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IS REAGANOMICS WORKING?

WEDNESDAY, JUNE 9, 1983

Congress oF THE UNITED STATES,
SuBcoMMITTEE oN MonNETARY AND Fiscar Poricy
oF THE JoINT Ecoxomic COMMITTEE,
, Washington, D.C.

The subcommittee met, pursuant to notice, at 9:07 a.m., in room
5110, Dirksen Senate Office Building, Hon. Mack Mattingly (member
of the Joint Economic Committee) presiding.

Prgsent: Senator Mattingly; and Representatives Reuss and Rich-
mond.

Also present: James K. Galbraith. executive director; Charles H.
Bradford, assistant director: Bruce R. Bartlett, deputy director; and
Rickard Vedder, professional staff member.

Senator MarrineLy. I call to order the Subcommittee on Monetary
and Fiscal Policy.

First, I would like to welcome mv colleague and chairman of the
Joint Economic Committee, Congressman Henry S. Reuss.

I will make my opening statement first.

OPENING STATEMENT OF SENATOR MATTINGLY, PRESIDING

Senator MatrineLy. The President’s economic program will lead
this Nation to recovery. The progress toward this goal has already be-
gun. When President Reagan took office, inflation was running at
double-digit levels, the prime interest rate was over 20 percent, and
the country was suffering from 8 years of almost no growth in labor
productivity.

It took years of economic mismanagement to get the country in
this fix, years of overspending, years of overtaxing, years of over-
regulation, and years of irresponsible monetary policies. This record
of economic blundering is unmatched in our history and it can be laid
at the doorstep of the Congress. Every appropriation that drained
the Treasury passed both Houses. For years Congress sat on its hands
while bracket creep rewarded Government for inflation. No one wor-
ried past the next election because the printing press could always be
speeded up.

Now we find that within a few months of congressional passage of
a portion of the President’s plan, the big spenders are ready to de-
clare it a failure again. The fact is that most of the program hasn’t
even taken effect vet. Clearly we must let the program take full effect
before we can fully and accurately evaluate it. We would be further
along the road to recovery now if Congress had passed the original tax
reduction with a full 1981 tax cut.

1)
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The signs of recovery are now appearing in our economy. Inflation
has been beaten, interest rates are slowly declining, and the trend
should continue. The unemployment rate, traditionally a lagging indi-
cator, has flattened out and should begin to decline. Total employment
increased by 777,000 in May. The average work week also increased in
May. The savings rate is higher than it has been in years, a sign that
capital formation will be available and that will help raise our
productivity.

Why alter a program that is just beginning to work? That is fool-
ishness. I find it especially ludicrous that some are suggesting a return
to the policies that led us into this economic wilderness. They would
have us cancel the tax cuts, the critical element of the economic pro-
gram. How raising taxes will solve this recession, I do not know.

If my friends from the other body want to know what they can do
to help this recovery along, though, it is pass a budget. That’s all I
heard during the recess. Why can’t Congress pass a budget? Many
believe the Democratic leadership hopes to foul things up long
enough to profit in November. I personally cannot believe that anyone
would be that cynical. I know we all have the country’s best interests
at heart. We have had bipartisan cooperation up until now and I hope
the same spirit will prevail in the current budget battle.

The basic problem some of my friends across the aisle have is they
think of the people as nothing more than consumers. They are pro-
ducers first and consumers second. With the incentives built into the
President’s program we can produce our way out of this recession, but
only if we allow those incentives to take effect.

I look forward to hearing from our distinguished chairman of the
President’s Council of Economic Advisers, Hon. Murray L. Weiden-
baum, as well as from two other noted economists, Profs. James Ram-
sey and Gordon Tullock. First, we will have an opening statement
from our distinguished chairman of the Joint Economic Committee,
Congressman Henry S. Reuss.

Representative REuss. Thank you, Senator. I have no opening state-
ment other than to congratulate you for holding this hearing and hav-
ing our friend, Chairman Weidenbaum, before us once again. I look
forward to his testimony.

I do want to join with you in your denunciation of those cynics who
might suggest that Democrats would play politics with the budget.
That was a point well made.

Senator MarTingLy. Thank you very much, Henry, this is the first
time you and I have agreed in a long time—I’m kidding. [Laughter.]

Representative Reuss. I like to be bipartisan. [Laughter.]

Senator MaTTINGLY. Yes.

Before proceeding, and without objection, I will place Senator
Hawkins opening statement into the hearing record at this point.

[The opening statement of Senator Hawkins follows:]

OPENING STATEMENT OF HON. PAULA HAWKINS

I am pleased to welcome Mr. Weidenbaum and the distinguished panel of
economists to this hearing.

The theme of the hearing is “Is Reaganomics Working ?” This is a valid ques-
tion to ask, but I would point out that the President’s economic program was
enacted less than a year ago and important parts have not yet taken effect, such
as personal tax cuts.
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Reaganomics will work, but we must be patient. The President’s program was
not enacted to deal with short run business cycle problems, but rather is a long
term program designed to stimulate productivity, stable prices and employment
opportunities. It took us decades to get us into our curreni economic mess, so I
think we must be patient and not expect to get out of that mess in a few months.
At the same time, however, I think we should be encouraged by the dramatie
:%uﬂcc?i%s we have had so far in dealing with one of our most critical problems,
inflation.

I look forward to hearing the views of our distinguished visitors.
Senator MaTTINGLY. Mr. Weidenbaum, please proceed.

STATEMENT OF HON. MURRAY L. WEIDENBAUM, CHAIRMAN,
COUNCIL OF ECONOMIC ADVISERS

Mr. WemeNBAUM. Senator, with unemployment at 914 percent,
interest rates painfully high, and recession extending beyond the
6 months that the milder downturns have lasted, this is an interesting
time to answer the question, “Is Reaganomics Working?”

Except for that mythical one-armed economist who can always ar-
rive at simple conclusions, it clearly is too early to make a clear-cut
evaluation on the basis of current economic data alone. It is obvious,
of course, that we have not succeeded in eliminating the business cycle.
To be sure, that feat was never promised. But a downturn in the
economy is hardly a propitious moment to crow about the success of a
new approach to economic policy.

Before I offer a long term evaluation, let us examine the current
status of the economy. Yes, we are in a recession. But that was to be
expected, and it was anticipated. In a number of testimonies and other
public statements beginning in March 1981, I warned about the possi-
bility of one or more quarters of decline in the period ahead—“nega-
tive growth,” to use the economist’s awkward phrase. In fact, the
unpublished worksheets supporting our economic “White Paper” of
February 18, 1981, estimated two consecutive quarters of negative
growth, which corresponds to the common rule of thumb for calling
a downturn a recession. In practice, the recession was later and deeper
than anticipated, and I will deal with that point in a moment. .

But why was a recession to be expected? The answer is quite

straightforward—the economy is adjusting to the necessary winding
down of the unsustainable rapid monetary stimulus that characterized
the second half of 1980 and earlier periods. It is hardly an original
observation on my part to note that the seeds of each recession are sown
in the excesses of the preceding period. Specifically, the second half of
1980 witnessed the most rapid growth in the money supply since the
end of World War II—M1 rose at an annual rate of 13 percent.
. The fact that the recession did not start until the latter half of 1981
is a tribute to the underlying strength of the American economy. But I
attribute the deepness of the recession to the fact that interest rates
remained higher longer than most analysts anticipated. Because mone-
tary policy is the key to these short-term developments, I would like to
turn to that area of economic policy.

A LOOK AT MONETARY POLICY

To begin with, I do not blame Federal Reserve policy in 1981-82
for the current recession. The shift to a lower trend of monetary
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growth was essential to deal with the escalating inflation which
characterized the American economy at the beginning of 1981. That
was precisely the policy which we urged in the February 18, 1981,
“White Paper” and on numerous subsequent occasions. The growth in
M1 for 1981 averaged 5 percent for the year, which was a bit below
the Fed’s target range for the year. Given the varying lags with
which monetary policy affects the economy—and the variations in esti-
mates of that lag provided by monetary specialists—I find it hard to
draw any special conclusions other than the basic one: policy shifted
from ease to restraint.

I do, of course, associate the lessened growth in the money supply
with the substantial reduction in inflation during the past year.
Figure 1 shows the change in the underlying rate of inflation.

ﬁgigure 1 follows:]

FIGURE 1
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Mr. WemENBAUM. Some monetary specialists have also ascorciated
the very short-term shifts in M1 with similar movements in interest
rates. I find this an interesting rase of intellectual development, since
many of those same experts had earlier urged us to downplay both
short-term movements in the money supply as well as the interest rate
effects of monetary poliry. Personally, I am inclined to take the more
eclectic attitude of “live and learn.”

In any event, the 1982 annual report of the Council of Economic
Advisers contains several sugaestions for improving the monetary
control mechanism, such as shifting from lagged reserve accounting
to contemporaneous reserve accounting. Nevertheless, we have no truly
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satisfying account of why interest rates have remained so high. But
I do share the view that intcrest rates are the key to why recession has

persisted.
THE ROLE OF FISCAL POLICY

The presence of high interest rates has focused unusual attention
on fiscal policy, especially the large budget deficits. To acknowledge
the obvious, the deficit for the current fiscal year is much larger than
we had originally anticipated, as are the estimates for future years.
A variety of factors is involved. The economy is weaker than we had
carlier projected. That, in turn, has reduced revenue growth and in-
creased the cost of the “entitlement” programs.

But even good economic news has brought bad budget news: The
great progress on inflation means a lower base of nominal income and
thus a slower flow of revenues into the Treasury. In addition, the tax
cuts enacted, especially for future years, were larger than in our orig-
inal estimates. Furthermore, spending cuts have not been forthcoming
at the rate we earlier had envisioned. I do not offer these observations
in an effort to assign blame. I believe, frankly, that there is enough
blame to go around in a truly nonpartisan manner, in accordance with
your colloquy with Representative Reuss.

The large budget deficits have become a popular way of explaining
high interest rates. Frankly, I find that it is hard to say anything in
this area without being misinterpreted. There are so many partisans
of received doctrine who stand ready to pluck out any individual
statement, or even fragment thereof, and either embrace if uncritically
or castigate it unmercifully. Nevertheless, I will try to deal with the
relationship between interest rates and budget deficits on the basis of
present knowledge.

First of all, we must acknowledge the fact that the economics litera-
ture does not provide us with clear guidance. Many competent econo-
mists have tried without success to find a direct relationship in past
periods between budget deficits and interest rate movements. Because
they studied periods of recession with accompanying rising deficits,
the results are less than fully relevant to analysis of fiscal 1983 and be-
yond, a period of expected economic growth.

As T understand the matter, financial markets are especially con-
cerned about deficits in 1983 and the years that follow. Then the prob-
lem will be quite different from the earlier periods, in that large budff;et
deficits will be competing with rising private investment demand for
the same pool of savings,

Surely, large budget deficits do not augment the supply of saving,
but increase the demand for investment funds. Thus, I am led to the
conclusion that the projections of large deficits have exerted upward
pressures on interest rates, although we cannot measure that effect with
mathematical precision.

I must note, somewhat sadly, the tendency to behead—or at least
badly batter—the messenger who brings the bad tidings. If anything
has become clear in the past year, it is that it is foolish to attack those
who project large budget deficits for their alleged lack of faith in
“supply-side” economics. I for one do not view economics as a branch
of theology. Nor do I consider the term “demand” as obscene.

98-647 O - 82 - 2
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As the great neoclassical economist Alfred Marshall taught us, there
are two blades to the economic scissors—supply and demand.

Indeed, a basic concern of the Reagan economic program is to redress
the balance; a balance which, in the past, had been the result of exces-
sive attention to demand. And precisely, our attention to supply is to
redress the balance, not to create a new imbalance. That is. we empha-
size the restoration of the necessary incentives to work, save, and invest.

But it would be futile to ignore the complicated nature of the inter-
relationships or the pain of adjustments 1nvolved. Quite clearly, the
tendency has not been to overestimate the resultant deficits, but to lean
too much the other way.

To state the matter baldly, but I believe with fundamental accuracy,
there is nothing wrong with Reaganomics that larger budget cuts will
not help to cure. It has become more apparent than ever during the past
year that it is easier to cut taxes than to cut Government spending.
And the notion that cutting taxes is the easiest way to cut spending
through resulting pressure on deficits we have seen is merely wishful
thinking. To restate the obvious: The only effective way to reduce
spending is for Congress to appropriate less. We need to do both: cut
taxes and cut spending.

From the outset, the Reagan administration has been dedicated to
reducing the burden of Government in all its dimensions—lower taxes,
less spending, and less regulation. Surely, we have not been able to
movo on all three fronts evenly.

Those large budget deficits emphasize the need for more effort on
expenditure restraint. To say so surely is not evidence of any lack of
faith in Reaganomics. Rather, it reflects an effort to bring the dis-
cussion back to reality.

WHERE DO WE NOW STAND?

We are experiencing a serious recession, on a par with the average
downturn since the end of World War IL. A frequently asked ques-
tion is: Why is unemployment so high? I offer a two-part answer:

First of all, this agministra,tion started from a high level of 71
percent unemployment.

Second, we have not eliminated the business cycle and unemploy-
ment has risen during the current recession—and I want to emphasize
th}ils—but less to date than during the 1974-75 recession, less than
others.

Specifically, unemployment rose by 3.8 percentage points from the
third quarter of 1974 to the second quarter of 1975. As for the current
recession, unemployment has risen to 914 percent from 714 percent in
the first quarter of 1981, a rise of 2 percentage points.

In good measure, because of those high interest rates, we have not
seen the growing signs of recovery that I would have expected at this
stage of the cycle. However, a few welcome straws in the wind have
been noted recently. such as the modest upturn in the leading indica-
tors and the strong showing in car sales.

But more fundamentally, we are seeing the normal cyclical adjust-
ment process at work. Business has been reducing inventories at an
extremely rapid rate. Meanwhile, consumer spending in real terms has
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increased slightly. The July tax cut will—as we have always antici-
pated—expand both consumer saving and consumer spending. It will
reduce the tax intake,

Thus, an increasing array of business firms should find it necessary
to replenish their depleted inventories. The resultant reordering 1s
typically the key to beginning the recovery.

A word about business investment is in order. Despite the more
enthusiastic expectations of some, capital spending once again is per-
forming true to form as a lagging indicator. Typically, investment
outlays constitute the second stage of recovery, following the expan-
sion of consumer purchases.

Once the economy begins to pick up, I expect that the new tax in-
centives will help make for strong growth in capital spending. But any
rapid expansion will depend in good measure on our success in bring-
ing interest rates down much further. Given adequate capacity in so
many industries, it is hard for me to envision a boom in investment
in the short run,

On balance, I see prospects for a healthy recovery, one that does not
quickly reignite inflationary pressures. The adjustments to the less
inflationary environment now taking place should result in an in-
creasingly productive economy, one that is more competitive in world
markets,

There is indeed a new sense of realism in economic decisionmaking
visible today, with clear emphasis on cost containment. But the change
is quite recent. It could readily be reversed, should the Federal Govern-
ment decide to “bail out” the losers in the marketplace.

