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THE 1982 ECONOMIC REPORT OF THE
PRESIDENT

WEDNESDAY, FEBRUARY 10, 1982

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMIrTEE,

Washington, D.C.
The committee met, pursuant to recess, at 10 a.m., in room 6226,

Dirksen Senate Office Building, Hon. Henry S. Reuss (chairman ofthe committee) presiding.
Present: Representatives Reuss, Richmond, and Heckler; andSenators Jepsen, Roth, Mattingly, and Proxmire.
Also present: James K. Galbraith, executive director; Louis C.Krauthoff 1, assistant director; Richard F. Kaufman, assistant di-rector-general counsel; Charles H. Bradford, assistant director;Betty Maddox, assistant director for administration; and WilliamR. Buechner, Chris Frenze, Kent H. Hughes, Paul B. Manchester,and Robert Premus, professional staff members.

OPENING STATEMENT OF REPRESENTATIVE REUSS, CHAIRMAN
Representative REUSS. Good morning. The Joint Economic Com-mittee will be in order for its further hearing into the economics of1982, with special emphasis this morning on the impact of Mr. Rea-gan's economics on income distribution.
This Monday the President presented his budget for fiscal 1983;.carte blanche for the Defense Department, deep cuts in social pro-grams in the midst of a severe recession, and no trimming to theexcessive tax cuts for the affluent passed last year. Interest ratesare to be kept at exorbitant levels by the projected deficits in eachyear of the President's term. The projected deficit will exceed theprevious record achieved under President Ford, which was $66 bil-lion in fiscal 1976.
A year ago, we were told by the administration that there wouldbe a cumulative surplus of $14.5 billion for fiscal 1983 to 1986. Nowthis has been revised to a cumulative deficit of $312 billion. All ofthis is based on a forecast which is widely believed to be as unreal-istic as last year's "rosy scenario."
Public reception of the fairness of the administration's programhas changed dramatically within the last year. In the ABC Wash-ington Post poll of February 1981, 67 percent said the Presidentcared about all citizens equally; 24 percent said he cared moreabout upper income people; and 9 percent said he cared more aboutlower- or middle-income people.



By November 1981, only 36 percent said he cared about all equal-
ly; 56 percent said he cared more about the affluent; and 8 percent
said he cared more about lower- or middle-income people.

Norman C. Miller, the Washington bureau chief of the Wall
Street Journal, no radical journal, in an editorial page piece 2 days
ago had this to say:

* * * It is fundamentally unfair for the administration to concentrate almost ex-

clusively on cutting assistance to the poor while simultaneously providing an exces-
sive array of tax breaks, several of dubious equity, to affluent persons and corpora-
tions.

The imbalance of the administration's policies becomes more drastic when one ex-
amines it incredibly overstuffed military budget * * *

President Reagan's budget makes it clear that the needs of our poorest people are
his least concern, notwithstanding his pious statements to the contrary. On that
count, his budget flunks the test of fairness.

Wall Street Journal, you can say that again.
This afternoon we will hear more about the President's budget

from OMB Director David Stockman when he testifies in this room
at 3:30.

This morning we have a panel of the Nation's leading experts on
the subject of the distribution of income and wealth. They are
going to discuss recent trends in distribution, the causes of those
trends, the impact of Mr. Reagan's program, and policies to undo
the trend toward greater inequality.

I want to commend our witnesses, because they have turned
their studies in recent years to what seems to me to be a really
fundamental area of economics, the economics of distribution; and I

urge them to be fruitful and multiply. We ought to have many,
many more of our economic experts zeroing in on this field.

So, this gallant few this morning is very welcome; an I particu-

larly thank Prof. Edward Budd of Penn State: Prof. Sheldon Dan-
ziger of the University of Wisconsin-I'm glad you were able to get
out of Wisconsin, Mr. Danziger, with all the snow; Prof. Stephen
Rousseas of Vassar; our friend Mr. Gary Shilling of A. Gary Shil-
ling & Co., of New York; and Prof. James Smith of the University
of Michigan. Prof. William Ryan of Boston College has submitted
an excellent statement, but unfortunately he was taken ill this
morning and can't be with us; but his statement, like those of all
witnesses, will be enrolled on the record in full. Prof. Alan Blinder
of Princeton University was also scheduled to appear, but I'm told
that Mr. Blinder had shuttle troubles coming down from New York
and will probably not be here.'

So, thank you very much for being here, and all your statements,
as I say, are incorporated into the record. I will now ask you to pro-
ceed. Mr. Budd, would you lead off?

