal to 15 per cent of the covered credit it holds
as of the date it acquires investment assets. This special deposit
shall be maintained during the period beginning with the day the covered
creditor acquires assets consisting of covered credit and ending one
day prior to final distribution of trust assets by the Trustee pursuant
to the terms of the trust agreement. The special deposit shall be maintained
at the Federal Reserve Bank to which the covered unit investment trust
reports. Upon two weeks notice, the special deposit will be returned
to the trustee one day prior to maturity or final distribution pursuant
to the terms of the trust agreement.

(¢) Special deposits shall be maintained in collected funds
in the form of U.S. dollars.

SECTION 229.15~-PENALTIES

For each willful violation of this Subpart, the Board may assess
against any creditor, or officer, director or employee thereof who willfully
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participates in the viclation, a maximum civil penalty of $i,uUU. in
addition, a maximum criminal penalty of $1,000 and imprisonment of one
year may be imposed for wiliful violation of this Subpart.

Board of Governors of the Pederal Reserve System, effective
March 14, 1880.

Th B. Allison
Theodore E. Allison
Secretary of the Board

[SEAL}
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Mr. ScuurtzE. Mr. Chairman, I do not have a prepared text. I would
like to speak relatively briefly, I hope, to the major elements of this
program and try to put the program in the context of the economic
situation which gave rise to it.

In the last 7 to 8 weeks, economic conditions in the United States
have worsened, and in a dangerous way that requires the Federal
Government to take immediate and strong corrective action.

As you noted, Mr. Chairman, inflation in January and February
was running in the 18 to 20 percent range. During those same months,
interest rates were soaring, rising by 3 to 4 percentage points in the
short market, and 2 to 214 percentage points in the long. The bond mar-
ket, for all practical purposes, disappeared. There appeared to be an
unwillingness, because of the great uncertainty about the future, to
commit on a long-term fixed basis.

Not only the United States, but other countries, are being faced with
very substantial inflation partly, although not solely, as a consequence
of the direct and indirect impact of the 125 percent in OPEC oil prices.
In the last 2 reported months, for example, the annual rate of whole-
sale price inflation in Japan was 32 percent. In the United Kingdom
it was 28 percent. In Italy it was 35 percent. And even in Germany
it was 13 percent, which is a major increase in the German rate.

Now, these are wholesale price increases, and reflect the same kinds
of things that are going on here.

With respect to the United States, the President believes—and his
advisers strongly agree—that it was essential to take very firm cor-
rective action to deal with this kind of a situation. In many ways, the
U.S. economy is in essentially a strong position. We have not built up
major imbalances in our economy in the form of inventory excesses,
major shortages, and financial weaknesses. But that economy could
be severely weakened if no action were taken in the face of these kinds
of developments.

It is clear that in the early part of this year inflationary expecta-
tions took a leap forward and, if left unchecked, could have set in
motion a new longer term inflationary spiral of substantial magnitude
that could take another decade to get rid of. In turn, the effect of those
kinds of expectation on credit markets tends to lead to self-justifying,
self-fulfilling kinds of situations. Interest rates are expected to rise;
this leads to a further rise in interest rates and then bringing somebody
else in with the belief that interest rates are going to rise further,
which leads to more borrowing and, in turn, if left alone, to the poten-
tiality of a violent credit crunch and severe economic distortions.

Let me turn, if I may, to economic developments in more detail, to’
underline the kind of situation which the President was facing. Why

" the sharp worsening of inflation ? Why the disturbances in credit mar-
kets? Why the soaring interest rates during the early part of this year?

First, we start with the fact that the American economy, measured
in terms of the usual kind of indicators, was substantially stronger than
expected in the early part of this year. The long-heralded recession did
not materialize. In Januay and February, taken together, retail sales
were quite strong. In February, for example, retail sales at an annual
rate were some 14 percent over the fourth quarter level, significantly
more than inflation among the kinds of goods that go into those retail
sales. Payroll employment in February was up 500,000 over December.
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In January, new orders for durable goods were 614 percent above the
fourth quarter average—not annual rates. On defense, capital goods
orders were up by about the same 614 percent during the same period.

The consumer saving rate, possibly at least fucled by inflationary
expectations, had sunk to some 3 percent, the lowest in almost 30 years,
And while housing and autos were weak and are weak, the recession
did not appear. The economy in the first quarter stil] appears to be
moving ahead, and the first quarter is likely to show an increase rather
than the earlier forecast, the rather universally forecast, decrease in
overall economic activity.

Second, as I indicated in terms of the totals earlier, there was a sig-
nificant speedup in inflation in the first 2 months of this year. In 1979,
the accelertion of inflation to 13 percent, as measured by the Consumer
Price Index, had been heavily concentrated in the direct energy goods
and services, in housing and morgage interest rates; and earlier in 1979,
in meat prices,

Inflation in other areas of consumer prices in 1979 hovered in the 7
to 714 percent range. In December and January the Consumer Price
Index took a leap up from a 18 percent rate of increase to 16 to 18 per-
cent rate of increase. There were huge increases in energy prices and in
mortgage interest rates, as reflected in the CPI.

But, dangerously, there were also significant increases outside of the
food, direct energy, and housing areas. Outside of those areas, the rate
of inflation popped up from 7 and 714 percent to 11 and 12 percent
during December and January in the Consumer Price Index.

In the Producer Price Tndex, outside, again, of the direct impact of
energy, January and February price increases averaged some 15 per-
cent, substantially higher than had been going on in the prior year.

So, while the bad news about inflation early this year was impor-
tantly in energy and mortgage interest rates, there also appeared to be
a significant spread of inflation to areas outside of those two.

Partly. this is undoubtedly the response to the indirect impact of
oil price increases. By “indirect impact,” T mean not gasoline prices
or heating oil prices, but higher petroleum feedstocks coming through
in terms of higher prices for plastics. synthetic fibers, and all the
rest. Those indirect effects we estimate to be perhaps equal to adding
114 to 2 percent to the consumer price level. That is, given the OPEC
oil price increases, what the impact on the consumer price level from
these indirect impacts would be.

We don’t know when those get passed through. We have no mecha-
nism to trace it through directly. But it is quife reasonable to believe
that a significant part of the acceleration in consumer prices was due
to these indirect effects.

There were other major cost increases in 1979 due to relatively
poor productivity performance—I shouldn’t say “relatively poor”—
mean abysmally poor productivity performance in the U.S. economy
in 1979. And it is quite possible and quite likely that the combination
of a’'stronger economy and heightened inflationary expectations com-
bined to make it possible to pass through. and perhaps to more than
pass through the indirect impact of higher energy prices and the
impact of poor productivity performance on costs.

In summary, therefore, we had in the carly months of this year—
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we have—a situation in which a sudden new acceleration of inflation
has occurred, threatening to spill out from energy and housing to the
other sectors of the economy. Simultaneously, since mid-January, in-
terest rates have shot up at an unprecedented rate.

And what are the reasons for that? Let’s clearly relate it to the
other factors discussed earlier. A stronger economy : Undoubtedly, the
bond market, late in 1979, had built into its own forecasts an expecta-
tion of an early downturn in the economic activity, and the conse-
quent decline in short-term interest rates. That did not occur.

That led to a reversal of expectations and attitudes. There was a
turnaround in business borrowing. Business loans at banks and sales
of commercial paper combined rose at a 26-percent annual rate in
the third quarter of 1979, then dropped to only a 6-percent rate of
expansion 1n the fourth quarter, quite consistent with the concept of
an economy beginning to slow down. But, lo and behold, that rate of
expansion popped back up to an annual rate of 28 percent in the
month of January and continued on at about that rate in the month
of February.

The inflation rate of 18 to 20 percent obviously had a major impact
on long-term expectations in the bond market. The interpretation of
the 1980 budget contributed to that. The 1980 budget, when it came up
this January, had expenditures some $32 billion higher than had been
forecast 1 year ago in January. Now, to the dime almost, that was
exactly the impact of the higher-than-expected inflation rate. But I
can talk until I am blue in the face and say that is the case—and it 1s—

‘nevertheless it is a very large number, $32 billion additional on the
1980 budget, and that had an impact on expectations in the markets.

Additionally, an apparent belief that there was a new defense move
underway and that defense expenditures were going to rise very sub-
stantially, very substantially more than in the President’s budget,
had an effect. Again, this is a wrong perception. But whether right or
wrong, it was a perception which contributed to these expectations.

As a consequence of all of this—the stronger economy, a speedup
in inflation, the interpretation of the budget, the feeling about de-
fense—all of this led to a situation in which long-term bond prices
began to fall rapidly, leading, in turn, to a diversion of borrowing
from long term to short term, helping then, in turn, to drive up short-
term rates. :

And all of this fed on itself, as I indicated earlier. If one expects
the rates to go up in the next 2 to 3 weeks, well, then cover yourself,
go in and borrow now rather than later—which contributes to all
of this. '

In turn, finally, this kind of a sitnation has had a strong impact—
and not a good impact—on the ability of thrift institutions to furnish
funds to the mortgage market as those very high short-term rates
press up against the more stable earnings from longer term mortgage

. portfolios.

And so we were facing an economy in which the interaction of oil-
based cost increases, stronger than expected economic activity, and a
sharp revision of earlier recession forecasts in financial markets, com-
bined to generate a dangerous and, to some extent, self-feeding move-
ment in actual prices and interest rates and sharply raised expectations
about future prices and interest rates.
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Mr. Chairman, if I might philosophize just a little bit, it is likely
that one characteristic of a world of high and variable inflation rates
1s that perceptions about the future tend to get torn loose from reality
2 little bit. But those perceptions, in turn, ean influence reality, and
sometimes in a dangerous way. When inflation is at a low and stable
level, the fears about the future are difficult to excite and the real facts
of today tend to govern.

But when inflation is in double digits and rising, then uncertainty
about the future of the economy’s measuring rod, which permeates
almost everything we do by way of future planning, uncertainty about
the future of that measuring rod begins to dominate, and it is easy to
excite fears about the future. Fears of future inflation, rather than
simply the current facts about credit demand, spending, and the like
begin to influence market behavior more and more.

It is absolutely essential to stop this kind of development in its
tracks. It is critical to convince people that the Government will in-
deed take the painful steps necessary to control inflation. It is necessary
to stop the cycle of expectations in the credit markets and to calm
inflationary expectations in the economy.

And finally, it turned out that the situation was such it was also
necessary to give the Federal Reserve additional tools to control eredit
in order to restrict credit in more effective ways and in ways that take
more account of special problems in thrift institutions, special prob-
lems of small business and farmers, and others who are particularly
hard hit by tight credit.

With this background, Mr. Chairman, the President’s program
consists of five elements, four of them immediate and one of them
longer term :

%ne, the budget. Balance the 1981 budget, cut spending substan-
tially;

Two, credit. Restrict the growth of credit with both general and
selective controls;

Three, wage and price standards. Substantially expand the moni-
toring capability of the Government over the voluntary price stand-
ards and wage standards, and do it on an industry by industry basis;

Four, encrgy. Levy a gasoline conservation fee on imports equivalent
to 10 cents a gallon on gasoline ; and

Five, to pursue and to get ourselves into a position to strengthen our
longer term anti-inflation programs.

Let me turn'brieflv to each of these elements, Mr. Chairman. While I
think vou are familiar with each of them, T would like to tick them
off, if T might.

With respect to the budget, the key point is to balance the budget in
1981. To get there we need significant rescissions in budget authority in
1980 and major cuts in 1981. Within the next several weeks, as soon as
the detail work can be complete, the Office of Management and Budget
will be submitting to the Congress a substantial number of rescissions
for 1980, which will have a small spending impact on 1980 since the
yez;x(; ésl half over, but will be a significant component of the reductions
in 1981, .

That new budget submission will also cut spending in 1981 by more
than $13 billion. We will ask the Congress for legislation to provide
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withholding on interest and dividends, which should yield about $3
billion in additional revenues in 1981. Together with the reestimates
of the economic situation, all of this should lead to a budget in 1981
ranging from a balance to a $3 billion surplus, and this is without any
revenues from the gasoline conservation fee.

As T indicated, the President will submit the details in the next 2
weeks. Let me note, Mr. Chairman, if I might, that this is a major
move toward fiscal restraint. There has been a good deal of criticism
that the 1980 budget is still fairly unrestrained, even if the 1981
budget is moving to restraint. If you look at the numbers carefully,
this is not the case.

With the new measures the President has proposed. on a quarterly
basis the Federal budget will shift by some $30 billion toward re-
straint over the four quarters of 1980. Or, to say it another way, if
you calculate revenues and expenditures at a constant 6 percent unem-
ployment rate, so that you then have the impact of the budget on the
- economy rather than the impact of the economy on the budget, and
measure the shift toward restraint in that 6 percent unemployment
budget, you have a $30 billion shift toward restraint during calendar
year 1980, and a significant further shift in 1981. A

So that even though looked at on a unified budget fiscal year basis,
most of this restraint appears to come in fiscal 1981, looked at quarter
by quarter over the 2-year period you get a substantial move toward
restraint through this year. :

Let me note, if I might, Mr. Chairman, that of course a lot of this is
going to depend upon congressional cooperation. This is a joint effort
to provide for balancing the budget. And on the basis of the experi-
ence we have had to date, I am confident that there will be substantial
cooperation and that this job will get done in terms of the budget
resolutions, appropriations bills, and authorization legislation that
will be passed this session.

But let me note that in any event, the President will use all the
powers at his command to enforce that budget balance. If necessary,
he will use his veto power on budget-busting appropriations or other
matters. He will use the limited powers he has under the Budget Re-
form Act for deferrals and to submit rescissions. And if evidence
shows that this is not working, he will be prepared to ask for a tem-
porary grant of powers increasing his ability to restrain budget
spending.

Let me now turn, if I may, to the credit area. There are three major
sets of actions which go together with the budget restraint:

First, the President invoked the Credit Control Act of 1969. With
that act invoked, the Federal Reserve will apply restraints to con-
sumer credit in areas outside of autos, housing, and related credit. Re-
straints will apply principally to revolving credit cards, check over-
drafts, and personal loans. To do this, a 15-percent marginal reserve
requirement will be placed upon any expansion in consumer credit,
making it more expensive to extend consumer credit and thereby lead-
ing to a situation in which major credit extenders will have to ration it
by various means. . )

Second, a voluntary credit restraint program was instituted by the
Federal Reserve. The voluntary controls target a national growth rate
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for business and other loans covered by the program of no more than
9 percent, but within that total allow for differences betweeg particular
banks in particular regions of the country. The program will also
attempt to restrain the growth of speculative loans and loans for take-
overs, while maintaining as much as possible availability to small busi-
ness, farmers, and others without access to alternative forms of finane-
ing which larger business firms didn’t have.

Large domestic banks will be required to report monthly, and
medium-sized banks quarterly. Large corporations which are heavily
in the commercial paper market will also report on their use of that
market monthly.

The objective, as I said, is to restrain credit in & way which helps
direct it as much as possible to productive uses without at the same
time saddling the economy with a straitjacket of new bureaucratic
controls,

And the third element of the credit restraint is an increase in the cost
of money that banks in effect buy in the open market, thereby aiming
to restrict, again, the growth of business credit to a more reasonable
rate of growth. And in doing this, the Federal Reserve will use both
its traditional powers and the new authorities authorized by the
President.

These steps in the credit arca are designed in effect to put a halt to
the excessive growth of spending and credit, and thereby contribute to
the dampening of both inflation and inflationary expectations.

Let me turn quickly to the wage and price standards. The President
and all his advisers have reiterated again their opposition to wage and
price controls. We have no authority for such controls. We do not seek
such authority. We will oppose any attempts to provide it.

The President did issue the new pay standards which have been
recommended by the tripartite labor-management-public member Pay
Advisory Committee, providing for a range of pay limitations in the
TY3- to 91%-percent range, and stating that under normal circumstances
we would expect settlements to average 814 percent. Now, you clearly
can’t achieve an 814-percent average 1f everyone feels free to come in
at the top of the range. And so we have asked all large firms with more
than 1,000 employees giving wage increases greater than 84 percent
to report such increases with supporting data to the Council on Wage
and Price Stability. L

We will be asking for a substantial expansion, about a tripling, in
the monitoring capability of the Council on Wage and Price Stability,
setting up industry teams to monitor wage and price developments
within COWPS. And where it makes sense, we will ask large firms
for prenotification of price increases. We will investigate out of line
increases in wages and prices, and report publicly. )

I submit Mr. Chairman, that those standards basically did work in
1979. Tf you look at the rate of increase in prices outside of the honsing
and energy area, von will note that despite very large increases in the
cost of living, those standards did tend to keep wages and price in-
creases from accelerating significantly. We believe that they need to
be reinvigorated, both in terms of bringing them up to date and in
terms of a substantial expansion in our capability to monitor their
application.
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Energy. The single most important cause of inflation in the United
States and abroad, not the only cause but the single most important
cause, has clearly been what has happened to oil prices. I won’t recite
the statistics. You know them.

As you also know, the effort is now well underway to put a new
long-term energy policy in place, and I won’t again take your time
. up with describing what is already either in place or what the Con-
gress has in front of it and clearly can be enacted very, very shortly.

Over the period of the next 10 years, those measures can well cut
imports in half, and this economy made encouraging progress last year
in cutting its petroleum consumption. The last 4-week period in 1980
had, as well as it can be calculated—this what’s called product
supply—total disposition of product supply of petroleum products
some 9 percent below a year ago. So that our long-term measures are
ambitious and should be in place shortly. :

And in the short run we are making progress. But over the next
5 to 7 years, Mr. Chairman, we will continue to have a very dangerous
dependence upon imported oil, and therefore the President took an
additional step to conserve oil and reduce imports. The United States
still consumes gasoline at a per capita rate far in excess of any other
country, and at a price far below that charged anywhere in the world.
So the President, using his powers, imposed a gasoline conservation
fee on imports, and in turn we will use the entitlement system to con-
centrate that fee exclusively upon gasoline at a 10-cent-a-gallon rate.

On the basis of our estimates, this should yield savings in imports
of about 100,000 barrels a day at the end of a year and about a quarter
of a million barrels a day by the end of 3 to 4 years. It will help the
United States in its bargaining position in the International Energy
Agency, where we have taken the lead trying to work out a common
approach to avoid a scramble for limited oil resources.

We believe this will significantly improve our bargaining ability

and significantly improve the chances of coming to some kind of an
agreement with other consuming nations along these lines. That fee
will produce $3 billion in revenues in 1980 and about $10 billion in
1981. Those revenues will not be used to balance the budget. That will
be achieved by spending cuts and, to a lesser extent, by the withhold-
ing on interest rates and dividends. But the revenues from that fee will
indeed be a margin of safety against unforeseen developments or
changes in estimates. In other words, our budget balance in 1981 is
based upon our best estimates of revenues and expenditures, but reve-
nues from the gasoline fee will insure that even if events prove our
estimates too optimistic, the budget will still be balanced.
_ All of these measures, Mr. Chairman, demonstrate, I believe, a firm
intention to control inflation and halt the spread of double digit in-
flation from energy to the rest of the economy. I believe the congres-
sional attitude of cooperation to date has underlined the credibility of
that determination. The results are not going to be immediate. The
next several months will give us very bad inflation news. In the pipe-
line already are some substantial petroleum price increases, which will
be passed through. Mortgage interest rate increases which have already
occurred will be reflected in the next several months of the CPIL. So
that we know for several months we will continue to get very bad in-
_flation news.
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Later in the year, however, inflation should indeed come down sub-
stantially from the rates of earlier this year, heading to single digit in-
flation in 1981,

The final details of our new economic forecast are still being worked
on. They will be submitted to the Congress together with the line item
details on the budget before the end of the month.

Broadly, however, taking all of this, a reevaluation in the way the
economy 1s going and the program together, we expect smaller and
later economic decline in 1980 than we had forecast earlier, perhaps
a half percent decline in GNP fourth quarter to fourth quarter, instead
of 1 percent. We would expect, conversely, somewhat slower growth
in 1981 than we had forecast earlier, perhaps 2 percent rather than
really 3 percent of the January forecast, maybe 214, but somewhere in
that bullpark,

We would expect the unemployment rate by the end of 1980 to rise,
but to be below somwhat the 714 percent rate we had earlier forecast.
We would expect inflation for the four quarters of 1980 to be perhaps
1 percent higher than we had originally forecast. So that for the
GNP deflator, which we had forecast at a 9-percent growth, we would
now expect 10. And the CPI increase we would expect in the range of
1134 to 12 rather than the 1034 we had forecast earlier.

But conversely, in 1981 we would expect the CPI inflation rate
nearer to 9 percent.

With all of this, Mr. Chairman, with all of this, the longer term
problem of inflation still remains. This program should demonstrate
the credibility and the seriousness and the effectiveness of our efforts
to take out what has been happening recently namely, this widening
of inflation throughout the economy. But it still leaves us, even with
success, with an inflation rate that 1s too high, with an inflation rate
that is in the very high single digit numbers, and therefore we need
longer term mcasures. For improving the efficiency, effectiveness, and
productivity of our economy, which would be so essential in bringing
down long-term inflation, the most important thing is price stability.

Price stability and a reduction of uncertainty about the future is
the most important single thing we can do; that 1s why demonstrating
that we’re moving in the right direction and reducing that uncer-
tainty is so important. Clearly productivity change and efficiency
growth comes from doing new things, doing things differently and
taking risks, and uncertainty is the enemy of risktaking. Thus, reduc-
ing that uncertainty, bringing more stable conditions, is critical.

A long-range energy policy is critical because the most important
kind of gain n efficiency is better efficiency in the use of energy and
better efficiency in the use of alternative sources of energy, and that
1s underway. Deregulation is another area that is critical. Opening
up to competition large areas of our economy that have been sheltered
and removing some of the idiotic restraints upon efficiency which the
regulations often impose is underway. It has been done in the case
of airlines. It is now before the Congress in the case of trucking, in the
case of railroads, in the case of banking, in the case of communications.

And finally, more investment, Mr. Chairman. Investment is not
the only answer to productivity gains by any means, but it is an im-
portant answer. We believe that the kind of budget stringency con-
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tained in the President’s program lays the groundwork to free up
resources for investment. '

Balancing the budget is our first priority and remains our first
priority. Control over this bulge of inflation is the first priority. But
when it becomes clear that the authorizing and appropriations bills
and the spending flows are in fact consistent with levels needed to
balance the budget, then the President can and will indeed be able
to propose tax reductions aimed at stimulating investment and pro-
ductivity growth.

We believe this, the President and his advisers believe it, and we
are with you and the committee in terms of the need for long-run
measures. But, we reemphasize that our first and immediate priority
is and must be balancing the budget. That must be our first objective.

Thank you, Mr. Chairman.

Senator BenrseN. Thank you very much, Mr. Schultze. And I ap-
preciate very much, with all of the limitations on your time and the
fact that we kept you away from your office for probably 10 days,
that you would take the time out to come testify before us today on
such short notice. I promised you I would try to get you out within
1 hour, but I hadn’t anticipated that you would talk quite so long,
Mr. Schultze. :

Mr. Scuurrze. I would adjust my expectations to your experience,
Mr. Chairman. :

Senator BenTseN. You do have to give us all a crack at you. And I
would ask that my colleagues limit their questions to 5 minutes, if
we can. .

I just checked on the financial markets. They tell me the Dow Jones
is down about $8.50, the bond market is quiet. The price of gold on
the London markets dropped about $49, and the dollar is strong
throughout the world. So the initial response appears to be favorable.

‘Would you comment on what the reaction has been?

Mr. Scaurrze. Oh, I can comment. But I’'m not sure how usefully.
T’'m not sure 1 day’s events in the financial markets are significant.

Senator BenTsen. Fine. Then let’s go on to the next question. The
one thing that wasn’t put in there that I felt strongly about in a more
definitive way, of course, was something on regulations and on tax
cuts to increase productivity. This committee has been a leader in that
point of view. )

Why aren’t we doing more in trying to get cost effectiveness on
regulation ? That is a relatively simple matter, but very far-reaching
and a major impact. The administration has supported it, but I don’t
see the push behind it that I would like to see.

Mr. Scaurrze. Mr. Chairman, we submitted a regulatory reform
bill last session—and T solicit your assistance and the assistance of the
committee to push it—which would require, as you know, that regula-
tory agencies either choose the most cost-effective alternative of each
regulation or, if not, explain why not. There are some cases where
there are reasons for choosing another alternative.

The bill makes this a formal part of the law, applying across the
board to all major regulations. I bet that the Council of Economic
Advisers now spends 20 to 30 percent of its time on precisely trying
to get cost effectiveness in major regulations issued by the Govern-
ment.
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The bill is in markup in the ITouse, as T understand it. It is in com-
mittee in the Senate. I urge all the support you can give us in trying
to get it through. It is an important bill.

enator BENTSEN. We heard estimates of a $16 billion deficit and we
have heard—TI believe the CBO number is up in the area of $24 billion
deficit. And we hear of cutting expenditures by $13 billion and bring-
ing on additional tax revenues, perhaps in the area of $3 billion by
instituting withholding on dividends and interest payments.

My understanding is that the proposal is for a 15-percent withhold-
ing and no increase in taxes, just to get at those people who don’t
report the income. My understanding is, from the estimates that we've
received, that you are talking about over $6 billion of unreported
income, people in effect defrauding the Government, not paying taxes,
by not reporting that income, and that that is what you anticipate
picking up by that withholding. Is that correct ?

Mr. Scuurtzr. Basically, that's correct. I think there are two sources
of the additional revenue. First, as you indicate, taxes that simply were
not paid before ; and second, you’re getting them in faster.

Senator BexTseN. Well, that is a one-time thing, and that is in effect
giving away their other option, saying they can’t use the option on
last year’s return. They have to estimate on the true earnings of this
year. You pick up perhaps 2 or 3 months at one time.

But in these numbers, what kind of deficit would we have without
the President’s program that you are now proposing ?

Mr. Scrourze. Well, 1 can give you the mechanical answer. The
mechanical answer is that if we recstimate the budget on the basis of
what we know is happening to spending today on the basis of the
economy and on the basis of higher inflation and everything clse, with
no new program, it would come out about awash, somewhere still in
the $14 billion or $15 billion or $16 billion area. It is our judgment
that that would be the case.

What we have done in the estimate T have given you of a balanced
budget is taken account of all of those revisions, taken account of $13
to $14 billion in expenditure cuts, of something about $3 to $3.5 billion
from the withholding on interest and dividends. When it nets all out,
we come out to somewhere between a balance and $3 billion of surplus,
before taking into account the revenue yield from the fee, which would
bo about another $10 billion. But we’re not counting on that in terms
of our budget balancing.

We do believe it is an important margin of safety, however. You
know, things change so rapidly you can’t pin down your estimates
that precisely. We believe they are the best that can be made. But this
does give us a margin of safety. .

Senator Bentsen. Is there any one thing you can point to as to the
reason for the difference in the estimates between the administration
and the CBO?

Mr. Scuvrrze. Some of the estimates are still being worked out; we
are still talking at the technical level with the CBO people. It is my
understanding that in 1981, the differences are not principally on the
revenue side. In fact, I think their revenues may be slightly higher
than ours, not lower. The differences are on the expenditure side, and
on the expenditure side it comes down to different methodologies of
estimating. It’s a very difficult thing.
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For example, what is the impact of economic conditions on how
many people come into the SSI program? In many cases, I under-
stand, about $3 billion to $4 billion is a matter literally of judgment,
something that reasonable people could call it either way. When you're
dealing with a $600 billion expenditure number, a difference in esti-
mates of less than 1 percent really is not that big.

Senator BEnTsEN. Mr. Chairman, I could not agree with you more
about the absolute imperative of turning the psychology around on 1n-
flation expectations.