Ours indeed is a profit-and-loss system. There are two key implica-
tions that need to be taken into account in policymaking, from a profit
and loss system :

First of all, profits earned in that marketplace are not “excessive”
or “windfall” or “obscene,” to use phrases that politicians and journal-
ists have succumbed to so frequently.

But neither are the losses that occur in that marketplace an ap-
propriate reason for Government intervention.

Neither easy credit nor high tariffs nor other similar responses at
the expenses of consumers or taxpayers are justified. To tighten up
on Government social spending. in my judgment. is appropriate and
fair—and it is a necessary part of any comprehensive budget restraint
effort. But simultaneously, were we to loosen up on subsidies to various
producers’ interests, that would be clearly unfair.

As I have tried to explain on many previous occasions, a simple-
minded, pro-business attitude is not synonymous nor is it always
compatible with this administration’s genuine love affair with “the
magic of the marketplace.”

IS REAGANOMICS REALLY WORKING?

In answering the question, “Is Reaganomics working?”, T feel like
the physician who gave his patient—in this case, the economy—a
carefully prepared batch of prescriptions and a stern set of instruc-
tions. But the pharmacist—in this case, the Government—proceeded
to fill only a few of the prescriptions, and, even for those, reduced
the dosage.
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Thus, I believe this administration has prescribed the correct long
term medicine for the American economy—tax cuts reducing the Gov-
ernment’s share of the national income; budget restraint that slows
down the growth of Federal spending ; regulatory relief that reduces
the many burdens that Government imposes on the economic process;
and a sensible monetary policy that gears the money supply to the
needs of a growing but less inflationary economy.

Looking back over the past 16 months, I must report that the po-
litical process—and that involves both the legislative and executive
branches, and both political parties—has been slow to take this medi-
cine in the full dosage prescribed.

I do believe that enough of the medicine—major portions of each
of the four points in the Reagan economic recovery program—has
been taken so that in the course of the year ahead, we will sce substan-
tial progress. This progress will yield renewed growth in a less infla-
tionary and more productive environment.

But the precise rate of progress will depend on the regimen that
the patient takes, on our ability to reduce the budget deficits. in re-
forming popular but needlessly burdensome regulation, in achieving
a more stable and moderate growth pattern in the money supply, and
surely in avoiding going off the diet via a round of bail-outs or protec-
tionist legislation.

While some may have expected economic miracles to occur over-
night, such naive expressions could only have generated false hopes.
Durable improvements in the performance of the economy will come
slowly. These real benefits will not be the result of pronouncements
by economists or politicians. Rather. true economic progress will be
the consequence of hard work and saving and investment, year in and
year out, by the American people.

Senator MartineLy. Thank you, Mr. Weidenbaum.

T have several questions T would like to ask you.

Charles Schultze. vour predecessor, said the U.S. economy had actu-
ally been in a recession since late 1979. Do you agree with that?

Mr. Wemenpata. T Charlie Schultze wants to claim credit for
the current recession, I am not prone to argue with it. )

T was relying on the National Bureau of Economie Research, which
is the unofficial but nniversally accepted custodian of business cyele
data points. And the National Bureau, in its wisdom. had said the
1980 recession had ended some time ago. Very frankly. I never thoucht
that 1980 was a period that economic growth, in any sustainable way,
had been restored.

So that. looking back over this entire period. quite clearlv—the pe-
riod beginning actually hefore 1980—for some vears has been char-
acterized by low productivity, low capital formation. shigaish growth,
and rising inflation. This was the early phase of the cycle that I de-
scribed in my testimony.

Senator MaTTinary. Wouldn’t yon agree that efforts to correct the
previous recession—in fact, the seven previous recessions—had come
too late to do any good, and the programs to correct those recessions
actually hit us in the recoverv phase?

Mr. Wemenpat. Yes. indeed. The typical quick fix approach. And
frankly, this has been done in administrations of both political parties.
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Typically, by the time those programs got going, the economy not only
was already recovering, but those bail-out approaches exacerbated any
inflationary potential and just kicked off another cycle of stop-and-go.
They were counter productive.

Senator MarriNeLY. The two areas that I am very interested in—
and I am sure you are, and most Americans—should be:

One, the budget and the tax side and the spending side.

Do you know of any—speaking of the tax side—any economist that
would advocate raising taxes during a recession ?

Mr. WemenBauM. I don't know of any, but I would not pay much
attention to him if he did—or her.

Senator MatTiNgLY. Then it would lead us to believe that the fiscal
year 1982 budget we passed, with the tax incentives that are actually
in place, was fortunate to have in place for a recession. Is that correct ?

Mr. WemENBAUM. Yes, sir. I think the long-term tax program that
the Congress enacted last year is an important ingredient in the re-
covery of this economy, that I anticipate later this year.

Senator MaTTiNGLY. I have another meeting this afternoon, which
will be the conferees of the House-Senate Appropriations Committees
on the urban supplemental bill. Prior to the recess a $5 billion mort-
gage interest subsidy was passed.

You know, we are talking about trying to have austerity and con-
trolling the budget.

What is your opinion of that action ?

Mr. WemeNBaUM. I think that would be a major step backward. I
can only think of strong negatives, from every point of view.

First of all, it wounld send absolutely the wrong signal to financial
markets. It would say that those skeptics who have kept interest rates
high, because they do not really believe inflation is coming down, may
turn out to be right. And I think that is absolutely—just the absolute
wrong signal.

It is not just psychology. Those bailouts—and that one specifically—
will increase the budget deficit, putting upward pressure on interest
rates. If there is anything that the housing industry needs—and this is
universally agreed in the housing industry—it is lower interest rates.

So, a bailout proposal that would result in higher interest rates is
just dumb,

There is an equity matter involved here. The average forecaster ex-
pects approximately 1 million new starts. The optimists have larger
numbers for this year. We know the bailout proposal would give a very
small fraction of those 1 million people, maybe 70,000 people, a lucky
break, an advantage, a reduced interest rate on their mortgage, and the
other 930,000 people who will be buying new homes won’t be getting
the break. The break will be subsidized by all taypayers and, if you
look at the income cutoff, an awful lot of taxpayers whose incomes
are a lot lower will be subsidizing the lucky few whose incomes could
be significantly—and that is my understanding of the bill—above that
of the average taxpayer in the United States.

I think it is a most unfortunate and unfair piece of legislation.

Senator MatTiNnGLY. Part of Reaganomics. 1f we want to refer to it
as Reaganomics or supply-side economics, is trying to spend less and
tax less, to which I adhere. This afternoon I will try to do, I hope with
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your aid, what I can to help take that subsidy out of the bill, but if it
does not, I hope Reaganomics goes to the point of a veto of that.

What is your opinion on that at this time. Would the President veto
it, hopefully ? _

Mr. WemenepauM. The President, of course, has a longstanding
policy of not making a decision on a specific bill until it reaches his
desk. I think that is a wise matter, although he also points out that he
knows how to sign veto messages. He signed quite a few of them when
he was Governor of California for 8 years. I oppose that position, and
I would continue to urge the President to oppose that position.

Senator MaTTiNGLY. In yesterday’s Wall Street Journal, the presi-
dent of the National Bureau of Economic Research, Martin Feldstein,
said there is not much we can do in terms of government policy, but
w}'laitzfor the interest rates to begin their decline. Do you agree with
that?

Mr. WemeNBauM. In its fundamentals; yes. As I understand it,
Martin Feldstein is urging the continuation of the Reagan economic
program and not the backsliding to easy money. In fact, he has got
references just to that point. We concur completely with that notion
that a return to easy money policies would just exacerbate inflation
and turn interest rates around, and we would lose any progress that
we have made on interest rates. They have come down significantly.
The prime rate was 21 to 2114 percent in January of 1981. It is 1614
percent and some banks have lowered it to 16. We might lose a good
deal of that progress, as well as the progress on inflation, as I have
testified. Therefore, I strongly agree that we need to maintain the
current thrust of policy, but I suggest that maintaining current policy
involves a lot of additional specific actions.

We have the tax program in place. We made some very minor reve-
nue suggestions, as you know, but there is an awful lot to do on the
expenditure side. Last year’s budget cuts were only—although impor-
tant—the first installment on an ongoing effort. We need to do a lot
more. When I say “we,” I mean both the executive and legislative
branches to carry out this year, next year and the year after, the policy
and practice of budget restraint. And also we need to carry out the
regulatory relief program, which will, of course, mean a lot of addi-
tional administrative, as well as legislative, actions designed to reduce
the unnecessary burden of regulation. So this is hardly a “do nothing”
policy. It is an active policy, but maintaining the thrust of Reaga-
nomics, in fact, carrying it forward.

Senator MarrincLy. I will come back to ask you some more ques-
tions about whether we are cutting the budget or whether we are just
slowing down the growth, but my time is up, and I will turn the ques-
tioning over to Congressman Reuss.

VERSAILLES SUMMIT: NO CHANGE IN TU.S. POLICY

Representative Reuss. Thank you, Senator.

Chairman Weidenbaum, I would like to ask a number of questions
about the Versailles summit. You, as T understand it, were not present
at it, but sometimes those who gaze np at the summit can perceive what
is going on, as well as or better than those who are at the top and find
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their vision obscured by fog, snow, or whatever else you find at the
summit——

_Mr. WemeNBaUM. I’m not sure from what direction we’re looking at
it, up, down, or sideways, but fine, I get the spirit.

Representative Reuss. You were not there ?

Mr. WemeNeauM. That’s right.

Representative Reuss. But I still want to ask my question for the
reason given. Prior to the summit, the administration’s economic
policy was hased on an increase in military spending, a 3-year Kemp-
Roth tax reduction, and support for the Federal Reserve M1 monetary
target of 214 to 514 percent for 1982. After the summit, the admin-
istration’s policy remained the same, did it not ?

. Mr. WemeNBauM. The answer to the second part of your question
is; yes, of course, we are maintaining our policy, but I would not
describe—

Representative Reuss. Not, of course.

Mr. WemeNBAUM. I say, of course——
d.(lliepresentative Reuss. It could have changed, but you are saying it

1d not.

Mr. Wemensaum. That’s right, but I would not describe the policy
in the words you used.

Representative Reuss. You have answered that the policy was un-
changed. Now please correct my statement of the policy. I was not
trying to play games. I thought I was stating what it was. Wherein
did I goof up?

Mr. WemeNsauM. As we see the policy, it is a four-pronged ap-
proach involving

Representative Reuss. There are many other things, but it does
contain—

Mr. WemENBAUM. Supply-side tax cuts are a fundamental feature.

Representative REuss. I did not mention regulatory policy or energy
policy or a lot of other things, because my main question you answered,
which was that our policy, our domestic economic policy was the
same after Versailles as before.

Mr. WemENBATUM. That’s right.

EXCHANGE MARKET INTERVENTION

Representative Reuss. Next question. Our policy with regard to
international exchanges prior to the Versailles summit was that the
United States would intervene in exchange markets only to combat
disorderly conditions.

Mr. WremensauM. That’s right.

Representative Reuss. Was that changed at the summit?

Mr. WemeNBAUM. No; it was not. That was a policy. In fact, those
are the words used in the IMF articles that this Nation is a signatory
to. What did occur shows the open-minded nature of this adminis-
tration. We suggested at the summit a comprehensive study of how
effective is government intervention in foreign exchange markets.

Representative Reuss. Pending that study, there has been no change
in poliey. . .

Mr. Wemeneaum. We see no reason for such change in policy.
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Representative Reuss. I should add, that is fine with me, and I’'m
not putting in value judgments, I am just trying to get through my
mind whether there was any change or not, and the answer is no.

Mr. WemenBauM. That’s right.

NO PROGRESS ON EXPORT CREDITS TO SOVIETS

Representative Reuss. The third and last area, summit area, that I
want to inquire about is, that prior to the Versailles summit our
European allied participants in the summit with respect to their export
credit policy toward the Soviet Union had no finite-stated limits on the
kind of export credits which they could give. That was not changed
at the summit, was it?

Mr. WemeNBauM. To my knowledge, they had no finite limits; that’s
right. The communique does not contain any finite limits.

COVER-UP OF RECESSION FORECAST

Representative Reuss. Let me now turn to your testimony of this
morning, particularly to the point you made where you say, “Yes, we
are in a recession, but that was to be expected, and it was anticipated.”
And later, “In fact, the unpublished work sheets supporting our eco-
nomic white paper of February 18, 1981,” that is the President’s pro-
gram for economic recovery, “estimated two consecutive quarters of
negative growth, which corresponds to the common rule of thumb
for calling a downturn a recession.”

My reaction to that is, now you tell us. Was there any hint or sugges-
tion in the President’s economic program that his trusted advisers had
found a recession ahead on the horizon?

Mr. WemENBaUM. You appreciate, no administration releases the
quarterly numbers. We were just maintaining tradition. On the con-
trary, since my very first press conference, our first week in office in the
White House, January 1981, I alerted, as best I could, the American
public to—if I can recall the exact phrase, a soft. soggy year ahead.

Representative REuss. When were you confirmed, Chairman Weid-
enbaum ¢

Mr. WemeNBaUM. Sometime in February, but the press confer-
ence—— -

Representative Reuss. With all due respect, and I have always lis-
tened to you with attention and respect when you were in office and out
of office, but when you were making that statement in January about
sogginess ahead. vou were a candidate for the Chairmanshin. Where
in the President’s lengthy February 18,1981, white paper, which I hold
in my hands, is the dreadful truth about the two consecutive quarters
of negative growth revealed to the American people?

Mr. WemenBaum. I was Chairman-designate of the Council of Eco-
nl?mic Advisers, and I was exercising the full office, let me assure you of
that.

Representative Reuss. Now returning to my question, which refers
to the several hundred pages of the white paper of February 18. 1981,
and would you tell us whether there was any disclosure by the Presi-
dent that his economic advisers in their unpublished work sheets had
found two consecutive quarters of negative growth which corresponds
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to t}llle cc;mmon rule of thumb for calling a downturn a recession. Is it
in there

Mr. WemeNBauM. Very frankly, there is a lot of unpublished data
which is prepared to back up that lengthy document. What is in there
is a very free, full and frank analysis of 1981, showing a modest 1
percent growth in real GNP for 1981.

Representative Reuss. 1.4 percent.

Mr. WEmENBAUM. 1.1 percent was the number I recall.

Representative Reuss. I refer you to page S-1 of the white paper,
“Economic Assumptions, 1981 Estimate Gross National Product 1.4
Percent”.

Mr. Wemensaunm. I refer you to the part that the Council of Eco-
nomic Advisers did, which is the up front part.

Representative Reuss. I have the greatest respect for the Council of
Economic Advisers, but traditionalist that I am, I also look to the
President to lay it on the line, and what he told us was 1.4 percent.

Mr. WemENBaUM. On the contrary, you are looking at the fourth
quarter over fourth quarter data. In the President’s major statements,
we highlighted the year over the year data which is 1.1 percent.

Representative Reuss. I refer you and the press, again to page S-1
of the “Economic Assumptions” white paper for their objective judg-
ment ;whether a word was said about whether this was fourth quarter
over fourth quarter or year over year——

Mr. WemeNBauM. Let me emphasize, referring back to figure 1,
which has been inserted in the record at an earlier point, a very modest
1 percent growth over all in the year, for the year as a whole. Of
course, that scene was repeated frequently, and in a series of testi-
monies that I gave in public to a variety of congressional committees,
beginning with March, the very next month, I pointed out the possi-
bility of one or more quarters of negative growth in the period ahead.
We tried to provide as free, full, and frank candid an explanation of
that adjustment as possible.