STATEMENT OF EDWARD C. BUDD, PROFESSOR OF ECONOMICS,
PENNSYLVANIA STATE UNIVERSITY

Mr. BUDD. I understand we have 10 minutes, is that right?
Representative REUSS. Yes, but, particularly because of the non-

appearance of a couple of our witnesses, the clock will stop if you
go a little over.

1 Professor Blinder's views are summarized in "The Level and Distribution of Economic Well-
Being," National Bureau of Economic Research, Report No. 154, March 1981.



Mr. BUDD. Thank you. I will not read the entire prepared state-
ment. I will try to summarize and paraphrase it in part. It is avail-
able for distribution.

I am pleased to see a renewed interest in income distribution and
distribution of wealth as represented by this morning's hearings
before the Joint Economic Committee. Not only is it important to
review the evidence we have on the extent and changes in inequal-
ity, but to recognize distribution as an important policy objective to
be considered along with other economic objectives, such as effi-
ciency, economic growth, full employment, and price stability, in
determining the balance of economic policies.

I will confine my own remarks to trends in the distribution of
income, rely on Professor Smith, if he makes it, to discuss the area
of wealth distribution. In my data I relied primarily on Current
Population Survey [CPS] data, since those are the only ones that
are available for the entire postwar period. I start off by showing a
chart on the movement of a single-value measure of inequality, the
popular Gini concentration ratio, for both families and unrelated
individuals, which I refer to as consumer units, and for families
alone.

INEQUALITY DECLINED IN THE 1960'S, BUT HAS RISEN LATELY

You can just see by examining that particular chart, at least for
consumer units, that there was some immediate postwar fall in the
inequality, a rise up to 1960, and then again a significant decline
by the late 1960's, and a subsequent rise thereafter.

For the family ratio, we note that inequality, in effect, has de-
clined quite significantly, rose again in the early 1960's, declined in
the late 1960's, and from the mid-late 1960's on, when it was
around 34 percent. It has now risen to 36/2 percent.

Single-value measures of inequality are popular, but I think we
learn more by looking at the shares of individual. income groups,
when those groups are ranked from lowest to highest, and, in this
case, for the Bureau of the Census data, split off by quintile. Those
are examined in my figures 2A and 2B.

These, in general, show somewhat the same story as the Gini
concentration ratio. They show for the very top group, the top 5
percent, a decline in their share up to about the late 1960's and
then some small recovery thereafter. For families there was a sig-
nificant decline, and then their share since about the late 1960's
has been approximately stable.

However, the significant thing to notice is the share of the group
immediately below them, which I picked out as the 81st through
95th percentile; and you can see from my chart that, at least from
the late 1960's on, those shares, both for families and consumer
units, have risen. For example, for the consumer units from the
late 1960's, when the share was roughly 261/2 percent, it's gone to
about over 281/2 percent, which is approximately close to a 10-per-
cent increase.

Now, this increase has come, if we turn to the figure 5B, has
come primarily at the expense of the middle quintile and the
second quintile from the bottom. The decline in the share of the
middle quintile is particularly evident for the consumer unit distri-



bution, although there is some small decline for families from the
mid-1960's. Prior to that, of course, their share had risen slightly.

On the other hand, at the very bottom of the distribution, that
share for the bottom quintile, has risen up to about the 1960's and
tended to remain pretty stable thereafter.

My figure 3 doesn't really have any more to provide than that.
It's a different way of representing the data. It plots, in effect, the
mean income of each of these different income groups in dollars of
1967 purchasing power; but it's done on a ratio scale so that one
can also determine what's happening to relative shares as well as
the mean real income. When those two lines of adjacent shares
narrow, then it means that, in my bottom lines there, the share of
the bottom group has risen relative to the quintile above it.

The thing that you can see in this graph is that the real income
of various quintiles has been roughly stable since the late 1960's
on; whereas, in previous years there was a significant rate of
growth. For the upper quintiles the real income has continued to
grow, although, of course, at a very much reduced rate.

In figure 4, the series on persons below the poverty line, that
tells a rather similar story: a deep decline to the late 1960's, with
rough stability in the proportion of all persons in poverty since
that time.

Now, my prepared statement does emphasize changes in the size
distribution of income, but I think it's just as interesting to look at
distribution by socioeconomic characteristics. I only had time to
work out some of the information for the distribution by age. This
represents, in effect, the ratio of the mean median income of those
age groups to the median income for the distribution as a whole for
about 5 selected years from 1960 to 1980, and you can see there
that what in effect has happened is that the median income of the
older age groups-I guess I should say middle, since it starts with
age 45-has risen; whereas, those below 45 their median relative to
that for the distribution as a whole has declined.