I was reading a report that personal bankruptcies in this country
jumped 21 percent. That’s the largest increase in personal bankrupt-
cies since the depression. Now, hopefully what’s happening on credit
cards—the restraint there—will be of some help on that. )

T was reading a report where some people were starting to do their
Christmas shopping or had been doing it before this restraint, doing

‘it now because they were anticipating it was going to cost more
later on. '

So this discipline that you are proposing on the credit cards would
be one of what? A limit on the amount of money? And then on those
that have installment payments, some contraction in that?

Mr. ScauLTzE. What the Federal Reserve would actually do—let
me give an illustration with, let us say, a major retailer which had a
revolving credit plan. As of, I believe it is March 15, for any increase
in the total outstanding credit, that retailer would have to deposit a
reserve with the Federal Reserve System. That makes an increase in
credit expensive. On the basis of past history, it is fairly clear that
those retailers will tend—and banks and whatever as well—to ration
that credit by a variety of means: maybe accepting no new cardhold-
ers, perhaps increasing the minimum repayment ratio, perhaps in-
creasing the screening in terms of the eligibility for new cards.

What we have done is not write a whole batch of regulations to tell
people how to limit credit growth, but rather, at the margin make
credit growth expensive and therefore let them decide how to ration
it the best way. There are different conditions in different parts of the
country and with different kinds of credit givers.

Senator BenTsEN. My time has expired. Mr. Vice Chairman, Con-
gressman Bolling,

Representative Borring. Mr. Schultze, the question I want to ask
you—and I have to give a little prelude to it—you and I, I think,
were at virtually all of those 10-day meetings which went over a full
weekend among Democrats from tKe House and Senate and the ad-
ministration. I guess the Secretary of the Treasury was the leader
of the delegation from the Executive, and he was there all the time.

My impression that the key element in all of those conversations—
and they were among Democrats—was a fundamental commitment to
the Natlon of compromise, that all of us had our pet projects, our pet
programs, our pet views; and that we reconciled there were enormous
differences in that room, regardless of the changes in the number of
people and who the people were; and that somehow or another—as
a beginning, as a help to the President—we had to see if we could come
up with any program that we could compromise on.

Now, I don’t feel like a martyr, because I watched everybody else
do it. But the two programs that I care most about are gone. They are
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new programs and they are gone for the year 1981. And everybody did
something like that, just within the Democrats.

Now the President comes up with his approach, which is not pre-
cisely what ours would have been, but it certainly took advantage
of the information that had been developed. And already you can see
the process going on in this country that has been going on on every
major economic policy for years: Everybody is backing off into their
own special interest.

I was in my district over the weekend and every interest group that
could get to me was saying, we are for doing something about infla-
tion, but not mine. Now, that's the way we started out in that meeting,
and that’s not the way we ended up. And I don’t believe that there
should be any quelling of the debate or the discussion or the disagree-
ment, but it seems to me terribly important that people understand
that unless at some point we attempt to come together on a program
that goes beyond the interests of any onc of us, we will never stem
inflation.

It will be sort of like the old days on civil rights, where the pro-
civil rights Democrats and the pro-civil rights Republicans always
outbid each other on what should be done, and nothing was ever done.
Until some kind of intelligent compromise could be worked out, there
was no civil rights legislation. The same thing was true of every major
step forward that I've seen this country take, It has come from a
compromise eliciting « majority.

Now, the next step in this process is for the Congress to support

enough budget cuts to come up with a balanced budget in 1981. And
not a soul 1s going to be content with that. No one is going to get
exactly what he wants. And it seems to me the terribly important
thing is that we are dea]ing with psychology, and that unless we
achieve compromise across ideologic lines, across party lines, across
the lines between g liberal and a conservative, that we will not have
a policy that can be effective.
. We can destroy this endeavor in the first 5 days, and I don’t think
1t is insignificant that most of the caviling with the President’s pro-
gram has come from within the country and most. of the support has
come from without, where people may have a slightly less self-inter-
ested view and a slightly more o%jcct.ive view.

There is no attempt in this or in asking you this question to quell
debate or disagrecment. 1t should exist. It should continue. It should
be loud. But the decisions are going to have to be compromise deci-
stons or we will have no anti-inflation program.

Now, where do you disagree with that approach?

Mr. Scrorrze. If T had a magnifying glass, I could not find a dis-
agreement, Congressman Bolling. It was so eloquent, there is little
I conld add to it. Maybe two very small things.

In a democracy there’s no such thing as discipline. There is only
self-discipline. And with the large number of perfectly legitimate
differences—urban, rural, you name it—self-discipline really means
compromise. There is no way I could agree with you more.

Let me also note that, rightly or wrongly, the response to this pro-
gram from world leaders so far has been not only unanimously good
but unanimously enthusiastic and unanimously, I think, appreciative
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of America’s intent to exercise self-discipline in budget. credit. and
energy. Beyond that T can’t add to what you had to say.

Representative BorLixg. I will only add to what you said that the
reason that these free world politicians—and that is mostly what
we’re talking about—understand what is going on is that they are
the leaders of free societies and they know that they have to achieve
their policies through compromises, and they read between the lines
and don’t pick between the lines. Thank you.

Thank you, Mr. Chairman.

Senator Bexntsox. Thank you very much.

Congressman Brown.

Representative Brow~. Mr. Chairman, thank you very much.

Mr. Schultze, let me say to you, as I have said before, I am a Charlie
Schultze fan, and this is the Charlie Schultze I see 1n front of me,
not the other one, although I like him, too. And I think that the pro-

am that has been outlined is, as Congressman Bolling said, an
important contribution to try and stem what may be in fact develop-
ing some real concern or panic in this country about the economic
situation.

But I am not satisfied with what the President has chosen to do,
because I consider myself, as I consider you, a pragmatic economist;
that is, one who says that the circumstances change and as they change
we must change the method by which we address them in the sense of
economics. It is for that reason that I feel that it is now too late for a
general tax cut, on the assumption that we will put funds into savings
automatically, because I think the situation we find ourselves in cur-
rently is that people are dipping into their savings, perhaps even into
their other investments like gold, to cash them in further in order to be
able to meet the needs that they have for operation, either as businesses
or as individuals.

The thing I find true in my area is that the banks and savings and
loans are shutting down rather tightly on credit availability in certain
markets, and we may be moving quite rapidly into a much more serious
or much less optimistic situation with reference to the economy and its
activity and employment. So I am concerned about this thing moving
so rapidly that we may be quickly into a more depressing situation, if T
can use that enphemism, in terms of the economy as a whole.

It seems to me that what we needed was consumer spending restraint.
and to some extent your program offers that, and expansion and mod-
ernization of U.S. production, and T don’t see much of that in the
program that the President has offered. And so, like the chairman.
T’'m a little disappointed in that regard.

You mentioned risk and uncertainty in your comments, and T must
say to you that risk and uncertainty are only one brake on investment.
If you balance the budget with tax rates that choke off savings and in-
vestment, you will have no savings and investment, and you can be
sure of that. That is the certainty that you will have. And I would have
to say to you that T don’t have a great deal of faith that the tax increases
that were imposed on energv are reallv in fact going to do much more
than restrain consumption of energy. Rather, I would think they would
have a much more severe impact on restraining the production of en-
ergy in this country, because it seems to me that the way you focused
it, that that will be the result.
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Now I will pause and let you respond to that, if you want to do it.
But I am anxious to know 1f there is anything in the program that
expands the production of the society, to balance out what is going to
be a rather sharp consumer spending restraint in the program, as I
understand it.

Mr. Sciourze. Let me first note that T have to disagree, with all re-
spect, that the gasoline conservation fee is somehow going to reduce
energy production in this country. 1 don’t quite understand that. It
seems to me that what we have is a situation in which the prices we
charge for gasoline are far below those charged almost anywhere else.

It seems to me that while a very large increase would not have made
sense, this kind of an increase wzich the President is now asking the
Congress to turn over into a regular, longer term ad valorem tax makes
all kinds of sense. It's not going to make or break the country with
respect to energy, but it is that one additional step. And we have
already found, m terms of our credibility now with our partners
abroad, that this—and it’s not a little 10 cents; it’s $10 billion worth
of 10 cents’—is really making a big difference. Quite frankly, they are
saying that, (a) in a period in which prices have already gone up a lot,
and, (b) being an eclection year, America is making a real effort
to do this, and 1t's really going to help us. )

Representative Brown. Well, let me explain to you what I think will
happen in the energy situation. The entitlements program still is in
existence, and so the fee on foreign oil will in effect go into that entitle-
ments program, so that firms which have access to domestic oil and
gasoline will have to pay importing firms to ease the competitive dis-
advantage that importers have.

r. Scourrze. No, sir.

Representative Brown. That’s not correct? o

Mr. Scaovrrze. It’s not like the regular entitlement, which is imported
versus domestic. This is gasoline production, It has nothing to do with
where you get your oil, import, domestic, or whatever ¢lse, Gasoline
producers pay into, in cffect, a fund. . .

Representative Brow~. But we now are importing some gasoline.

Mr. Scuurrze. But that is & very small amount, We do, but it is &
very small amount—gasoline product imports. .

Representative Brow~. But for every barrel of crude imported,
gasoline amounts to about 42 percent of the barrel in terms of what it
is converted to. .

Mr. Scaurrze. Normally, refineries are different, but yes, that’s
right. But that has little to do with it. What this says, in effect, is tha,s
each producer of gasoline in the United States pays an “entitlement,
equal to 10 cents a gallon, which in turn is precisely enough to reim-
burse every importer of crude oil for the fee. ]

Representative Brown. Well, it still seems to me that that will work
as a deterrent against domestic production. If you wanted to raise the
price, why didn’t you decontrol the price ahead of the 1981 schedule, so
that in fact that 10 or 15 cents that that impact would have had would
have raised the price and discouraged the consumption. And you
wouldn’t have to worry about the fees at all. L

Mr. Scaourze. We considerced that. But one key reason, I think, is
that, unlike a gasoline fee, which you can see sharp and clean and rela-
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tively neatly, instant decontrol would have put a major cost push
through all segments of the economy. You couldn’t even see it. It
would impact plastics and chemicals.

This way we think we can isolate the second-round inflation effects,
because the fee out there is obvious. In the other case, you couldn’t. It
is 1’1:11.1:31}1 more difficult to do. So that was our reason for going the route
we did.

Representative Broww. Well, my time is up, Mr. Chairman. Thank
you.

Senator BenTsEN. Congressman Reuss.

Representative Reuss. Thank you, Mr. Chairman.

Thank you, Mr. Schultze, for your generosity in giving us this time.

I am very pleased by the sorting out of elements in the President’s
anti-inflation program. You mentioned the big five. They happen to be
exactly what has been in my own mind as the necessary framework.
As a matter of fact, in order to make this more understandable to the
average citizen, I have commissioned a muralist to paint a great paint-
ing, which will be unveiled in the House Banking Committee room
the day after tomorrow, which shows as our bulwark against inflation
the major fortress, your long-term point, structural reform, and then
surrounding it are four outworks: a balanced budget, austere control
over the money aggregates, wage-price actions, and greater energy
conservation—just what you’ve got.

So would you think that this little exercise in imagery would depict
what is in your mind as well as in my mind ¢

Mr. ScuuLTzE. At the risk of being accused of having a medieval
mind, yes, sir. [ Laughter.]

Representative Reuss. I have, however, some difficulties, having set
up this structure, I have difficulties with some of the armament the
administration has put in them. Some elements of the structure I find
pretty much pigeonholes without any real substance in them. Let me
talk about some of these.

For instance, under long-term structural change, which you and I
both regard as central, the White House calls for Congress to lift the
ceilings that limit the return most small savers can earn. I couldn’t
agree with you more. We are doing it. We hope to have good news for
you and the world in a few days.

But why is it, having told the small saver that he is now free on a
phased basis, of regulation Q, and can get out and earn what the market
pays, that you are now zapping him and telling him that, on his way to
the money market fund, he can’t buy it except at a mandated penalty ?
Why did you do that ?

Mr. Scuurrze. Well, T think the major reason—this is very im-
portantly a matter of the Federal Reserve and the orderliness of the
credit markets. But very importantly, because of the impact on thrifts
right now. The difference between passbook rates at 534 and money
market rates is really a huge difference. ) .

‘What we're talking about here is a much smaller difference. But 1t
is very importantly a situation in which you need some protection
at the moment in these verv high short-term rates against money flow-
ing out of the thrifts. This is one of those protections.

Representative Reuss. Of course, that was precisely the argument
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which we all listened to when we mistakenly enacted regulation Q: We
have got to protect the thrifts. But we so festooned these distortions
on the market that it became a disaster.

Furthermore, you might ask your legal counsel whether the admin-
istration really can do that under the Credit Control Act of 1969. 1
know something about the act, because I wrote it, and it says, when
the President determines that such action is necessary or appropriate
for the purpose of preventing or controlling inflation generated by
the extension of credit in an excessive volume, he can then go ahead
and act.

Well, I don’ see why it generates credit in excessive volume if
Uncle Fred takes his account out of a bank and puts it into a money
market fund. In cither case, an intermediary is intermediating,

Mr. Scuorrze. But conversely, Congressman Reuss, under another
hat, it obviously is very important in terms of what you’re able to
do with respeet to business credit and the limits that are thereby
placed upon you in terms of what you know that might do to the
thrifts. And therefore, if one looks to the much larger picture of how
one controls credit, this is an element making it possible to do and
thereby reduce inflation, without at the same time endangering more
than has to be endangered the financial soundness and condition of
the thrift institutions.

So in a broader context, it is quite relevant, even though in terms
of any specific act of taking funds out of a thrift and putting it in
the money market funds you are quite right. But in the broader con-
text it is relevant.

Representative REuss. Let me turn to another aspect of the credit
program. There is listed in the voluntary credit control program
some goods and some bads. The bads are, I think, valid bads: specula-
tive lending, corporate takeovers. The goods are good goods: housing,
small business, and so on.

But I'm surprised at this. I would have thought that the greatest
good of all was loans for productive capital investment. But I don’t
find it. Maybe shouldn’t you take a second look at that and put that
among the chosen ?

Mr. Scuorrze. Well, T don’t quite know how to respond. In the
first place, somehow I remember the term “productive”——

Representative Reuss. I've searched the Fed’s documents, and if I'm
wrong the record will so state, but I don’t find it in there. And
shouldn’t it be? That’s the best way of fighting inflation, to encourage
new plant and equipment.

Mr. Scaorrze, Most importantly, I would suggest that in all prob-
ability and in all propriety, this kind of detall is something that
Chairman Volcker and you should discuss. T don’t want to be in a
position one way or the other of fundamentally usurping his program.

If, however, 1t doesn’t explicitly address productive credit it does
so implicitly.

Representative Reuss. Well, fine. T will. But I would point out to
you that under the Credit Control Act, it is the President who acts.
The Fed can tell him to jump in the lake, if it wants. They huven’t
in this case. They have, to their credit, gone right along. So, I would
hope that both you and the Fed will take a look at this. And if there
is a chink in the armor, plug it.
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I will have a few more questions, but my time has elapsed. )

Senator BENTSEN. Senator Sarbanes, you have been waiting quite
a while, patiently, now.

Senator SarBanes. Well, thank you, Mr. Chairman.

Mr. Schultze, I am concerned. I think you.have got to keep moving.
You put the package out on Friday, and I think you should have had
another set of meetings this morning to underline the point that you
are going to carry out steps 1, 2, 3, and 4 and keep going, so that there
is a sense not only that the administration has focused on this prob-
lem but that it is remaining focused on it and it is staying on it.

For instance, when is the President’s revised budget for fiscal 1981,
which will be in balance, going to be submitted to the Congress ?

Mr. Scaortze. All I can tell you at this stage, Senator, is that Mr.
McIntyre, who really is the one in charge of putting this all together
now, is taking the list that has now been developed and getting Presi-
dential decisions on the line items, putting it all together, getting it
all up here. A large part of this is almost mechanical, but he tells me
it will be more clear by the end of the month. Now, the specific date
I do not know. I am not sure. He may not have a specific date. But
by the end of the month it will be up in all its glory.

Senator SarBangs. All right. That is an essential precondition of
the Congress’ going to work on the budget and being able, in effect,
torespond appropriately.

Has the administration considered asking the Congress to complete
the budget process, if possible, in a somewhat shorter period of time
than would ordinarily be the case?

. Mr. Scaurrze. Not that I know of, Senator. I have no comment.
one way or the other on that. I just haven’t thought about it.

Senator Sareanes. What is going to happen with the State con-
servation targets for energy conservation, which you hope to do volun-
tarily with the Governors? When do you meet with the Governors,
and when do you implement the voluntary plan on energy con-
servation ?

Mr. Scuurrze. On the specific timetable for meeting with the Gov-
ernors, I am sorry to say I will have to give you an answer for the
record. T will get it from DOE and will give it to you. I don’t have
the timetable on that.

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

TIMETABLE FOR STATE VOLUNTARY GASOLINE CONSERVATION GOALS

In December 1979 the Department of Energy transmitted to the States the
initial State gasoline consumption goals for the first quarter of 1980.

During the week of March 17 the Department of Energy transmitted to the
States the goals for the second quarter of 1980. These goals were accompanied
by an offer of assistance to each State in development of a conservation plan to
achieve the State’s target.

Senator SaraNEs. On the withholding of interest and dividends, I
strongly share the chairman’s statement at the outset with respect to
this particular issue. I understand that while only about 2 or 3 percent
of wages and salaries, where there is withholding, go unreported, the
comparable figure for interest and dividends is somewhere between
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10 and 15—roughly, 10 and 15—percent. When will the President
propose legislation ?

Mr. ScruLrzr. As soon as Treasury can get the technical work done,
which should be very quickly. But, again, I don’t have a given date.
But Treasury is now working it up.

Senator Sarranes. The only point I am trying to make is that the
proposal having been made, with the proposition now out on the table,
this Treasury task force ought to be working around the clock to send
the proposal to the Congress.

Mr. Scuurrze. It is. It is working very hard on this. All of these
items are being followed up. Tt is just I don’t have a timetable of dates
with me.

Senator Sareanes. Now, prices and wages. T would have been en-
couraged if the Secretary of Commerce and the Secretary of Labor
had this morning launched a series of meetings—joint, perhaps—with
the leaders of business and labor to consider how they can work at
moderating wages and prices in the months ahead.

What’s going to happen in this area, other than this giving some
more stafl to COWPS? That’s not the kind of high-level involvement
that T think is necessary. If you are going to make a voluntary pro-
gram work. You will need your Cabinet Secretaries and, in fact, the
President himself.

Mr. Scuurtze. Well, it does. And in effect, their involvement will be
forthcoming. But at the same time, what is also nceded I think—and
this is what we want to do—is not so much a conglomerate sort of ap-
proq;h, but an industry by industry one where you can talk about
specifics.

Senator SarBaNes. Well, that’s all right. Let’s get at least one or
two industries out there on the table and start working on them.

Mr. Scuurrze. Right. That’s what we want to do.

Senator Sarpanes. If you don'’t do that, all that will be left for peo-
ple to focus on is the first proposal you presented there, and harass
that to death.

Mr. Scuorrze. Well, in the first place, you know, it was my under-
standing that COWPS is tryving to set up its first industry meeting
this week. Now, I haven’t had a chance—that’s one of the problems

Scnator Sarsaves. Don’t you think you ought to raise it to the level
of the Cabinet—to the level of the Secretaries of Tabor and Commerce
and, indeed, the President himself?

Mr. Scnivraze. We may very well do that. T would not want to rate
Fred Kahn significantly below a Cabinet member. But at any rate, I
see your point. .

Senator SarranEs. On credit policy, it scems to me that you need to
get an important distinction into place as quickly as possible and have
it nnderstood in the country. Tt is the distinction between the excessive
use of credit, which is exemplified by credit card abuse, and the cssen-

tial need for credit on the nart of productive enterprises. small busi-
nesses, farmers, homebuilding industry, who make a contribution to
the economyv, have made it in the past, and we hone will continue to
make it in the future. You need to make clear that that distinction is
not only recognized but is being implemented, so that there is a sense
in the Nation that this approach is going to have a balance in it that
will enable it to work. ‘ :




88

Mr. Scaurtze. Well, the Federal Reserve has already put out, as of
Saturday, a fairly specific eight-page document spelling out the pro-
gram precisely along those lines. It is already underway.

Senator Sareanes. Well, I know they have done that, but it is not
being translated very well to the public in terms of reassurance, on the

one hand, which I think is essential, and the discouragement to po-
tential speculation on the other.

And finally, in order to enhance the sense of a policy that knows
where it’s going and that its implementation requires, the administra-
tion ought to focus on various specifics that can be done. Congressman
Reuss referred to the financial institutions legislation now as in posi-
tion to pass the Congress; the windfall profit tax will be here in the
Senate this week. We've got the other two major energy bills.

Tt would seem to me that the Department of Energy ought. to put
together a list of priority targets that they are addressing in an urgent
way. The Alaskan natural gas pipeline would be one that I would just
throw out for consideration.

Tt seems to me that having come this far in proposing a program,
you have to maintain a sense of intensity and urgency in implementing
various aspects of it. A lot of that involves the timetables on which
you are proceeding—putting forward the program and calling on the
Congress to make the decisions we have to make, and obtaining Execu-
tive and administrative actions.

Mr. Sceurrze. If you go through it item by item, we have a plan. I
just don’t have a specific final date to get the new budget up here in
all its glory. The Council on Wage and Price Stability is developing a
plan to go meet with industry leaders and labor leaders on an industry-
by-industry basis,and we are starting this week.

The President, his congressional laison staff, and the relevant de-
partments have been encaged in areas where it is very important for
them to get some legislation out of the Congress. Trucking dereculation
is a case in point. The windfall profit tax, the Energy Security Corpora-
tion. the Enerey Mobilization Board. are all examples of that.

T agree with you fully. What I don’t have is kind of a pert chart
with all of the dates on it. But I fully agree with you that on all of
these things we have got to follow up. We arej.and undoubtedly we
have got to do more. We are proceeding to do that.

Senator Sareanes. I think the same kind of intensity that marked
both the administration’s concern about what is happening to the econ-
omy and its response—and I am not going to argue now whether or not
it is enough—now has to mark your followup stens. Otherwise. the
movement in dealing with this matter. which I think is essential, is
going to be lost. .

Mr. Scaurrze. Thank you, Senator.

Senator BenTsen. Congressman Rousselot. ,

Renresentative Rousseror. Thank you, Mr. Chairman. Mr. Schultze,
it’s nice to see you here so soon after presenting the last bndget. It

.must have been a real task to reverse gears and come up with a new
budeet so soon after presenting a so-called solid budget in January.

Mr. Schultze, T also want to say that there are not many of us on this
committee who necessarily think that a balanced budget comes from a
medieval mind.
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Mr. Scuourze. It was not a balanced budget. It was just the
analogy.

Representative Rousseror. Well, you did say it was a medieval
mind trick.

In any regard, since Congressman Bolling prefaced his questions
with a speech, let me preface mine with a few quick comments. Con-
gressman Stockman, Congressman Gramm, and myself presented a
laundry list of specific expenditure cuts to the House Budget Com-
mittee last week : 26 billion dollars’ worth. We will send you a copy.

Mr. SchorTzE. I have it.

Representative RousseLot. Good. T am glad. Our mail system works.

Frankly, I had a longer list that totaled $35 billion. I bring it up
today because there are a lot of us here in the House and the Senate
that belicve we can do a lot better than $13 billion in expenditure cuts.
Many of the President’s cuts are just reductions in increases, &8s you
well know, for 1981,

Therefore, we disagree with your theme, as does this committee as
& whole, in its annual report. Have you had a chance to review that
report very carefully ?

Mr. Scirovrze. Yes.

Representative RousseLor. As you know, we called both for tax
cuts and expenditure cuts. We disagree that “swe have to forego tax
reductions,” which I believe was your quote. Wasn’t that your quote
at the press conference the other day ?

Mr. Scuorrze. For the time being,

Representative Rousskror. Are Mr. McIntyre and the others re-
sponsible for sending this program up going to totally rule out any
tax cuts?

Mr. Scuorrze. We have already ruled them out. As of now, we
have already ruled them out. By we I mean the President of the United
States and all his economic advisers. It is not Mr. McIntyre or Mr.
Schultze or Mr. Miller. It is all of us. And the President made a de-
cision. Our first priority is to balance the budget. We believe that is
Necessary.

Representative RousseLor. We understand that. However, many
of us believe that we can do both.

Mr. Scroutze. I understand that.

Representative Rousserot. Let me suggest to you that you look at
discussions held in the House during consideration of various past
budget resolutions. During these discussions, many of us have brought
on wavs that you can achieve all three things: A balanced budget, a
reduction in taxes, and a reduction in expenditures. Pursuing this
course would prove far more effective in stimulating growth and re-
ducing unemployment,

As you know, the President’s original budget proposal called for
7.5 percent, unemployment. In contrast. the Kennedy tax cuts of 1963
and 1964, which went to both corporations and individuals, increased
employment and stimulated growth. Furthermore. the inflation rate,
excent when we got into the war later on, was nowhere near as great.

All this goes to show that tax cuts and expenditure cuts can lead to
greater emplovment and increased economic activity. More impor-
tantly it can lead to improved investment opportunities which we
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urgently need, as you have said many times, for jobs and new plants,
so that we can compete.

Now, how can we persuade you to give consideration to tax cuts,
which this committee has called for?

Mr. Scaurrze. We have considered it very, very hard and very,
very thoroughly, Congressman Rousselot. We just disagree.

Obviously, the sheer simple arithmetic of it is, if somebody comes
to me and says, “I can cut the budget by $40 billion,” and, somebody
else says, “I can cut it by $20 billion,” and somebody else says, “I can
cut it by $16 billion,” you can pick a size so you squeeze in a tax cut.
1t is obviously our judgment, on the basis of public policy, that what the
President has proposed, is about right.

Now, that doesn’t mean the Congress can’t and shouldn’t review it.
It may want to increase the cuts, for example. It is a matter of judg-
ment as to what is possible, practical, prudent, and good public policy
at this time, and how fast can you go, how far.

Representative RousseLor. Well, using the criteria you just men-
tioned—practical, possible, and all the rest—we did it in 1963 and
1964. We have done it at other given times.

Mr. ScaurTZE. We did what ?

Representative RousseLor. We had tax cuts that did produce a
better economic condition. Furthermore, they were not inflationary.

Mhr. Scrurrze. Under those economic circumstances, that is quite
right.

Representative RousserLor. But the circumstances, the inflationary
impact, certainly, is different now. :

Mr. Scuurrze. The circumstances are quite different.

Representative Rousserot. The inflationary impact is quite dif-
ferent, I agree with you. But we proved in California, with proposi-
tion 13, that tax cuts do not necessarily mean higher inflation.

Mr. ScuuLrzE. You are quite right.

Representative Rousseror. And there is no doubt, as the President
himself has admitted, that his new anti-inflation proposal of a new
tax on imported oil is, in fact, inflationary. It isn’t anti-inflationary.
He says it “won’t last very long,” but it is inflationary. Why can’t
we have

Mr. ScrurTzE. Like decontrol of oil. That’s right.

Representative Rousseror. All right. Fine. Decontrol. We agree
with that. And if you want to go ahead and decontrol the rest and
let the marketplace make the decision, instead of Government or
DOE, I would be very much in favor of that.

Mr. Scuurrze. Wouldn’t that be inflationary, too, Congressman
Rousselot ?

Representative Rousseror. There is nothing quite as inflationary
as more Federal taxes. I am sure you recognize that, as a sound
economist.

Mr. Scaurrze. I would not—I would not agree to any simple state-
ment like that.

Representative Rousseror. What do you mean, “simple statement”?

Mr. Scuurrze. There are all sorts of things, some kinds of Gov-
ernment taxes——

Representative Rousseror. Do you agree that new taxes are, in
fact, inflationary, or not?
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Mr. Scrourze. Some are, and some aren’t. It depends upon the
circumstances.