Representative REuss. My time is up but I will return to the point
at which you leave us which is there was a continuing level with the
c}ciuntry and the Congress on future growth. I would come back to
that.

Senator MatTingLy. The figures I believe we have, Mr. Weiden-
baum, on that is we were talking about a GNP growth of a difference
between 1.1 versus 1.4 percent, either one of which would have been
soggy growth, I believe.

Mr. WemENBAUM. Yes, sir.

Senator MatriNGLY. The question today is: Is Reaganomics work-
ing? We have heard a lot of criticism from everybody on the Joint
Economic Committee, but Herb Stein recently had an article in the
Wall Street Journal where he said, in reference to the Democratic
alternatives, that they have become clearer and clearer, and less and
less attractive.

In his article about the suggestions by some other policymakers
Wl}cilch had been tried for the last 20 years and that had failed, he
said:

A prescription for reviving inflation by abandoning what seems to be work-
ing-—monetary restraint, and yearning for what never has worked—incomes

policy—and a program that ignores the expenditure side of the budget is not
an intellectually defensible or politically realistic way to reduce budget deficits.

98-647 0 - 82 - 3
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I would like to have his article inserted at this point in the record.
[The article referred to follows:]

{From the Wall Street Journal, Friday, June 4, 1982]
REAGAN EcONOMICS—COMPARED TO WHAT?

(By Herbert Stein)

I have not been enthusiastic about Reagan economics. I am not in favor of a
constitutional amendment requiring school children to pray for a balanced
budget. I think the 1981 tax cut was much too big and the consequent deficits too
large. From time to time the administration has, in my opinion, nagged the Fed-
eral Reserve too much. The Reagan team has made excessively optimistic fore-
casts, which first buttressed the case for the excessive tax cut and then led to
disappointment.

However, I am feeling much more comfortable with Reagan economics today.
That is only to a minor extent because of anything the administration has done.
It is overwhelmingly because the alternatives have become clearer and clearer—
and less and less attractive.

After all, one cannot choose federal economic policy a la carte. One has to
choose table d’hote. And compared with the Reagan table, what the other hotes
have to offer is no appetizing.

The most obvious example is what happened on Terrible Thursday, when the
House turned down all the budget resolutions. How one looks at that depends, of
course, on one's priorities. Mine run like this: i

1. To defend the country.

2. To get the inflation down by slowing monetary growth.

3. To reduce budget deficits in order to promote growth by increasing the
availability of savings for private investment. :

Compared with the alternatives, the program the President supported-—the
Michel-Latta budget in the House and the Senate resolution, which are not far
apart—was closest to my priorities. By alternatives I mean not only the other
budgets that were being considered in the House but also the possibility of no
budget at all.

A GLOOMY OUTLOOK FOR DEFENSE

The clearest difference was in defense. The Michel-Latta-Senate proposal
would have cut defense spending in 1985 by $10 billion from the original Reagan
budget. Sixty-four House Republicans bolted on this and supported a bigger cut
in defense. All the other plans would have cut it by more. The Jones package in
the House would have cut it by $22 billion 1985. Even the respected Extet—six
ex-secretaries of Treasury and Commerce—recommended a cut of $235 billion in
1985. The alternative that some urged upon the President—that he avoid commit-
ment to any budget package and confine himself to vetoing excessive expendi-
tures—would probably yield the worst defense outcome of all. The President can-
not veto failure to enact a defense appropriation.

With respect to my second priority, the control of inflation by monetary
restraint, the general thrust of Democratic policy in Congress is in the wrong
direction. The budget resolutions sponsored by Democrats included instructions
to the Fed to revaluate its policy—meaning to ease up. Some Republicans are also
on that track, and some want to return to the inflationary and discredited policy
of trying to stabilize interest rates. Despite some wobbles, and criticism of de-
tails, the administration has been more supportive of the restrictive monetary
policy than any other actors in the political process.

On paper, all of the budget proposals provided for federal deficits of $100
billion to $110 billion in fiscal 1983, $70 billion to $80 billion in 1984, and $30
billion to $50 billion in 1985. But this decline in the deficit was more likely to
eventuate, and more credible, in the Michel-Latta-Senate proposal. The difference
ig that the Michel-Latta-Senate budget relied more on cutting nondefense spend-
ing and less on revenue increases. The President would be more able to enforce
the nondefense spending cuts by his vetoes than he would be to bring about a
large increase of revenues. The willingness of the Democrats in Congress to
incorporate large revenue increases in budget resolutions does not mean that
when they got right down to it the Ways and Means Committee would be able
to agree on a bill that raises much revenue. The picture of the congressional
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Democrats as happy tax-raisers is incorrect. They have been glad to spend the
revenues that inflation generated but reluctant ever to raise tax rates explicitly.

I have, of course, been comparing the Reagan-supported budget mainly with
ideas qof congressional Democrats, and that may be unfair. But I do not get a
different picture when I look at what might be called the intellectual leadership
of the Democratic Party. I refer, for example, to the Center for National Policy,
formerly the Center for Democratic Policy which, despite what one might have
thought, is, in its own words, “independent of any political structure or faction.”

With the assistance of an advisory board of 315 persons, ranging alphabeti-
cally from M. Bernard Aidinoff to Raul Yzaguirre, the CNP has produced a
series of “Alternatives” for the 1980s.” The most relevant of these is No. 4,

Walter W. Heller, Richard Musgrave and Francis M. Bator. The basic thesis
of these papers is that the effort to curb inflation by monetary restraint is too
costly in unemployment and that we need ‘““some kind of mechanism to slow down
wage and price increases” (less delicately called controls). Along with a more
rapid growth of the money supply we need a smaller deficit in 1983 and after.
That is to be achieved by large tax increases. Oddly for a study of fiscal policy,
there is no reference to the expenditure side of the budget, except that in addi-
tion to the deferral of the 1983 income tax cuts and of indexing. Mr. Heller
thinks the deficit-reducing package should include “other Jjudicious tax adjust-
ments and budget cuts.” He spells out some of these “judicious” tax (raising)
adjustments but no budget cuts.

That is other worldly. It is a prescription for reviving inflation by abandoning
what seems to be working—monetary restraint—and yearning for what has never
worked—incomes policy. And a program that ignores the expenditure side of the
budget is not an intellectually defensible or politically realistic way to reduce
budget deficits.

TOASTERS BEFORE MISSILES?

Much the same comment may be made about the most recent of Brookings's
annual reports on the budget : “Setting National Priorities—The 1983 Budget.”
The report contains, as always, much useful information and analysis in the
small. But on the larger questions of priorities it runs quite counter to mine. It
proposes larger defense cuts and smaller nondefense cuts, (The Reagan non-
defense cuts are regularly described as “sharp,” “drastie,” “slashes” and so on,
though the report must be given credit for expressing sympathy for the idea of
limiting the indexing of Social Security.) It recommends more monetary expan-
sion and it nostalgically and ritually longs for an incomes policy.

There is said to be a more modern alternative to Reagan economics than that
represented by these veterans of Kennedy-Johnsonism. Its leading thinker and
spokesman is said to be Lester Thurow. But I get no solace from the prospect
of a Thurovian economic policy. Mr. Thurow thinks it is more important for
the U.S. to lead the world in toasters than to lead the world in missiles, a con-
ception that I find staggering.

Even at a less global level, Mr. Thurow is worrisome. He is full of good specific
ideas about taxes and other things, but I cannot see what kind of general system
emerges from his ideas. Or perhaps I can see, but I don’t like it He is an ex-
ample of John Jewkes’s proposition that to look at every case on its merits is
not to look at the merits of the case, Mr. Thurow’s favorite line ig that the slow-
down in U.S. productivity growth is due to a thousand cuts which need to be
cured by a thousand Band-Aids—meaning a very large number of separate, gov-
ernment programs. This is a road map for getting into trouble, not out of it,
even if the thousand Band-Aids were to be applied by a thousand MIT pro-
fessors—which they surely wouldn’t be.

So while I shall continue to grumble about aspects of the President’s policy—
which is the outsider’s privilege and even his duty—I will also acknowledge and
insist that it is superior to any alternative that has been offered. It is also
superior to what now seems the probable result of the budget debacle in the

House of Representatives.
Senator MaTTINGLY. You may want to comment on that statement.
Mr. WEDENBAUM. T think my distinguished predecessor, Herbert
Stein, has written a very wise piece of analysis. The point that I would
emphasize is simply that compared to any alternative that has been
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suggested the Reagan economic program clearly is the most sensible
approach to dealing with the economic problems that have been facing
this Nation. And that progress is already visible.

Senator MaTTINGLY. We talk about laying it on the line. We ought to
lay on the line the proposals that are out versus alternatives that are
a little smoky, to say the least.

You know, if somebody has got a better program, it would not be a
bad idea for them to come forth with it.

I would like to clarify some other points. I would like for you to
clarify them versus the budget.

Mr. Wemensaoy. If I could say for just a moment, Senator, when
they talk about incomes policy. I can only describe that as the hair of
the dog that bit you remedy. That is the kind of economic policy that
got us the escalating inflation.

Senator MaTTINGLY. When vou and T were talking before we ended
with the conversation about cutting the budget.

1 would like for you to clarify a little bit; I have not noticed it going
down. The budget that we are projecting that passed the Senate 1s
larger than fiscal year 1982. Fiscal year 1982 is larger than fiscal year
1981.

I do not know—we are not cutting the budget; are we? It seems to
be that we are trying to slow down the growth of that steam engine.

Mr. WEmENRAUM. Yes, sir. There’s no question about it. Expendi-
tures will be higher next year than this year—higher in 1984 than
1983—but if we can substantially slow down the growth of that spend-
ing, we will get a closer alinement between revenues and spending and
reduce the share of Government in our economy.

Senator MaTTINeLy. The other thing we have been talking about is—
you can call it revenue enhancements, tax increases or whatever you
may want to talk abont—what is the position of your office ?

What’s the administration’s thinking about the new revenues that
we are talking about ; are these going to be new taxes or are they going
to be closing up loopholes and creating more equity?

And there is a difference.

Mr. WemenBavM. Yes; indeed. First of all, we strongly believe that
major efforts to reduce deficits should be on the expenditure side.

To the extent we responsibly can. we need to cut outlays, and if that
does not produce the desired deficits estimate, then somewhat reluc-
tantly, of course, we need to look at the revenue side. And here to date
the recommendations of the administration have been the modest ones
dealing with, as you indicated, closing loopholes rather than institut-
ing new taxes.

And, of course, we feel very strongly that the across-the-board
reductions in personal income taxes enacted by the Congress last vear
should continue—should not be cut back, should not be deferred. They
are an essential element of any sound long-term tax program.

Senator MaTTiNGLY. Are rcvenues coming in faster now than
projected ¢ .

Mr. WEDENBATM. My estimate is that the deficits for this vear will
be about $100 billion. and that the first half of the year revenues came
in a bit faster than anticipated. And that the second half of the year
they will come in more slowly than anticipated.
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I have gotten six different explanations for that. I’'m not sure if any
one of them fully explains—partially, I think, it is an example of tax-
payer rationality. We have increased the penalty for late payment, for
under payments. That has served—1I would suspect—as a very useful
incentive to get people to pay their taxes more promptly.

That will not affect the total amount received, but it will push up
into the first half of the year.

Senator MarriNeLy. Congressman Reuss made a comment about the
summit. One comment he brought up was about the trade policy issue.

As you know, the conference begins in November—the GATT con-
ference at which they will be debating and discussing a lot of inequi-
ties that have been created over the last few years.

I think that was probably discussed, you know, briefly at the sum-
mit. T just read something about it. I think that here we see the former
policies that we have used in our country have not worked in our
favor, and the new policies or what policies the foreign allies of ours
have used have been to the detriment of the exports of this country.
And if I’'m not mistaken this is the first time in eight recessions that
the net exports have declined.

I think it has been due to trade policies brought on by other coun-
tries. I think we are going to see either legislation by the Congress or
acquiescence by our trading partners to create equity.

Now, I do not know what your opinion is, or if you have any new
ideas on that.

Mr. WemenBaun. Our basic opinion is consistent and clear. There
are too many obstacles to the flow of trade and investment around this
world. And the basic answer is not to erect in turn our new correspond-
ing set of barriers to trade and investment, but to convince our friends
and allies and competitors around the world that we are all better off
if they reduce the very substantial array of barriers to the flow of
trade and investment.

We have been sounding that theme at the OECD meetings and
at snmmits: and we, of course, will do that at the ministerial meeting
of GATT this fall.

In all candor, Senator, I also have to remind the subcommittee
that we have a few trade investment barriers ourselves, When I am
overseas discussing these matters with onr foreion friends, thev do not

hesitate to remind me of the other side of the coin, that is, our obstacles
to their exports.

Good economics does not mean competition to erect trade barriers
but. if anvthing. a competition to reduce those barriers.

It is not to be done effortlessly: it is going to take a lot of convine-
ing, T think, of people—nations faced with rising protectionist senti-
ments.

And here we get back to general economic policy. It is quite clear
that protectionist sentiment rises during recession and recedes during
recoveries.

Senator MaTineLy. Yes, I think the trade policies. no matter what
we may call them, may turn into utilization of the mirror theory. We
need to look in the mirror, and our trading partners need to look in
the mirror. I think that is how we will arrive at equity in trade policy
for this country and other countries.
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REQUEST FOR SUPPRESSED RECESSION FORECAST

Representative Reuss. Thank you. Let me return to the subject we
were pursuing. Would you hand us—because I want to include in the
record, Mr. Weidenbaum, the unpublished worksheets supporting the
economic white paper of February 18, 1981, which you referred to
in your written testimony ¢ .

Mr. WemeNBaun. These of course—I am not in a position to provide
those——

Representative Reuss. Can we have them, or do I have to proceed
under the Freedom of Information Act to get them? You have refer-
red to them in your testimony ; you cannot dangle them before us and
then fail to let us look at them.

And the press is interested too.

Mr. WemeNeauM. Excuse me.

Representative Reuss. The press is interested too. They would like to
see them.

Mr. Wemensaum. I will respond as completely as I can.

Representative Reuss. Great! Can I have the unpublished work-
sheets which show the two consecntive quarters of negative growth ?

Mr. WemenBaoM. I will respond as completely as I can.

Representative Rruss. Mr. Chairman, we are faced with a constitu-
tional crisis here : The witness comes in and brags about how prescient
the Reagan administration was in its private unpublished papers.

Meanwhile, Congress and the countrv. we are being told by the
President in his economic program of February 18, 1981—that is the
white paper previously referred to—and I quote: “The program we
have developed will revitalize economic growth, renew optimism and
confidence and rekindle the Nation’s entrepreneurial instincts and cre-
ativity,” and we were told real GNP would go up 4.2 percent in 1982.

And now we are told the proclaimer of these glad tidings, which
lulled Congress into the belief that we were not facing a steep reces-
sion, had available unpublished worksheets which estimated two con-
secutive quarters of negative growth.