Representative Rousseror. Well, the President said the other night,
and again at the press conference, that the new tax that he is going
to imposc on imports is inflationary.

Mr. Scnvrrze. Of course it is. I agrec with that. That does not

mean that I believe that all taxes at all times are inflationary.

Representative Rousseror. But that one is.

Mr, Scunuvrrze. Nor does it mean that tax reductions, which some-
times can add to inflation at other times do not—it’s a matter of the
time, and the circumstances.

Representative Rousseror. Well, as an economist, you can learn by

history. The history of tax reductions in this country shows that it
has not been inflationary. It has promoted growth. It has encouraged
pegv investment in plant and equipment, which, in turn, means more
jobs.

Mr, Scuuvrze. I agree it can.

Representative Rousseror, Well, let’s do it.

Mr. Scrourze. Right now, the first priority is to balance the budg-
et, Congressman Rousselot.

Representative Roussevor. But, as you know, balancing the budget
alone does not do the job.

Mr. Scuvrrze. T understand that. And, therefore, we have a long-
term program. We have all sorts of other things,

Representative RousseLor. When are you going to reduce taxes?

Mr. Scuuvrrze. We don’t disagree on fundamentals. We just dis-
agree on timing. We are going to reduce taxes when we can do so
and still maintain the kind of budget discipline we need to main-
tain. That’s when we’re going to do it.

Representative Rousseror, Like when?

Mr. Scuorrze. When we have in hand at least the kind of spend-
ing cuts we're talking about. Not before. When we have in hand
congressional action on those matters.

Representative RousseLor. When inflation has gone up some more.

Mr. Scuourze. In fact, we believe very strong y that if the Con-
gress acts along the lines the President has requested in terms of this
kind of budget discipline, that will not happen.

Representative RousseLor. Now, are you going to do anything about
reducing expenditures in fiscal year 1980 %

Mr. Scrurrze. We are submitting any number of rescissions in the
1980 budget. )

Representative Rousseror, Excellent. How much will that be? That
is good news, by the way.

Mr. Scuurrze, It will reduce spending by perhaps $2 billion.

Representative Rousseror. For 19807

Mr. Souvrrze. For 1980, Those rescissions will reduce spending in
1981 by more because, of course, as you know, there is a lag between
budget authority and outlays.

Representative Rousseror. I know that. But $2 billion worth of
expenditure cuts for 19807

Mr. Sonorrze. That’s correct. In that neighborhood.

Representative Rousseror. I am glad to hear that.
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My time has expired. Thank you.

Representative Reuss [presiding]. Back to the Federal Reserve,
Mr. Schultze. The Fed would, under the new program, discourage,
‘but just on a voluntary basis, loans for commodity speculation and
loans for corporate takeovers. We agreed before that those are bad,
and should be discouraged.

What I wonder about, however, is that when they came to con-
sumer credit, specifically credit cards, then they didn’t rely just on
voluntary suasion ; they put on a very tough 15-percent penalty.

So, my question is: You and I agree perfectly on what is bad and
inflationary about speculative loans and takeover loans; but what is
so inflationary about credit card credit? That goes mainly to meals
in restaurants and motel rooms.

Mr. Scuuvrrze. And appliances and furniture. People use credit
cards now for everything.

Representative Reuss. Tell me where in that area there is a real
inflationary situation of too much money chasing too few goods. As
I see it, there are plenty of ghetto kids delighted to.get a job washing
_dishes in a restaurant ; there are plenty of Latin American ladies eager
to be a chambermaid in a hotel or motel; there are plenty of needle
trades—women and men anxious to turn out more apparel.

So, when I am not faulting you for frowning on these modest types
of consumer credit, it seems to me that you should have visited your
most ferocious frown on commodity speculation and corporate take-
overs on which you have really done nothing except say, “Please don’t
do it any more.” But you can %e sure the financial institutions, if they
have the opportunity to get a higher rate of return on those, will be
impelled by their own economic determinants to do that.

Mr. Scuurrze. Well, in the first place, let me start by simply re-
minding you—I know you are aware of this—that it isn’t simply
consumer credit against which the Fed has levied a marginal reserve
requirement. It imposed that requirement against all kinds of man-
aged liabilities last October and toughened 1t up this time. So, what
it really did was bring consumer credit as a special item to the same
general kind of treatment.

Representative Reuss. But, if I may interrupt, we are dealing with
a finite supply of money and credit, and I think you and T and the
Fed agree that that must be a pretty austerely growing supply. The
question is, What do we do with what we’ve got? And there, I sug-
gest that you are being inordinately tough on restaurants and motels
and so on——

Mr. Scaurrze. I don’t know what the proportion—-

Representative Reuss [continuing]. And not tough enough on the
speculators.

Mr. Scrurrze. I have no idea at the moment what proportion of con-
sumer revolving credit is restaurants and motels. What I do know is
that we didn’t want to hit autos and housing; they are already weak.
And on the other hand, consumer spending outside of those areas of
housing and autos was moving ahead rapidly, pushing the savings
rate—partly through the use of credit—down to 3 percent. We hit
something we wanted to slow down.

Representative Reuss. Of course, you exempted the area of con-
sumer durables. ‘
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Mr. Scuorrze. No, that isn’t exactly right. What is happening is,
over time, more and more purchases of durables are moving over to
revolving credit and less and less are on the old fashion installment
loans. And so, essentially, what we really did was hit unsecured loans.

The second thing, let me note, Congressman Reuss, that what you
cannot do and I cannot do and nobody can do is to say in a regulated
quantitative mandatory way that this particular commodity loan is
speculative and that one isn’t, that this particular takeover is and that
one isn’t. You don’t want to forbid all takeovers; you don’t want to
forbid all mergers; you don’t want to forbid credit for any of that.
What you really want to do is discourage them in a flexible way be-
cause therc is nobody at the Fed or anywhere else smart enough to
draw up nice, precise regulations as you would need with mandatory
regulations to do that.

Representative Rruss. I couldn’t agree with you more—which led
me to make my suggestion to the administration’a month or more ago,
and I really think that it wasn’t all bad. My snggestion was: don’t
fool around with the bads; don’t try and say that this loan or that loan
1s bad; you can’t do it. But accentuate the positive: tell the banks
that, on a voluntary basis, you would like in every quarter for them
to increase the percentage of their loan portfolio dedicated to invest-
ment loans for housing and capital equipment. The former sops up
inflationary purchasing power; the latter, by increasing productivity,
is the best bulwark against inflation.

That would not be all that difficult. What’s wrong with it?

Mr. Scuovrze. Well, T shouldn’t shake my head. Maybe it could
be done. What I guess I am saying is I'm really not sure that T want to
shift, at least not very much, from long-term financing to short-term
financing for long-term investment. T am not sure ﬁow good that
would be. T would want to think about that.

Representative Revss. But with the present bond market and stock
market. it doesn’t look as if the long-term sources are so good.

Mr. Scrurrzr. Well, at the moment, that’s correct.

Representative Reuss. Congressman Brown.

Representative Brown. Thank you, Congressman Reuss. I want to
continue the discussion about credit rationing, and Mr. Schultze, it
scems to be that credit is being rationed right now. It is being rationed,
because money flows to the highest yiclds. And the result is that many
savings and loans in the country are in trouble because of disinter.
mediation, that is, the fact that withdrawals are hitting them, due to
the difference between the return on deposits at S. & L.’s and the re-
turns on other investments.

Tl}a{e obvious impact, of course, is depressing the current housing
market.

The banks are having some problem with money market funds,
where high rates from investment funds are taking bank deposits and
thus leaving banks with less reserves for consumer and business loans.
And then the local banks must borrow back the funds from the money
markets, if they can, at even higher rates than the money market funds
are paying, so that the local banks, if they lend to consumers or in-
vestment loans—producers—at all, must charge higher rates than they
pay for the money originally.

66-327 G - 80 - 7
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In other words, the money is whipped around once and jumped up
their rates on loans. First, do you agree that is occurring and occurring
at a rather rapid rate ? A

Mr. Scuaurtze. To some extent, yes, and that’s the reason the Fed
did what it did on money market funds. That’s one of the reasons, at
least, why the Fed put the marginal reserve requirement on money
market funds. '

Representative Browx. But those money markets, T think it is well
for both of us to point out, are not guaranteed by the FDIC or the
FSLIC, so anybody who jumps into the money market with the high-
est rates—is now a total personal risk ; isn’t that correct ?

Mr. Scuurrze. To the best of my knowledge, that’s correct.

Representative Browx. Always the highest rates usually are at per-
sonal risk. ,

If the banks and the savings and loans, however, get into trouble
because of the circumstance—either by going ahead and making con-
sumer loans and then not having the reserves to cover them or by mak-
ing producer loans and not having the reserves to cover any losses on
those—then the FSLIC and the FDIC guarantees are implemented.
And a lot of off-budget Federal guarantees suddenly become on-budget
spending, right ?

Mr. Scaurrze. Well, T don’t remember the budgetary treatment, but
I am sure you are right.

Representative Brown. All right. Now, let me go back to where we
are. The White House tells us that the deficit is $15.8 billion, but the

~ OBO puts the deficit at a probable $31 billion, and others have esti-
mated it as high as $45 billion. '

Tt there any way to understand what that deficit may be, if such
%111)111;:8 Qhappen as the implementation of the FSLIC guarantees and

Mr. Scauurze. Well, if you get really major implementation of
FSLIC, we’ve got more problems than a large budget deficit. I would
agree, that would be a very serious situation, and the thrifts do have
problems. I would not expect to see that happen, but if it did, you are
quite right, Congressman Brown, we have got serious problems, and T
must say I would put the increase in the deficit about fifth on my list
of the problems that that would generate.

T want to make clear that I am not at all forecasting that will hap-
pen. T believe there are some financial problems here, but nothing like
that serious. :

Representative Browx. The CBO said the budget cuts would have a
largely psychlogical impact on inflation. But doesn’t the main benefit
from balancing the budget come from getting the Government out of
the credit markets? In other words, out of borrowing, to leave what-
ever credit is available to the private sector, so that the Federal Reserve
can fight inflation without destroying the private sector?

Mr. Scuurrze. Well, again, I don’t know where I want to rank that.
That certainly is one. It is a combination of lower total demand on our
economy, therefore making it harder, quite frankly, to pass on higher
wages cum energy, cum other costs in the form of prices. Tt is reduc-

. —ing, somewhat, the demand in the economy. It is, as you say, reducing
the Federal Government’s impact on the credit markets.
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And finally it is, in a very important way, psychological—it is a
real signal that the Federal Government is scrious about controlling
inflation. Tt is all three, but I don’t know how to rank them.

Representative Brow~. The withholding tax on savings and interest
has an exemption for those who don’t carn enough to pay taxes. Do
we have any assurances that the exemption process will not lead to the
usual burcaucratic nightmare which will cause more frustration for
the poor and the elderly and those other people who have very limited
tax or very limited income returns from corporate stockholdings, and
who are not therefore required to pay the tax, but have it withheld
from them?

I remember I had a grandmother who had me keep her books for
awhile. And if you withhold that kind of income and then have to try
to get it back from the Government

Mr. Scrorrze. That isn’t my understanding of how it would be
done, although I don’t pose as the technieal expert or administrative
expert—I think the filing of one certificate will do it. That isn’t some-
thing where you pay it in and get it back. You can file a certificate.

Representative Browx. Clearly, it will all be withheld, and some-
body like that is living on a very thin margin.

Mr. Scrorrze. It won’t. That is my understanding, that there is a
procedure for that person in that sitnation to file u certificate with the
savings and loan, saying, “I do not expect to pay any taxes. Please
don’t withhold.” That certificate will be honored.

Now, again, that is my understanding. T don’t want to pose as the
administrative expert on this, but it is my understanding.

Representative Browx. T would certainly hope so, because I don’t
know how a corporation, when it sends out $15, $30 in dividends to
somebody, is going to know whether that person gets over the $100 and
the result then would be——

Mr. Scrorrze. My understanding is it would be like a W—4. Tt is
self-certification. But again, I don’t want to pose as an expert on all
the details,

Representative Brow~. Except there are probably a lot of old people
who aren’t going to know how to do that. and I am concerned about
that, and then I am concerned about the other thing: that if it is with-
held, they lose the compounded interest that they would get from get-
ting the quarterly dividends and being able to invest them in the bank
and get some kind of return.

Mr. Scavrrze. T understand that, but the wage carner being with-
held on has the same problem.

Representative Brown~. My time has expired.

Representative Reuss. Mr. Rousselot.

Representative RousseLor. Mr. Schultze, T understand you have to
leave for a 3 o’clock appoeintment, so I'll be quick. We're a little over
time here, so I will submit any other additional questions I might have
in writing,

However, T would like to follow through on the $2 billion cut in ex-
penditures that you state you will send up soon.

Mr. ScutiLize. In that neighborhood.

Representative Roussrror. In that neighborhood, give or take—
what? A half a billion?—but that you plan to send up for the 1980
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expenditure level. Now, would it not be easier on the economic system
to begin the expenditure cuts more aggressively in 1980 by rescissions
or other means instead of by a sudden fiscal jolt.? We're going to have
a $45 billion deficit. according to the CBO. Wouldn’t it be better to
begin the process now than to go into 1981 with an already accelerated
expenditure level, so high it is more difficult to cope with?

Wouldn’t it be better to do it right now?

Mr. ScaurTzE. Well that is actually what’s going to happen. Let me
remind you of several things, Congressman Rousselot. In the first
place, this is $2 billion in a fiscal year which is already half over.

Representative RousseLoT. I understand that.

Mr. Scaurtze. By the time these cuts actually begin to take place,
you probably only will have about 4 months left.

" The annual rate of cut would therefore be something like $6 or $7
billion, but-you aready have been into this fairly well.

Representative Rousseror. Yes, but Congress has to pass supple-
mental approriations for much of this 1980 stuff, in many cases, so we
can get at it right now.

Mr. ScrurTzE. Some of it, but the largest part of those cuts aren’t
going to simply be out of the supplementals. They’re going to require
rescissions.

Representative RousseLor. Right. Well, T will be glad to send a
laundry list together with some other Members of Congress who have
been on the Budget Committee as I have been, and on this committee.
I am sure we can find much more than $2 billion. You know, food
stamps have gone from $30 million to almost $10 billion. I am sure some
of that is slush.

Now, you mentioned earlier—and by the way, we are with you on
revenue sharing—a lot of us have believed from the beginning that we
didn’t have any revenue to share—that we were broke.

Representative Brown. That’s a minority view on that. I don’t agree
with you on that.

Representative Rousseror. Well, the world leaders you mentioned
earlier today, were just ecstatic about the President’s message. Un-
Ifor]t»unately, the Dow Jones was down 20 today, so that is just a

ittle—

Mr. ScaurtzE. That probably shows we need some extra restraint.

Representative RousseLor. Well, what I am saying is here at home is
where it counts.

Mr. ScHULTZE. I agree.

Representative RousseLor. Well. the world leaders are great—except
like Khomeini and a few others. However, T really believe that it isn’t

“just what world leaders think. It is to their advantage, competitively,
for us to have high taxes—as this committee learned when we were
overseas during the recess, in Manila, in Hong Kong, in Taipei, and
Seoul. Our American businessmen, because of the taxation procedures,
are just killed overseas competitively.

Mr. Scaurrze. That’s strange, because our taxes as a percentage of
GNP are much lower than anywhere else in the world except Japan.
So that is indeed strange.

Representative Rousseror. Well, we will give you our report.

Representative Rruss. Don’t be despondent about the points on the
Dow Jones. That is the same average that tended to show—or at least
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the market averages tended to show, that Seaboard Railroad varied
exactly with United Airlines, Northwest Airlines, and other nonrail-
roads—so I don’t think that its judgment is necessarily the final word
On your program.

Mr. Scuorrze. I console myself a little bit

Representative Rousseror. Neither arc the world leaders—— .

Mr. Scrurrze. I remember that vividly. I think it was in 1978, when
Congress passed the capital gains reduction. The day the Senate passed
it, the Dow Jones fell 21 points.

Representative Brow~. Helmut Schmidt is up 10 points. [Laughter. ]

Representative Reuss. At any rate, thank you very much. We appre-
ciate and value it, as always. As far as I'm concerned, your program
goes a long way forward. but I don’t believe that it is strong enough.
And we will be conversing about it.

Mr. Scuovrze. Thank you very much, Congressman Reuss.

Representative Reuss. We now stand in adjournment.

[ Whereupon, at 3:50 p.m., the committee adjourned, subject to the
call of the Chair.]
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OrPENING STATEMENT OF SENaTOR BENTSEN, CHAIRMAN

Senator BEntsen. This hearing will come to order.

This is the second in a series of hearings that the Joint Economic
Committeo is holding on the economic proposals that President Carter
made to Congress last Friday.

Our witness today is Hon. Paul Volcker, Chairman of the Board of
Governors of the Federal Reserve.

Under the economic policies that were being followed prior to Presi-
dent Carter’s announcement, the Federal Reserve was bearing the
brunt of the fight to bring inflation under control. Much to the con-
cern of many of us in Congress, the prime rate is now 19 percent and
mortgage rates are over 16 percent In many parts of the country, if
you can get the money,

Yesterday’s figures on housing starts indicate that this is having a
serious cffect on homebuilding.

While the Federal Reserve was tightening up on credit, the adminis-
tration and Congress continued to entertain notions that Government
spending, Government deficits, and Government, regulation could con-
tinuo unchecked and that we conld conduct business as usual.

It’s a shame that it took an 18-percent inflation rate in January
to bring the Government back to its senses. But I really think that
we are beginning to move down the right track. It certainly is time
to balance this budget, but T belicve we are going to do it. Congress
is going to have to make some hard choices in the months ahead,

I only hope that we will be able to fend off those special interests
who are all for a balanced budget, except for cutting their own
particular interests,

C1))
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As welcome as the President’s proposals are, they are still too tied
to the old way of thinking—that inflation can only be controlled by
demand management policies that slow homebuilding and slow busi-
ness investment.

I really believe that’s a short-run strategy that overlooks the price
we pay in the long run.

In the long run, we ought to stimulate the expansion of our econ-
omy’s productive capacity, and I urge the President to propose, or at
least agree to, a tax cut that will encourage the supply side as soon as
we balance this budget.

The President has given the Federal Reserve a heavy responsibility
to control the expansion of credit under its powers under the Credit
Control Act of 1969. That’s under your control, Mr. Volcker.

Mr. VOLCKER. Yes, sir.

Senator BenTsEN. I hope that those powers will be used to bring
interest rates on mortgages and business loans as soon as we can back
to a more reasonable level.

And with that, I would defer to my colleague, Senator Jepsen, for
any comments he might have.

OPENING STATEMENT OF SENATOR JEPSEN

Senator JepsEN. Thank you, Mr. Chairman.

Mr. Volcker, I’'m especially interested in hearing you discuss the
impact of the Fed’s tight credit policy as it affects different regions of
the Nation and different sectors of the economy.

Although, I generally support a gradual reduction in the rate of
money growth, and certainly will support any measure which will help
reduce the serious inflation rate we are experiencing, I am concerned
that the impact of the Fed’s policies may be uneven, that farmers and
rural areas in the United States are-suffering disproportionately from
a shortage of credit.

I am sure that you will agree that if a shortage of credit in the farm
sector leads to a severe reduction in agricultural production, and it is
already causing many farmers to cut back their plans for spring
planting, then this will only cause food prices to skyrocket next year.

I would also like, Mr. Volcker, to discuss the conditions under
which you would consider, if possible, to begin easing up on credit.

In other words, if the Congress were to approve, say, $20 billion in
spending cuts for fiscal years 1980 and 1981, would he then be willing
to ease up a bit?

Tast, I would like, Mr. Volcker, to discuss measures which the ad-
ministration will support to increase the supply of goods and services
to fight inflation. .

As you well know, there are two sides to the inflation equation—
supply and demand. And up until now, we have concentrated all of
our efforts on reducing demand, or at least the Fed has concentrated
its efforts on reducing demand.

T'm not sure the administration has done its share, but relatively
nothing has been done on the supply side. The administration opposes
a tax cut, even when studies by this committee have shown that tax
cut measures to increase savings and investment will reduce inflation
by increasing productivity.
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And it has done nothing to curtail the regulatory burden which is
increasing business costs and reducing productivity, as studies by
Edward Denison and others have shown.

We are in the midst of a serious economic crisis and I am going to
help everywhere that I can. I am sure in the coming weeks I am going
to be forced, along with other colleagues, to vote for cuts in many
worthwhile programs. :

I will do it if I’'m convinced it will be part of an overall program to
fight inflation.

I just want to make sure that what we do here in Congress is not
going to be undone by the administration or because the anti-inflation
program is cxacting an excessively heavy toll from farmers or any
other specific group. :

We are all in t}Izis together, and as much as possible, the burden
should be shared by all.

Thank you, Mr. Chairman.

Senator Bextsex. Congressman Brown,

OPENING STATEMENT OF REPRESENTATIVE Browx

Representative Brow~. Mr. Volcker, unfortunately, many people
fecl that the Federal Reserve is the only vehicle available to fight
against inflation. Yon told the Banking and Currency Committee, and
I quote, “The less fiscal restraint you get, the more the burden falls
back on us”; that is, the Fed.

You suggested that Congress should go further than the President
in cutting the budget, saying, and T quote again, “the more.that can be
done in that area, the better.” A '

Well, T agree with you. I think spending restraint is essential, but I
am disturbed by the way in which you talk about monetary restraint
or fiscal restraint, as if one were a substitute for the other.

The main purpose in controlling Federal spending and borrowing is
to make it possible for the Fed to continue its monetary restraint, not
to let it back off.

Spending restraint is not a substitute for monetary restraint, in my
view. It’s a complement that makes the monetary restraint hearable.

Any given amount of slowdown in money creation does less damage
to housing, investment, growth, and employment if the Government
cuts its spending, balances its budget, ends its added borrowing so
that the Government can get out of the credit markets and leave what-
ever limited money there is to the private sector, '

That’s what makes it possible to reduce inflation without killing off
the expansion and modernization of the private sector or driving
interest rates sky high and risking real trouble in the banking system.

If we don’t have fiscal restraint with your monetary restraint, the
Fed will have to cave in to political and economic pressures to reverse
its policies and give up on inflation.

You have threatened to tighten credit even further if Congress does
not cut spending. I think you may be bluffing.

Without spending cuts, the Government will absorb huge chunks of
the Nation’s savings and credit. Savings and loans are already drained
of funds; banks may soon be threatened. Many are already losing
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mOﬂey. They will have to turn to the Fed to convert their assets into
cash. '

And T think you will have to lend to them. You will have to be-
cause to do otherwise would be to repeat the Fed’s blunders of the
1929, 1930, 1931 era, when it brutally failed to perform its statutory
- function of lender of last resort. Then where is your credit restraint?
You will be injecting funds into the banking system at record rates to
fund the Federal deficit to save the banking system from collapse.

Fiscal policy, therefore, can and must support your policy or it can
destroy your policy. But it cannot replace your policy, and I would
like to hear some comments on that subject. Thank you.

Senator Bentsen. Mr. Volcker, we are delighted to have you here
this morning. If you would proceed with your testimony.

STATEMENT OF HON. PAUL A. VOLCKER, CHAIRMAN, BOARD OF
GOVERNORS, THE FEDERAL RESERVE SYSTEM

Mr. Vorcger. I have no prepared statement, Mr. Chairman. I will
just make a few very general comments, and then we can get into some
of the interesting questions that have already been raised.

Let me just say, in general terms, that T don’t need to emphasize
that we are at a critical juncture in our economie policy to fight infla-
tion; you have already made that point. And it seems to me equally
clear that a coordinated approach involving not just monetary and
credit policy, but budgetary policy, energy policy, and—looking
ahead—supply-side policy, as you suggested, are very important.

I do think the budgetary efforts are critical to a balanced approach.
It’s critical not only to make cuts in the budget, as stated—and let me
emphasize that it’s not going to be an easy job—but also to make cuts
to keep the budgetary trends within the projected pattern. There is no
point in making some cuts, in specific programs, important as these
are, if we let the trend of expenditures exceed projections.

It is going to take a continuing, intense effort to keep the budget
picture at the magnitude that the President has projected. And, of
course, as I have said before, anything the Congress or the administra-
tion can do to reduce it still further will be helpful.

So far as monetary and credit policies are concerned, let me make
clear that it is our continuing intention at the core of our policy to
pull back on money and credit growth. That is fundamental to dealing
with the inflationary problem, whatever happens on the budgetary
front. In that sense, policy is bound to remain one of restriction and
restraint.

What we have tried to do, with the particular measures announced
on Friday, is to introduce some supplementary restraints in certain
directions that will help even off the impacts, because there’s no
question we do get uneven impacts on particular industries or
particular sectors of the economy in the present situation.

I don’t want to suggest that we can do the impossible of easing
credit in some areas while restricting it in others. But I think we can
do some things to even off the impact and, in broad terms, that was
the object of most of the measures we announced on Friday.

What restriction on money and credit in general means in terms of
interest ratts—and this gets somewhat to the point that Congressman
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Brown was raising—depends a great deal on the fiscal posture of the
Government; that is, the same degree of restraint on money and
credit may bring quite different pressures on the credit market,
depending upon how the economy is performing in general, but
depending, in particular, upon the budgetary position.

Tt is in that sense that the more relief we get from the fiscal side, the
better off we will be in terms of pressures on the credit market, But
that should not be interpreted as in any sense meaning a pulling back
from the basic objective of slowing eredit growth and slowing money
growth. Budgetary restraint will make the process easier in the
context of credit market pressures, credit market tensions, but it will
not change the need to maintain restraint on money growth and on
credit growth.

You have emphasized, Mr, Chairman—not just this morning, but
repeatedly—the longrun importance of increasing productivity,
taking measures on the supply side. The emphasis of our present
measures incvitably falls on the demand side. I don’t think that there’s
any substitute for that.

I have read the recent report of this committee with great interest
and with great svmpathy in terms of the directions that you pointed
out, and the kinds of action you pointed to, particularly on the tax
side.

These seem to me very welcome at the appropriate time, but T have
to emphasize “at the appropriate time.” These measures do have,
gertainly in the short run, fiscal implications and implications for the

eficit.

This again adds to the importance of bringing the expenditure side
of the budget under control, of reducing expenditures, because the
more effectively that is done, the quicker we bring the day when we
can responsibly take the kinds of tax and other measures that you
have so properly emphasized. .

That day is not now, T must add, given the budgetary situation that
exists,

Senator BEnTsEN. Mr. Voleker, I note that the President has talked
about 2 $13 billion spending cut. But those of us who met for the past
8 or 9 days and nights came up with approximately $18 billion in cuts
that we were talking about. And frankly, I for one feel that we ought
to do that and feel that we can do that. Concerning the import fee
that will be finally translated into a tax on gasoline, I feel that that
$10 to $11 billion ought to be held back to see that we get some
targeted tax cuts to increase the modernization of the productive
capacity of this country.

I think that you really have to hold some hope out, there for the
American people that we’re not going to do the usual thing, of going
through the kinds of boom-bust cycles that we have in the past, where
each time we end up with a higher level of inflation and a higher level
of unemployment.

So I think that you have to start phasing in these kinds of targeted
tax cuts, startine some time next yvear. And I don’t think vou will do
violence to a balanced budget if you use the import fee to take care of
that and some moderation of the increase in the social security tax. If
you can show that you can achieve that halanced budget, don’t you
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think that under those conditions, that we can hold out some hope that
we're trymng to modernize the machinery of this country ?

Mr. Vorcker. I would be quite willing to hold out that hope, Mr.
Chairman. I think perhaps our only difterence of opinion, if there is
a difference of opinion, is that I want to see those budgetary cuts in
the bank; I want to see them produced ; I want to see that the budget
somes out the way that it is projected. 1 would hope that we get $16
billion in cuts, if you can do that, instead of $13 billion and I want to
see thait whole rest of the budget, that other $600 billion, held under
control.

And once we have demonstrated that—and it’'s important to
demonstrate that partly for the very reasons you suggested—then we
can begin considering whether the time isn’t right for that kind of
tax cut. But I would be very fearful of holding out too much hope—
in a sense, so much hope that we go ahead and take some tax reduction
and stimulatory measures—and then have it turn out that the budget
doesn’t come out the way it is now projected.

I would be very fearful of diverting attention and priority from
where I think it belongs now, given the evident, critical need to begin
moving the inflationary trend and inflationary expectations the other
way.

Senator BENTsEN. Let’s put a 5-minute limitation on each member’s
questions. And I hope someone is keeping time on me on this, because
I see we have a number of members here.

Let me say, Mr. Volcker, I am going to push very hard to cut this
budget beyond what the President is requesting and to get to the $16
billion figure that we had agreed on at our meetings through those 8
days. By the same token, I am going to support the President on the
import fee, and then the translation of that finally to a gasoline tax,
so that we can see some cuts in taxes that will do something about
making us competitive in the world, turning this drop in productiv-.
ity around.

Now, concerning these credit controls, traditionally we have had the
problem that small business has borne a great deal of the brunt of high
interest rates and tight money, and so has housing. In putting on these
credit controls, it’s my understanding that you are trying to shape
them so that we can see that this money goes to more productive busi-
ness uses. And that’s a difficult one, I know, and that’s a subjective
judgment, but will they help the mortgage market ?

I see my time has expired, but yours hasn’t. So if you would answer
the question, Mr. Volcker. [ Laughter.]

Mr. Vorcker. I think you have capsulized the intent of these meas-
ures we took on Friday. Again, they were taken against the back-
ground of a general policy of restraint on money and credit which
will have to continue. But as we look at developments in recent months,
there is some sense that that restraint, while certainly biting in the
homebuilding area, putting pressure on small businesses, and creating
difficulties for farmers, was perhaps less effective in central money
markets, with the largest borrowers who have a lot of alternative
sources of funds.

So we have taken actions that I think will make restraint more ef-
fective in terms of the lending of the largest banks, more effective in
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terms of the ability of large companies to raise credit, and also more
effective in terms of the ability of consumers to borrow, through this
special program that affects credit cards and personal loans, an srea
where spending has been proceeding quite rapidly and does not have
the same productive connotation that you suggested. We have taken
those actions and at the same time we are trying to shield as best we
can other sectors of the economy from further intensity and pressures.

Again, we can’t make credit run uphill. We can not have, posi-
tively—nor should we have, really—free availability of money in some
sectors of the cconomy under these circumstances, But we can try to
take measures to even out the impact, so that all the brunt does not
fall on those particular sectors, and that’s what we’re trying to do.

Senator Bextsen. Congressman Reuss.

Representative Reoss. Thank you, Mr. Chairman, and welcome, Mr.
Volcker. I am going to inquire into the important special credit re-
straint program which you are undertaking as of Friday.

In response to the President’s use of the Credit Control Act of
1969, I looked into the legislative history of that bill, which I spon-
sored, and I think the President and you are quite right in using it
Looking back at the House debate on December 17, 1969, I said, in
describing the bill :

We have had in this country now for more than a year a policy of supertight
money. That has beer the administration’s sole way of fighting inflation. The
bill before us seeks to give the President the power to do something abont it, to
control inflation without ruining half the economy in the process.

And the act which ensued from that debate gave, as you know, the
President the following power, in section 205 :

Whenever the President determines that such action is necessary or appro-
priate for the purpose of preventing or controiling inflation generated by the
extension of credit in an excessive volume, the President may authorize the
Board to regulate and control any or all extensions of credit.

And that’s precisely what he did, and that's what you do in your
voluntary program, where you turn metaphorical thumbs down on
loans for speculation and corporate takeovers, and give 2 pat on the
back to loans for small business, farmers, home buyers, and others.

You then, pursuant to the Credit Control Act, seek to enforce that
by requiring monthly reports on how they are doing from the biggest
banks, those with assets over a billion, and quarterly reports from
those 1n the $300 million to $1 billion range.

I commend you for that program. It seems to me this is a good case
of everybody doing their job. Congress job under the Constitution is
“to coin money,” and to “regulate the value thereof,” and pursuant
to that we set up the Fed and then the Credit Control Act of 1969.
And the administration, fully respecting the independent Fed, asks
the Fed to invoke the Credit Control Act of 1969. You arc doing so.

Mr. Vorcker. Of course, the President invokes the act.

Representative Reuss. He invokes the act, asks you to do it. You
don’t have to do it. To your credit, you are doing it and I appland
that. And here we are, still coining money, regulating the value
thereof, particularly the latter. And hence my interest, because I want
to make sure that the Congress follows through.
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It is incredible, but my time seems to have expired. So I will ask my
question and then ask you not to answer because it would intrude on
somebody else’s time. [ Laughter.]

There will be a second round, won’t there?

Senator BENTSEN. 1'm sure there will be, but go ahead.

Representative Reuss. I will state my question, which is: Exactly
how are you going to carry this out? I would hope and trust that you
are going to ask all of the atfected banks, some hundreds of them, to
report to you the state of their loan portfolios on March 14—that was
last Kriday—and then the first of every month you are going to ask
them to give a “how are we doing?” report to you. And I want to work
out some arrangement this morning whereby, in a nonbumptious way,
we of the Congress can carry out our duty to monitor the monitors.
Because you can be sure, if we don’t momtor, the public is going to
monitor us, and that, of course, would be most distressing. So we will
come back to that.

Senator BENTSEN. Go ahead, Mr. Volcker.

Mr. Voroger. If yowd like my short answer at this point—

Representative REuss. Yes; just short, because I do want to explore
it at length.

Mr. VoLokER. We have, as you know, in public documents, sent out
a program containing certain guidelines to the banks. That is followed
by a questionnaire for banks to fill out which essentially does report
their present position. Then we will be getting the reports, either
monthly or quarterly. That information will include a series of quali- -
tative questions about how they are conducting loan restraint pro-
grams and some quantitative information on loan trends and particu-
lar types of loan trends. It will also include information on their capi-
tal liquidity positions, because we would be particularly concerned
about banks which are expanding loans at the expense of maintaining
prudent capital and liquidity positions. We contemplate—certainly
in cases where the trends raise questions in our mind or where the
qualitative information as to takeover loans, loans on more specula-
tive bases and all the rest, raise questions—that we would have what
we call a consultative process with the banks involved as we get their
reports. And I think we will be following this to the degree we can in
between reports and discussing with them the nature of the policies
that gave rise to any of our questions.

We expect that process to be quite intense over the weeks and
months ahead.

Representative REuss. Good. We will explore this in my next go-
around. Let me just say this. While I would certainly want to leave
to the Fed the qualitative business—how is your capital ratio, what
is the quality of your loans—I do think that Congress has a duty, and
this T do want to explore with you, for seeing that the general head-
ings or rubrics show a nice trend.

Specifically, I want to see a trend whereby the ones you like, which
are the ones we like, too—homes and small business and capital in-
vestment and farmers—steadily grow; and the ones we don’t like—
speculative loans and corporate takeover loans—steadily decrease. That
way we will get a better mix. And as I say, we will explore that in a
moment. ‘
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Mr. Vorcker. Let me, if I may, just make one comment that I think
is relevant in that connection. This program, in its general terms, is
directed to all banks. But the intense consultative process and report-
ing process involves large banks. Now, those banks do not have port-
fotios that are typical ot the banking system as a whole. As you would
expect, most farm loans are made by rural banks and most small busi-
ness loans are made by smaller banks, from whom we will not be get-
ting reports,

1 point this out because it is not only the special program that goes
to the kind of problem that you indicate and that we have been aiming
at, but also, to the extent that we are successful in reducing the amount
of certain types of consumer lending that will leave more money—
including money among the smaller banks from whom we are not
getting reports—for farm loans, for small business loans, and the rest.

You know, we took some restraining measures with respect to money
market funds, which are justified oniy by the fact that through the
operations of these funds, large amounts of money—exceedingly large
amounts of money in recent months—were, in effect, siphoned from
the country at large. This is money that may have otherwise flowed
to farm loans, mortgage loans, and the rest, which was being concen-
trated in the money markets and made available to borrowers who are
under the least restraint.

So that is not an unimportant measure in trying to get the kind of
balance that you are looking for, but it’s a little apart from the special
credit restraint program. 1 just want to point out that’s not the whole
of the program.

Representative Reuss. My lips are sealed, Mr. Chairman.

Senator Bentsen. Congressman Rousselot.

Representative Rousseror. Thank you, Mr, Chairman,

Mzr. Volcker, I was interested in your comment that a policy of tax
reduction is appropriate, but not now. You have read the report of
this committee and you have used one of the trigger phrases we used,
“supply-side economics.” You are aware that supply-side economics
was very much the basis of this committee’s report, and that we all
signed off on it. In that same report, to anatch the recommendation for
controlling Federal expenditures was an extensive recommendation for
cutting taxes as being very appropriate- -now at this time.

Now, when do you think the appropriate time will be? You are
familiar with the Kennedy tax cuts of 1963 and 1964. Now we all
realize that was a different time and place, but the same principles
can bo applied. Why do you want to wait? Why is it not an appro-
priate time to take the tremendous cost and load of this Government
off the backs of the taxpayers of this country and to encourage invest-
ment and savings to get this country going the right way again?

Mr. Vorcker. I was somewhat involved during the Kennedy tax
cut period.

Representative Rousseror. I know you were. And that’s why I am
shocked that today you aren’t supporting the same concept.

"Mr. Vorcker, I was involved in that period, and I am also en-
thusiastic about the concept, in general-—until you say “now.” The
report, as I recall it—it was a week or two ago, I think—insisted upon
now. I don’t want to be unduly cynical or cautious or whatever. I am
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enthusiastic for the measures suggested in that program at the appro-
priate time. But I do think

Representative RousseLor. When do you think that will be?

Mr. Vorcker. That will be as soon as you can deal with the spending
side of the budget in a credible kind of way and put the spending side
of the budget in a position so that, consistent with those kinds of
tax cuts—— :

Representative RousseLor. We are doing that right now in our
Budget Committees. The chairman has already mentioned that the
Congress is ready to go with even deeper cuts in expenditure. At
least the majority of us, I feel, are. Congressman Dave Stockman,
myself, and Congressman Gramm presented a list of 26 million
worth of cuts to the Budget Committee in the House. .

I think there is an awful lot more support for both restraints in
expenditure and tax cuts than you judge.

Mr. VorLoker. I hope thereis a lot of support for the expenditure
cuts. All I would say, Congressman Rousselot, is God bless that etfort
let’s see it materialize.

Representative RousseLor. And you will support it ?

_ Mr. Vorcker. Then let’s take a look at the economic situation, the
" budgetary situation.

Representative RousseLot. And you will support tax:

Mr. VoLcker. I am an enthusiastic supporter of the kind of tax
program that, in general terms, was outlined by this committee—when
the budgetary situation, the economic situation, permits it. I would
like to see that day come as soon as possible. But I urge upon you that
it is not now. It would undercut what we are trying to do in getting
this inflationary situation, inflationary trend, turned around at the
moment. And that is where our priority must be and must stay until
we can see the “whites of its eyes.”

Representative RousseLoT. As you know, the tax cut part of our
report was equally important in attaining the kind of things that you
have been talking about : reinvestment in plant and equipment and all
of those kinds of things.

Mr. VoLcker. Over any reasonable length of time, over the years
ahead, I think it is terribly important. But let’s not destroy that po-
tential. I think it would destroy the potential if, at the moment, all it
does is lead to further bursts of inflation and inflationary psychology.
Let’s get over this hump as quick as we can so that we have laid the
groundwork for that kind of program.

Representative Rousseror. The tax cuts in 1963 and 1964 were non-
inflationary. The war was the thing that gave us inflation.

Mr. Vorcker. The tax cuts in 1963 and 1964 took place at a time
when there wasn’t any inflation.

Representative Rousseror. Mr. Chairman, my time has expired.

Senator BenTseN. Senator McClure.

Senator McCLURE. Thank you, Mr. Chairman.

I want to follow up on what Congressman Rousselot has been say-
ing, because I feel very strongly that the issue of timing is critical.
I commend you very much for the efforts that you are taking. I am
glad to see that Members of the Congress are now supporting some
monetary restraint and some credit restraint. And I hope that we will
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actually see a majority of the Members of Congress support some
fiscal restraint.

But forgive me if T share some of your pessimism about whether
that it actually going to happen. T have been voting that way for years,
and the majority has been voting the other way for years. It is going to
require a reform in their habits as well as a reform in their sense of
priorities.

I am concerned about one thing: about timing. I don’t believe we
can cut the budget rapidly enough to match the increases in expendi-
tures for welfare and unemployment compensation as business slows
down as the result of economic and fiscal restraints. You know the
difficulty the housing industry is having today. I just yesterday got
word that out in Idaho there are 45 housing contractors that within
the last 2 weeks have filed bankruptcy. You sce the downturn in auto
sales. This morning you sec Firestone closing down 6 plants, 7,000
workers out of work.

How long are we going to wait before we recognize that there will
be the need for rebuilding the economy, that there will be the need for
doing the various things that this committee has suggested in each of
the last two economic reports? We have concentrated on the need to
look at the supply side. That is something new from this comumittes
and from the Congress.

And yet it seems to me in a degree of caution that we are talking
about breaking inflationary psychology, we are matching that con-
cern about inflationary psychology by building this on the backs of
taxpayers because we are talking about a balanced budget that is
going to be balanced by increased taxation.

In 1976, total Federal revenues were under $300 billion. Tn 1981
they will be more than twice that. There is a $70 to $100 billion tax
increase being projected as a means of balancing the budget.

Now, that is not fiscal restraint. T don’t care how you talk about
balancing the budget, if you talk about fiscal restraint, balancing the
budget by increased taxation, that is a political phony. And I am con-
cerned that if we keep talking about a balanced budget as being the
sole goal, that we are going to try to convince the American people
that we balance the budget even if it be by increased taxation, that
then inflation will be broken, that the economy will be better. And we
will find out that the balanced budget didn’t really produce those re-
sults. Then what will the American public reaction be?

Mr. Vorcrer. I would put the emphasis on our present problem of
dealing with inflation. A Ealanced budget is & means to that end. But
let me suggest to you—and I find myself in the somewhat peculiar
position of apparently sounding like I am arguing against an ap-
proach that I support “at the proper time”—that the most important
thing, the most important single thing— is to deal with this inflation-
ary situation, I think we have to do that to get the economy back on a
growth path and make it more productive and enconrage savings and
all the rest.

The kind of measures this committee has supported and which I
support can be very important as they fit into a pattern over a period
of time that promotes productivity and growth. But we have got to
integrate this into an approach that is going to deal with this infla-
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tionary problem or the whole thing will fail. T am not at all hope-
ful about those measures, as enthusiastic as I am in supporting them,
if the impact—either because they are improperly timed or because
other policies are not consistent—comes in the midst of an accelerating
inflationary situation that destroys precisely what you are trying to
achieve by those measures. So it’s a question of priorities and timing.

Senator McCLURE. Mr. Volcker, is your primary goal reduction in
the Federal expenditure, or is your primary goal a balanced budget?

Mr. VoLcker. My primary goal is doing something about this in-
flation.

Senator McCrure. All right. In that particular focus, is it a bal-
anced budget, or is it reduced Federal expenditures?
~ Mr. Vorcger. They go together. I want to balance the budget by

decreasing expenditures, not increasing taxes.

Senator McCLURE. One of those two things is your goal. Which is
the important thing? .

Mr. Vorcker. The one that you can operate on, the one that’s in
that sense not only important right now but in affecting the trend
over a period of time. is getting those expenditures reduced.

Now the budget situation ultimately always has a caveat of what’s
happening in the economy.

Senator McCrLure. But we’re holding out to the American people
that we’re going to balance the budget. Your goal is really to reduce
Federal expenditures. I share that goal. We say we will reduce
Federal expenditures, but we are increasing taxes in order to do it.
So all we are doing is reducing what otherwise would have been a
bigger increase.

Mr. Voroker. The inflationary process increases taxes, and part of
that tax increase you are referring to stems from the process. I don’t
want to retreat at all from the idea of a balanced budget, but I want’
to put the emphasis as follows: “Let’s achieve that and get into a
condition to achieve it by reducing expenditures.” And as that ex-
penditure trend is changed—and I just have to repeat again, as we
turn around this inflationary situation—then we have laid the ground-
work to go ahead with the very constructive types of measures that
this committee has recommended. I think you would give an entirely
false signal and a damaging signal to the American public by ex-
pressing thoughts that in the midst of this situation we can have
a big tax cut; that bothers me right now.  ~

Senator McCrLuRe. Mr. Chairman, my time has expired, but at this
moment, let me comment, it’s a very bad signal sent to the American
public if we tell them a balanced budget is going to break the back
of inflation. We take those steps to reach a balanced budget, and we
don’t break the back of inflation, and we have a recession, and we
don’t balance the budget because revenues drop off and expenses climb.

Mr. Vorcker. I understand your concern, and I don’t want to be
interpreted as suggesting that the only element in an anti-inflationary
program is balancing the budget. I think, among other things, we
have something to do about that in our monetary policy.

Senator BENTsEN. Senator McGovern.

Senator McGovern. Thank you, Mr. Chairman.

Mr. Volcker, I share your view that inflation is the No. 1 concern,
and I don’t think anybody has worked any harder to address that
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problem than you have. But T have spent a lot of my time in the last
few months talking with people in my own State, particularly ranch-
ers and farmers and business people and others—automobile dealers,
farm equipment dealers, contractors—and they are increasingly
concerned about their heavy reliance on high interest rates as a means
of controlling inflation. And it does seem to me that the impact of
that, at least in the short run, may even be inflationary in that all of
these groups that I've mentioned operate with some borrowed credit.
So if the cost of that goes to 18 or 19 or 20 percent, it’s an inflationary
factor.

In the long run, it may break a lot of these people, so that vou end
up curing inflation, but only at the price of killing the patient. 1
just wonder what your answer is to that concern.

Mr. VoLcrER. Let me try to answer that as directly as I can; I hope
I don't appear to be splitting hairs in an unreal way, although I'm
going to split a hair right now. It’s not really a hair, it’s a fundamental
point.

We are not deliberately trving to push up interest rates. What we
are trying to do is restrain the growth of credit, restrain the growth
of money, because we think ultimately that is fundamental to deal-
ing with inflation. Inflation is fed by expanded use of credit, expanded
use of money ; our policy is aimed at reigning-in that excessive growth,

Now, we have a situation where the economy has been cxpanding,
has been relatively fully employed; we have very sizable budgetary
deficits, we are getting more credit demand, more demand for money
at a low level of interest rate than is consistent with our effort and
our requirement to reign-in the growth of money and credit. What'’s
happencd is that the interest rates have gone up in an effort to bal-
ance out this process, which has some of the side effects that you
suggest.

As I was trying to say earlier—and very much relevant to the dis-
cussion we just had—is that just looking at the budgetary problem, to
the extent that the Federal Government goes ahead and adds to those
credit demands as it has this year in very large amounts—those
pressures on the market and pressures on interest rates are exag-
gerated. If you are looking for a better balance in economic policy, you
will get it, in my judgment, by dealing with that deficit situation
with the emphasis on the spending side.

That is what this Congress can do and what the administration can
do to relieve the kinds of pressures you’re talking about. Now, when
I say “relieve those pressures,” that does not mean, Senator McGovern,
a change in our policy of restraining the growth of money and credit;
it stays consistent with those policies. You should have less pressure
on the money markets as the Government moves toward fiscal restraint,
and that’s, of course, what I would like to see but, if we do it on the
spending side and prematurely take it back on the tax side so to
speak, I don’t think we will have accomplished our purpose. We may
have exacerbated the immediate situation.

Senator McGovern. Tsn’t there a different argument that prevails
with regard to people that are borrowing money for production pur-
poses over against those who are borrowing for consumption pur-
poses? That is, a farmer who wants'to plant a crop or a rancher who
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want to build up his herd stock or a businessman that’s laying in an
inventory, they have to borrow; there is no other way to function.
And for whafever reason, when those interest rates and the tight
money policy combine in such a way so that they end up either being
denied credit or have to pay for it at an exorbitant rate of 18 or 20
percent it seems to me that that defeats the whole productivity concern
that this committee and others have expressed. And beyond that, it
works an inflationary hardship on people whose production we de-
pend on.

Mr. VoLcker. In general terms, we can try to make that distinction,
and we are trying to make it in these measures that we took on Fri-
day, to the extent that we can. But let me just introduce a footnote,
or perhaps a little note of realism, that Congressman Reuss referred
to earlier. It’s often hard to make a distinction between productive
and nonproductive credit.

Any particular borrower will have a string of reasons why he is not
borrowing too much or contributing to inflation and why his particu-
lar loan is justified. And even borrowers who are engaged in clearly
productive activities sometimes have alternative ways of proceeding,
other ways of raising money. So the distinction is not black and
white. It’s very hard to find a particular business and say, “You've
got a black hat, and the other fellow has got a white hat in terms of
what he’s using his money for and how useful it is in terms of the
future of the country.”

T think we can try to make a distinction; we are trying to make a
distinction. But a generalized program of restraint tends to be felt
every place, as perhaps it should. The impacts have been uneven; we
are trying to even them off as best we can using the tools that we have
to work with and given the difficulty of making these distinctions.

The pain extends to almost everyone. We have been talking to quite
a few people in recent days, as you can imagine, and the initial reac-
tion of consumer credit people s, “Why us? I mean, we haven’t been
expanding in the last few months at that great a rate of speed.” But
with the kind of criteria that you put forward, that is an area which,
on the face of it, seems less destructive—if I can put it that way—as
compared to restraint in other areas.

T talked to all the big banks in the country on Monday. We had
bankers in to explain this new program, and you can be sure that they
began to raise their hands and say :

Well, you know the kinds of loans that I make are very constructive for the

future of the country, and I don’t have any of those other kinds of loans that are
not constructive.

So we have tosay:

Well, that’s fine, but we expect some overall restraint, and we do expect you
to make the kinds of judgments that are involved.

Senator McGoverN. Thank you. My time is up, Mr. Chairman.

Senator BENTSEN. Senator Jepsen.

Senator JepsEN. Mr. Volcker, I would like to make some observa-
tions and then address my question to you on the basis of your ca-
pacity as the Chairman of the Federal Reserve Board, because in the
area of leadership—and I think getting a handle and conquering, if
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you will, or getting under control this thing called inflation—a lot of
psychology is involved in it, a lot of psychology relating to leadership
and resolve and commitment. What has gone on, even at this meeting
to a degree, and constructively is that there has been some fingerpoint-
ing trying to fix blame. I think that we have got to stop pointing the
finger and fixing blame, and get about working together to fix the
country and our economy.

I was on a panel the other day with Van Dorn Ooms from OMB.
He said that people have to earn a tax cut. I keep hearing these things,
and I begin to wonder what comes first, the chicken or the egg, or what
kind of button-button-whose-got-the-button type of shell game is this?

You don’t hear the talk that this is a joint, mutual venture that has
got to be shared by all of us. At the same time we tighten credit, we
have to encourage investment and savings. We have to increase pro-
ductivity. All of this has to take place simultaneously.

I firmly believe that until the people of this country believe that
there is a commitment to really, truly get a handle on inflation through .
some sort of a mandated balancing of the budget and a limitation on
spending that our inflation is not going to stop. It’s going to continue,
and we're going to continue to get what you and I heard at our break-
fast the other morning. One gentleman said that he bought some land.
Lasked him why he bought land. Ile bought land because it is a hedge
against inflation. ‘

After leaving that meeting, I went back to my home State in Towa,
which is a very depressed State. Senator McGovern has alluded to a
lot of similar things in Towa that he has in his State. And I confi-
dentially discussed with a business owner, a very successful manufac-
turer, the fact that he had called a board of directors meeting a weck-
end before, and they had visited for about 3 hours about the economic
situation and then made the corporate decision to quitely increase all
of their prices 8 percent because their suppliers were doing that to
them, amf they were doing it just in case.

Can you point out, as'a leader and privy to the plans of the ad-
ministration, where this commitment is? I don’t disagree in this, but
I don’t get that commitment from the President’s announcement as to
his approach. The balanced budget has been around for a long time.
That talk is not new. A lot of people now sound like they invented it,
but it’s been going on for some time.

The fact that we took and pointed the finger and we're going to
punish some of the people for spending so much money—we’re going
to raisc their gasoline tax; we're going to get at them with a credit
card—but I don’t yet see the commitment by this administration or by
the leadership in this country, short term and long term. The only
thing T got the other day from that was sort of like a band aid for
dysentery type of operation.

Where is this Jong-term commitment ?

Mr. Vorcker. I hope you are misjudging the situation, Senator. Ob-
viously, only time can tell. But the one thing that is encouraging to
me is that T do sense a change in the mood of the country. I'm not a
member of the administration, but I sense a change in the mood of
the administration, a change in the mood of the Congress that recog-
nizes the importance of dealing with inflation.
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It is symbolized in part by this talk of a balanced budget. As you
point out, we’ve had a lot of talk about balanced budgets. We haven’t
had any actual balanced budgets for a long time.

Buv T do think that the mood is changing. I don’t say that proves
the case. In terms of my own responsibilities, it does seem to me that
the greatest disservice I could perform in that connection is to suggest
that I've got some magic formula for easing off from restrictive
monetary policies under these conditions. I do not.

I think we’re going to have to maintain that restraint on meney and
credit growth. I think it’s important that the burden be as evenhanded
as possible, but we’re going to have to sustain it if we’re really serious
about this inflationary problem. And I hope that the Congress can
sustain the kind of momentum that’s been mentioned here this morning.

I can’t give you any further answers on that, except that I do
interpret what’s going on somewhat more optimistically than your
comments suggest you do. This is a tough, tough period; people can

-talk in the abstract about it being tough, but when it hits home—
when that farmer out there has difficulty with his bank in raising his
money or that automobile dealer or that homebuilder is in trouble, or
that big businessman has more difficulty raising money—then, in a
generalized sense, the importance of balancing the budget and cutting
spending becomes clearer to them.

They are reluctant, to say the least. And there has to be an im-
pression that this burden is shared, as far as possible, as you suggested.

I am somewhat encouraged, somewhat optimistic, that there is an
understanding of that and 1t’s growing. I have really been impressed—
even in my contacts with homebuilders and people in thrift institu-
tions that are under very heavy pressure—by the extent to which
people have said, “We understand what you are doing. We just want
to get through this period as quickly as possible.”

T share that thought. To get through that period as quickly as
possible, we have got to stick to our guns, and I think that you’ve got
to stick to your guns on the budget. That is one reason why T am
fearful of premature talk about what I think is a very constructive
approach on the supply side. It can come, but let’s create the con-
ditions under which that can be the program of the day.

Senator Jepsen. May I make just one clarifying remark?

I understand you are not part of the administration. I can under-
stand why you also want to make sure that it’s understood that you
are not part of the administration. [Laughter.]

But you were appointed by the President and I assume that he asked
you for advice.

Mr. VoLckEer. Yes. We had quite close consultation on this program
and, of course, we chose to announce our measures in a coordinated
way because we feel that the program, as a whole, is a coordinated
program and should be presented 1n that way.

Senator JepseN. Thank you, Mr. Chairman.

Senator BexTtsen. Congressman Brown.

Representative Brown. Thank you, Mr. Chairman. Would ending
Federal deficits and Federal borrowing make slower money and credit
growth easier to bear and to stick with, Mr. Volcker?

Mr. VoLCEER. Yes.