And the witness is now refusing to produce them.

Senator MatriNeLy. I am sure the witness did not bring his file
cabinet with him. He could probably produce——

Representative Reuss. I will ask the witness. Are those papers here
in the hearing room?

Mr. WemenBaDM. No, they are not.

Representative Reuss. How long will it take—and I can provide
limousine service to get them up here.

Mr. WemenBaum. Congressman Reuss, I had no idea I was going to
create a constitutional crisis—to use your phrase.

Representative Rerss. Well, you did create one, sir. How about get-
ting those papers up here?

Mr. WemEeNBauM. Let me assure you of one basic point: Any work-
sheets—and there are lots and lots of worksheets

Representative Reuss. I just want to see these two on which you
predicate vour statement that you and the administration knew all
about the looming recession.

Mr. Wemensaom. If T may continue, there are lots of unnublished
worksheets. The key point that I want to assure you: All of those un-
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published worksheets are totally consistent with the numbers pub-
lished in that white paper.

Representative Reuss. I am pleased to have that assurance. The
press, nosv as always, would just like to see those unpublished work-
sheets which estimated two consecutive quarters of negative growth.

What quarters were those, by the way?

Mr. WemeNsavm. In 1981.

Representative Reuss. What quarters were those

Mr. WemeNBAUM. They were consistent with the modest 1.1 percent
real growth for the year.

Representative Reuss. For what ?

Mr. WemeNBauM. For the year 1981,

Representative REuss. But the President’s economic program, page
25, projected a 4.2 percent real growth rate in GNP for 1982,

Mr. WemeNBAUM. 1981.

Representative Reuss. 1981.

Mv qguestion was: What were the two negative quarters?

Mr. WemeNBaUM. I can do this from memory, the second and third.

Representative Reuss. Do your associates know who helped prepare
your paper this morning?

Mr. WemEeNRaUM. I will take credit or blame, as the case may be,
I assure you of that.

Let me make a point. with all sincerity, why we don’t publish quar-
terly numbers. Onr ability as economists to make annual forecasts is
not bad. Our ability as economists to make quarterly forecasts is not
very good.

Representative Reuss. I'm not talking about that. I’'m talking about
the frankness with which the administration informed the country
on February 18 of what lay ahead. What was the date of these mys-
terious. unpublished. workpapers?

Mr. WemENBAUM. There’s nothing mysterious.

Representative Revss. What is their date. mysterious or not?

Mr. WemeNBaUM. I don’t remember the date.

Representative Reuss. They would be less mysterious if you would
produce them.

Mr. WemrNBAUM. The noint T want to make. if you will permit me,
is in a variety of testimonies to the Congress. beginning the very next
month. Beginning in March 1981. I alerted the Congress—now, if
the Congress was not paying attention, that’s not my fault.

Representative Reuss. I hear you. And we would welcome your
giving. for the record. all alerts that vou achieved during that time.
* Mr. Wemensaum. I would be pleased to do so. .

Representative Reuss. I also would want—and Jet’s stick to that
which I want. I want, in the lanoeuage of Chairman Weidenbaum. the
unpublished worksheets supporting the economic white paper of Feb-
rnary 18, 1981, which estimated two consecutive quarters of negative
growth.,

“'T want to know the dates of those unpublished worksheets. T want
to Jook at their data. I want to find out—which vou cannot tell me,
apparently—what two consecutive quarters these were.

And finally, T want some exnlanation of whv, with knowledoe of
those two upcomine quarters, the administration omitted them from
the February 18 white paper which was sent to the Congress.
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L}Ilr. Wemeneaoy. I am giving you the explanation if you will bear
with me.

Representative Reuss. But you have to give me the unpublished
work sheets.

Mr. WemenBauM. The explanation is very straightforward. No
administration has confidence in quarterly numbers to the extent that
they will publish them. And we did not have the kind of confidence in
the quarterly numbers to publish these. It is that simple.

Representative Reuss. I am listening. And I want to listen carefully
to your explanation.

Would you dispatch an associate to your—let me finish—to your
office to bring up here those unpublished work sheets—right now—so
that they may be introduced in the record ?

Mr. WemenBauM. No. I will not. I need to determine—and I'm no
attorney—whether, legally, I can provide the information.

Representative Reuss. All right.

When can you get to the Joint Economic Committee your decision,
supported by Attorney General Smith’s opinion, as to whether or not
you are obliged to turn over to the Congress the unpublished work
sheets which you have referred to in your testimony here this
morning ?

Mr. WemeNBauM. I certainly cannot commit the Attorney General
to any deadline. I do not give him marching orders.

Representative Rruss. When will you submit to the Attorney
General, for his opinion, your statement that you have been the sub-
ject of a request by Congress for those papers and that you want his
opinion as to whether you have to give them up or not ?

Mr. WemENBAUM. 1 appreciate your suggestion about the Attorney
General. T will take that under advisement. I said I will chek that
w1ﬁ1 bt:,le appropriate legal staff, whoever that appropriate legal staff
will be.

Representative Reuss. I thought the Attorney General was the
appropriate legal staff. If you have got some paralegal outfit—

Mr. WemeNBaUM. This may be a very routine request. There may be
all sorts of obvious precedents. I don’t presume to provide legal advice
to the committee.

Representative Rruss. My time is up. But I renew my request,
Chairman Weidenbaum, that you promptly produce for the Joint
Economic Committee the unpublished work sheets referred to in your
statement.

Mr. Wemeneaun. I am pleased to receive that request. And I wish,
very frankly, you would not describe some work sheets on the GNP as
creating a constitutional crisis. I do think that is a bit overstated.

Representative Reuss. They will create one unless you produce—

Senator MatTincLy. Your time is up, Congressman Reuss.

Congressman Richmond.

Representative Ricrmonn. Thank you, Senator.

Good morning, Mr. Weidenbaum.

Mr. WemeNBAUM. Good morning. Congressman Richmond.

Representative Rrciraronn. This morning I would like to discuss
investments.

We have had the pleasure of your company here so many months,
and you have been so optimistic about the fact that Reaganomics were
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actually working. We were supposed to have bottomed out of this
recession in the second quarter. We find that, of course, is a joke. We
find the second quarter is even worse than the first quarter.

And T can tell you, Mr. Weidenbaum, that the third quarter is going
to be worse than the second quarter.

As you know, the company in which I hold stock is in the business
of manufacturing products for other companies, and is a pretty good
barometer. And business is not so good. So, let’s not lull the American
public into thinking that this recession is over.

If you ask me, we are getting deeper and deeper in a recession. And
I do not even see the vaguest light at the end of the tunnel.

Now, this great tax give back is an integral part of Reaganomics.
The whole theory of Reaganomics is give the American people back
their tagxes so they will spend money and get the economy going again;
correct

Now, number one, how do you account for the fact that American
corporations are spending 50 percent less on modernizing their assets
this year than they were last year? With Reaganomics, with the
modern tax depreciation plan, and with every type of incentive
conceivable to urge American corporations to invest money, how do
you account for the fact that investments are off by 50 percent?

And number two, what is your general feeling of the future of
investments in general right now with everybody’s forecast completely
off? We had the Secretary of the Treasury here a few months ago,
and he said we were going to bottom out in the second quarter.

Mr. Wemensaum. Frankly, I do not know where you get your infor-
mation, Congressman Richmond.

Representative Ricamonp. From you.

Mr. Weme~nBaum. Hardly, because the Department of Commerce,
in its most recent report on business investment in plant and equip-
ment, shows, in 1981, the total was $321 billion. And the survey that
they made of what private companies say they’re going to spend for
1982, the most recent survey is an increase to $345 billion. That is
hardly a reduction.

Representative Ricamonp. The orders last month were off 47.5
percent. You read that. as well as I did.

Mr. WemeNnBaTM. No doubt your company

Representative Ricumonp. Machine tool orders in the United States
in general were off 4714 percent.

Mr. WrmeNBAUM. There are many companies that have managerial
difficulties, market difficulties. I sympathize, but I do not think we
should generalize the performance of the American economy from one
or two companies.

Representative Ricrmonp. Would you say that the American cor-
porations, the industrial community. are responding to Reaganomics
the way the President and his associates expected them to respond?
Would you say American corporations are going full blast ahead, mod-
ernizing themselves, reorganizing their companies, buying equipment ?

Mr. WemeNBaUM. I suggest you read my prepared statement, where
I pointed out the obvious. Business and investment is typically the
second stage of an economic recovery, not the first stage.

The Reagan economic program is a long-term program, designed—
and I think very properly—to provide the incentives for increasing
capital formation.
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Representative Ricamonp. But it has gone the other way.

Mr. WemeNBauM. If we learn anything from business cycle history
in the United States, the expansion of capital formation does not pre-
cede the upturn in consumer spending but follows it. :

Representative Ricamonp. With the condition of American industry
as it is today, our ailing steel industry, our ailing metal industries in
general—as you know, many of our industries are in very sorry con-
dition. I think you and I agree the main problem of the United States
today is to begin modernizing our industry and start producing goods
in competition with the foreign imports, which we are not doing, for
the simple reason that our plants are aged, we do not have the capital.
Industry is not willing to put up the capital or borrow money at 18

ercent interest. You know, you’re talking about 18 percent borrow-
1ng, right, with a compensating balance ?

Mr. WEmENBAUM. Some companies borrow below, some above. It is
a painfully high rate.

Representative Ricamonn. But a first-class company which can bor-
row at prime, 16814, is, in effect, borrowing at 18 percent with the com-
pensating balance. How can any corporation in the United States
afford to borrow money and modernize their plants?

Mr. WemeNBavM. Very simply, because after the effective taxation,
they think the return on that investment exceeds their interest cost.

Representative Ricamonn. Mr. Weidenbaum, you know that is not
the case. American industry is based——

Mr. WemenNBauM. It must be the case. Otherwise, the Commerce
Department would not report these surveys that American industry
is investing more in 1982 than in 1981.

Representative Ricaymonp. That survey is only one of many other
surveys. We have other surveys that show that American industry is
investing less, and American industry, during the year 1982, is chang-
ing its plans downward.

Mr. WemensavM. That’s true.

Representative Ricramonn. We finally agree on something.

And I think. Mr. Weidenbaum, we both ought to agree that as long
as interest is effectively 18 percent there is no way for American in-
dustry to borrow enough money to buy new capital equipment. You
just cannot amortize the capital equipment at those rates of interest.

Mr. WemenBauy. Frankly, that is too extreme a statement to be
accurate. It is quite clear that the high rates of interest are a major
barrier to capital formation. We’re seeing less investment than we
would if interest rates were lower. You cannot make the either/or
statement accurately. We are not seeing any investment. The $300
billion figure I cited is a very substantial— .

Representative RicrmoxNp. We know the $300 billion fizure will
not be the case, because American industry is tightening its belt and
reducing its expenditures every single day—and we know that—can-
celing orders richt and left. We both read the article about Boeing.
Boeing has gotten nothing but cancellations all this year. You read
it, as I did.

Mr. WemeneavM. I read the article. .

Representative Rrcayoxnp. That is one examnle of one of the major
American corporations that is suffering severe depression due to high
interest rates. Nobody can do business at 18 percent.
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How are Reaganomics going to work if we don’t reduce the interest
rates? How are vou going to reduce the interest rates if you don’t
balance the budget ?

Mr. WemENBAUM. When you mentioned Boeing—I am a former
chief economist of the company, so I know a bit about that business—
airline traffic is very responsive to the economy. When the economy
is in recession, airline traffic turns down very rapidly. But when the
economy recovers, airline volume recovers very rapidly. It is what we
call a very income elastic market.

Therefore, I am not surprised producers like Boeing have cancella-
tions of orders during a recession. I would expect to see a flurry of
orders during recovery.

That is normal cyclical phenomenon.

Representative Ricrimono. There is no question we are in a recession.

Mr. WemeNBauM. I said that at the outset of my testimony.

Representative Rrcaonp. We cannot say we are going to bottom
out in the second or third quarter. I do not see a bottom. Do you?

Mr. WemeNBauMm. I am watching that.

Representative RicHyoxnp. You made the statement before in the
same chair, we are going to bottom out in the second quarter. The
second quarter has come and gone. We have not bottomed out.

Mr. WemeNeaum. The second quarter has not gone.

Representative Rrcumon. It is virtually gons and we know it has
not hottomed out.

My time is up. Thank you, Mr. Chairman.

Mr. WemeNBauM. Tt is a matter of opinion among economists as to
whether the second quarter will be a small plus or a small minus.

Representative Ricrimonp. Ask Caterpillar, John Deere, or some
of the other corporations whether we have bottomed out.

Senator MarTiNeLy. Let me make a clarification. I am sorry Con-
gressman Reuss is gone. but you may not have had the figures with
you there, but in 1981-—changes in the GNP when you go through each
quarter—there were not two successive quarters of decline in GNP,
I think it went from 8.6 to minus 1.6 to plus 1.4 to minus 4.5 for a
net growth of 2 percent in-rease in calendar vear 1981. so I think that
can clarifv part of that. And I wish that he were here for just a
moment. You know. I joined this committee when I first came to the
Congress and I felt like it was an academic forum. It should not nec-
essarily be a media forum.

What we are trying to do is help with the answers. T cannot help
but remember him saying three or four times, the media has a right
to know ahout where your files are, whirh is great, and then he offered
to send his limousine. which is obviously at no cost to the taxpayer,
to ort your information.

We earlier talked about the housing industry, the $5 billion pro-
gram. trving to fix that spending more Government money. And you
know Boeing, they are trving to fix that with a bailout. You know,
it seems as if when Braniff went out one day, Boeing came in the next
dav for a small bailout.

I think today shows one thing in this hearing. I think it shows
Reaganomics has got a program on the table. which it has over the
last year, and it has another program on the table this year. We did
pass a budget this year.
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Now, the adversaries, the people who object, if they have got a plan
they ought to come forth with it. T do not think it does any good in
this forum or any other forum in this Congress to yell and scream
about the conditions unless we want to get the interest rates down,
and there is only one way to get the interest rates down and that is
for everybody to join together in coming up with a budget that is
going to decrease spending and also keep the incentives in place.

I think that Congress must pay attention to what happens west of
the Potomac River, and you know. you can bring your unpublished
work sheets and mail them to Congressman Reuss. that’s fine. But I
do not think that is the crisis that we have in this country. I think
it is jobs. the effort that we put in on revising this budget.

I would like to thank you for coming totay.

Mr. WemeNeauM. Thank you, Senator.

Senator Msrrrxary. Our next witness will he Prof. James Ramsey.

Professor Ramsey, you have another hearing you have to go to, so
if you would like, you may go ahead and make your statement and then
we will have questions.

STATEMENT OF JAMES B. RAMSEY, CHAIRMAN, DEPARTMENT OF
ECONOMICS, NEW YORK UNIVERSITY, NEW YORK, N.Y.

Mr. Ramsey. I will try to be very brief. since I believe I am running
late. I have another session on the House side.

“Supply-side economics” has become a political code word—a battle
cry for some, a source of disparagement for others. Supply-side eco-
nomics has become “voo-doo economics,” except for those of a turn of
mind for exotic religions, who then complain of the unfair comparison.
Listening to the current debates, one would be excused for believing
that there were as many definitions of supply-side economics as there
were discussants of the same issue.

Tt is a return to older ideas which are now postulated in a new form.
Really, it is not so revolutionary. In fact, there have been a large num-
ber of economists who, for many years, have engaged one way or
another in what is now known as supply-side economics, but without
perhaps the opprobrium of some of the title. However, there is a key
distinguishing characteristic for those people who call themselves
supply-side economists or who are concerned about the supply side
relative to our colleagues on the other side who have stressed for
many years the demand side.

The distinguishing characteristie, I think, is the reemphasis on
microeconomics as opposed to macroeconomics, the stress on the activi-
ties of the individual and the individual firm, the analysis of what it
is that people are actually doing or trying to do and the way in which
they make decisions, as opposed to the examination of a cloud of index
numbers. It is the recognition that firms and individuals engage In
specialization of trade activity, occupation and particularly in risk
takine by degree and type. It is also recognition that there are adaptive
reactions and that people are not passive acceptors of. for example.
Government policy, so supply-side economies, T feel, will not succeed
if and until all of those who are engaged in it recognize the point that
the issue has to do with the distribution of effects rather more than
levels.
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Let me illustrate. On the question concerning the passive acceptance
versus adaptive reaction, a typical case in point, for example, might be
the implementation of the small refinery bias in the entitlements pro-
gram. In this case, the idea amongst the bureaucrats was that they felt
that small refineries were unable to compete on equal footing. They
instituted some changes to give them a bias which would enable them
to compete, they thought, against the larger refineries and they under-
stood or thought that what would happen is that a small refinery would
stay in business and the large refineries would stay in business and
everything would be harmonious. Unfortunately, what it did was cre-
ate an incentive to create small refineries to extract revenues from the
largesse provided by the Government procedures.

Another example of this is perhaps a Federal flood plain insurance.
Other procedures which, given the humane ideas underlying it of
bailing people out from floods that occur on their property, does not
recognize the fact that then you have subsidized people to live in flood
plains. Consequently, you should not be surprised that they move
there and take advantage of the subsidy.

In short, it is a simple lesson which we all recognize but perhaps
occasionally needs repeating, that if we pass legislation we must
expect people to figure out clever ways to put it to their advantage. On
the other side, we talked earlier about specialization of risk by both
type and degree. May I give a very brief, concrete example which I
think is still extraordinarily important? It has to do with oil ex-
ploration, about which I know a little and I think it is a very vital
example.

This is an example where firms engage in a very particular form of
specialization which is increasingly very difficult. It is a type of
specialization which is very difficult to transfer on to someone else.
Further, there are different degrees of specialization over a very wide
range in terms or different degrees of taking a risk.

ow, recent theory, developments in economic theory indicate the
importance of these differences and the importance of differences in
types of exploratory areas. On one extreme vou have areas where the
probability of getting a success is quite high but the expected value of
the success is also very small. In other areas you have probability of
success in finding oil which is very low but the expected value of the
oil when you find it is extraordinarily high. Between these two large
extremes you have a whole continuum of alternative trade-offs between
risk in terms of the risk and the returns that you are going to get from
tho oil exploration.

As it happens, you have a distribution of firms by size. Small firms
tend to specialize in the low-risk, low-return type of endeavor. The
larger firms engage in those sorts of activities which specialize in the
higher risk, high-returns sorts of endeavors, and vou can demonstrate
there is a symbiotic relationship between the larger firms and the
smaller firms. The large firms create the preconditions needed by the
smaller firms essentially to do their type of exploration.

Tf, then, we take a policy action which, for example, penalizes risk
taking. which tends to penalize larger firms relative to small—for
example, the alterations in the oil depletion allowance some years back,
the joint bidding ban, the so-called windfall profits which is actually
a revenue tax and other such activities, what this does is to shift the
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burden of risk against—relatively—the larger firms compared to the
small. Tt also tends to increase the overall level of risk relative to a
given set of returns.

The net result is you are going to find, in fact. some rather anoma-
lous results. You may well discover. as is currently happening and as
pl:edlcted by the theory that drilline may be up. so-called success rates
will be up. but that oil discoveries will be down. The results, unfortu-
nately. if it is to be followed, and recently we have taken steps to alter
it slightlv, but if this were to continue the results wounld get worse.

The true irony of this is that these outcomes would be regarded as
geologically determined, whereas. in fact, they are really a creature
of both economics and politics. These ideas could be extended to re-
search and innovation. and indeed, it is the stimulation of research
and innovation which is most important to the development of growth
if we are to have growth in what we have been talking about today
is stimulation of research and innovation, again the concept of risk
and return comes into play.

One of the problems we have observed in the comparisons, for ex-
ample, between the United States and foreign countries, is that in a
sense, our innovation rate has been lagging. Our ability to patent has
been falling behind what it was before. We should recognize that if
you penalize returns, if you increase the degree of risk that firms face,
you will still get innovation but it will be a sort of a piddling type,
M, sort of innovation where you make minor changes to existing
products. But if you want the reallv big breakthroughs, then you have
to encourage a high degree of ability to take risk. which frequently
means you must avoid trying to tax a sudden, big, massive break-
through to pay for all of the small failures that accumulate over a long
period of time.

My next point, to illustrate the general ideas that I have been trying
to put across concerning the distribution and also the use of saving
investment, is a problem that we have faced, and Britain, too, has faced
in the same sort of manner—what one might call productive and non-
productive expenditures on investment goods—between the difference
between buying GM stock versus buying rare wines, antiques, houses,
or antique cars. One suggestion to consider, to throw out as an llus-
tration, would be to deduct from taxable income all moneys invested
in new securities, new issues, new capital for creation of new plant and
equipment. down to the creation of a new Mom and Pop grocery store.
This would be the personal equivalent to the corporate idea of retained
earnings for tax purposes.

In other words. if you invest the money in new securities, you try
to build a new building, vou create new wealth while you are doing
that and that income wouid not be taxed. and when you return it back
in income which you wish to spend. then it would be taxed. This would
tend to reestablish some of the differences between the United States
and Eufope where the Europeans rely very heavily on the value-added
tax. The point of the value-added tax is that it taxes consumption,
rather than savings.

The point is merely that this is a device which may be a very bad
one, but it is a suggestion for you to consider to encourage savings and
therefore investment—by increasing the supply of savings—as op-



posed to encouraging consumption, which has been the traditional
Path to_increasing wealth In this country since the so-called
‘Keynesian Revolution.”

Last, we might comment very briefly on what is the penalty of a
deficit. With the deficit we have essentially four alternatives, The first
one is to monetize it, and I think that enough has been said about that
so I will not even bother mentioning that procedure. The second issue,
we could eliminate a deficit by raising taxes. We could eliminate
deficits lowering expenditures. And finally, we could capitalize the
deficit by going into the capital market and funding it.

Comments I made earlier relate to this because of the different ways
in which we handle the deficit and we are forced to take one of the four
issues leads to vastly different results on individual behavior in the
way in which the economy functions.

If we were to raise taxes, essentially what we are doing is to lower
the consumption of the group for whom the taxes are raised. We also
lower to some extent their savings, since they are paying extra taxes,
although it is in the ratio of 9 to 1 on average in order to pay for those
people who are getting extra income.

I will ignore the humanitarian comments as to why we should have
transferred income from one people to another, since this cuts across
the entire set of arguments.

On the other hand, we can lower expenditures, which would tend to
raise incentives insofar as by the way the poor ever managed to get the
taxes that are raised from tKe people who are paying them.

But it would tend to maintain the savings rate, so there is a trade-off
between raising taxes and lowering expenditures, as to what the effect
would be in the supply of savings and therefore on the ability to carry
out investment,

The last issue is the most important one: What if instead we fi-
nanced the deficit which is paying for increased consumption by a
certain group of the population through transfer payments by going
on to the market and raising the funds through the normal securities
market area—the use of Treasury bills?

If we were to take this approach, the effect would be different. Theo-
retically we can say that t%e entire effect of covering a certain deficit
which 1s going into transfer payments would now be placed upon the
savings generated by the private market.

Instead of only a portion—roughly one-tenth—going off to the
marketplace for savings, now we would have the entire amount going
into the private marketplace.

So much for theory. What is the practical implication of that? If
the deﬁcit—Federalrgeﬁcit—is very small relative to, say, total gross
domestic investment, then we are talking about small amounts.

While theoretically it has an effect, it is not very important. On
the basis I—roughly—made a few calculations, WhigK I brought with
me today. Just selected some dates essentially up to 25, 30, 35, every
5 years, to indicate the ratio between the Federal deficit and the net
private domestic investment.

These figures, by the way, were obtained from the Council of Eco-

nomic Advisers. So if anyone wants to check up on it, they know
exactly where to go.
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Ask Murray Weidenbaum: during the war—during 1940 through
1946—the ratios were 0.76 and 0.96—about three-quarters, You know,
the deficit was about three-quarters of net private domestic invest-
ment in 1939—40. And about nearly even to it in 1946, coming out of the
Second World War.

During the 1960’s and into the 1970’s the ratio was very small: it
was 1 percent, 3 percent, and 5 percent. And indeed we had a small
surplus in 1960.

So those amounts are really very small and had no effect. While
one could theoretically talk about the crowding out that the deficit
financing runs, it was really a very small amount of money and we
could forget it.

The situation, post-1975, however, is very different. It is actually
post earlier in the 1970%. In 1975 the figure was 0.97; that is, the
deficit was roughly equal to the total amount of private domestic, net
domestic, investment.

In 1980 it had fallen to about 0.55, and in 1981 it had fallen to about
0.45; given the figures that I quoted. I do not want to stress the actual
numbers so much as just to point out that the comparison of the 1970’s
into the 1980’ relative to the figures which prevailed during the 1950’s
and 1960’s was that we had shifted to an enormously larger increase
in the size of the deficit relative to net private domestic investment.

Under these conditions then the crowding-out problem is a factor
which has to be taken into account. In other words, it is now a serious
issue.

If one cares to view the matter in this, one can say that the choice
is no longer for guns for defense and butter today, but is between
welfare today and perhaps even more welfare tomorrow.

That concludes my very brief comments.

Thank you.

[The prepared statement of Mr. Ramsey follows:]
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PrEPARED STATEMENT oF Jades B. RadMSEY

"Supply-side economics" has become a political code
word - a battle cry for some, a sourxce of disparagement for
others. Supply-side economics has become "voo-doo economics”,
except for those of a turn of mind for exotic religioAs,
who then complain of the unfair comparison. Listening to
the current debates, one would be excused for believing that
there were as many definitions of supply-side economics as
there were discussanits of the issue.

However, for me the concept has little mystery and is
mostly a pedestriah return to earlier concerns in the
economic literature. For some economists, at least, the
slogan of -supply-side economics simply indicated the obvious
notion that economic conditions have an impact on an
irn.ividual's productive efforts and willingness to take risks,

on the organizational effectiveness of firms, and on the

98-647 0 - 82 - 5



30

efficiency of markets. Supply-side economics is merely
the "other blade" to the Marshallian economic scissors of
demand and supply. The phrase is needed merely because
macroeconomic analysis had become single-mindedly focused
on demand. Thus, in this light, supply-side economics is
an almost trivial recognition of the importance of the

"other half" of economic analysis - supply versus demand.

To be fair, supply-side ideas had been anticipated by a
number of scholars, for example, at the Poverty Institute in
Madison, Wisconsin, where empirical and theoretical research
was done on the labor supply effects of a negative income tax.
All of those who have argued in the past about the inefficiency of
regulatory attempts were also supply-side economists, but
without the pejoraﬁive label.

ﬁoreover, a key differentiating characteristic for economists
more concerned with supply conditions as opposed to demand
was the recognition that the essence of the prcblem was
microanalytic, not macro; one had to pay close attention to
individual and firm behavior; to be concerned about differences
between individuals and firms, one could not safely ignore
individual characteristics within aﬁ-aggregate cloud of
index numbers. To the supply-side oriented economist, more
than his demand-side colleague, large scale macro aggregates
and the ubiquitous presence of index numbers were impediﬁents

to analysis, not a benefit. The understanding of differential
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effects of any action across individuals and firms, the
recognition of specialization in activity and risk-bearing
by different individuals and specific firms, énd the
realization that agents react to changes adaptively, not
passively, distinguishes the supply-side enthusiast from
his contemporary demand-side devotee. The key behavioral
elements, therefore, to be kept in mind are the importance
of individual differences, the role of specialization of
activity, and adaptive reactions. Let us explain these
abstract ideas in the context of practical examples.

Consider first the notion of adaptive reaction, as
opposed to passive acceptance. Bureaucrats almost always
assume economic agents behave in the latter manner. The
incorporation of the small refinery bias in the Entitlements
p;ogram is a classic example. A potential problem was
perceived by the Federal Energy Office (FEO) in that small
inefficient refineries were thought to be unable to compete
under the entitlements program, so the FEO gave small
refineries a competitive edge. “he "passive acceptance"
expected by the bureaucracy was for existing small and large
refineries to continue to operate as before and in harmony.
The recognition of “adaptive reaction™ is to recognize that
one can make a fortune by opening or re-opening small
refineries whose sole claim to financial viability is the
government's largesse to theé inefficient.

Another example is Federal flood plain "insurance" and
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rescue efforts whereby people are subsidized to live in

flood plains. The expected passive reaction is to benefit
the existing flood plain incumbents when the humane
legislation is passed; the unexpected adaptive reaction is

to create a new demand for living in flood plains at taxpayer
expense.

The other ideas of individual differences and specialization
can be exemplified most easily in terms of the economics of
exploration. The example also illustrates a problem of
considerable contemporary concern.

Recent economic theory, see Ramsey (1981), shows that in
the marke£ for the exploration of o0il reserves, it is
important to recognize that there are important differences
in the types of afeas which can be explored. At one extreme,
there are areas where the probability of a discoverxry is very
high, say one in two, but the expected value of the discovery
will be low. At the other extreme, the probability of a
discovery may be very low, say one in a thousand, but the
expected value of the discovery is very large.

It can be Qhown that small exploration firms tend to
specialize in the former areas and large firms in the latter,
that is, small firms use techniques best suited to going for
the high probability of discovery, bu; low expected value,
areas and large firms for the low probability, but high

expected value, areas. The reason for the difference lies
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in the different reactions to risk and probability of
bankruptcy between the small and large firm with any given
pattern of exploration activity.

Now let us suppose that we penalize risk-taking and tax
large firms proportionately more than small firms, for example,
by altering the oil depletion allowances to disfavor large
firms, by adding a so-called windfall profits tax, by banning
joint bidding, etc.; then such actions will shift the
distribution of exploration activity away from the high risk,
high expected return areas toward the relatively low risk
low return areas.

The practical and currently observed domestic U.S. outcome is that
while drilling activity may increase and average success
rates rise less oil is discovered. Far worse is that over
time discovery rates and amounts will both fall. The irony
is that such results will be viewed as geologically
determined, whereas in fact the result is purely political
and economic.