115

Representative Brow~. Do you view fiscal restraint as supportive
of a policy of controlling money and credit growth, or as a substitute
for controlling money and credit growth ?

Mr. VoLcker. Supportive—for the reasons T tried to explain here:
That we will maintain restraint to the extent that. we reasonably can
over the growth of money and credit, and that process is facilitated
by restraint on the budgetary side. It will enable us to achicve restraint
with less of an effect in the credit markets, with less strains and
tensions. But fiscal restraint is not a substitute for restraint on money
and credit growth.

Representative Brown. It seems to me that the Fed, if it created,
say, $20 or $30 billion less new money each year, that this would not
necessarily impose a hardship on the private or local government
borrowers, if the Federal Government had cut back its own spending,
say $20 or $30 billion, and therefore made less demands on the credit
market. Is that correct?

Mr. Vorcker. Yes.

Representative Brow~. Well, the administration keeps telling us
about a $13 to $16 billion cut that will balance the budget. CBO puts
the deficit at $25 to $30 billion. Evans Econometrics says it is over
$30 billion. And Schroder Bank puts the deficit at $44 billion. Also,
the interest on the national debt in fiscal year 1981 is supposed to
increase by $16 billion.

How is 2 $13 to $16 billion spending cut going to balance the budget ?
Or perhaps more importantly, to get the Federal Government to reduce
its demands on the credit market ?

Mr. Vorcker. Some of those other estimates you see in the budget
project the point that I tried to emphasize at the start; they assume
that the Government is going to overspend by a substantial margin.

Representative BrowN. Isn’t that always the case?

Mr. Vorcker. I don't think it’s always the case. A few years ago,
there was a period of underspending; certainly that’s the case in the
current fiscal year by a very large margin,

That is why I emphasize that this isn’t just a budget cutting exer-
cise, in the sense of taking $13 or $15 or whatever billion out of exist-
ing programs; rather, it’s equally important to prevent those over-
runs in the parts of the budget you are not explicitly cutting, That
can be a very tough job, and I just want to get that point front and
center, too. Maybe it’s better than doing nothing, but cutting the
budget by $14 billion, on the one hand, and letting overspending by
$14 billion in other programs, on the other hand, is not the way to
start.

Representative Brow~. Could you come to a couple of conferences
I'm sitting on and discuss that with the people in those conferences?

Will you tell us about the condition of the banks and savings insti-
tutions of this country and what your plans are for lending to these
institutions as Federal deficits drive them to the wall?

Would you not literally be forced to reverse your policies if Con-
gress doesn’t finally bring a halt to the orgy of spending that we have
been through? .

Mr. Vorcier. There are heavy pressures, particularly on thrift in-
stitutions. There are obviously pressures on the banking system, too.



r 116

But the banks, because so many of their assets are either short term
or on a floating rate basis, don’t feel the pressures to the same extent.
"They have the pressure of not having enough money to lend.

The Federal Reserve, I'm confident, 1s equipped to take care of
particular points of strain, if that ever becomes necessary, without
destroying our general policy approach.

But let me say that, viewed from that standpoint, growing pres-
sures on sectors of the financial markets and financial institutions
adds force in point, I think, to the effort to deal with this situation
as rapidly as possible.

Let’s not make any more false starts. Let’s push it through to an
early conclusion, not in the sense of inflation suddenly disappearing,
but ‘in the sense of a trend of turning it around, because then those
pressures will ease ; they’re not going to ease until that happens.

Representative Brow~. You may not wish to answer my last ques-
tion and I’ll let you make that decision. But I noticed that the num-
ber of banks on the supervisory problem list declined over the period
from 1976 to 1979, but has the squeeze from disintermediation as a
result of high interest rates paid for money market funds versus low
rates on old loans at those banks or any other adverse development
~ caused more banks to move onto the problem list in recent months?

Mr. VoLcker. I'm not aware of any particular change in that list-
ing as far as the commercial banking industry, which is what I'm
directly familiar with.

Representative Brown. I can tell you of one area that I know of
in which the banks have, in fact, cut off all credit loans for auto-

- mobiles, for instance, and that the housing industry is on its back
in my State.

So I would say the credit controls are already being imposed.

Mr. Vorcker. There’s no question that restraint is effective in the
homebuilding industry pretty widely. I must say, given the extent of
restraint in terms of most historical comparisons, the impact has by
no means been absent—it’s very great now—but it’s taken longer in
coming than one would have thought, partly because the inflationary
expectations, I think, were so great. What you typically think of in
comparisons is high interest rates, and these interest rates are the
highest we’ve ever had in history by a considerable margin, but they
haven’t bitten as rapidly or forcibly as one might think because of
the degree of inflation and inflationary expectations.

Representative Brown. Thank you, Mr. Volcker. My time is up.
I appreciate your answers.

genator BenTsEN. Mr. Volcker, I really have only one more ques-
tion. I recall when you first took over your present position, I visited
with you and told you that I was deeply concerned that we not repeat
the problems of 1974 and 1975 to the extent that we could avoid them,
where the housing industry bore the brunt of the fight against
inflation.

And I thought that you were somewhat sympathetic to that point
of view. In fact, to paraphrase you, you spoke of getting the message
across to those lending windows, if it approached that, to try to see
if they couldn’t ease that problem.

Now I read that February starts from the Commerce Department
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on single-family dwellings—and they’re down to 774,000—that’s the
lowest level since the depths of the 19741975 recession, when in the
first quarter, they were at 734,000,

Now what specifically are yon doing to try to help home mortgages
for housing ?

Mr. Vorckex. I think it’s implicit in those numbers you just gave
and the total housing start figure. I don’t know about the single-
family figure ; one would expect it’s going to come down further.

In that sense, we were unsuccessful in the kind of concern that you
had and that I had and that I think everybody had; that figure is a
measure of the extent to which this inflationary game got ahead of us.

In those terms, again—and I just have to emphasize it—the real
salvation is in getting a handle on the total situation as promptly
and as effectively as we can. We haven’t done that so far. We must
not fail this time.

There are risks and problems involved in that process. It’s inevitable
at this stage. All I can say is that those risks and problems, including
the condition in the homebuilding industry in particular, get worse to
to the extent that we fail to handle on this round. We must not fail.
That industry recognizes that. Obviously, they are upset; they are
concerned. But as I say, when I talk to people in the homebuilding in-
dustry, what they say they would really want to see is progress on the
total situation, because they know that that industry can only really
prosper and continue to grow in an cnvironment of more stability.

That is where the focus has to be; that is far more important than
any special measures that can be taken, including the measures that
we are currently taking to try to even out this process.

Senator BrxTsex. Mr. Volcker, I agree that they prosper best in a
period of stability. But they are experiencing the greatest instability
of probably any economic sector.

And I don’t know how in the world we ever get real progress and
productivity in homebuilding and get the prices down unless we have
some continuity of effort. I% it’s a boom and a bust, you know, we
have new firms created and then firms going out of business, not being
able to make the capital investments where they can have a return
over a stable and a relatively long period of time.

This is the kind of cycle that we have seen in homebuilding.

They aro the ones that we squeeze out first in this kind of & monetary
approach.

And I would hope that we could find some way to help here—last
time 1t was—as T recall, it was the Brooke-Cranston Act that gave
us some secondary market for home mortgages.

And T would urge on you to find some kind of way to stabilize what is
happening in homebnilding.

I sce Congresswoman }%eckler has just arrived and I call on her
now.

T apologize to you. I'm scheduled to make a specch on the floor at
this time.

Representative Heckrer. Thank you, Mr. Chairman.

I have the same concerns that Mr. Volcker has just expressed, having
been a member of the Banking Committee for several years, and now
on the Joint Economic Committee. The boom and bust cycle for
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housing continues, and I am particularly concerned about the plight
of the thrift institutions, not only the housing industry but the thrift
institutions themselves. There are many of them that are in grave
difficulty. A certain number will be unable to survive, and this is a
serious, a very serious problem.

Now, I agree with you that the economic stability of the country is
our No. 1 concern. But if our major thrift institutions are in such
jeopardy, I question how much economic stability we can achieve
through operations in other sectors. I think the thrift institutions rep-
resent about $780 billion, as I understand it, in assets. And one of the
things I’'m wondering about now is that, in view of the fact that the
conference committee has reported out the Omnibus Banking bill, and
that reserve requirements will be placed on thrift institutions, and that
statements have been made, I believe, by you and by your predecessor
that the Federal Reserve would open its discount window to thrift in-
stitutions, I wonder what would the conditions for access to the dis-
count window be for these institutions ¢

Mr. Vorcker. I believe that that.bill, as it’s now written, would pro-
vide access to the discount window for those institutions directly upon
passage of the bill. We will have to consider in detail the precise,
ordinary access so that it’s analogous to the ordinary access our mem-
ber banks have had in the past.

But we also have now, as you know, the capacity and facility for
lending to institutions in an extraordinary way if they are in particu-
lar difficulty. I think such arrangements could be made whether or not
that bill passes, but that bill will make it simpler mechanically to
take care of particular points of strain or pressure of a more or less
emergency nature, should those arise.

Representative HECKLER. In the case of borrowing from the Federal
Reserve, would you be willing to accept the FHA or Veterans’ Admin-
istration loans as collateral ? } .

Mr. VoLokER. Yes, we do now; that would involve no change in our
basic practice.

Representative HeckLer. What range of conditions are you con-
sidering in order to make it possible for thrift institutions to have
access ?

Mr. Vorcker. We will undoubtedly establish some arrangement
where they will have limited access, as member banks have limited
access, in their ordinary activities.

I think the question that you are really addressing yourself to is &
more extraordinary situation, where an institution has some difficul-
ties. Those arrangements are by their nature special and shaped to
particular circumstances at the time. I think it would be difficult or
impossible for me to lay out a general condition, because the arrange-
ment has to be shaped to particular circumstances. But the capacity
is certainly there.

Representative HeckLer. Well, just how serious are you going to
allow the housing crisis and the problems of the thrift institutions to
become before some action is taken ? |

Mr. Vorcker. If I may be so presumptuous, I will turn that question
around and say: to what extent is the Congress going to relieve those
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pressures by dealing with the budgetary situation that we talked about
earlier? That is an 1mportant ingredient in the pressures-and strains
that we have on financial markets. I think that is the relevant question,
as I see it, a part of the relevant question.

The other part is that we stick with our policy so that we begin to
see a turn in the psychology and in the markets, As I said earlier—1I
think before you came in, Congresswoman Heckler—I don’t think we
would be doing anybody a favor by adopting policies that were sure
to lead to a persistence and a worsening of the inflationary situation,
because that is the fundamental circumstance that has produced the
strains to which you call attention.

If we merely perpetuate the process, that would be the worst thing
that we could do to those institutions. We can deal with the short-term
situation of the vast majority of those institutions. What would be of
concern is if this situation just persists and persists and persists; we
must make sure that doesn’t happen.

Representative Hrckrer. I would just like to ask one final brief
question, and that relates to our anticipation of recession. For a year
and a half we have, I think, been very anxious on this committee and
all the other financial committees of the Congress, anticipatin§ a reces-
sion. And the anxiety seems to have—at least earlier; seemed to have
been unwarranted.

But the financial signs now are becoming more ominous. Has a
recession begun ?

Mr. Vorcxer. You asked me precisely that question last time T was
here, Congresswoman Heckler, only a couple of months ago.

Representative Hecxrer. I'm glad you notice my question,

Mr. Vorcker. I said T hadn’t seen that it had begun yet. But I'm
never quite up to date—nobody’s quite up to date—on what’s happen-
ing at the moment. T still say T haven’t seen it yet.

The fact that that question gets asked all the time, asked by everi-

dy, is perhaps symptomatic in part of how we got into this prob-
lem. For a year everybody has been anticipating s recession in the next
quarter and saying, “Well, look, don’t push too hard, because almost
everybody says there is going to be a recession next quarter. Let’s not
work too hard on the budget, let’s not work too hard on monetary
moliev. hecause the bottom is going to fall out next quarter.”

That’s been said every quarter as the year proceeded. But the out-
standing characteristic over the past year is that the bottom not only
has not fallen out, but demands have remained very strong. T do think
there is a probability of some kind of softening of the economy; 1
think that remains true. I would have said that and did say that 6
months ago. Sooner or later it’s going to happen. )

But what we know is we have a clear and present danger of infla-
tion, and we have to aim our policies at that problem,

Representative HeckLer. My time has expired.

Representative Rruss [presiding]. T promised Mr, Volcker to stay
herc until the end of our period, because if T leave our Republican
friends might cnact an immediate, across the board tax cut.
[Laughter.]

Representative RousseLor. You're right. [Laughter.]

Representative Reuss. Congressman Rousselot.
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Representative RousseLor. Mr. Volcker, why should we have with- .
holding on interest and dividends? Can’t the IRS check for cheating
by matching the 1099 reporting forms from banks and corporations
with the people’s tax returns? And why impose this additional paper-
work burden on the private sector? Most of those people pay—if they
are not paying withholding tax on a regular salary check, they have
to report quarterly anyway. So why this extra paperwork burden ?

Mr. VoLcker. I suppose I should say that question could more appro-
priately be directed to the IRS.

Representative Roussevor. I know it should be. But you are obvi-
ously involved in this policy area to a degree, too.

Mr. VorckEer. I think you know the considerations on both sides
there, Congressman' Rousselot. There is a feeling at the IRS and else-
where that, for whatever reason, taxes that are owed on interest and
dividends are not being fully paid, and that this would be a more
efficient collection mechanism to avoid that tax evasion.

Representative RousserLor. But with it goes all kinds of paperwork.

Mr. VoLcker. There’s a certain amount of paperwork, of course,
already in the information returns you refer to. I understand this is a
matter that has been of some controversy for a good many years.

Representative Rousseror. Yes, sir, 'm glad you recognize that,
especially for our constituents that call us directly.

I would like to come back to these tax cuts that you would support
at some time, you say, but not now. Part of our problem in facin this
1981 budget, as you well know, is that even if Congress does not ing,
we will have a $1 billion increase in tax revenues. Some people say
it may be even as high as $100 billion.

That’s if we do nothing. Therefore, I can’t understand why you
continue to maintain that the time isn’t now, because this is an auto-
matic increase. Wouldn’t it be prudent and proper to have some kind
of tax reduction just to keep up with inflation, for the people who
have to pay these taxes, assuming Congress is willing to couple it with
adequate expenditure reductions?

Mr. VoLckEr. My difficulty is that we seem to have an inexorable and
sggliautomatic increase in expenditures, too. We’ve got to look at both
sides.

Representative RousseLor. But most of the people sitting here aren’t
voting for that. As a matter of fact——

Mr. VoLcker. Some of them you don’t have to vote for; they’re
automatic.

Representative RousseLor. Yes. That’s my point. Now, as you know,
the last six times we have had a budget resolution on the floor of the
House, I have offered a balanced budget resolution, with both expendi-
ture cuts and reductions to the taxpayer. I tried to justify it with the
proper economic paperwork to back it up, figuring the factors.

What I can’t understand is why a person who was involved with,
and knew and understood the Kennedy tax cuts, and who saw what
the end results were, can’t agree that we should do the same thing now
to moderate the tremendous increase in taxes that will occur antomati-
cally if we do nothing. :

Mr. Vorcker. You know I would like to see a tax reduction.

Representative Rousseror. Let’s get at it. We need your help.
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Mr. Vorcezr. 1 have got to look at the entire situation. I honestly
think the most effective help 1 can give you is to emphasize the need
to get after the expenditure side of the budget.

Representative Rousseror. We all agree with that.

Mzr. Vorcrer, OK, let’s do it.

Representative RousseLor. We said so in our report.

Mr. Vorcrer. T respect that report; it was an enormously useful
report. But I haven’t seen the expenditure cuts enacted yet.

Representative Roussevor. I'll send you over the list that a bunch of
us put together in the House, $26 billion. I think we sent it to your
office. It was a good solid laundry list that we worked on a long fime.

Mr. Vorcrrr. I appreciate that; I have no question about that. But
however interesting, useful, valid your list is, it’s not the law of the
land.

Representative RoussrLor. We're going to offer it on the floor when
we get to the budget resolution. We will also offer some tax cuts. And
as you were an author and interested party in the cuts made in 1963
and 1964, I hope you will help us to get some tax cuts to modify the
incredible $92 bil?ion increasc in tax revenues that’s going to occur,
As you know, this increase is outrageous and will not encourage the
private sector to produce more jobs.

Mr. Vororer. I sympathize with what you are saying, but let’s do
it in a responsible way. Let’s recognize the problem that we have,
this overwhelming problem of inflation, the fact that we have a huge
Government deficit at the moment and that the priority has to be to
get that situation turned around. ‘

I could not be more conscious of the fact that in the longer run
perspective we are dependent on getting productivity up. We want to
see more business investment. The Tax Code and regulatory areas,
which haven’t been mentioncd here this morning, are also very impor-
tant. There are things that we need to work on to provide the kind of
1980—— :

Representative Rousseror, By the way, on our list of expenditure
cuts we have an across-the-board cut for the regulatory bodies in
expenditure level. They are just out of hand, too, and you’re definitely
right on that subject.

Representative Reuss. Mr. Volcker, I'll now ask my question. Can
the Federal Reserve supply to the Congressional Banking Committees
the information reported by the banks on a monthly and quarterly
basis under the special credit restraint program, so that we may play
our !part in seeing that there is a progression away from the inflation-
ary loans and toward productive loans?

Mr. Vorcker. I would like to look at what we could provide on an
aggregated basis. I assume you’re talking about an aggregated basis.

Representative Reuss. As I said before, we wouldn’t want judg-

mental matters. We don’t want to become bank examiners, nor do we
want to get into the area of your discretion. But we would like to know
where were the banks on March 14 in terms of the good ones and the
bad ones? And how are they doing?
I wouldn’t expect, them all to progress toward the new Jerusalem
in equal pace. But if “X” bank, for instance, suddenly came out with a
rash of speculative or takeover loans and was cutting down on the
others, you would want to get an explanation. So would we.
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Mr. Vorcker. I would be very surprised and disturbed if we found
that pattern.

Representative Reuss. We want to be in a position where we can
avoid such surprising disturbances ourselves. But if you, in passing
this information to us, wish to classify as secret anything you pass
up, we will respect that classification. But I can’t really imagine why
the success of the Nation’s credit program should be a big State secret.

Mr. Vorcker. The success of the credit program cannot, by its na-
ture, be a State secret. I think what we're talking about here is the
confidential data of individual banks, if I understand your question
_correctly. That is, I think, a different matter.

Representative Reuss. What’s confidential about the fact that the
First National Bank of whoever has $1.2 billion in its loan port-
folio, and that the percentages of that portfolio devoted to your ru-
brics, small business, housing, speculation in commodities, corporate
takeovers, are as follows? That’s what I want.

Would you consider this as a request for that? And I would hope
you could honor it.

Mr. VoLCKER. I certainly am completely unwilling to consider what
kind of information might be useful to the Congress, but I’'m not go-
ing to make any commitment here this morning to provide individual
bank data.

Representative Reuss. That’s fair enough, but you don’t have any
doubt about what I’m asking for, do you?

Mr. Vorcker. I understand in a general way. Let me come back to
you with some idea of what kind of information might reasonably serve
your purposes.

Representative Reuss. This is essentially a who shall guard the
guardians, who shall monitor the monitors. Since Congress gets mon-
itored by the voters on what’s happening to housing and small business
and the rest, I’ like to be in a position to tell them how our financial
institutions are doing.

Mr. Vorcker. I certainly think we can provide you with informa-
tion that will satisfy your concern about how the program, as a whole,
is progressing and what the trends are in the banking system.

Representative Reuss. I want to know what the bank of so-and-so is
actually doing. But anyway, you have my request, and you either
honor it, or you tell me no, and then we will have one of those stimulat-
ing dialogs that I always enjoy. [Laughter.]

Now, a little bit about your list of goods and bads, which I think I
commend you on. But there is one good and one bad, at least in my
calculus, which is absent.

Why don’t you include among your goods—you’ve got small busi-
ness, farmers, and home buyers—why don’t you include productive
capital investment ?

Mr. Vorcker. We thought that was implied.

Representative Reuss. I don’t really think it is. Small business, yes;
farmers, yes. But I very frankly have nothing against big business
making a productive capital investment. It’s all right with me.

Mr. Vorcker. We don’t either, and that’s, I would have thought,
the thrust of this. Some people are allergic to the particular terms
“productive” and “nonproductive.”
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Representative Reuss. Strike productive. I'll settle for capital in-
vestment. .

Mr. Vorcker. We are conducting a program of loan restraint. I
can assure you that there will be people out there saying they have
productive investments that, in the aggregate, will total about twice
the amount of available credit. There aren’t many banks, I assure you,
that are going to come into us and say, “Gee, we just made an unpro-
ductive loan yesterday.”

Representative Rruss. I said, “Strike the productive,” if that
bothers you. Just say, “Capital investment. as recognized by the T0.S.
Treasury in its investment tax credit regulations.”

Mr. Vorcker. T think that’s implicit here. But we will make it clear
that we are aiming particularly at productive investment or capital
investiment.

Representative Reuss. Think it over, whether that shouldn’t be
added.

Mr. Vorcker. This is more a negative list than a positive list, in a
sense.

Representative Reuss. It's possible. Tt should be and is positive
list. And T applaud you. But I think the degree of positivity should
be enhanced by including capital investment or business fixed invest-
ment, whatever,

One bad that you haven't listed, you come down, as you should, on
corporate takeovers and speculative holdings of commodities, precious
metals, or extraordinary inventory accumulation. What’s wrong with
adding speculative holdings of land? T think that's a big trouble-
maker.

Mr. Vorcker. I don’t disagree with you. I think we had a sentence
saying land development, whether or not well-developed plans

Representative Revss. You're giving a template here, a matrix, and
T want to make sure it’s perfect. Consider adding land to that.

Mr. Vorcker. It’s not going to be perfect, if I can say that, Mr.
Reuss. The philosophy of this program is that the banks cooperate
and recognize the spirit of this thing, and I think that they do so.
It is urgent and necessary that they do so. That’s why we had this
consultative process. We have to leave a certain amount of judgment
to them as to which purchase of land is, indeed, something that should
reasonably be cut back to free up funds for other uses, and which

urchase of land may be for a bunilder who wants to develop a tract
m the next few months consistent with our desire to maintain the level
of homebuilding. That kind of judgment is awfully hard to write in
a sentence.

Representative Reuss. But you didn’t boggle at putting in inventory
accumulation and holdings of commodities. There are good ones and
bad ones. I want you to be a still small voice inside the banking system.

Mr. Vorcker. T don’t want to suggest we can be perfect in detail
or substitute for the bank’s judgment, My associate points out to me
a specific questionnaire—and this will delight vou, I hope—where we
ask about speculative loans. It says, specifically, “Loans for invest-
ment in Jand without well-defined plans for its useful development.”

Representative Reuss. Beautiful. We are together, And the only
reason I upbraided you here was I was reading from your press re-
lease, where through an innocent oversight
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Mr. Vorcker. The question there is a little bit more detailed.

Representative Reuss. You are on the right track, and if you can
keep us clued in as to what the banks are doing, that will be very
helpful.

End may I suggest that if the banks know that we are clued in on
it, they are likely to hear that still small voice even louder, which will

.help you. We want to help.

Mr. Vorcker. I understand.

Representative Reuss. Thank you.

Senator Jepsen.

Senator Jepsex. Thank you, Congressman Reuss.

In trying to get a clue, which T, and I think about 200 million others
in this country are trying to do, of just where this administration is
going, what direction it has and what resolve and will toward getting
2 handle on this, I want to go back to my aréa of comment that I
referred to before. I would just like to list four simple things, one
at a time, and ask you, Mr. Volcker, if you would feel that this was
something you could support at this time, at a later time, or not at all?

Let’s pretend for a minute that the administration would announce
that there be an immediate moratorium on all new regulations; that
further, it would immediately appoint the members—some members
of the administration and some members of the legislative bodies, form
an action committee to review all regulatory agencies with regard to
their activities, generally, without getting into detail, with the resolve
to come up with some kind of report on the balance that we ask and
talk about with regard to regulatory activities and how it affects our
economy, and to have this back in 4 months; and that if there was
anyone, at least in the administration, that felt that they could not do
that, that maybe they ought to seek other employment—in other
words, get some resolve in that area. How would you feel about that?

Mr. Voroker. I applaud the spirit of what you're saying. 1 don’t
know whether you’re thinking of a congressional act.

Senator JEpsEN. I'm not thinking of that. I'm thinking of an ad-
ministration and leadership doing what, by Executive order, could be

. done, and should be done, in my opinion.

Mr. Vorcker. My understanding, Senator, is that the administra-
tion had some thoughts along those general lines, but it was immedi-
ately pointed out that there are now so many laws that require new
regulations that it would not be doing much to wave the flag and
say the administration would put on a moratorium.

That’s not within its area of competence, because virtually every
new regulation coming out is mandated by law.

We have quite a few within the Federal Reserve that I groan about.
But, you know, the law says you get a regulation out there by April 1,
or whenever, and I don’t think there is any Executive order that can
override the legislation. If you want to accomplish that result, I think
you’re going to have to pass a law.

Senator JEPSEN. Again, just talking about reasons why we can’t do
it, do you think the idea is good ?

Mr. Vorcker. I think the idea is good.

Senator JEPSEN. A lot of this is professional footdrag, bureaucrat-
ese, and all the things you get from this “happiness academy” back
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here in Washington, D.C. All the reasons why we can’t do something
that needs to be done. We do all kinds of things that don’t need to
be done. And it's unbelievable.

Mr. Vorcker. If you can get that done, I am with you.

Senator JepseN. Two, the same type of thing, to issue a directive
to cut redtape, facilitate and expedite export marketing, activities. Go
in and set up an administrative executive committee into the Com-
merce Department, the 11.S. Department of Agriculture, and others,
and get the same type of similar review and report back in 4 months.
Do you have any problem with that? :

Mr, Voroxer. No.

Senator Jepsen. Three, an administrative commitment by calling for
and supporting some form—without getting into whether it be a con-
stitutional amendment, statute, whatever it is—some form of a man-
dated commitment to balance the budget and limit Government spend-
ing, not only this year, next year, 3 years from now, 4 years from now.
Tie that in with 5- and 10-year projections; illustrate what they mean
when they say “balanced budget and limited spending,” But mandate
it. Supporting a mandate to do it. '

As I say, confession is good for the soul. I have been here 1 year
and 2 months. I am absolutely convinced—I am not proud to say it—
but that the 535 eclected officials here are not going to do this other
than maybe momentary, not on a permanent hasis.

Now, I believe it should be mandated. I think there is a growing
concern and a support for that in this country. What if the present
admir?listration asks you, “Should we do this?” what would you tell
them?

Mr, Vorcker, Yes, I would like to see something done in this area.
But let me say I am not at the point of thinking this is appropriate
as a constitutional matter. There are lots of problems, I know, in any
of these approaches. But I find myself increasingly sympathetic to the
idea that setting, through some kind of legislation, an overall spend-
ing limit—even recognizing that Congress can undo in the future what
it does today—is perhaps a useful device to emphasize the importance
of this problem and your intent.

There are all kinds of complications in actually writing such a piece
of legislation; I am aware of that. But it makes more sense than the
kind of debt-ceiling exercise that we have gone through in the past,
which comes at the end of the budget process instead of at the begin-
ning of the process.

Scnator Jersex. I have some more on the laundry list. But thank
you for your candid answers, My time is up. .

Representative Reuss. Thank you. Senator McGovern.

Senator McGoverx. Thank you, Congressman Reuss. o

Mr. Volcker, I am sorry I had to be out of the room quite a bit this
morning. We had Secretary Vance before the Foreign Relations Com-
mittee, so Thave had to divide my time.

But T want to ask a question now that probably is backward. I
should have begun with this. And that has to do with the causes of in-
flation as over against, the cure. And I would like to just give you my
own amateur view on it, and then have you react as to whether T am on
the right track in terms of the causes.

66-327 0 - 85 - g
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I list, first, the Vietnam war, at least after 1965, and the buildup
that occurred for the next 7 or 8 years. Second, two unprecedented
things that happened after we pulled out of that enterprise in 1973.
The first of those was that for the first time in the 200-year history of
the country we increased military outlays after a war rather than sub-
stantially curtailing them. I don’t think that’s ever happened before
in American history, that we went up on the military expenditures in
the postwar period. And simultaneously, in 1973, you had the oil em-
bargo and the end of low-cost plentiful energy.

A~ fourth factor is the comparative decline in U.S. productivity.
What caused that, I don’t know, whether it’s a lack of management,
wit, and imagination, or whether it’s the fact that we are so pre-
occupied again with putting R. & D. into the military development
that we have neglected our civilian industry.

And then the final factor is one that is usually mentioned first, and
that is the Federal deficit. It would seem to me that the personal defi-
cits most of run is probably more significant than the Federal deficit,
but let’s list that as five.

Does that come anywhere near to your own explanation of how we
have gotten into this inflationary bind that seems to be so tenacious
and stubborn and resistant to the things we are doing to cure it?

Mr. VorckER. Let me try to answer in this way, Senator McGovern.
I think you pointed to a number of things that obviously and specific-
ally had an Influence in the last decade or so on this accelerating in-
flation. The failure to finance the Vietnam war properly was certainly
one factor. I don’t know about the defense spending thereafter ; I don’t
think that change is of a magnitude that I would give it the same
priority that you do. Certainly, the productivity problem makes it
more difficult and adds to inflationary pressures. Oil is a very obvious
problem. So are the Federal deficits. :

In my own analysis, I look beyond the specifics and ask why? Why
wasn’t the Vietnam war financed correctly ? Why did we permit the
Federal deficits to build up? Why didn’t we meet the oil problem more
forcibly ? Why haven’t we given more attention to productivity ¢

And I sense a more general answer: That we had inflationary con-
cern fairly low on our priority list, whatever the oratory was. Our
concerns were elsewhere. They were with, let’s say, the management
of the Vietnam war and that particular episode. More generally, as 1
was suggesting to Congresswoman Heckler earlier, the predominant
concern has been over any hesitation in the economy; and, if we were

oing to have a choice, the choice was always made toward expansion.
R lot of those forecasts of recession turned out to be wrong, but we
were left with the expansionary policy because that was some appraisal
of where the risks lay.

All these things accumulate. It didn’t appear—and maybe in some
sense was not—all that dangerous, when inflation was at a low rate.
But the longer this persisted, the longer it became engrained in the
psychology. Now we find we have a bear by the tail. It was a very con-
venient assumption that, as the expression went, “We could buy a little
employment at the expense of inflation ;” it even worked in the sixties,
I think. And so the choice was made In the direction of stimulating
the economy for understandable reasons.
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Now that the inflationary psychology has gotten a hold on us and
people anticipate more inflation, those choices no longer exist. We
don’t have the choice of stimulating anymore, becanse if we took stimu-
lating action right now the financial markets would tighten, they
wouldn’t ease.

We have run out; we have been disillusioned about the nature of
some of the so-called trade-offs. I think it’s a combination of all these
events and the attitudes that underlie the specific problems that you
rightly point to. There is some kind of a common thread there. Pro-
ductivity hasn’t been all that important to us; we give it a lot of lip-
service, but when it came to a choice between doing something to sup-
port productivity and doing something else, we typically did the
“something else.”

I hope and T really think that what we are coming to understand is
that some of those choices have to be made in the other direction if we
are really going to deal with this problem, not just in the next few
months but over a period of time. That is the relevance, I think, of
some of the tax programs, some of the regulatory programs that we
discussed here this morning.

Senator McGoverx. Thank you very much, Mr. Volcker.

Representative Reuss. Congresswoman Heckler.

Representative HeckLrr. As you know, Mr. Volcker, there is a grow-
ing difference of opinion on what measures are entirely appropriate.
On the one hand, there is a very loud voice from the electorate in
favor of a balanced budget. On the other hand, from the business com-
munity relating to the question of increasing productivity, we have
a growing chorus of demand for what is known on the Hill as 10-5-3,
the accclerated depreciation bill.

I think I know what your answer would be in terms of priority.
Nonetheless, in view of the problems of productivity, what is your
feeling about 10-5-3 and about accelerated depreciation?

Mr. Vorcer. I am not an expert on all the aspects of that bill, but
I think the depreciation approach is one valid approach toward deal-
ing with this productivity problem. Whether it's 10-5-3 or some other
with measures—all are useful areas of debate. I have sympathy toward
that particular approach.

In general, T think the approach of some direct stimulus and some
direct incentive on the investment side is the correct way to go. That is
one approach that fits into that general framework.

Representative HrcrLer. You would like & business stimulus, but
you have been critical of other stimulative measures taken by the Con-
gress 1n anticipation of unemployment.

Mr. Vorcker. I say that’s a way to go, as you implied in your ques-
tion. I didn’t say “Adopt it today.” When we get the budget in shape,
that would be, I'think, a reasonable element in a tax package.

You can look at the investment tax credit; you can look at the wa
we tax corporate income and all the rest. Those are alternatives.
think you have to sort out which way you want to go. There does
seem to be more of a consensus, I think, on the depreciation approach
than perhaps on some of the others, but that remains to be tested. An
intelligent approach in that area makes sense to me. That doesn’t
mean that’s all you do. Individual tax rates are very high, too. You



128

want some kind of balance in the program. But I think that area is a
v}tl:ry important element that needs more emphasis than it has had in
the past.

Ix? very general terms, on a matter of the tax structure that’s existed
for 30 years or more, we are not very kind, in my judgment, to the
investment/savings process. Go back to the roots of our tax system; we
tax income when 1t’s earned and we tax it again when interest is earned
on it. That tax really becomes a part of the capital when you are in
an inflationary environment, and the interest rate is, in a sense, a way
of keeping up with inflation. Looking at the other side, we allow de-
ductions of interest payments from the tax bill.

The whole tax structure, I think, has been biased away from pro-
ductivity, away from savings, away from investment, in favor of con-
sumption; that bias, I think, ought to be changed. There is more than
one technique for doing that. You mentioned one which has some
promise. But when it comes to giving up revenues, let’s wait until we
turn the corner on the immediate problem.

Representative Heckrer. I would just like to get back to my basic
question. Witnesses always enjoy generalized statements, and Mem-
bers of Congress always like specific answers. The challenge lies in
answering both, accommodating each without appearing not to
respond.

But I am interested still in this question of where we are. I think
the most basic question that any American has is what is happening
in the economy. We all know the statistics. What is really happening.
Now, in your elaboration and response, which was very extensive, and,
I think, very invaluable to Senator McGovern’s questions, you dis-
cussed some of the tensions which the Congress faces between the
question of inflation and the prospect of a recession.

And my question to you—you have given the same basic answer but
with a very important subtle difference, because I believe when I asked
you earlier had the recession started, you said you saw no sign of that
recession. Your answer today was you have seen no indicators of the
recession. However, today, you said that you do expect a probability of
a downturn. :

1 would like to ask you to define or expand on that probability. What
kind of a downturn are you talking about, and when? And what is
this economy actually saying in terms of the prospects in the next 6
months, year, et cetera?

Mr. Vorcker. I know you like to pin me down to a very explicit fore-
cast, but let me tell you that I think I would be doing you a disservice
if I permitted myself to get pinned down too close, because the answer
is that I don’t know in specifics.

The major characteristic of this economy has been that it surprised
everybody. To have me sit here and say, “My personal forecast is that
industrial production is going to drop 2 percent in May,” would be
totally misleading. That’s not my personal forecast, by the way.
[Laughter.]

The point I want to make is that uncertainty is inherent in the situa-
tion that we face, and we would make a great mistake, in my judgment,
if we said, “Look, we know we’ve got a terrible inflationary problem,
but let’s shy away from dealing with it, because my forecast—or
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somebody else’s forecast—is that the recession is not going to begin
until the second quarter.”

All I know is that what has happened is that that could have been
said about any quarter in the past year, and it would have been wrong
for four quarters in a row. The inflationary problem has gotten worse,
meanwhile. We better deal with the problem that we know is here and
that we know we’re going to have next quarter as well as this quarter,
which is the problem of inflation.

The economy has been surprisingly buoyant. It’s got a lot of strength.
Here we've got an economy that has two industries considered to be
kind of bellwethers—housing and automobiles—which are weak, very
weak. Yet the economy as a whole has held up. There’s a great deal
of strength in the whole investment area; we haven’t had enough
investment in the country, but relative to what we have been having
recently it’s very strong.

The automobile industry itself is doing an immense amount of in-
vestment. They cannot get their new small cars into production because
they can’t get delivery of machine tools and all the machinery that
goes into the assembly line; all the suppliers are jammed up from
here to kingdom come in terms of producing those kinds of goods,

The basic metal industries are doing well. The computer industry
and all these newer industries have been doing surprisingly well in
the face of strong recessionary tendencies in other industries.

All that has been going on for a year in a surprising way. I do think
that the probabilities remain that we are going to have some kind
of a downturn, recession, softening, before this year is over. It may
come sooner rather than later. I just don’t know. 1 do know that what-
ever that situation is, we better deal with this inflation problem.

I don’t see the kind of obvieus imbalances in the economy, for in-
stance, on the inventory side, that have sometimes given us a very
quick and sharp downturn in the past. 1 also note that we have 8
couple of industries already depressed, so there is a question of how
much lower they can go. They may even be rising if the rest of the
economy falls, which is also a factor that one would expect to limit
the severity of any downturn.

Representative HrcxLer, My time has expired, Congressman Reuss.

Representative Reuss. Thank you very much. The morning has now
been consumed. We appreciate your helpfulness, wisdom, and coopera-
tion. Wo now stand in adjournment,

[ Whereupon, at 12:05 p.m., the committee adjourned, subject to the
call of the Chair.]

[The following written questions and answers were subsequently
supplied for the record:]

Rusronse oF IoN. PAUL A. VOLCKEX To WEITTEN QUESTIONS POSED BY
SENATOR Javirs

CoNGRESS OF THE UNITED STATES,
Joixt Ecoxoyic CoMMITIEE,
Washington, D.C., March 26, 1980.
Hon. PAUL A, VOLCKER,
Chairman, Bourd of Governors,
Federal Eeserve System, Washington, D.C,
Dear MR Cuaigmax: Senuator Jacob K. Javits has requested that the en-
closed questions be sent to you. They, along with your answers, will be in-
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cluded in the record of the Joint Economic Committee hearing on the President's
new economic proposals, which was held on March 20.

We would appreciate your reply as soon as possible in order to insert the
answers in the final transeript.

Thank you for your attention to this matter.

Sincerely,
JoHEN M. ALBERTINE,
Ezecutive Director.
Enclosure.

1. Why has the President’s anti-inflation program not focused on the supply
side of the economy? The President has indicated that we must first have a
balanced budget before he would consider any further tax cuts. Would you
interpret that to mean that the President is only committed to balancing the
budget for one year? What would be the elements of a fiscal policy that would
permit the Federal Reserve Board to begin to bring interest rates down?

2. What are your views on establishing a two-tier prime rate that would
differentiate between large and small business? Is it not a fact that the small
business community is the sector of the economy that will be the most hit by
the coming credit crunch? What remedies would you propose to alleviate
the effects of the credit restraint program on small business?

3. What do you expect the impact of the President’s anti-inflation program-
will be on the value of the dollar in the foreign exchange markets? Do you be-
lieve that we are in the midst of an international interest rate war? Is there a
trade-off between domestic and international factors in determining U.S. mone-
tary policy? If a credit tightening should develop worldwide, what effect would
this have on the oil importing developing countries and their ability to service
their present debt burdens and to incur new debt?

BOARD OF GOVERNORS OF THE
FEDERAL RESERVE SYSTEM,
Washington, D.C., April 7, 1980.
Hon. JacoB K. JAvITS,
U.8. Senate,
Washington, D.C.

DEeAr Jack: I am pleased to enclose responses to the questions you sent as
a follow up to the hearings on March 20 on the President’s new economic

proposals. .
Please let me know if I can be of further assistance.
Sincerely,
PAUL A. VOLCKER,
' Chairman,
Enclosure.

Question 1. Why has the President’s anti-inflation program not focused on
the supply side of the economy? The President has indicated that we must
first have a balanced budget before he would consider any further tax cuts.
Would you interpret that to mean that the President is only committed to
balancing the budget for one year? What would be the elements of a fiscal
policy that would permit the Federal Reserve Board to begin to bring interest
rates down?

Answer. There is no disputing that supply-side considerations are important—
indeed, the President took specific note of this in announcing his anti-inflation
program. The benefits of fiscal policy intitiatives in this area, in terms of re-
lieving price pressures, are not likely to be realized quickly, however, and in
the meantime such initiatives will add to the federal budget deficit. At this
juncture, both to ease pressures on financial markets and to establish greater
public confidence in the government’s commitment to ending inflation, the most
pressing need is to evidence the sort of commitment to fiscal restraint that would
be entailed in establishing a balanced budget for fiscal year 1981.

Question 2. What are your views on establishing a two-tier prime rate that
would differentiate between large and small business? Is it not a fact that the
small business community is the sector of the economy that will be the most
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hit by the coming credit crunch? What remedies would you propose to alleviate
the effects of the credit restraint program on small business ?

Answer, The degree of ditliculty that businesses may encounter in coping with
conditions of credit stringeuncy is not a function solely of their size. However,
smaller firms tend to have less access to some types of credit sources, and thus
less flexibility in adjusting to a tightening of credit conditions. The Board has
specifically recognized this in its voluntary credit restraint program by advising
lenders to give special consideration to the needs of small business customers,
Even prior to the introduction of the program last month, many banks had intro-
duced special below prime base rates for smaller firms—such plans certainly are
in the spirit of our current program.

Question 3. What do you expect the impact of the President's anti-inflation
program will he on the value of the dollar in the foreign exchange markets? Do
you helieve that we are in the widst of an international interest rate war? Is
there a frade-off between domestic and international factors in determining U.S.
monetary policy? If a credit tightening should develop worldwide, what effect
would this have on the ofl importing developing countries and their ability to
service their present debt burdens and to incur new debt?

Answer. Demand for the dollar in foreign exchange markets clearly is highly
sensitive to the outlook for inflation in the United States. The dollar has shown
considerable strength in the period since the President’s announcement of the
governwent's anti-inflation actions. This, I believe, demonstrates that, especially
in the present circumstances, there is no real conflict— or trade-off, as you put
{t—between our domestic and international goals.

As regards the question of a possible interest rate war, it is possible that at
times countries’ views with respect to the exchange values of their currencies
may confiiet. Conceivably such a situation could lead to “‘competitive’” interest-
rate increases. I helieve, however, that the dominant element in the general rise
of nominal interest rates in the industrialized nations over the past year has
been the need all countries bave felt to come to grips with inflationary pressures
by exercising monetary restraint. Communication among policymakers in the
various countries is good, and I trust that the dangers of competitive apprecia-
tion are clear enough that any tendency in that direction would be quickly
halted.

You are correct in highlighting the implications for non-oil developing nations
of the OPEC price hikes as one problem that would be exacerbated by an exces-
sive world-wide tightening of credit aud/or a sharp downturn in industrial ac-
tivity. The OPIC surplus will grow enorinously this year, and both the indus-
triulized and developing countries are likely to experience substantial deficits.
The world financial system should be able to cope with this general situation,
although some countries will no doubt encounter difficulties that will require ad-
justments in lending agreements or assistance from international agencies.
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Conoress oF THE UNITED STATES,
Jorxt EconomMic CoMMITTEE,
Washington, D.C.

The committee met, pursuant to notice, at 10 a.m., in room 5110,
Dirksen Senate Office Building, Hon. Clarence J. Brown (member of
the committee) presiding.

Present: Senators Roth and McClure; and Representatives Brown
and Rousselot.

Also present: John M. Albertine, executive director; Kent H.
Hughes, Keith B. Keener, and Mayanne Karmin, professional staff
members; Betty Maddox, administrative assistant; Charles H. Brad-
ford, minority counsel; and Stephen J. Entin, minority professional
staff member, '

OPENING STATEMENT OF REPRESENTATIVE BrowN, PRESIDING

Representative Brown, Today is the third in our series of hearings
on the President’s new anti-inflation program. The President’s latest
anti-inflation program seems to be doomed to the same failure as his
earlier programs. In response to the President’s plan, the stock mar-
ket continued to plunge downward. Expectations of higher inflation
and higher interest rates have not abated and the bond market is
suffering near catastrophic losses. Yesterday before this committee,
we heard the latest bad news on the inflation front with consumer
prices again rising at an annual rate of 18.2 percent a year.

The current situation stems directly from the indecisive and vacil-
lating monetary and budget policies of the last few years. After ex-
cessive money creation in 1978, the dollar was down and inflation was
up. Then policy flipped. Mr. Miller took a stab at slowing the money
su‘%)‘ply in November 1978, and the run on the dollar stopped. Then
polhicy flopped, and we were off and running again with rapid money
growth and more inflation in the summer of 19%9. Then policy flipped
again as Mr. Volcker took over to avert another market panic in Oc-
tober 1979. T hope this policy will not flop as well, either because of
early abandonment on the one hand or excessive zeal on the other.

To make this necessary monetary restraint bearable and sustainable,
the Fed desperately needs some help from Congress and the adminis-
tration. The only credit controls should be on the Federal Govern-
ment. The budget must be balanced and off-budget borrowing reduced
to get the Government out of the credit markets. The limited credit
being created must be left for the private sector. Otherwise, home-
building, investment, employment, and real growth will collapse.

(133)
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Credit controls on the private sector are not the answer. I am par-
ticularly worried about what additional restrictions on credit will
mean for capital formation. The collapse of the bond market, the con-
tinued erosion of the stock market, high interest rates, and the volun-
tary guidelines for business loans will all make it more difficult for
firms to obtain investment funds. In addition, the prospect of a reces-
sion is bound to dampen investment plans. The failure to save and
invest in the midseventies is the fundamental reason for America’s
embarrassing performance in productivity and declining living
standards.

To discuss these and other issues, we are very fortunate to have
with us Mr. Arthur Burns, former Chairman of the Board of Gov-
ernors of the Federal Reserve System and currently a resident scholar
at the American Enterprise Institute. Mr. Burns is a man who mixes
scholarship with wide-ranging practical experience. His advice is
sought in every financial center of the world. He has been generous
enough to appear before us this morning on short notice. I want to
remind the members of the committee that we have promised to let
Mr. Burns go by 11 a.m., and that we will operate under the 5-minute
rule, :

Mr. Burns, would you like to make a few initial comments, or shall
we go right to questions? '

STATEMENT OF ARTHUR F. BURNS, FORMER CHAIRMAN, BOARD OF
GOVERNORS, FEDERAL RESERVE SYSTEM, AND CURRENTLY A
RESIDENT SCHOLAR, AMERICAN ENTERPRISE INSTITUTE, WASH-
INGTON, D.C.

Mr. Bur~s. Thank you very very much, Congressman Brown.

I perhaps will make a few comments; but I will not take long. I
want to address the specific questions that you and your colleagues on
the committee may have in mind.

The President, on Friday, March 14, addressed the Nation and
presented his new anti-inflation program. That program consisted of
five parts. :

The President spoke of long-term structural changes.

Then he announced some revisions in the budget for fiscal year
1980, this fiscal year; and for fiscal year 1981. ’

The President informed the country of his plan to establish an oil
import fee. '

Fourth, the President announced certain revisions in the wage and
price standards; and, fifth, the President informed the country that
new credit restraint would be imposed by the Federal Reserve Board.

Let me make a few comments about the President’s new anti-
inflation program, as I see it.

First of all, the President failed to present a plan for stimulating
improvements in productivity. The President failed to present a plan
for dismantling regulations that have been impeding the competitive
processes. The President failed to present a plan for modifying regu-
lations concerned with health, safety, and the environment that have
been running up costs and prices unnecessarily. In short, the President
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contributed nothing beyond some rhetoric to the structural policies
that are needed for curbing inflation. .

On the budgetary front, the President made some marginal adjust-
ments, but they are virtually confined to raising taxes, rather than
curbing Government expenditures.

There is nothing in the new budgetary policy announced by the
President to give people confidence that the long era of persistent
budget deficits is coming to an end.

There is nothing in the new budgetary policy to give people con-
fidence that it will be more difficult to run budget deficits in the future.

There is little or nothing in the new budgetary policy that conveys
credibility in a stable and frugal governmental financial policy.

There is, therefore, nothing in the new budgetary policy to turn
inflationary psycholo around ; to make people feel tiat inflation will
no longer be nourished in the future by excessive Government spend-
ing,

On the energy front, the President’s plan for an oil import fee is
constructive; but instead of limiting in ation, the imposition of this
fee will tend to intensify it.

As for the wage and price guidelines, they have been quite ineffective
in curbing inflation in the past, and T doubt that they will be any more
effectivo in the future; in fgct, by explicitly raising the wage standard,
the new guidelines may have a perverse effect,

To the extent that the new policy announced by the President can
prove effective in the fight aganst inflation, it wilfy do so by extending
further the monetary and credit restraints that were previously put
in place. The essence of the President’s newly proclaimed policy is
that we will continue to rely almost exclusively on monetary policy in
our efforts to curb inflation. That is far too great a burden to impose
on the Federal Reserve.

Of course, the critical question about the new, overall economic
policy announced by the President is, “How well will it work 2”

The judgment of the financial community appears !o be that the
President has missed the opportunity to present a strong and credible
anti-inflation Eolicy. The judgment of the financial community
appears to be that the President missed the opportunity to strengthen
confidence in our Nation’s economic future.

The stock market, the bond market, the money market have spoken
plainly since March 14. In each of these major financial markets, the
raaction to the announcement of the new anti-inflation policy has been
adverse,

I’ve had to do considerable traveling within the past 10 or 12 days;
that is why I've had no opportunity to prepare a formal statement
for presentation to this committee. I've talked to many businessmen in
New York City, St. Louis, and Chicago, and I find members of the
business community feeling very discouraged at the present time. Let
me say Justa few words about my own feeling.

. My feeling is that nothing really constructive with regard to our
inflation problem has been accomplished by the President’s new plan
in the fiscal area.

I believe that the new policies for taxation and credit restraint are
being put into place at a time when our economy is already displaying
signs of weakness,
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I regret to say that I am inclined to think that a recession has been

hastened and perhaps will be intensified by the newly announced

olicy. '

P I aym inclined to believe that the rate of inflation will be somewhat
moderated in the course of the projected recession, but I also believe
that the next economic recovery will start from a higher level of
inflation than anything we have experienced in the past, unless our
Government finaily adopts and consistently stays with an economic
policy that inspires confidence that inflation will come to an end and
that economic productivity in our country will again flourish.

Thank you for the opportunity to make this brief opening statement.
I am ready for your questions, Congressman Brown.

Representative Brown. Mr. Burns, thank you very much. First, let
me express our thanks for your appearing this morning. I also would
like to express the apologies of the chairman of the Joint Economic
Committee for not being present to hear your testimony this morning.
I know he would have liked to have been here. He has asked me to
preside.

I am sure the chairman, if he wishes, will write out some questions
for your response. We would be happy-to have you answer in writing.
We will reserve that opportunity for him at this point in the record.

I would like to recognize the Senator from Delaware, Mr. Roth.

Senator Roru. Thank you, Congressman Brown.

I find the mood of both the executive branch of government and the
Congress one of willingness to work together to solve this problem. I
think that this is needed at this time we seem to be facing now.

Would you care to comment on your feelings as to what the bank-
ing community will experience due to the President’s initiatives that
he released? I am also worried about the ability of a number of de-
veloping countries to service existing levels of debt. Are any of our
major domestic banks overexposed or in any financial danger because
of potential defaults on overseas loans?

Mr. Burns. As to your first question, the cost of raising money will
go up for the banks. So too will the burden of complying with the
new regulations. ’

Turning to your second question, some of our banks have been rather
carellsss in extending loans to less developed countries around the
world. ,

I remember vividly what happened during the 1920’s. At that time
our investment bankers became enthusiastic about profits to be made
by extending loans to foreign countries around the world; and they
sent their salesmen traveling to encourage governments and foreign
enterprises to borrow money. :

The results of that experience are extremely instructive : The foreign
loans that were extended in the early 1920’s, along with the loans
that were extended during the rest of the decade, were thoroughly
tested during the Great Depression of the 1930’s. The loans of the
early 1920’s, before the exuberance in lending reached a climax, turned
out to be good loans; and practically all of the later loans had to be
written off. :

In the last few years our commercial bankers—either not know-
ing history, or ignoring it—have also sent salesmen around the world
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to encourage foreign governments and enterprises to borrow; and they
have done so on a very generous scale,

By now, however, our bankers understand perfectly well, T think,
that they may have gone too far. They are cutting back on new loan
extensions; it is foreign bankers, bankers in Germany, Japan, and
other countries, that are now making loans to the LDC’s on a very
liberal scale.

I think that some of the loans that have been extended to foreign
governments and enterprises will never be repaid. However, our major
banks are still in a good and strong condition, and I think the banking
difficulties that you spoke of are, at this point, being exaggerated.

I am inclined to believe that we will pull through, and perhaps
our bankers will learn g lesson this time tEat they will remember for
a few years.

Senator Rotu. My time is up, but if I could just ask one short
followthrough question?

Representative Brown. Sure.

Senator Rotu. With respect to housing, do you think that the Con-
gress should do anything? For example, are you familiar with the
Brooks-Cranston legislation? If housing drops to, sa{, below the
1 million new starts a year, is there any action we should take?

I take it from what you say on banking, you don’t sec any par-
ticular action necessary {y the Congress. I wonder

Mr. BorNs. T think there is one action that is imperative: To re-
scind the Credit Control Act of 1969, That is a demagogic piece of
legislation, one that has put dictatorial power into the hands of the
Federal Reserve Board, a power that no agency of government should
have.

In passing this legislation, Congress abdicated its authority over fi-
nancial institutions. In-the absence of new legislation Congress now
has no power over any financial institution. All the power is now vested
in the Federal Reserve Board.

This is stupid legislation, demagogic legislation that is potentially
destructive of our economic system. The sooner we get that off
the books, the better off will this country be; and I don’t know any-
thing with higher priority for congressional attention than that.

Representative BrowN. Senator McClure. .

Senator McCrLure. Mr. Burns, thank you for your opening state-
ment. Thank you for the advice you have been giving to the Congress
for the last many years, We would be in much better shape today had
we been heeding some of that advice and acting upon some of the calls
for action, such as the one you just issued, with respect to the Credit
Control Act.

We are seeing a severc depression already in the housing industry.
Workers have been laid off—the layoffs started 2 months ago. The
downturu is very evident, as the people who depend upon that for
their livelihood are already feeling that very real depression,

Within the last 8 weeks, nearly 50 building contractors have filed
for bankruptey in the Boise area alone.

The last quarter reports of the savings and loan industry indicate
that many of them were in a profit position only becanse of the pen-
alties for early withdrawals on deposits. I am sure the first quarter is
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going to show many of them in a deficit position, with many of them
m{)t having the liquidity necessary to ride out any prolonged period
of time.

If we look just at that one industry from the production of the
products that go into the housing and through the building—all of
the building trades, the lathers, plasterers, the plumbers, the elec-
tricians, the carpenters, the cement finishers, on through to the other
end of the spectrum, the financial institutions which support that
industry, the beginning of the depression is very real.

In the face of that, we are all being confronted with demands that
the Federal Government “do something,” and there will be efforts
made, I am certain, to expand Government financing for housing by
somewhere on the order of $2 billion to $6 billion.