This example is, I believe, an important and clear example
of the danger of viewing aggregates only and ignoring
individual differences and specialization. An "exploration
firm" is not a single homogeneous entity. Total foot wells
dug is not.a useful measure of exploration activity if one
does not know the distribution of wells by exploratory area,'
and so on. Total aggregate expenditures on exploration is

even less useful. Policies which do not recognize the
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distributional differences can be disastrous as in the case
of o0il exploration.

The main lesson is that the aspects of fundamental
importance are more involved with the composition of the
aggregates rather than the levels. Supply-side economics
will never be successful until this idea is grasped in all
its aspects and ramifications.

The basic point being made is easily extended to research
and innovation. The ostensible reason for the pursuit of
supply-side economics by this Administration is to generate
growth,lbut now one can see that to understand how to
stimulate fesearch and innovation and thereby generate growth,
one must look deeper than the levels of a small number of

macro aggregates. Merely increasing the funds for research
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will do little. What is needed is to consider appropriate
methods for encouraging risk-taking by individuals and firms.
What is needed is to recognize that one can innovate

relatively risklessly by not being very adventurous and merely
making minor improvements to existing products. But, to get the
big breakthroughé and create the industries of the future one
needs to encourage risk-taking. Unfortunately, conventional
modern tax structures tend to mitigate high risk-taking,
especially for small entrepreneurs. This is in part because
only gains are taxed and losses in previous years cannot be

offset against income in future years. A large firm with a




continuous stream of projects is less affected than the
entrepreneur with a single good idea. Thus, a

realization of the multiperiod nature of research endeavors
could lead to useful tax reforms in this area.

An example of an alternative method of encouraging
productive investment is to encourage the supply of savings
to such endeavors. One of the deficiencies with the
current systemis that the proiuctive and non-productive uses
of savings are treated equally. Alternatively, suppose
that individuals could deduct from their taxable income all
sums invested in venture capital, new issues of securities,
and new bonded indebtedness; in short, we extend the notion
of taxation of only "retained earnings" from corporations
to individuals. The result would be a lowering of the cost
of providing savings to risky endeavors and productive
enterprises. Saving per se will be encouraged, but more
importantly, saving will be channeled away from the purchase
of old houses, antiques, rare wines, and existing art,
towards new ventures and rebuilding old firms. If one
considers this approach in contrast to a simple reduction
in taxes to stimulate productive investment, the latter has
virtually no effect. A simple reduction in taxes will on
average affect only the one tenth of income saved. 1In the
proposed scheme, the entire tax reduction is brought to bear
exclusively on éncouraging savings, not consumption as well,

and in particular it discriminates between types of use of
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savings. Further, the relative impact of the scheme is
is greater the greater the level of personal taxable income.

We can now turn this discussion to a topic of
contemporary and high interest to this Committee: what is
the penalty of a deficit. Let us ignore the common expedient
of monetizing the debt and thereby raising inflation - enough
words have been spilled in that battle already. We have three
major alternatives ~ fund the deficit in the capital markets,
increase taxes, lower expenditures. In order to simpiify
the discussion of the major point assume that the government deficit
is due entirely to the payment of income transfers greater
than currént tax receipts; since such payments are now the major
and fastest growing Federal expense, this assumption is not
unduly unrealistié. We ignore the humanitarian argument for
income transfers since they apply equally in all cases.
If we increase taxes we will reduce both the consumption and
saving of the taxed in roughly the proportion of nine to
one, while increasing the incomes of the recipients; essentially
income is transferred from the productive and earning to the
non-productive and non-earning which on balance tends to
lower overall effort and productivity.

The next alternative is to reduce expenditures, which in
essence does the opposite, i.e., we tend to raise, by direct
effects at least, overall effort and productivity by reducing

the subsidy of the non-earning and less productive,
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The third alternative is to finance the deficit which
means raising money in the capital market. We now have a
very different set of tradeoffs. With this approach,-savingé‘
are used entirely to subsidize the consumption of the income
recipients. For example, in the scenario of raising taxes
nine tenths of the income recipients gain comes from reduced
consumpﬁion of the taxed. But in the deficit scenario, savings alone
must bear the entire burden. Consequently, deficits bear
disproportionately on the use of voluntary savings and thereby
lower the amount available for productive investment.

So much for theory, what of reality? Consider Table 1,
which shows the ratio of the historical record of governmental
deficits to net private investment. The object of this exercise
is to see if the theoretical argument has any empirical relevance.
The answer from Table 1 is that during the Great Depression
and the war yes, but not afterwards,not at least until the mid-
seventies. It is most striking that only recently have
deficits become an obvious and very clear burden on the
financial markets, the like of which has not been seen since
the war.

We may conclude that while deficits could be ignored during
the '50's and '60's, at least with respect to the impact on
the financial markets, they certainly cannot be so ignored
today. With deficits matching one-half of the whole of net

private domestic investment, the impact on private capital



38

formation is clearly enormous and, ironically, the generation
of future welfare demands for income transfers will be
increased. If one cares to view the matter in this .
manner, the choice is not between guns for defense and

butter for the poor today, but between welfare today and even more

welfare tomorrow.
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29
33
39
40
46
50
55‘
60
68
70
75
80
8l
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Table 1

Ratio of Federal Deficit to Gross and Net Private

Domestic Investment for Selected Years™

Gross Private Net Private
Investment Dom. Invest. Deficit Ratio Ratio
{in_billions) (in billions) (in billions) Def/GP1 Def/NPI
16.2 6.5 +0.7 .- +0.04 +0.11
1.4 -6.0) -2.6 -1.86 -
‘9.3 .6 : -3.9 ~0.42 -6.5
13.1 4.1 =-3.1 ~0.24 -0.76
30.7 16.6 -15.9 -0.52 -0.96
53.8 30.3 -3.1 -0.06 -0.10
€8.4 33.6 -3.0 -0.04 -0.09
75.9 29.6 0.3 +0.004 +0.01
113.5 57.5 -1l.6 -0.01 -0.03
144.2 56.2 -2.8 -0.02 -0.05
206.1 46.8 - -45.2 -0.22° ~0.97
395.3 108.1 -59.6 -0.15 ~0.55
450.6 129,1 ~57.92 ~0.13 ~0.45

These figures were obtained from Tables Bl6 and B73 in the Economic Report .
of the President, U.S. Govt. Printing Office, Washington, D.C. 1982,
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Senator MaTTINGLY. A couple of brief questions, Mr. Ramsey, what
is your opinion of the efforts to stimulate housing by Government sub-
sidies to buyers of new homes?

Mr. Ramsey. I believe entirely with what I remember hearing Mr.
Weidenbaum state. I think it is a ghastly mistake.

It will be almost entirely dissipated in terms of the increase in the
price of housing over what it otherwise would have been.

It will do in fact very little, I think, to genuinely stimulate invest-
ment. It provides the wrong signals—again, it is a bailout which
should not be there. It is attacking the wrong enemy.

The wrong enemy. in fact, has to do with regulation Q and the in-
ability of the savings and loan associations to compete in a market for
which the interest rates are far beyond those that were envisioned when
regulation Q was originally set up.

That is the real issue. Eliminate regulation Q, allow savings and
loans and banks to compete for deposit, and to compete more effectively
on the financial markets. And the housing industry will have far less
difficulties than it has today.

Senator MarrineLy. You agree that DIDC ought to increase its
phaseout?

Mr. RaMsEY. Say that again?

Senator MaTTiNecLY. Do you think they ought to phase out regula-
tion Q at a faster rate?

Mr. RamsEy. Yes.

Senator MatTiNGLY. You seem to favor tax schemes targeted to stim-
ulate savings. Why not simply exclude all forms of savings from the
base used to define taxable incomes?

Mr. Ramsey. That is an idea that is somewhat close to the one that
I have mentioned. One can argue both ways on this as to whether or
not for social policy purposes one wants to do that.

I was merely raising the scheme that I did to indicate or give a sug-
gestion that if one wished to stimulate savings and therefore provide
a greater fund from which investment can take place—private domestic
investment.

There are ways to do it if we wish to consider them, and this was a
suggestion. The impact would be on the savings rate. It would be quite
enormous, if we were to allow people to deduct.

The other part of the idea that I had was to recognize that we need
to encourage risk taking. We need to encourage people to engage in
venture capital to help build new plants, new equipment, new firms
rather than dissipate the monev. for example, in %uying gold, buying
silver, buying rare finds and antiques.

On that basis my idea was to restrict the subsidy to new security
issues—the new issue of bonded debt for new plant and equipment—
and for the generation of new ventures.

If we were to do that, I think the increase in the venture capital
would be absolutely enormous. It would have a considerable impact in
our ability to compete in the future, and the question about the degree
of increase of machine tool orders raised by %ongressman Richmond,
I think would receive a very healthy stimulus.

Senator MaTriNgLY. Congressman Richmond.

Representative Ricumonp. Mr. Ramsey, I listened to your testi-
mony with the greatest of interest, but have you ever run a business?
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Mr. Ramsey. Have I ever run a business? Currently, I look after a
very large department.

Representative Ricamonp. Have you ever run an industrial
business?

Mr. Ramsey. I have been a consultant, I am involved with a firm
that survives and——

Representative Rrcamonp. Like Mr. Weidenbaum, you have never
run a business?

Mr. Ramsey. I am involved with a firm that survives or falls on the
basis of profits.

Representative Ricumonp. You say risk. Now, the Federal Govern-
ment backs up every single risk everyone takes in the whole United
States because most risks are tax deductible; right?

Mr. Ramsey. Not entirely.

Representative Ricamonp. You want the Federal Government to
back up——

Mr. Ramseyr. No; you misread me, Congressman Richmond. Or
rather, I misspoke to mislead you and I apologize.

1 do not wish to bail out the housing industry—my comments that
I do not have here but I have made elsewhere concerns the attempts
to bail out Lockheed and so on. No; I would not bail out these firms.

To advocate a sort of supply-side or market-oriented approach is
not to subscribe that you bail out firms for taking foolish action.

Representative Ricamonp. The statement you made that you think
capital investment ought to be accorded even more special treatment
based on taxes to encourage capital investment, worries me.

Mr. Ramsey. 1 said, if you wish to encourage the flow of savings
there are ways in which to do it.

Representative Ricamonp. If you wish to encourage the flow of
savings there are ways to do it, but until you drop the interest rates
there is no way you are going to encourage the flow of savinﬁs into
risk taking—not when any saver can go out and buy himself or herself
a Treasury bond or a certificate of deposit at roughly 14 percent.

Why would anybody go take a risk when you can go out and %t:,t
something as good ‘as gold at 14 percent. When, in the history of the
United States have we been able to buy anything quite as solid as a
Treasury bond or as a certificate of deposit and get that kind of
return?

Your problem is not risk taking, your problem is to reduce interest
rates. And the only way you are going to reduce interest rates is to
reduce the amount of money the Government requires each year of
general savings.

Next year the U.S. Government will require 75 percent of every
single dollar that Americans save to keep the Government going. I
wish someone would state that problem that clearly. The U.S. Govern-
ment next year will take $150 billion out of the savings market—the
savings market is only $200 billion.

Now how do you expect anybody to have enough money to recapi-
talize their factories at reasonable interest rates when you have got the
U.S. Government auctioning off Treasuries at ever higher rates in
order to chase every one of those dollars?

Mr. Ramsey. May I respond ¢



Representative Ricamonp. Yes.

Mr. Raysey. I think there is more agreement here than apparently
met your eye.

Your comments raise a whole series of questions—I’m not too sure
how many of them and in which order to take them. ) .

First, the point of my table 1 in my prepared statement is to indicate
exactly what you said. We have now come to the point in time—start-
ing at about the early 1970’s—where the Federal deficit is reaching a
proportion where it is competing on an equal basis—50 to 100 percent,

ossibly more than 100 percent—equal to the total size of net private
omestic investment. ich we must do something about.

If indeed, given that, this has now become a serious issue. It was not
an issue in the 1950’s and 1960’s, but it is now a serious issue and, there-
fore, needs addressing. .

I pointed out that one of the differential effects in terms of handling
a deficit, either taking it on to the ol;:en market or raising taxes or
lowering expenditures, that between those three I pointed out that if
you take the first approach—which is to go into the open market—that
the entire burden of transfer payments then gets in a sense put onto
the savings of others.

Whereas, if you raise taxes—although I am not advocating that—
only about one-tenth goes on to the savings—tackles the savings be-
cause of the increase in the taxation rate. And most of it goes onto the
reduced consumption that otherwise would have occurred by those
who were taxed.

The third alternative to a large extent I would favor—because I feel
there has been an unnecessary increase in the growth of government—
would be to reduce expenditures.

That is my personal feeling as to whether one should reduce
expenditures, raise taxes, monetize or go into the open market. In
terms of ordering the extent to which I feel they are incorrect and that
we should not follow them, I would put at the top that going onto the
open market to fund the deficit; two, monetize it ; three, raise taxes;
and four, reduce expenditures.

I would rather reduce expenditures as opposed to anything else.

On the second issue with respect to interest rates, while interest rates
in this country are very higl?, they are piddling compared to, say,
Latin America. And business still continues.

Representative Ricrymonp. Interest rates in the United States are
the highest of any major Western industrial country, so don’t compare
us with Latin America.

We are talking about major industrial countries, and our interest
rates are almost double anyone else’s rates in the entire world today.

Mr. Ramsey. Congressman Richmond, may I finish?

I agree with you, the interest rates are high. But they are high be-
cause in the main we still have very high expectations about future
inflation.

If you listen to what is coming out of Congress and so on at this
time, and you listen to people’s reactions to it, it is very obvious as to
why people do expect very high rates of inflation still to occur in the

future, notwithstanding the fact that the current interest rate has
tended to go down.
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People are expecting very high inflation in the future, and therefore
they are tending to demand high premiums to maintain a high
nominal interest rate. The real interest rate is not very high at all.

Given whatever level of nominal interest rate, whether people invest
at the interest rates, depends on the returns they expect to get if the
interest rate were 25 percent and you expected to get 200 percent rate
of return, then you would pay the 25 percent rate of interest, but given
the height of interest rates as they are now, and given people’s ex-
pectations as to the profitability of future investments, there is an
issue. It is the size of the interest rate relative to the expected profit-
ability of the firms involved, which causes the problem. The absolute
level of interest rates, in a sense, is not high—it sounds large by his-
torical standards, and is very high by historical standards—but it
causes problems which I think go beyond what we are discussing at
the moment. The key issue for firms, that if your expected profit rate
exceeds 18 percent, then you will invest. The point is that the expected
profit rates are not at those levels, in that the risk most firms take——

Representative Ricumonp. My time is up. But I must say that what
I’'m hearing is sort of nonsense. The average profit rate in the United
States in a good year of average corporations is 10 percent before taxes.
That is historical average. Many corporations are trying to get to that,
the 10 percent of sales, 5 percent after taxes. Now with interest at 18
percent, there is no way any corporation can afford to borrow money
to improve itself, and that’s what worries me. How are we going to
get out of the mess we’re in? How are we going to compete with the
Japanese and the Germans who have cheap money ? Any Japanese cor-

oration can borrow as much money as it wants at 515 and 53/ percent.

ow are we going to do that—while the Japanese keep modernizing
their factories—and how are we ever going to get competitive unless
we drop our interest rates or form a Reconstruction Finance Corpora-
tion, which I think is crucial?

My time is up. Thank you, Senator. .

Senator MarTineLy. We thank you for coming. I have run a busi-
ness before I got in the T7.S. Senate, Tf we ran the Government like we
run our businesses, we would not have that problem. The whole prob-
lem still gets right back to the Federal budget. If you want to bring
up little things in the Federal budget that are off budget like the FFB
and many other things, it still gets down, right back down to a plan
or no plan. The plan is to get control of the Federal budget and de-
crease the spending of the Federal budget, which will then reduce the
nterest rates.

Thank vou very much, Mr. Ramsey.

Mr. Tullock is our final witness.

STATEMENT OF GORDON TULLOCK, CENTER FOR THE STUDY OF
PUBLIC CHOICE, VIRGINIA POLYTECHNIC INSTITUTE AND STATE
UNIVERSITY, BLACKSBURG, VA.

Mr. Torrock. Senator, I should say, the last time I made a state-
ment before a congressional subcommittee, the court reporter lost the
entire text, except the remark by the chairman that I should be brief,
and my remark that I would be brief, together with his thanking me
for my testimony. It was the briefest testimony I ever had. [Laughter.]
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Although President Reagan has now held office for almost a year
and a half, and although this is referred to as the Reagan adminis-
tration, we should not overemphasize the impact of any President on
events. He faces a Congress, one House of which is controlled by the
opposition party and which, in any event, is full of individualists who
aren’t very much under the control of anyone. Further, the civil serv-
ice is fairly clearly uncooperative with respect to his general plans.
This latter point is best seen by the way the civil service has allocated
budget cuts. They have turned overwhelmingly to cutting programs
and only to a very minor extent to firing personnel. That a relief
administrator would prefer to cut off school lunches to firing good old
Joe down the hall is humanly understandable, but it does mean that
the Government program doesn’t work as well as it otherwise would.

Further, there are a number of other semiautonomous bodies who
have considerable control over the economy. The obvious one is the
Federal Reserve Board. Currently, the Federal Reserve Board is being
praised for stopping the inflation and criticized for causing high in-
terest rates and unemployment. It is not at all obvious that 1t deserves
either the praise or the criticism. It is, however, clear that the Presi-
dent, at best, can influence this autonomous body, the members of
which were mainly appointed by other people and none of whom he
can fire. Granted the immense power of the Federal Reserve in our
economic life, its independence from the President may be desirable
but it does, however, mean that the President, to a very large extent,
can neither be blamed nor take credit for its policies.

It is no doubt true that the President is much more influential in
setting policy during his administration than any other person, but
we should not exaggerate his impact. He is not and doesn’t want to
be a dictator, and we should not assume that the policies now being
pursued are the result of his sole decision.

Having said this, however, we can at least make some comments as
to how well the Government, as a whole, has done since January 3,
1981, keeping in mind we are talking about a rather diffuse organiza-
tion with President Reagan being simply one, albeit an extremely
important influence on its activities. The first thing to be said here is
that politics is always dominant. Any economist asked to suggest
economies for the Federal Government will almost instantly turn to
the proposal that the farm subsidy program be discontinued. We are
spending tax money for the purpose of making our food more expen-
sive. The reason we do this is that a group of generally well-off peo-
ple—the organized farmers—have political influence, not because there
1s any other motive. Granted the fact that the people who eat bread
have lower in~omes hy far than the people who grow wheat, we are
engaging in a straightforward regressive income transfer.

Having said that this is the first thing that any economist would
suggest as a way of making economies, I have no difficulty at all in
understanding why, politically, no one who wants to be reelected is
going to push that particular economy.

This is characteristic of the general structure of the programs.
Reforms which are economically desirable are frequently politically
impossible. We may not find the political power to even have a budget
this year. Thus, there is a strong restriction on the behavior of the
Government in the economic field which is simply that it must be suc-
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cessful in the political field first. To quote a very old aphorism, “In
order to be a great Senator, one must first of all be a Senator.” I don’t
imaﬁine that anyone in this building has ever forgotten that.

The third problem confronting American economic policy at the
moment is that macroeconomics, the study of depressions and booms,
has disintegrated. We still understand inflation more or less and can
stop it or start it when we want to. I should say that, looking at the
numbers, I incline to the view that the current stopping of inflation
represents less brilliant maneuvering on the part of the Federal
Reserve Board than simple luck.

We are benefiting from some policies taken some time ago.

But if we understand, in general, inflation, even though we do face
long and varying lags, when it comes to problems of rosperity and
depression, we no longer have any feasible tools. The old rule of inflat-
ing a little bit in order to get out of unemployment no longer works.
Speaking for economists, particularly my friends among the econo-
mists, T should say that this particular effect is one long predicted. If
the Government went in as it did for gradually accelerating inflation,
the 11{)zl,l'za,meters would change and the old simple rules would cease to
work.

Unfortunately, although this as well known—certainly in the Chi-
cago school, it unfortunately was ignored by the people making actual
policy, not only in the United States but most Western countries. As a
result, we no longer live in a “Keynesian” world where we can deal
with unemployment by expansion of “demand.” Indeed, we don’t
actually know how to deal with unemployment now. It is unfortunate
that overenthusiasm in inflation led to throwing away a tool which
today would certainly be useful. But in any event, that is water over
the dam. We cannot go back to the past. We now live in a time in
which unemployment may be correlated positively instead of nega-
tively with the rate of inflation, or may be only randomly associated
with it but clearly does not have a pronounced negative correlation.

So far, I have been explaining why the present-day world is a rather
unsatisfactory place from the standpoint of economic policy. Politics
heavily influences economic policy and, in any event, in certain areas
we don’t know what we should do. There are, however, a number of
places where we do, indeed, know what is good economic policy.

Unfortunately, in these areas where we know what is good economic
policy, the immediate effects are apt to be rather small. Thus, for
example, the tax cuts which so far, of course, have only gone through
a very mild first stage, will, indeed, in the long run raise the rate of
growth and the rate of productivity in our economy.

Unfortunately, the effects are slow in coming, as we would antici-
pate. First, a great many people are, quite wisely, uncertain that the
tax cuts will remain in place. Considering the present political situa-
tion in Washington, caution on the part of investors is o viously sensi-
ble. Second, when we do begin making investments, the effects will not
be large, only that they will not occur all at once but will be spread out
over time. The tax cut is a sensible policy, particularly if we are able
to get expenditures down too, but its effects have hardly been felt.

That is rather characteristic of a great many government policies.
To take a very minor one, the Federal Trade Commission is attempting
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to rearrange its prosecution schedule so that it will stop harassing
competitive business and concentrate on places where there are genuine
monopoly problems. First, it will be a number of years before business-
men realize that this change has occurred and, second, the beneficial
effects will also take time. They will come but they will take time.

Similarly, the failure of the Government to expand regulation and,
in fact, to some extent its activity in reducing it by limiting some of
the more foolish regulations will in the long run have beneficial effects,
but the effects will only be felt in the long run.

Looking at Reagan administration activity, I would say that be-
cause of political obstacles, it really has not done anywhere near as
much as I would like to have had 1t do. I realize, however, that we
are in a democracy and, indeed, have no desire to get out of a
democracy. If, on the other hand, I considered what it has done and
what it has tried to do, it seems to me that it is very clearly moving in
the right direction, It inherited a very serious mess, and has taken a
number of steps which will in the long run help o clear that mess.

We are, however, still to a larie extent suffering from the long-run
effects of previous policies and the long-run effect of the policies now
being put 1n place have not yet been felt.

So much for my oral statement.

Thank you.

Senator MarrineLy, Thank you, Mr. Tullock.

[The prepared statement of Mr. Tullock follows:]
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PRrEPARED STATEMENT oF (Gornox TULLOCK

The United States Since January 3, 1981.

Although President Reagan has. now held office for almost a year and
a half, and although this is referred to as the Reagan Administration, we
should not over emphasize the.impact of any President on events. He faces
a Congress, one house of which is controlled by the opposition party and
which, in any event, is full of individualists who aren't very much under the
control of anyone. Further, the Civil Service is fairly clearly ‘uncooperative
with respect to his general plans, this latter point is best seen by the way
the Civil Service has allocated budget cuts. They have turned overwhelmingly
to cutting programs and only to a very minor extent to firing personnel.
That a relief administrator would prefer to cut off school lunches to firing
good old Joe down the hall is humanly understandable, but it does mean that
the government program doesn't work as well as it otherwise would.

Further, there are a number of other semi-autonomous bodies who
have considerable control over the economy. The obvious one is the Federal
Reserve Board. Currently, the Federal Reserve Board is being praised for
stopping the inflation and critized for causing high interest rates and
unemployment. It is not at all obvious that it deserves either the praise or
the criticism. It is, however, clear that the Pfesident, at best, can i,nfluence
this autonomous body, the members of which were mainly appointed by other
people and none of whom he can fire. Granted the immense power of the
Federal Reserve in our economic life, its independence from the President
may be desirable but it does, however, mean that the President, to a very

large extent, can neither be blamed nor take credit for its policies.
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It is no doubt true that the President is much more influential in
setting policy during his administration than any other person, but we should
not exaggerate his impact. He is not and doesn't want to be a dictator, and
we should not assume that the policies now being pursued are the result of
his sole decision.

Having said this, however, we can at least make some comments as to
how well the government, as a whole, has done since January 3, keeping in
mind we are talking about a rather diffuse organization with President
Reagan being simply one, albeit an extremely important influence on its
activities. The first thing to be said here is that politics is always
dominant. Any economist asked to suggest economies for the Federal
government will almost instantly turn to the proposal that the farm subsidy
program be discontinued. We are spending tax money for the purpose of
making our food more expensive. The reason we do this is that a group of
generally very well off people--the organized farmers—-have political
influence, not because there is any other motive. Granted the fact that the
people who eat bread have lower incomes by far than the people who grow
wheat, we are engaging in a straightforward regressive income transfer.

Having said that this is the first thing that any economist would
suggest as a way of making economies, I have no difficulty at all in under-
standing why, politically, no one who wants to be reelected is going to push
that particular economy. President Reagan, after all, was not nominated for
the presidency in 1976, to a considerable extent because he openly said that
he was opposed to the progtam. [ am sure he remembers it and so do- all

the other active politicians who dominate Washington life.
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This is characteristic of the general structure of the programs.
Reforms which are economically desirable are frequently politically
impossible.  We may not find the political power to even have a budget this
year. Thus, there is a strong restriction on the behavior of the government
in the economic field which is simply that it must be successful in the
political field first. To quote a very old aphorism, "In order to be a great
Senator one must first of all be a Senator.” 1 don't imagine that anyone in
this building has ever forgotten that

The third problem confronting American ecor;bmic policy at the
moment is that macro-economics, the study of depressions and booms, has
disintegrated. We still understand inflation more or less and can stop it or
start it when we want to. [ should say that, looking at the numbers, I
incline to the view that the current stopping of inflation represents less
brilliant maneuvering on the part of the Federal Reserve Board than simple,
dumb luck. Like most economists, of course, I tend to think of the Federal
Reservé Board as an exceptionally incompetent organization. But in this
case, it is not just its general reputation but an examination of the actual
movement of M-l and M-2 under its recent .administrations that lead me to
this conclusion. The money supply, in fact, is expanding at a rate which in
the long run will certainly lead to a minor, although not very severe,
inflation unless it is corrected. The stability of the price level comes from
the lack- of an immediate close connection between the money supply and the

price level. As Friedman has many times said, "the lags are long and

varying."



But, if we understand, in general, inflation even though we do face
long and varying lags, when it comes to problems of prosperity andvdepres—
sion we no longer have any feasible tools. The old rule of inflating a little
bit in order to get out of unemployment no longer works. Speaking for
economists, particularly my friends among the economists, I should say that
this particulaI; effect is one long predicted. 1f the government went in as it
dl:d for gradually a-.ccelerating inflation, the parameters would change and the
old simple rules would cease to work. Unfortunately, although this was well
known-~-certainly i‘n the Chicago School,1 it unfortunately was ignored by the
people making actual policy, not only in the United States but most western
countries. As a result, we no longer live in a "Keynesian" world where we
car; deal with unemployment by expansion of "demand". Indeed, we don't
actually know how to deal with unemployment now. It is unfortunate that
overenthusiasm in inflation led to throwing away a tool which today would
certainly be useful. But, in any event, that is water over the dam. We
cannot go back to the past. We now live in a time in which unemployment
may be correlated positively instead of negatively with the rate of inflation
or may be only randomly associated with it but clearly does not have a
pronounced negative correlation. )

So far, I have been explaining why the present day world is a rather
unsatisfactory place from the standpoint of economic policy. Politics heavily
influences economic policy and, in any event, in certain areas we don't know
what we should do. There are, however, a number of places where we do

o my own comments on it, see "Can You Fool All of the People

All of the Time?" Journal of Money, Credit and Banking 4, May 1972, pp.
426-430. ‘ -
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indeed know what is good economic policy. Unfortunately, in these areas -
where we know what is good economic policy the immediate effects are apt
to be rather small. Thus, for example, the tax cuts which so far, of course,
have only gone through a very mild first stage, will indeed, in the long run
raise the rate of growth and the rate of productivity in our economy.
Unfortunately, the effects are slow in coming, as we would anticipate.
Firstly, a great many people are, quite wisely, uncertain that the tax cuts
will remain in place. Considering the present political situation in
Washington, caution on the part of investors is obviously sensible. Secondly,
when they do begin making investments the effects will again be slow. This
does not mean that the effects will. not be large,. only that they will not ‘
occur all at once but will be spread out over time. The tax cut is a
sensible policy, particularly if we are able to get expenditures down, too, but
its effects have hardly been felt

This is rather characteristic of a great many government policies. To
take a very minor one, the Federal Trade Commission is attempting to
rearrange its prosecution schedule so that it will stop harrassing competitive
businesses and concentrate on places where there are genuine monopoly
problems. Firstly, it will be a number of years before businessmen realize
that this change has occurred and, secondly, the beneficial effects will also
take time. They will come but they will take time.

Similarly, the failure of the government to expand regulation and, in
fact, to some extent its activity in reducing it by limiting some of the more
foolish regulations, will in the long run have beneficial effects, but the

effects will only be felt in the long run
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Looking at Reagan administration activity, I would say that because of
political obstacles it really has not done anywhere near as much as I would
like 1o have had it done. 1 realize, however, that we are in a democracy
and, indeed, have no desire to g;et out of a democracy, and these political
difficulties are characteristic of democracy. If, on the other hand, !
considered what it has done and what it has tried to do, it seems to me
that it is very clearly moving in the right direction. It inherited a very
serious mess, and has taken a number of steps which will in the long run
help to clear that mess. We are, however, still to a large extent suffering
from the long-run effects of previous policies, and the long-run effect of the

policies now being put in place have not yet been felt
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Mr. Torrock. For Congressman Richmond’s benefit, I should say I
am a member of the board of directors of a small company in Towa
and a substantial stockholder. [ Laughter.]

Representative Rrcrmonn. Congratulations.

Mr. Turiock. It is high profit, but I don’t think it’s from my man-
agerial skills; it is my colleagues that provide the brain power—and
they should be congratulated.

Senator MarrineLy. I have a few questions. Mr. Tullock.