That’s a very tough appeal to resist when so many thousands of
people are being directly affected in their jobs and livelihood. I men-
tion that only because I am convinced in my own mind that we are not
going to get to a balanced budget; that we lack the political courage
to do what is necessary; and that the little efforts, the marginal efforts
to cut spending are being much overshadowed by the increased taxa-
tion that is being proposed to balance the budget.

That increased taxation, piled on the lack of productivity in our so-
ciety already, is going to plunge the Nation into a vicious downward
spiral of efforts to balance the budget by raising the taxes, killing off
the ability of industry to continue to function and, therefore, reducing
receipts to the Federal Government.

There is no way that Congress can reduce expenditures at the mar-
gin rapidly enough to offset the downturn in revenues and the mas-
sive increase in unemployment compensation and welfare payments
that will be required on the other side.

It seems to me that, if T am correct, what the country needs badly
now is a policy geared to reducing the deficit, geared to reducing the
Federal expenditures, geared to reducing the burden of taxation; or,
to put it conversely, geared to increasing productivity in our economy.

Would you care to comment ?

Mr. BUr~s. Senator. you have focused on the homebuilding in-
dustry. I understand the problems of that industry. I have been a
student of it for 50 years.

My advice to the Congress is not to try to patch up what now ap-
pears to be wrong with that industry. That won’t work.

The critical problem of that industry is simply the very high level
of interest rates. They have been soaring; and don’t blame the Federal
Reserve for it. Blame the Congress and the administration which
have put the entire burden of fighting inflation on the Federal Reserve.

When the President’s budget message and his economic report came
out toward the end of January, financial markets respondecg) immedi-
ately in ways that spelled disaster for the homebuilding industry. In-
terest rates soared once again.

Why? Because market participants reached the conclusion that the
rate of inflation is likely to be a good deal higher than they had an--
. ticipated. As you well know, an inflation premium is built into in-
terest rates, particularly long-term interest rates. Long-term interest
rates rose promptly and sharply by some 2 to 3 percentage points;
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hew mortgages, to the extent that there are any, are being contracted
for at interest rates of 14, 15, 16, and 17 percent,

The way to solve the problem of the homebuilding industry is to
cushion inflationary psychology in our country, to make people feel
that inflation can be and soon will be brought to an end.

If that happens, long-term interest rates would drop, and drop
sharply. Mortgage financing would be revived; and the homebuilding
industry would before long be on its feet again.

That is the only solution, in my judgment, that has any chance of
yielding anything like permanent success,

Senator McCLore. Thank yon very much, Mr, Burns.

How much of inflation is caused by imported oil pricing? There are
a great many Members of Congress pointing to the OPEC cartel and
seeking to put the blame on both OPEC and the oil companies, which
I regard as an effort to shift the attention away from the focus on the
Congress.

Certainly oil prices had some impact upon inflation.

Mr. Burns. There is no question about that. I don’t think I can
give you a precise figure, but T would point out that there are other
countries in the world, notably Germany, Switzeriand, and Japan,
that import far more oil, practically all of their oil; and the rate of
inflation in those countries, while if has been rising of late, is in the
neighborhood of 6 percent, which is less than half the inflation rate
that we recently have been experiencing.

That is an indirect answer to your question. As for numbers, 1
would guess that perhaps 2 percent of our inflation rate, possible a
little more could be attributed to the oil price.

Senator McCrLore. 2 percent, or 2 percentage points?

Mr. Burws. 2 percentage points, thank you. But I regret to add
that a demagogic theory of inflation has developed—namely, that
OPEC and our oil companics are responsible.

I'm hardly a friend of OPEC. I wish some of the policies I advo-
cated back in 1973, when the price of oil was quadrupled, had been
adopted. But I must also say this; that in part, the increase in the
price of oil by OPEC is due to the sharp rate of inflation in this
country and in many others around the world. OPEC is not only
creating inflation; it is also responding to inflation elsewhere.

As you must know, blaming OPEC for our inflation has become a
favorite political exercise. It has almost become the official adminis-
tration’s theory of inflation.

A colleague of mine went through an interesting exercise. He told
me that in reading the report of the Council of Economic Advisers, he
found some 81 or 91 references to OPEC as being responsible for the
inflation.

Another and new administration theory of inflation was, however,
implied by the President’s invoking of the Credit Control Act of
1969. That act can be invoked only when the President, determines
that excessive creation of credit is causing or threatening to cause
inflation. So this is a new theory of inflation. o .

And while T have very little sympathy, as T have indicated, with
what the President did under that act, while T think that act is danger-
ous for the country, and while the new theory of inflation is also im-
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perfect, it’s much sounder than the oil price theory which has been
shouted from every political stump in this country.

Representative Brown. Congressman Rousselot of California.

Representative Rousseror. I guess T still think of you as Chairman
%f the Federal Reserve Board. We are delighted to have you, Mr.

urns.

1 want to compliment you on your very strong and forthright state-
ment about the necessity to repeal the 1969 act. It is dictatorial. The
powers that we passed on to the Federal Reserve Board were clearly
dictatorial, with the ability of the President to—as you say—throw
the ball to the Federal Reserve Board.

Now some of our great politicians in this Congress are yakking and
screaming and shouting that they are doing it wrong over there at the
Fed. However, they are the very ones that voted to give them all those
Iilowers. Now they are disagreeing with the way the Fed is using
them.

fMI@' Burss. Why don’t you ask them to join you in getting rid
of 1t?

Representative Rousseror. To repeal it ?

Mr. Burxs. Right.

Representative Rousserot. I tried to do that the other day. My col-
league from Wisconsin, Congressman Reuss, was a little discom-
fitted. He was one of those that voted to give the powers to the Fed.

Maybe we should put in a bill to repeal it. Some of us have felt for
a long time that they held dictatorial powers. They are unwarranted
and incredibly strong.

Mr. Volcker was before our committee last week; and I questioned
him on the subject of tax reduction, because I knew that he was one
of those who believed in the Kennedy tax cuts of 1963 and 1964. And
T acknowledged to him that that was a different time and place.

But aren’t the principles of tax reduction also necessary in this
budget mix that we are discussing now for 19817 If we don’t have
some kind of tax reduction—especially in rates—the burden of this
budget for 1981 will be carried on the backs of the taxpayers of
America— even if the Congress imposes no new taxes. Evidently that’s
what the President wants, because it’s very much a part of his budget—
$99 billion worth of revenue increases, if the Congress does nothing.
in the proposal being offered by President Carter.

Now, do you agree that part of the budget package should be some
kind of tax relief to appropriately reduce the tax bias against saving
and investment, and that that should be absolutely an essential part
of our budget process ?

Mr. Burns. I think we have to be cautious. The economic and
financial environment of today differs very much from that which
existed in 1964 when the Revenue Act of 1964——

Representative Rousseror. 1 acknowledge that.

Mr. Burss [continuing]. Under which massive tax reductions were
made, was passed.

Representative Rousseror. 1 acknowledge that.

Mr. Burxs. The major difference is we had between 1958 and 1964
an absolutely steady wholesale price level and a consumer price level
rising by something like 1 percent a year. In effect, we had price
stability during that period.
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As for your question, I made a suggestion on tax policy as a part of
an anti-inflation program when I testified before the Senate Banking
Committee on March 14.

I testified in the morning. I could not testify at that time on the
President’s anti-inflation package, which was formally announced in
the afternoon, even though most of that package had been earlier
disclosed in the press.

Let me read from the testimony that I gave. This is a part of a
program designed to turn inflationary psychology around, which I
think is our eritical problem.

My suggestion calls for legislation scheduling reductions in business taxes in
each of the next 5 to 7 years—the reduction to be quite smail in the first 2 years
but to become substantial in later years. This sort of tax legislation would not
run up the budget defleit in this critical year or next; it would thus scrupulousty
avold fanning the fires of inflation, Its passage would, however, release powerfnl
forces to expand capital investment, thereby improving the Nation’s productivity
and exerting downward pressure on prices later on.

Representative Rousseror. Would that be similar to the 10-5-3 bill
we have before the Ways and Means Committee in the House? I think
it has been introduced in the Senate, too. That’s the bill to modernize
the depreciation schedule—the Conable-Jones Act.

Mr. Burns. I would have to study that closely before I could
comment on it. My recollection is that the bill provides for the revised
depreciation rules to become effective immediately. I think you could
phase them in gently so that the impact on the budget would be small
this year and the next year, but would then step up.

Senator McCrure. Would you yield on that ?

Representative Rousseror. I want to follow up on that. Then I will
yield.

You see, that would help the automobile industry, the steel industry,
the housing industry in many, many ways. That would be less
inflationary, as you have said, as to its impact on the budget, because
there would be a reflow—projected—to the Treasury because of
expanded plant creation, manufacturing equipment creation, job
creation; and T guess that’s what you had in mind.

Mr. Burns. Yes, entirely.

Representative RousseLor. I now yield to my colleague. )

Senator McCrure, I was going to ask how about a tax reduction
schedule that had almost no reduction in the first 2 years, but had
higher reductions in the third, fourth, and fifth years.

{r. Burns. That would fit my prescription ideally.

Representative RousseLoTT. One more quick question. ]

My colleague here, Congressman Brown from Ohio, has
introduced—and many of us have cosponsored—legislation to
reestablish incentives for savings in a gradual way, to encourage thrift,
and especially to be helpful to financial institutions that try to attract
those kind of savings. .

If you are not prepared to comment on that today, I wonder if that
proposed legislation might fit in your package t?n}t you have just
described? You may want to respond further in writing, )

Mr. Borns. All that T can say today is that I find Clarence Brown’s
suggestion fascinating. It’s new. I have not studied it. My initial
reaction is favorable. I think it’s highly importent to have an objective
study of that proposal made promptly.

§6-327 C - 80 - 1ip
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Representative Rousseror. To the best of your ability to comment
back in writing, it would be helpful. We are thinking of offering it in
the House as part of a tax incentive package, to do the very thing you
described. So your response would be helpful, if you could, within the
next week.

Mr. Burns. I doubt—1I can’t promise you that.

Representative Rousseror. Well, the best you can.

Thank vou. Congressman Brown.

Representative Brow~. When Mr. Volcker testified last week on the
need to curb Federal spending, I had the following discussion with
him. I will summarize briefly. I asked him, “Would endine Federal
deficits and Federal borrowing make slower money and credit growth
easier to bear and stick with?”

His response was “Yes.”

“Do you view fiscal restraint as supportive of a policy of controlling
money and credit growth. or a substitute for it ¢”

Mr. Volcker responded, “Supportive. We will maintain restraint
to the extent we reasonably can over the growth of money and credit.
That process is facilitated bv restraint on the budgetary side. It will
enable us to achieve that with less effects in the credit markets, less
strains and tensions. But it’s not a substitute for restraint on money
and credit growth.”

Would you care to comment on that ?

Mr. Burns. I think that’s an excellent statement. I would agree
with it.

Representative Brown. So apparently we mayv by that have a little
view of the byplay that went on in the administration over current
policies, because I gather that that infers some agreement with your
view on the part of Mr. Volcker about the whole question of use of
the Credit Control Act and the fact that we must have budgetary or
fiscal restraint in order to make the monetary restraint that he’s trying
to exercise on the Federal Reserve Board sensible.

Let me go on from there to speak to your suggestion about the
reduction in taxes over the next 5 or 7 years, with a lower reduction
now and more later. '

You said that would release powerful forces for the underlying
expansion and modernization and improvement of the competitive na-
ture of the American economy: but it occurs to me that it will not
release those forces unless, in fact. we had a credit situation where
those people who wanted to expand their operation could move into
credit markets, get the credit to finance the early steps of that expan-
sion. and see us go ahead and develop; so that the freeing of those
credit markets is fairly essential to the expansion of those credit
markets: is it not?

Mr. Burns. If the sort of tax plan that I suggested were Jegislated
by the Congress, the demands on the credit market would not be
increased appreciably within the next year or so. They would come
later on.

With the Federal budget under control, there would be ample room
for financing a much larger volume of capital formation in our
coimtry.

Representative Brow~. But the key is getting the Federal budget
under control to the extent that it’s not forcing out—that is the Fed-
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eral deficit—other creditors, private creditors who need to borrow the
money. Is that essentially the underlying:

Mr. Borxs. I would say so, but I also think the debates that have
been going on in the Congress, and that have been keeping members
of the press so very busy, don’t really amount to anything,

We are talking about very marginal adjustments. Consider what
the President proposed on March 14 for fiscal year 1980, Expendi-
tures would be cut, in some unspecificd way, by $2 billion. Simultane-
ously, other expenditures would be raised in some unspecified way by
86 billion. Therefore, there would be a net increase in spending in
this fiscal year of $4 billion.

For fiscal year 1981, the President proposed that expenditure cuts
of some $13 to $14 billion wonld be made. He listed specific cuts to-
talingh $3.1 billion. He left the rest to be specified at the end of the
month. .

At the same time, the President indicated that expenditure in-
creases of some $9 to $10 billion would be made; so there would be
a net decrease of some $3 to $5 billion in fiscal year 1981.

In short, expenditures would go up by $4 billion in this fiscal year,
and they would go down by $4 billion in the next fiscal year. Why
arc we wasting our time and energy on such minute manipulation?
Hasn’t God given us brains? Why aren’t we using them ?

Our fundamental problem really is not even the deficit this year
or next,

Our problem is to look ahead and to create a legislative environ-
ment in which it will be much more difficult to run budget deficits
year in and year out. If the Congress did that, I can assure yon that
we would have a revival of confidence in our country, and we could
have a renaissance of our economy.

Why are we wasting our energy in talking about these miniscule
changes here and there? What the Congress ought to be doing is to
make it much more difficult to run budget deficits in the future.

Representative Browx. I gather your feeling is that messing around
with $4 billion plus, or $4 billion minus in the budget which is in
excess of $600 billion ; that it is something less than courageous ?

Mr. Borws. Obviously it isn’t courageous. It’s even ridiculous.

‘/Vh?' arc sensible men like yourselves doing that? I sit back and
scratch my head. There’s so much high intelligence in the Congress.
But Congress is not showing it in the fiscal area.

Representative Brow~. I'm not sure how I should respond to that
as the temporary chairman of this committee, Mr. Burns. [ Laughter.]

Mr. Burns, let me ask just a final question, if I may. Then I will
let Senator McClure close off the hour that you had to spend with us.

This is about the competitive nature of the American economy in
the world. We have declining productivity, negative productivity
growth at this point; and we are finding, to an increasing degree, that
foreign producers arc taking over not only many foreign markets
where the United States was in recent years dominant, but also many
markets in the United States: steel, antomobiles, electronics, a wide
variety of others.

It has generally been conceded that one of the problems is the lack
of modernization and competitiveness of the American industrial
plant.
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Others have alluded to the decline in productivity of the American
worker. Although it’s unclear to me whether that’s a result of the
plant deterioration, or whether it’s the result of some impact in the
American spirit.

Would you comment on that for us and suggest to us the guide to
get us out of that problem ? )

This committee, as you know, has recommended for current policy
during its report last year, which was unanimous, and its report this
year, which was unanimous, that we have a steady as you go monetary
policy; that is, that due restraints be applied to monetary policy of
the country to reduce or at least contain the money supply.

And that we have tax cuts underlying both savings and investment,
and capital plant expansion and modernization, and that we have a
balanced budget, or move toward restraint in the fiscal sense to try
to squeeze inflation out of the system on that basis; and as I said, a
tax cut to stimulate the supply side of the economy to get America
growing and moving again, so that we can look forward to the day
when products each year cost less rather than more, because we are
finding more efficient ways to produce them.

Would you comment both on that policy from this committee, the
policy recommendation from this committee, and also on the long-
range needs of our society ? a

Then I will let Senator McClure ask you a final question.

Mr. Burns. As you know, Congressman Brown, productivity in

“our country has been languishing since the midsixties. The historic
rate of increase apparently has come to an end. Last year, output per
" man-hour in the Nation actually declined.

I think it’s highly important to improve our productivity once
again; and I think that modernizing our industrial plant, much of
which has become obsolete, is one of the most important things we
can do to achieve that. :

I think that this committee is deserving of great credit for recog-
nizing the problem.

I think this committee deserves commendation for working in a
bipartisan spirit.

The last time that I recall a report in which the minority and the
majority were entirely together was in either 1953 or 1954—a long

- time ago.
" So T think this committee is working along sound directions. The
- problem is, of course, that not enough of your colleagues listen to this
committee.

But I do want to express a word of warning. I often hear that im-
provement of productivity is the answer to our inflation problem. It
is not an answer to our inflation problem. It is, however, a limited
answer to our inflation problem, and we ought to make use of that
limited answer.

But let me now make a very extravagant assumption—and I don’t
know of any economist in the country who would consider it realis-
tic—namely, that we go back to the historical rate of improvement of
3 percent per year. In that event, an inflation rate of 18 percent would
come down to 15 percent. Or if the inflation rate is 13 percent, as last
year, it would come down to 10 percent.
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That’s worth doing, obviously, but it’s not a solution to the inflation
problem.

Productivity improvement is important to our country not only
because it will help to a degree in the fight against inflation. It’s espe-
cially important, T think tremendously important, in making the
American people feel that our economy is growing, that the national
pie is becoming larger, that each of us in our industry or region can
share in the increase.

Unless our productivity improves, any lifting in the standard of
living of one group, one Industry, one region of the country, will be
at the expense of another group, another industry, another region of
the country.

This will create social tensions in our country. This will create hos-
tility, a sense of frustration, a sense of bitterness. To maintain social
stability, to maintain political stability, improvements in productiv-
ity have become essential. T would stress that even more than the con-
tribution that improvements in productivity can make to curbing
inflation. .

Senator McCrure. Mr. Burns, your statements this morning have
been very forthright and very direct. I know that I share with the
other members of the committee the appreciation for that at a time
that is so critical to our country.

T don’t think, as a more than casual student of history of this coun-
try, that we have faced more awesome challenges at a single period
in our time than we do right now. The military threats, the foreign
threat of aggression against our country, the energy problems that
confront our country, and the inability of Congress to cope with that;
inability because they won’t or because they misunderstand ; and the
economic crisis that now confronts our country and that now occupies
front pages.

All coincide in time. They are not totally unrelated, and neither are
the solutions unrelated.

1 look at what has happened over the last few years and sce the great
acceleration of the increase of the problems, the decline of our ability
to deal with those problems. It took us nearly 175 years in this country
to reach the point of $100 billion in revenues.

Mr. Borwns. Yes. Fiscal year 1962.

Senator McCLuRre. Yet, we are now going to increase revenues by
taxation—by increases in taxation of $100 billion in 1 year.

Mr. Borws. A little over $100 billion. ’

Senator McCrure. It took us only 8 more years, after the first 175
years, to reach the $200 billion.

After having reached $200 billion, it only took us 4 years to reach
$300 billion. i

Mr. Burxs. In 1975,

Senator McCrure. It only took us 3 years to reach $400 billion.

Mr. Burns. Another 2 years. In 1977.
. Senator McCrore. The same thing with reaching the next $100 bil-
lion increase. Now we are doing it on an annual basis, or less,

So, indeed. the rate of change is as threatening as the amounts them-
selves; and T agree with you totally that we will not solve the prob-
lems until we have changed the underlying attitudes of the people of
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this country in terms of their confidence that we will solve these
problems. .

That’s why it seems to me that we must make extreme efforts this
year, now, immediately, to reduce expenditures, to limit spending
rather than increasing taxes, to encourage investment and saving. If
we do not do those things now, we will see the rate of change upward
in taxes and prices increase, and then the rate of change downward in
productivity increase; and then that spiral that so many people talk
about in escalation of prices and wages will suddenly turn into a de-
flationary spiral as the economy collapses.

That is something that I don’t think we can overestimate. I don’t
know of a period in history when I have been more frustrated with
the complexity and the difficulty of the problems, with the solutions
obviously in sight, and the political institutions unable or unwilling
to respond.

‘We have men and women in the Congress who have made a career
out of promising people things that we as a nation have not been able
to avoid. Who have made a career out of refusing to face reality. Who
have made a successful political career out of the demagogic appeals
of “let’s soak big business and let’s help the poor.”

T took a little heart yesterday in the President’s speech to a Demo-
cratic group in which he-said, “I am going to approach these problems
with love, concern, and compassion,” because that probably means
he’s going to do exactly the opposite.

If, as a matter of fact, he’s willing now to confront the basic po-
litical fabric that has sustained his party for the last several years by
doing some of the hard things that fly in the face of demagogic rhet-
oric, we may find a cooperative Congress also doing things that have
to be done if the poor are to have a chance to live with dignity, if the
minorities are to have a chance to grow with our society, if the young
people are able to look forward with confidence to a free political and
social institution in this country.

Your comments this morning have been particularly on target, it
seems to me. I just hope that there are many dozens of Members of
Congress that will listen; but I have learned to believé that for a
great manv of them, they will listen most if the people back home
tell them they better. For most of them, they will respond only when
they get that clear message which you have given repeated to them
by the people that vote for them or against them back home.

Thank you very much for your statements this morning.

Representative Brow~. Mr. Burns, thank you for being with us. As
with most things Congress does, we are a little over our budget by
about 5 minutes. We promised you 11 o’clock. We do appreciate your
sharing vour exnerience with us today.

Mr. Burns. Thank you very much, Congressman Brown.

[Whereunon, at 11:05 a.m., the committee adjourned, subject to the
call of the Chair.]

[Tge]following written testimony was subsequently supplied for the
record :
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PUBLIC POLICY AND THE ECONOMIC OUTLOOK

I appear before you today as a practicing business economist who
happens to sit on the Investment Policy Committee of a medium-sized
counselling firm, who serves as a senior economic adviser to a medium-
sized Federal Reserve member bank, and finally, as one who also teaches
public policy to graduate students of business at an urban university.
I note this background to distinguish myself from those who advise you
from the perspective of partisan politics or ideology, whether old
fashioned or new fashioned, and from those who accept the mantle of
witch doctor with magic formulas that are bound to work in a troubled
economic world. 1In. a word, I advertise myself as a pragmatic economist
who has been around the track a number of times and who has a life-long
interest in the business cycle and: public policy.

My views about the economic outlook over the past eighteen months
have had some notoriety because I have argued publicly, some would say
vociferously, that the U.S. economy was not heading into a recession. I
took that position following the November 1, 1978 moves to bolster the
dollar. I reiterated it last summer at a time when almost the entire
profession in and out of Washington was mesmerized by the sharp drop in
the economy that took place. Alas, my colleagues preferred to ignore
the simple statistics reported by the Commerce Department which ‘showed
that the second quarter, 1979, economic dip was entirely the consequence
of what can be summarized as gasoline lines, including, interestingly
‘enough, a sharp drop in restaurant sales. "In hindsight, it was obvious
that consumers who could not buy gasoline to get to work and, therefore,
refrained from buying new cars or personal trucks would also not be in a
position to take the family car to the local restaurant. I continued to
take the positive position after the October 6 .moves by the Federal
Reserve Board. - . .

why was I so stubbborn throughout 1last year in taking such a
contrary, anti-consensus position? Basically, my position was based on
three main postulates. (1) Consumer spending was tied closely to real
incomes as consumers tried to cope with an unprecented inflation rate.
Why should they, I argued, refrain from spending under these circum-
stances? {2) Business executives have taken a cautious and conser-
vative posture on inventories, and they have remained cautious to this -
very day. They were mindful, I argued strongly, of the 1974-75 re-
cession when inventories were built up excessively at a time of mis-
conceived shortages and these bloated stocks turned into a disaster,
(3)  Perhaps most important of all, business plans for capital spending
were strong throughout .the period. The various surveys of capital
spending plans were misread and misinterpreted on the part of Cabinet
officials and leading business economists. They fully expected capital
spending to poop out at every point during the year including the end of
the year. History now shows how wrong these perceptions were.

There are two key points about this strength in capital spending I
want to emphasize. I have a stake in this capital spending forecast
since whatever reputation as an economic forecaster I have built up over
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the decades has been centered in capital spending, and I am naturally
proud of the fact that I fathered the capital appropriations survey more
than two decades ago. These points relate to the cutleock for 1980. It
is clear that the biggest push by capital spending is coming from the
burst in spending on the part of the oil industry. Once the public
policy decision was made to open up financial incentives for new enerqgy
finds it was easy to forecast what would happen. I was not at all
surprised a month ago when the oil industry's capital budgets were
reported to be up some 30% for 1980 to a total of $50 billion. I need
not remind you that these budgets are largely self-financed. The oil
industry has the money to invest, has the incentive to invest and is in
fact investing. It is something which our entire society should welcome
and I welcome it. Naturally, I am delighted about what they have been
finding in recent months., I hope: that further successful finds are on
the horizon.

The second major point I want toc make about capital spending is the
substantial rise in manufacturers® capital appropriations reported in
the fourth quarter of 1379, including further and substantial increases
in backlogs, as well as the counterpart of new project starts reported
by the Commerce Department along with increases in carryovers of unspent
funds. All this took place at a time when interest rates soared and
recession forecasts dominated the landscape. There can be no question
that the strength in capital goods is real and it shows no signs of
abating.

Today, I am asked, how can you continue to hold the no-recession
position when the profession almost unanimously argues to the contrary,
placing the heaviest burden of their argument as they have throughout
the past eighteen months, on Federal Reserve Board actions and the
resulting sky-high interest rates? First, I argue against the recession
forecast since in so many instances it really represents a wish rather
than a forecast. I do not want to be associated with such an argument.
Indeed, some distinguished Wall Street economists state their preference
for a recession quite apenly and bluntly. Such recession pessimists say
that the only way the allegedly accelerating inflation rate can be
slowed down at all is a recession and a few would even say the bigger
the recession the better to accomplish this goal. I reject such coun-
sels of despair as counter-productive. While I would not deny that some
deceleration in the inflation rate might result from a recession, I
would hasten to emphasize that such a respite would be temporary. The
pressure to reflate would be enormous and the bigger the recession the
greater ' the pressures. A mild recession might temporarily downplay
inflation as an issue in the election year debate or more probably
dampen the concern, but inflation would reappear with a vengeance in
1981. A recession is not the answer to the problem. Economists who
argue for a recession as a cure, and even accept it as a temporary cure,
are taking a short-sighted view and are locking for panaceas to combat a
deep rooted problem.

Second, I continue to argue for a no recession outlook in 1980 just
as I did in 1979 because there has been added to the impetus in capital
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goods a new source of economic strength which complements and adds to
the force of private investment, namely, the coming rise in national
defense spending. A year ago, to be sure, the President's budget called
for a 3% rise in real defense spending, but instead we got less than 1%.
Today, I believe, circumstances are different. The pressures are a lot
greater so that the realization of a substantial rise in real defense
spending has a high order of probability. Moreover, the rise in
spending is no longer a one shot affair, but rather part of a coherent
plan that runs for at least the next five years. Those observers who
play down the economic significance of the renewed upward slope in
defense outlays are making a major mistake. The economic impact of more
defense is coming not from more personnel, but rather it is concentrated
in procurement and research and development, and these should at some
point synergize with private capital investment.

public policy, to be sure, has not been neutral in recent months.
wWhat do the latest moves by the President to cut the budget and by the
Federal Reserve Board to calm down the money market mean? My response
to these questions now before this Committee had to be prefaced by an
explanation of my prior forecasts and my current forecast. Now to
answer these questions I have to trace recent major events. Over-
simplified, the new national defense outlook guaranteed that the in-
flation would not decelerate at all this year. As a result, the bond
markets in January readjusted almost instantly to this new state of
affairs by plunging despite the fact that they had already plunged in
October. The damage done to inflationary expectations was too great.
Given a new perception that a 10% inflation rate was the floor, bond
rates according to the widely accepted conventional wisdom had to become
at least 13% to allow a real rate of return to the lenders over and
above the now expected long-term inflation rate. The distraught money
markets were not helped at all by the huge inflation numbers posted by
the Consumer Price Index and the Producer Price Index for January, which
were reported in February. On top of this, the money markets became
hysterical about the President's budget message which even those who
ordinarily could be expected to be sympathetic called fiscally ir-
responsible. The money markets in February acted on that premise.
Leading financial market spokesmen raised their voices in a chorus of
doom, none of which helped to calm down the hysterical money markets.
All this explains why the President, rightly in my view, had to state
publicly and vehemently that in effect his 1981 budget proposed in
January was a mistake. I think that the serious promise to balance the
budget made in March, while late, is nonetheless highly significant.
President Carter is the first chief executive since Eisenhower to make
such a promise. Despite contrary statements on the part of some eco-
nomists, I hold strongly to the view that the revised budget represents
an essential ingredient of policy which should help to restore sanity to
our financial markets.

As for the recourse to the Credit Control Act of 1969, I must
remind this audience that in the March 19, 1979 issue of Business Week,
I was quoted as follows. "If circumstances warrant, the President can
invoke the law suddenly on a quiet weekend.” Each President does things
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his own way, so I was wrong about a quiet weekend, but surely cir-
cumstances warrant the invoking of this law. I have to state publicly
what few are prepared to say out loud. The United States has entered a
new and uncharted era of credit controls, I know that it is all sup-
posed to be voluntary. Let me cite, however, first hand knowledge of
one medium-sized bank which received the detajled regulations at 9:00
A.M. from its distinquished outside legal counsel on the day following
the weekend of decision and acted as if it were legally mandated. I
view consumer credit controls as cosmetic. It is important since it is
a noble attempt by the government to impress the citizenry that it is
serious about the role of credit in an inflationary economy. There is
no way that the ordinary citizen can be expected to understand the
intricacies of managed bank liabilities but they do know about American
Express, Master and Visa cards. With my particular emphasis on the
voluntary credit controls, I fully expect that the Federal Reserve
authorities will be able to implement its policy on the large commercial
banks, the announced target of the new program. I take it for granted
that the Fed will now accomplish its cbijectives of controlling the
monetary aggregates. What should happen is now happening. The price of
gold and silver is down, world commodity prices have plunged, and the
dollar has strengthened remarkably, itself an anti-inflation conseguence
of some importance. I take at face value the assurances by the Federal
Reserve Board that financing for productive purposes will be forth-
coming, and that .small business and agriculture will get special
dispensation. I would expect that one way business will minimize the
effect of high interest rates will be to minimize inventory building,
even if it means risking the loss of some sales.

In view of all these developments and prospects, what then, is the
state of public policy today? In my view, we are doing all we can do.
To be sure, we might do some things better, and I may want to comment on
that point in a moment. There is now in place a reinforced incomes
policy. I am counting heavily on that unique resource called Professor
John Dunlop to play a critically important role on the wages side. I am
also pleased that the program has been corrected to securc the formal
cooperation and invelvement of organized labor. 2 viable voluntary
controls program must have at its foundation the willing participation
of those whose decisions are being affected. Second, the government has
instituted a voluntary credit control pregram under the authority of the
Credit Control Act of 1969, which, ‘I must emphasize, can at any time be
converted into formal and mandatory controls, a recourse which I along
with Fed Chairman Volcker would view with horror. Third, the President
has reversed a budget less than two months after it was submitted, an
unprecedented event in U.S. fiscal history. 1In my view, all this should
work to restore sanity to the money markets. I must note in passing
that critics of the budget cutting proposals say what do you accomplish
deing that, Well, there is now a textbook example of what can happen
with a budget that is in substantial deficit. The Treasury's financial
requirements for the last two weeks in March and early April came to a
staggering $40 billion, and dealt a heavy blow to the equity markets and
more importantly to the debt markets precisely at a time when it was
hoped that some calm would return. I argue strongly that this foretells
what could happen in coming months in case the Congress falters in its
necessary duty in responding to the President's call for a balanced
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budget. Indeed, Congress would be doing the country a great service by
exceeding the President's budget cut requests. I need not remind you
that there is a great skepticism in the financial community about the
willingness of Washington in an- election year to accomplish this dif-
ficult task. :

I continue to be hopeful about all this, arguing that even if late,
the various sectors of the decision making process are proceeding along
lines that will help to solve the problem. On balance, then, I remain
cautiously optimistic about the future- growth path of the U.S. economy
this year and remain convinced that it will once again be 2% as it was
in 1979. Alas, even with all the pain that is yet to come, the infla-
tion rate will still remain at around 10%. I would go on to predict
that this slow growth can be expected in future years and it will take a
great deal of doing just to get the inflation rate to budge downward a
little. The basic argument for a no-recession economy comes from capi-
tal goods and national defense. This means that other sectors, in-
cluding government and consumers, have to be restrained. Given the
expected lackluster performance in consumer markets, for capital goods
to continue on its needed upward path there may well have to be further
incentives. The country must have increased productive facilities if
only to provide the base for the critically important major rise in
national defense. Productivity improvement and much greater research
and development outlays are both necessary if we are ever to get the
inflation rate to edge downward. I argue strongly that important in-
centives for capital formation are needed in coming years just to pre-
vent the inflation rate from accelerating. We may need additional
measures to help bring the inflation rate down appreciably below the 10%
range now in place. ' I urge you, however, to do one thing at a time.
Today, the most important thing is to restore some sense of stability to
the money markets and that requires a wrenching cut in the civilian
budget. If that is accomplished and the money markets calm down, mort-
gage rates should begin to stabilize and even rétreat from their
frighteningly high current levels. As you know, home prices are no
longer soaring, the govermment's index of new home construction costs is
going up a lot less than it did only a few months ago, and soon oil
price increases will be going up at a 15% annual rate, not the roughly
90% rate of January and February. We simply cannot solve all our prob-
lems simultaneously. The latest moves by the Federal Reserve and by the
executive and hopefully the Congressional branches should, in my view,
help to solve the most pressing ones. I urge you to get on with the
job.
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CURRENT ECONOMIC POLICIES

TESTIMONY TO THE JOINT ECONCMIC COMMITTEE OF THE CONGRESS
BY DR, WILLIAM C. FREUND, SENIOR VICE PRESIDENT AND
CHIEF ECONOMIST, THE NEW YORK STOCK EXCHANGE,
AND PROFESSOR OF ECONOMICS, GRADUATE SCHOOL
OF BUSINESS, PACE UNIVERSITY, NEW YORK CITY, APRIL 2, 1980
1 am honored to appear before this Committee whose members and
staff have been in the forefront of developing sounder economic

policies for our nation.

Short-Run Policies

With inflation running at 15-20% per annum, and likely to remain
in that range for some months to come, it is high time, indeed late,
to face up to the fact that we must find a way to halt runaway infla-
tion. Given present rates of inflationm, a gradual and relatively
painless unwinding of inflation--or as eecnomists like to say, a
"soft landing'--is no longer an option. We face two choices:
Scenario One:

® We fail to act decisively, and employ only rhetoric and

symbels. The result: a further speed-up of inflation

as consumers, business-and even governments anticipate
further price increases. Contracts inereasingly become
indexed to the cost of living. For a while, we bask in
the delusion of a new inflationary prosperity. But afte:r
a stiff escalation in prices, the inflation-prosperity
breaks down\fnd triggers a deep, prolonged economic
downturn. The destruction of viable financial markets
would be the least of the economic and social costs
Ssociety would have to bear If this scenario becomes

reality.
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Scenario Two:

® We act decisively now to avoid the further serious and

prolonged damage that would result from further feeding
of inflationary expectation;. Some hardships are imposed
on programs and people through restrictive fiscal and
monetary policies. A recession ensues, although probably
not more severe than in 1974-1975, but at least inflation-
ary expectations and inflation itself would be reduced.
Clearly, that was the intention of the measures recently
announced by President Carter and Federal Reserve head

Paul Volcker.

The choice is ours. We can allow inflation to get completely

out of hand and try to deal with it then, or we can act now.

be far less painful to cure a 157 inflation today than it will to cure

a 257 inflation tomorrow.

With that as a backdrop, let me comment briefly on my personal

reactions to the fiscal-monetary package unveiled last month which

is a step, albeit a small one, in the right direction:

The 'bite" of the program is provided almost exclusively by

monetary policy. Unfortunately, the fiscal portion of the

package does not measure up.

-- There are no meaningful cuts in the 1980 non-defense
budget; planned reductions will not become effective
until 1981. That is a long time to wait. Fiscal 1980

will show a deficit of $40 billion plus.

It will
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-~ The proposed $13 billion reduction for fiscal 1981 isg
too small a cut in Federal spending. One economist has
calculated that this year's total Federal borrowing will

" account for over 23% of all credit raised, compared with
less than 16% in 1974 and 2.5% in 1969, Government will
increasingly crowd out private financing.

== An increase in gasoline taxes, which may be desirable
O encourage energy conservation and exploration, is
recommended as a revenue-ralsing measure. This merely
sidesteps the tough decisions needed to curb Federal
expenditures, Instead, it shifts the burden of adjust-
ment te the consumer. Inevitably, the share of Federal
spending in the GNP will rise.

® Credit policy, therefore, will have to shoulder nearly the
entire burden of reducing excess demands. That is regret-
table. It means a reduction in business capital investment
as well as in consumer spending. A tight monetary policy,
unalded by adequate fiscal measures, can be extremely harm-
ful to enterprise and investment and can further undermine
productivity growth. That is just the sort of policy we

must avoid.

Reconciling fo the Longer Term

That brings me to the essential paxrt of my testimony, namely,
to reconcile sound longer-term capital formation policies with short-
Tun actions to let steam out of our overheated economy. Too often

we pay lip service to the long term while implementing politically
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expedient short-run solutions. We need to think through how best
to get to the "longer-rup.".
Our Declining Productivity ‘

In January 1979, the New York Stock Exchange issued a feport
that analyzed the details of‘declining U. S. productivity growth in
the 1970s. 1In the 15 months since then, the situation has seriously
worsened. While productivity growth declined steadily from 3.1% dur-
ing 1949-1969 to 1.6% during 1969-1978, the roof caved in in 1979
Productivity actually declined last year by almost a full percentage
point. That was only the second time in the entire 34-year post-war
period that the level of American productivity has actually dropped.
The only other year in which that happened was 1974.

Just what does a productivity decline mean? In simple terms,
it means that with production costs--labor and capital--remaining
constant, we produce fewer goods and services. And when costs are
spread over fewer goods, the average price of those goods rises as
manufacturers pass cost increases along to customers. The result is
accelerated inflation.

In a nutshell, that is how increased unit production costs-~-
mainly labor costs--ratchet up inflation unless they are offset by
productivity gains. In Chart 1 we can see the direct correlation
between unit labor costs and inflation, as measured by the Consumer
Price Index over the past 25 years; Chart 2 shows the role producti-
vity gains play in offsetting wage increases and thereby checking

rises in unit labor costs,
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U. S, policymakers have long understood that productivity in-
fluences inflaticn in this way, but they have largely ignored the
relationship in the belief that productivity gains could have only
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sre-percentage-point decline in the rate of inflation. In that cas2,
even boosting productivity gains back up to 3% would make only a
.small dent in the present double-digit inflation.

Our analysis shows, however, that the policymakers have been
wrong. We have demonstrated that increases in productivity can have
"multiplier" effects on moderating inflation. A one-unit increase
in the productivity growth rate can, in fact, produce more than a

~one-unit decrease in the longer-term rate of inflationm.

The Productivity Multiplier
This multiplier effect--first explained in the New York Stock

Exchange's 1979 report, Reaching A Higher Standard of Living--inter-

acts with the so-called "wage-price spiral,' alluded to earlier. An
increase in wage rates--both to compensate for past inflation and to
reward labor for past productivity gains--can push up prices; higher
prices can, in turn, help push up costs and, as a result, prices.
The new increase in prices once again operates to push up wage rates
and, again, prices--and so the spiral continues. But whenever pro-
ductivity growth increases, it brakes the upward spiral.*

Further study by the Exchange and Paul B. Manchester, economist
cf the Joint Economic Committee of Congress has taken the analysis a
step further and quantified the productivity "multiplier." We esti-
mate that for every one-percentége-point increase in productivity,
we can expect, on average, a 2.5-percentage-point decline in the long-
run rate of inflation!** 1In other words, a gain of 3 percentage points

* See Exhibit 1 for a description of the working of the multiplier.

*% The multiplier works itself out over a period of years, reaching
its full effect within five years. The full results of the mul-
tiplier analgsis will be presented in a joint paper by Dr. Freund
and Mr. Manchester at a conference of the American Productivity
Center later this month
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“i the productivity growth rate--which would be less than the zeclir:
recorded in recent years--would trim the inflation rate by 7.5 percen-
tege points over the longer term. That is hardly the type of racuczili,
in inflation that policymakers can afford to ignore--and it demands
that we take a closer lock at the factors which are likely to increase

the productivity growth rate.

The Role of Capital in Labor Productivity

The more capital associated with each man-hour of labor input
(the so-called capital/labor ratio) the greater output will be. A .

man using a steam shovel can dig and displace more dirt per hour

chen If he usad an crdinary garden spacde and still more than i7 ==

ised only his hands. Productivity growth alse depends significan:ix
on how modern and efficient our stock of capital equipment is. Thus,
te raise the capital/labor ratic and increase the efficiency of our
capital stock, we must (1) replace old, worn-out plant and equipment
with new capital goods which embody the latest state-cf-the-arts
technology and (2) increase the amount of capital employed per worker.

Historically, thé U. S. has devoted between 9% and 10% of our
national output to non-residential fixed investment, that is, money
used to replace and expand our nation's capital stock. To help boost
productivity, we should adopt policies which will raise the investment/
GNP ratic by at least 2 percentage points--to at least 127%. This will
both dampen inflation and spur growth,

But increased capital spending is not the only wav to stimulate

productivity, Neither is speeding up the assembly line. 1In fact,
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cecrle become hored, or tired, or dissatisfied with working con-
ditions, a faster assembly iine may actually promote inefficienc:
and reduce, rather than increase, their output. Many other factars
are involved. Productivity increases when:

® People are better trained

® People have better working environments

® People are in better health

® People have more and more efficient machinery and
equipment to work with

® People develop new products and technology

® People move from less efficient to more efficient
industries

® People manage their businesses more effectively
In short, productivity increases not only when people work harder--

but when they work smarter.

Productivity and Economic Growth -

From the end of World War II through the late 1960s, productivity
increases in the United States accounted for almost 8/10 of each per-
centage point of output growth, while additional man-hours accounted
for but 2/10. In the seventies, however, the proportion of output
growth attributable to productivity declined substantially.

The following table shows how the output slowdown during the
1969-1979 period is directly related to the drop in préductivity
gains. The increase in man-hours merely prevented a more precipi-

tous deciine in outputl.



Man-Hours, Productivity and OCutput

(Private Business Sector)

Man-Hours Productivit Qutput
--Kverage Annual Percent Increases-—-

1949-1969 0.8% + 3.1% = 3.9%
1949-1959 0.5 + 3.2 - 1.7
1959-1969 ' 1.2 + 2.9 = 4.1
1969-1979 1.6 + 1.3 = 2.9

Source: Bureau of Labor Statistics.

A major reason for the decline in productivity and output growth
has been a decelerating increase in the capital/labor ratio. vA Tise
in this ratio means that proportionately more capital than labor is
being added to our economy and it implies that the amount of capital
<mploved per worker is increasing; a decline in the ratio mears rhe
-oposize., In 1976, this key capital/labor ratio stopped increasiny
for the first time in more than 20 years--and, in fact, fell slighecly,
as it did again in 1977 and 1978. It inched up a bit in 1979 but is
still lower than it was in 1975. V

A second major reason for declining productivity growth has been
a decrease in the efficiency with which ocur economy has been able to
convert capital investment into growth. 1In a study published last

December, Building A Better Future: Fconomic Choices for the 1980s,
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_IER) to help clarify the relationship between capital investment and
cza- growth. The IER measures how much real growth the economy zroc-
duces for each new investment dollar. The higher the real growth
produced by each investment dollar, the higher the IER; the lower the
real growth for eaéh investment dollar, the lower the IER.

The IER enables us to measure the rate at which investment is
converted into growth, with particular attention to whether that rate
has been increasing or decreasing over the long term. In a sense,
the IER is a 'rate of return'" for the economy as a whole. Just as
the businessperson seeks profit returns on investment, so the economy,
over all, seeks growth returns on investment. The IER measures the
aggregate growth returns.

The concept can be summarized in the following simple equation:

IER = Change in GNP*
Capital Investment

Tiwe disturpbing fact is that the IER has been declining over.the long
term--and the decline accelerated sharply in the 1970s. In effect,
each new investment dollar now yields less real growth than in the
past. The following table summarizes this decline by decade. For

every dollar invested, the economy has produced:

® 30.2¢ of real growth from 1950-1959
® 27.1¢ of real growth from 1960-1969
® 12.8¢ of real growth from 1970-1979

‘s discussed in Bu11d‘ng A Better Future, the change 1n GNP 15 ne
~hange attributable to :apital lnveSCment that is, GNP growth
after decucting the effects of the increase in man~-hourse worked.
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Izascns fox the Decline in the IER

Two significant developments have accompanied the IER decline,

® Regularion of the economy has increased--Regulation raises

entrepreneurs' costs of pursuing potentially profitable busi-
ness opportunities. Inevitably, in a highly regulated economy,
entrepreneurs will forego many such opportunities. Excessive
regulation alsc diverts capital to nonproductive uses. To be
sure, regulation often produces such tangible benefits as
cleaner air or water. But over-regulation can divert essen-
tlal resources into activities which do little te improve out-
put efficiency.

® Tax impediments to risk investment have increased--Higher tax

rates through most of the 1970s, especially on capital gains,
lowered after-tax returns on growth-oriented investments and
increasingly stimulated consumption rather than risk-taking.
Since new and existing growth companies were unable to attract
funds, potentially high-growth ventures withered on the vine,
Thus, Federal tax poliey, however unintentionally, helped

weaken investment efficiency.

International Comparisons

Rising productivity is essential to keep America competitive in
international markets, since productivity gains make it easier to hold
down the prices of goods we export. In recent years, however, our
international competitors have been outselling us--mainly because
their productivity gains have been higher than ours and because they

have been saving and investing at much higher rates. Since 1960, rer
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zxample, the Japanese have funneled more than 30% of their GNP into
fixed investment--compared with 147 in the U. S. This disparity is
strongly reflected in the average annual rate of manufacturing pro-
ductivity growth of nearly 9% in Japan--about four times the U. S.
rate. In West Germany and France, the investment rates have been
25% and 22%, respectively~--and annual manufacturing productivity
growth exceeds 5 1/27% in both countries.

In 1960, the typical American worker in manufacturing annually
produced as much as four Japanese workers or two French or German
workers. Today, the American's output is matched by 1 1/2 Japanese
and by 1 1/4 Germans or Frenchman, If this trend continues, all
three will be outproducing us by the end of the decade.

* * %

Accelerated productivity gains mean more goods.are produced.
And more goods (greater output) mean lower prices. So we have a
double stake in improving productivity. Unlike many policies that -
may promote either economic growth or price stability at the expense
of the other, improving productivity growth helps achieve both goals.
Productivity growth means more jobs, lower pricés for consumers,
greater efficiency and profits for business and, in the long rum,

greater revenues for the Federal government.

Conclusidn

The critical question right now is how to reconcile short-run
demand-oriented economic policies with ‘longer-run supply-oriented
investment incentives. After all, this hardly seems the time to cut

investment taxes without a cut in Federal spending. But we cannot
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continue to pay mere lip service to appropriate policies for the
longer run. We cannot permit preoccupation with an endless suc-
cession of sheort-run priorities to foreclose our best chances to
strengthen and improve the economy in the decade of the 1980s. It
seems to me there are several courses of action possible now:
® Wherever pessible, we should restructure tax policy to
encourage investment without adding to the short-run
budget deficit. This will require less government spend-
ing and perhaps even scme offsetting tax increases.
® We should seize the opportunities inherent in any plans
for a tax reduction in 1981 aimed at easing the widely
expected recession to encourage the efficiency of produc-
tion through capital investments. We should not use tax
reductions as simply another dose of Keynesian demand
stimilants leading to greater consumer and government
spending. Tax incentives to capital formation and pro-
ductivity should be used to remedy short-run demand short-
falls by stimulating the investment sector.
® We should begin now tc reduce regulatory burdens which
impede productive investment and entrepreneurial inno-
vations.
¢ Policies in the private sector can also bhe adopted and
encouraged to increase the productivity of men and women
at work.
The key need now {s to mesh our short and longer-run economic

policies and objectives. It is easy to emphasize the here and now
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and to give short-shrift to basic economic choices for the 1980s.

I earnestly hope the Joint Economic Committee maintains its recent
initiatives in building momentum behind policies to aid capital
formation. Do not let the current inflation crisis deflect you
from the realization that robust productivity growth is the essen-
tial ingredient for curbing inflation in the longer run and in pro-
ducing new economic opportunities for gfowth, jobs, and real incomes

in the years ahead.
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EXHIBIT 1

THE MULTIPLIER MODEL

It is widely acknowledged that wage increases are zenerally

composed of twe main parts:*

® An increase to compensate labor for past inflation,
ndeed, with some two-thirxrds of negotiate wage con-
tracts that cover 1,000 or more workers tied to cost-
of-living clauses, the adjustment to past inflation
tends to be built in. Moreover, contracts frequently
éizo reflect anticipated i{nflation over the contract
life,

¢ an adjustment for labor's entitlement to perceived
past productivify gains. Workers expect their real
incomes to rise and their real purchasing power to
improve. Since long-run improvements in real wage
rates can only come from rising productivity, this
element of the wage contract generally reflects
labor's and management's perceptions about average
long-run productivity gains.

One current cbserver of the economic s$cene commented on these

two components of current wage settlements: ''...strong unions

habitually settle for nothing less than 3% (productivity offset)

plus the rate of inflation...'**

"These [largel unions all have contracts similar to the

one pioneered by the auto workers in 1970--3% annual wage
increase plus essentially full adjustment for increases in
the cost of living, When increases in the cost of fringe
benefits are included, these contracts produce compensation
cost increases in real terms of 3% or slightly more per year,
When these contracts were first negotiated, it was believed
that real wage increases of about 3% were in line with the
economy’s ability to provide higher real wages through pro-
ductivity growth. 1In fact, however, the 3% figure was
overly optimistic...since 1970 productivity has been only
1.4% per year, ''kx¥

Rk

dedk

Naturally, not all wage increases are set through formal ccl-
lective bargaining. Nonetheless, agreements reached in union
negotiations tend to have powerful spillover effects and set
patterns for the entire labor market.

Sam Nakagama, "Economic Perspectives,' Kidder, Peabody & Co.,
July 28, 1978. However, few, if any, unions were able to
fully offset the 13.3 percent increase in the CPI in 1979.

Morgan Guaranty Survey, October 1978, pages 5-6,
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The institutionalization of the long-outdated 3% productivity

standard was remarked upon by Barry Bosworth when he was Director

of the U. S. Council on Wage and Price Stability. He noted that:

"...many labor contracts currently call for cost of living
plus a productivity improvement., The only trouble is that
this formula dates from the world of the 1950s and 1960s,

when we had 3 percent annual productivity increases. This
economy hasn't had a 3 percent annual productivity growth

in a decade.''* .

-

Given this framework for wage negotiations, let us now review

the process of accelerating inflation when productivity growth in

one period slows down.

Accelerating Inflation

A slowdown in the productivity growth rate during one period

will ignite an inflation speedup not only in that period but in

succeeding periods--even after the decline in productivity growth

is halted. This relationship can best be illustrated by means of

an example.

Assume that in Period 1 workers anticipate no inflation because

there was no inflation in the preceding year.** Labor seeks a wage

increase of 3%, solely to match the perceived long-run average

increase in productivity. In other words, workers expect their

real incomes to rise and their purchasing power and standard of

‘iiving to improve. If productivity actually rises by 3% in Period

1, the year will be inflation free.

*

*%

A Conversation with the Honorable Barry Bosworth, American
Entergrise Institute for Public Policy Research, 1978,
page 29.

Actually, the process could start from any base level of
inflation.
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Period 1

Assumed inflation . 0%
Expected growth in real income 3%
Wage increase 3%
Productivity gain 3%
Actuel inflation (unit labor costs) 0%

Next, assume that productivity gains slacken in Period 2, from
3% per annum to 1%%--an assumption which conforms to the reality of

recent years. The wage-price spiral is quickly activated:

Period 2
Assumed inflation . 0%
Expected growth {n real income 3%
Wage increase 3%
Productivity gain 1%7
Actual inflation (unit labor costs) 157

Workers anticipated that purchasing power would grow at the
same 3% rate as in Period 1. But because productivity dropped off,
unit labor costs went up and so did prices. Hence, inflation enters
- the picture at a rate of 1%7. In effect, wages increase by 3%, half
of which is consumed by inflation, leaving only a 1%% increase in
real income. Labor is disappointed and readies new wage demands
aimed at overcoming the real-income deficit.

Predictably, in Period 3, wage demands go up to 4%%. (The
assumption is reinforced by the large number of labor contracts

which have cost-of-living escalators built-in.)
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2ariod 3
Assumed inflation 1%7%
Expected growth in real income 3%
Wage increase 4%7,
Productivity gain 1%%
Actual inflation (unit labor costs) 3%

Obviously, the windup of inflation is under way and will con-
tinue, as shown below, until something occurs to lower labor's wage

demands or to raise productivity.

Period
4 5 6 7
Assumed inflation ’ 3% 47 6% 7%%,
Expected growth in real income 3 3 3 3
Wage increase 6% 7%% 9% 105%
Productivity gain 1x% 157 1%% 1%%
Actual inflation (unit labor costs) 457 6% Z&Z 9%

In fact, inflation could spiral upward more rapidly than these
calculations suggest, since labor may begin to anticipate future
inflation and try to build it into wage settlements, thereby further

fueling the inflation momentum.

Winding Down Inflation

Naturally, at some point labor will have to pafe down its wage
demands, say to 1%%, in response to the lower rate of productivity
gains. Then, the rate of price increase will level off and the
upward spiral of price rises will be broken. If that occurs in

Period 8, the arithmetic would be as follows:



171

Period 8
Assumed inflation 9%
Expected growth in real income _15%
Wage demand 10%%
Productivity gain _1%%
Actual inflation (unit labor costs) 9%

Inflation will decline below 9% only if productivity gains
accelerate, say, back up to 3%.* Assume this happens and that,
at least for a time, labor demands only a 1%7 gain in real wages
(to match the previous platesu in productivity gains). The result

is that inflaticn begins to unwind.

Period
] i0 il
Assumed inflation 9% %7 6%
Expected growth in real income 137 157 157
Wage increase . 10%7 9% 7%%
Productivity gain 3% 3% 3%
Actugl inflation (unit labor costs) %% 6% 21

Now the process has been reversed, with the rise in producti-
vity causing inflation to decelerate from 7%% to 6% to 4%%, Infla-
tion will continue to wind down so long as the rate of productivity
gain continues to exceed labor's expected growth in real income.

¥When those two factors come into balance--say, 3% productivity

=

* Inflation would alsc decline {f lahor agrees to accept something
less than assumed inflatfion plus a realistic allowance for pro-
ductivity growth.
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growth and 37 expected growth in real income, inflation will stabil-
ize at a constant rate until one of the key var%ables changes again.
A key question is the length of the adjustment periods; that is,
how long does it take labor to adjust its wage demands to changes in
productivity? Is labor able to argue for wage increases based on
historic productivity changes or will labor base its real wage
demands on relatively recent productiyity performance? Whatever
the answer, whatever the length of the édjustment period, produc-

tivity plays a key role in this entire process.

O