One question: What were you referring to in your prepared state-
ment when you said, “it is unfortunate that over-enthusiasm on infla-
tiorlxeled to throwing away a tool that today would be useful”? What
tool ¢

Mr. Turrock. Two things. in essence. In the first place, I think gov-
ernments frequently inflate because they would rather not raise taxes.
I think that is one of the reasons for the inflation, the monetization of
the debt. vou borrow money and inflate.

But it has to be said that if vou look at the quality of economic
advice governments were getting in the period from rouchly 1950 to
197374, thereabouts, a lot of economists were very enthusiastic about
the use of inflation, and did not seem to notice that the rate of inflation
that was necessarv to be increased was going up steadily.

So you had, I think, what I would call a political motive, a desire to
spend money without taxing, together with some unfortunately bad
advice. I did not give it, but it has to be said that a good many econo-
mists did offer bad advice at that time.

Senator MatTIiNGLY. Of course. inflation is a tax.

Mr. TuLrock. Yes. A particularly unfortunate tax. The only nice
feature about it, T should say, is that a lot of the Government debt is
held by European central banks, so we have got back a good deal of
our aid program by shrinking their holdings.

Senator MaTTINGLY. Fortunately, now we have indexing and it will
probably help wipe out—I don’t know what it will do to the other
countries—at least some of the pork barrels that we had here, that
were using inflation and bracket-creep to pad whatever they were
padding.

Mr. Torrock. We had an aid program for the deutsche mark.

Senator MaTTiNGLY. T have no more questions.

Renresentative Ricamoxnn. Mr. Tullock. a couple of things that you
said T just cannot let oo by. The 8 years that I have been in Congress,
T have devoted myself to agricultural matters.

You know. for example, that last year our exports of agricultural
goods were $60 billion ?

Mr. Turrock. Deficit? :

Renresentative RicaMoND. American farmers exported $60 billion
worth of agricultural products. That was our major export.

Mr. Torrock. It nsually is.

Representative RrcHaonp. The Government subsidizes farmers to
the tune of $6 billion. so the total subsidy-

Mr. TuLLock. It is a range——

Representative Ricrmonn. The total subsidv of all agrienltural
products came to $6 billion. We exported $60 billion. That is one small
fact.




Now, do you realize that agricultural commodities right now, if they
were indexed back to the Great Depression, would be selling at con-
siderablv lower prices than thev were during the denression?

Mr. Torrock. T hope so. We are much more efficient. One hopes
prices come down when you improve efficiency.

Representative Ricamonn. You hope we are now selling our corn,
wheat, and soybeans at effectively lower prices than we were during
the depression; and on the other side, you deplore the fact that our
Government is subsidizing corn. wheat. and sovbeans, and dairy
prodncts—to the tiny amount of $6 hillion in a budget of our size,
which is less than 1 percent of our total budget.

And you are complaining that the farmers in the United States are
making too much money?

Mr. Turrock. Remember, I told you, I am on the board of directors
of a little company located in Towa. As a result of that. I visit Towa
fairly frequently. and in fact when I leave Waterloo Airport to go
to Towa. I drive through Grundy County. the wealthiest county in
the United States, which makes it quite difficult to do with respect to
the oil companies. But the oil companies have more people.

And you see these farms, sitting out, worth a million dollars or so.
I simply cannot get—feel sorry for those people. I must say I don’t.
They are good technicians. :

Representative Rrcamonnd. You are taking one example, which does
not account for the entire farm community. The farm community
cannot buy equipment. The farm community cannot borrow money.
Bankruptcies and repossessions are taking place every single day of
the week.

Mr. Turrock. To some extent. _

Representative RicrtMonn. There is the finest company in the world
that has closed down. John Deere. Their earnings were off 97 percent
last quarter. International Harvester is on its way to bankruptcy.

. Mr. Turrock. I hope it goes bankrupt. I am in favor of large com-
panies going bankrupt now and then. It encourages management of
the other companies.

Representative Rroraonp. That is glib, : :

Mr. Turrock. It is nevertheless true. When a company goes bank-
rupt, it doesn’t necessarily stop functioning. Braniff did, but that is
unusual.

One of the problems in answering your questions is, you ask a long
lis(t1 and I cannot remember the earlier ones by the time you get to the
enda. . -
Representative RicamonDd. You are saying that we ought to reduce
farm snbsidies——

Mr. Turrock. I would like to get rid of them.

Renresentative Rrcinonp. It is incorrect. You do not understand
the farmers problems. Yon do not realize the farmer is getting less
money for his crops than he has even since the last depression. Mean-
while. the cost of operating has gone up. :

Mr. Torrock. Look at their incomes, and you tell me the costs have
gone up and the prices have gone down. They are making large sums
of money.

Representative Ricamonp. They are not. The average farmer last
year made $10,000. Look at some published figures.
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Mr. Turrock. The average farmer—you just gave the average per-
son living on a farm?

Representative Ricanono. Last year they had an income of $10,000.
An average farm of 452 acres, the average farm in the United States.

Before you come here with statements about farming, you should
look at some of your facts. .

Mr. Torrock. I am fairly aware of them,

Could T ask you a question on that number? Is that the people who
draw more than one-half their income from farming?

Representative Ricumoxp. A family farmer in the United States
has an average acreage of 452 acres. His income last year was $10.000.
Where he is going to get the money to survive this year, God only
knows. And for you to say that we should reduce the subsidies makes
very little sense.

Mr. TuLrock. Do you represent a farming constituency ?

Representative Ricamonp. I am the only urban member on the
House Agricultural Committee. I have been farming all of my life.

Mr. TuLrock. But you represent an urban constituency ?

Representative Ricimonp. And I understand the problems of the
farmer. And if every American does not understand, we will be in
deep trouble. The farmer is the one person in the United States that
is keeping our economy going right now.

Mr. Tourrock. Because of the exports.

Representative Ricumonp. Yes.

Mr. Turrock. Ricardo pointed out you should never worry about
exports, some 200 years ago, and no one has understood it.

Representative Ricamoxn. The world has changed considerably.

Senator MarrineLy. The time is up now and we are going to
adjourn.

I think at the same time when we talk about farming, it would not
be a bad idea to look at the dairy farming business—the subsidies
versus the surplus that we have—at the same time we are putting
more dairy farmers into business.

Mr. Turrock. Yes.

Senator MartineLy. Without any rationale. Whether you are a
farmer or an industrialist, it does not make any sense. That could go
on to the sugar industry and many other industries.

So, with that, I thank you very much.

The subcommittee is adjourned.

[Whereupon, at 11:07 a.m., the subcommittee adjourned, subject to
the call of the Chair.]

[The following information was subsequently supplied for the
record at the request of Representative Reuss:]
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SENATE

@Congress of the nited Stateg

JOINT ECONOMIC COMMITTEE
(CATATED FURSUANT TO BEC. $14} OF FUBLIC LAW 306, TYTH CONGRLSS) LA

WASHINGTON, D.C. 20510

June 9, 1982

The Honorable Murray L. Weidenbaum

Chairman

Council of Economic Advisers
Executive Office Building

Washington, D.C.

Dear Mr.

20506

Chairman:

I was astonished by your statement in your testimony this
morning that "In fact, the unpublished worksheets supporting
our economic White Paper of February 18, 1981, estimated two
consecutive quarters of negative growth, which corresponds to
the common rule of thumb for calling a downturn a recession."

I wish to strongly reaffirm my request that you immediately de-
liver to the
to which you

I would

Why,

Committee copies of the unpublished working papers
refer.

also like a response to the crucial question:

if the Administration knew in February of 1981

that

there was a recession on the horizon, was thils

fact

not conveyed to the American public in the

February 18, 1981 Economic Recovery Program?

I would appreciate your prompt attention to this request
and look forward to receiving the working papers.

Sincerely,

Chairman

wOSER w. JEPREN, JOWA,
Vi Chuamuan
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THE CHAIRMAN OF THE
COUNCIL OF ECONOMIC ADVISERS

WASHINGTON, D.C. 20306

June 16, 1982

RECEIVED jun 1 8 1582

Dear Mr. Chairman:

I acknowledge the receipt of your June 9 letter which requested
copies of the unpublished working papers that were used to
support our economic White Paper of February 18, 1981.

My staff is reviewing that request, and we will be back in

contact with you shortly. .
SincaAW
<§é;ié:7

ay L. Weidenbaum

The Honorable Henry S. Reuss
Chairman

Joint Economic Committee

G-133 Dirksen Senate Office Building
Washington, D.C. 20510
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June 18, 1982

RECEgp Vin

Dear Mr. Chairman:

I am writing in response to your letter of June 9 which seeks
information regarding the Administration's forecasts of the
path of the economy during 1981. Your letter also restates
your request for our unpublished working papers.

At a news conference following the announcement by the
President of my appointment on January 23, 1981, I stated that
"it would take a period of years to undo the economic damage
that has been suffered by the American community." Clearly, I
did not paint a rosy picture for 1981; on the contrary, I felt
that year would continue to reflect the effects of earlier
unfortunate policies.

This generally pessimistic short-term view was also contained
in the President‘'s White Paper of February 18, 1981, America's
New Beginning: A Program for Economic Recovery, in which the
forecast is made that real GNP growth for calendar year 1981
will be only 1.1% (p. 25). In developing support for that
figure along with other forecasts, numerous alternative scena-
rios were reviewed to assure ourselves that the forecasts were
mutually consistent. Given the low estimated number for annual
growth during that year, some of the hypothetical scenarios
contained one or more quarters of negative growth. These
quarterly estimates were used only to verify the internal
consistency of the annual estimate, and were not generated for
the purpose of public disclosure.

Subsequent to the publication of the White Paper, I discussed
our economic assumptions with your Committee at two meetings in
February and March 1981. At the February 25 appearance the
1.1% figure was contained in my prepared statement. In my
later appearance on March 24, the assumptions underlying this
annual forecast were discussed in more detail. I emphasized at
that time that:
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As in past Administrations, our forecasts are
not the product of any single model or any
single forecaster. The Administration has
access to a number of commercial models, as
well as several developed within the govern-
ment over many years. All of these models
have been used, at one stage or another, in
the development of the forecasts. (p. 5)

At that time, I made it clear that the published assumptions
were based on the collective judgment of various Administration
officials who reviewed numerous alternative projections. I
went on to say:

Our forecast allows for the possibility of very
sluggish economic activity ~-- or even a period

of outright decline ~- during the spring and
summer quarters of the year, until the elements

of the economic program are put into place. (p. 6)

Thus, your Committee was informed in March 1981 that the White
Paper's forecast of sluggish economic activity for 1981 was
based upon a variety of models, some of which assumed one or
two quarters of decline in the GNP. I was therefore surprised
by the astonishment expressed in your June 9 letter which
implied that the basis for our 1981 forecast somehow had been
concealed from your Committee. That forecast was available for
all to see in the White Paper, and its basis was detailed in my
testimony cited above.

rE_four letter requests copies of "unpublished working papers"
generated by my staff, which reflect various stages of the
internal deliberative process by which the Administration
arrived at its economic forecasts for 1981 and beyond. These
working papers consist of tables showing quarterly estimates of
numerous economic indicators under various hypothetical assump-
tions. Some of the tables reflect assumptions that we rejected
prior to arriving at those found in the White Paper; others are
consistent with the White Paper. All of them, however, consti-
tute part of an internal decisionmaking process by which mem-
bers of the Administration and their staffs test various econ-
omic models and use their cbllective judgment to arrive at the
best possible forecast of future economic activity. The
ability of Executive officers candidly to deliberate among
themselves, and to advise the President, would be seriously
jeopardized if predecisional working papers were disclosed to
outsidersuj For this reason, among others, no Administration
has to our knowledge released internal, predecisional work-
sheets reflecting tentative projections of quarterly economic
behavior.
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lyou are also certainly aware that quarterly projections are
notoriously unreliable, and their publication by the CEA could
have harmful, short-~term economic effects.) Generally, annual
forecasts -- which we believe are more reliable —- are the only
ones disclosed outside the Executive Branch. We hope you will
agree with us that no useful purpose would be served by dis-
closing the Council's internal and tentative quarterly economic
projections.

I am always pleased to provide answers to any questions you may
have concerning the Council generally, and the basis for our
1981 forecasts in particular. Please do not hesitate to call
me if you wish to discuss this matter further.

Sincerely,

The Honorable Henry S. Reuss
Chairman

Joint Economic Committee

G-133 Dirksen Senate Office Building
Washington, D.C. 20510
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HOUSE OF REPRISENTATIVES SENATE
HEMRY & RIUSS, WIS, CMAIRMAM MOBER W. SIPOUN, IOWA,
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June' 21, 1982

The Honorable Murray L. Weidenbaum
Chairman

Council of Economic Advisers
Washington, D.C. 20500

Dear Mr. Chairman:

I have received your letter of June 18, 1982 explaining why
you refuse to release the Administration's covered-up internal
forecast of early 1981, which showed that the conseguences of the
Administration's economic policy would be a recession. Your let-
ter makes a number of remarkable statements:

"The quarterly estimates were used only to verify
the internal consistency of the annual estimate,
and were not generated for the purpose of public
disclosure."

"These working papers consist of tables showing
quarterly estimates of numerous economic indicat-

ors under various hypothetical assumptions. Some

of the tables reflect assumptions that we rejected
prior to arriving at those found in the White Paper;
others are consistent with the White Paper. All of
them, however, constitute part of an internal deci-
sionmaking process by which members of the Adminis-
tration and their staffs test various economic models
and use their collective judgment to arrive at the
best possible forecast of future economic activity.
The ability of Executive officers candidly to delib-
erate among themselves, and to advise the President,
would be seriously jeopardized if predecisional work-
ing papers were disclosed to outsiders."”

"You are also certainly aware that gquarterly projec-
tions are notoriously unreliable, and their publica-
tion by the CEA could have harmful, short-term eco-
nomic effects.”

I cdn only remind you that I was not the one who brought ‘the
existence of these "unpubllshed worksheets” to the attention of
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Congress. You volunteered their existence.

On page 2 of your testimony of June 9, 1982 before our
Committee, you said "...In fact, the unpublished worksheets sup-
porting our economic White Paper of February 18, 1981, estimated
two consecutive gquarters of negative growth, which corresponds to
the common rule of thumb for calling a downturn a recession.” 1If
to do so vioclates all of the qualifiers and incurs all of the dam-
ages mentioned in your June 18 letter, then why on June 9 when
you appeared before the Committee did you volunteer this infor-
mation?

In my judgment, your letter seeks to have the best of both
worlds: First, you dangle internal documents before the Congress
when it is useful to do so in support of some point you are seek-
ing to make. Then you deny us access to these documents when
the fact that they .are. deeply embarrassing to the Administration
comes to light.

I repeat my request for immediate delivery to the Joint
Economic Committee of the "unpublished worksheets" to which you
refer in your testimony of June 9, 1982.

Sincerely,

[W)@L)

Henry S. Reuss
Chairman

P.S. I note your statement that "Some of the tables reflect
assumptions that we rejected prior to arriving at those found
in the White Paper; others are consistent with the White Paper."
My request is strictly limited to copies of those tables whose
assumptions are consistent with the Administration's official
forecast.

O