DISSUSSION OF UNREPORTED INCOME, OTHER DATA PROBLEMS

I do note in my prepared statement some qualifications to using
these data. For one thing, for the uninitiated, in looking at quintile
shares, they often interpret those to mean that over the years
people remained in the same quintile. And of course, if a person
receives a substantial increase or reduction in his income, he may
move from one quintile to another. So we shouldn't interpret these
data as simply referring to exactly the same individuals in the
same quintile.

Second, I note in my statement that the CPS has certain defi-
ciencies in it, particularly in terms of the underreporting and un-
derstatement of income. The means I report in one of my figures
are probably understated by as much as 10 percent on the average.
And there is a bias in those with respect to the particular income
group, particularly the top.

For example, in a study we did at BEA we found that the share
of the top 5 percent would have been increased by as much as 30
percent rather than this 10 percent had we allowed fully for all
family personal income in the national income accounts, except im-



puted income. A second important qualification concerns in-kindincome. A substantial amount of emphasis has been placed on in-kind transfers and their rise in recent years, whether those trans-fers are means-tested or whether they are entitlement programssuch as medicare.
But we often overlook the fact that there is a substantial amountof other income, noncash, that we ought to allow for. For example,in the national income and product accounts we include imputedrent on owner-occupied dwellings, imputed interest, and a fewother minor items. But those two alone are not insignificant insize, and they are more unequally distributed than is total moneyincome as a whole.
Another element is fringe benefits to employees, as well as non-cash income received by executives. This has also grown very sub-stantially in recent years.
Capital gains are another important element that are not includ-ed in the Census distributions. And another element that I thinkwould round out the picture is the failure in these kind of surveydistributions, for appropriate reasons, not to include all of corpo-rate products for imputed individuals, only those that are repre-sented in the payment of dividends.
I have always been curious as to how much those would affectshares, and some years ago I made a calculation from another fieldsurvey that the share of the top 5 percent would increase by about6 percent if we took all after-tax corporate income, which would in-clude undistributed profits, and 19 percent if we took all corporateincome, since it's an anomaly that the taxes that are paid by all ofthese groups are included in all shares except for the corporateincome tax. It's not clear to me how making all of these inclusionswould affect the trend or modify the figures that I have here. It'snot even clear how it would affect their levels. That would requirea major research project to try to figure that out.
Some progress has already been made in this direction; particu-larly Tim Smeeding has done a lot of work on this particular prob-lem. However, I think it is evident from my remarks so far thatthere is a substantial amount that we do not know about the distri-bution of income, both levels and trends.

REAGAN PROGRAM WOULD CUT DATA ON INCOME DISTRIBUTION
This observation is even truer for the distribution of wealth.Only more and better data will permit economists and analysts toimprove their answers on trends in income distribution, the rea-sons for those trends, and the effects of various policies on them;yet the Reagan administration seems to be headed in precisely theopposite direction, as if it had no interest in preserving the database that has been so painstakingly built up over many years,much less in considering needed improvements.
BEA has already phased out its work on aggregate estimates ofnonmoney income and is in the process of phasing out all its workon the size distribution of family personal income, Census is clearlyundergoing budget cuts and reductions in force that makes oneconcerned about just what programs in the income distributionarea will survive, much less what will be their quality,



But one of the biggest losses will be in the income survey devel-
opment program, previously sponsored and funded jointly by
Census, SSA, and ASPE of Health and Human Services, despite a
5-year development program which would have led to a continuing
ongoing survey, emphasizing the collection of data on income,
wealth, and participation of Federal and State programs, and incor-
porating many improvements in data collection methods. Funds for
instituting this survey were eliminated last summer.

Now it appears that funds and personal needed to complete the
processing of the experimental ISDP panel survey for 1979 are also
being eliminated. There is now a real danger that government and
private analysts will be prevented from getting access to this data,
making it impossible for anyone to complete the data processing
necessary to create a public use file since the executive branch is
unwilling to do it.

In view of the millions of dollars that have been spent on this
program in past years, and interest and support of various Govern-
ment agencies as well as private research workers outside the Fed-
eral Government, I do not see how the scrapping of this work and
failing to release the resulting microdata files to the public domain
can be justified.

One wonders if this administration fears what the data show. Is
it true, to paraphrase some common sayings, what they believe
that "No data are good data" and "What they don't know can't
hurt them." In contrast to all previous administrations, the leaders
in this one appear to believe that economic policy can be made and
carried out in the dark.

EXPLANATIONS OF CHANGES IN INCOME DISTRIBUTION

I then go on to try to account for these changes that have oc-
curred in the distribution of income. I point out that one of the
most important may well be the level of unemployment. There
have been a number of studies of this problem, and they have all
come up with the finding that increased unemployment increases
inequality. And you will know from my first chart that there has
been a significant rise in unemployment ever since the middle
1960's.

So far as the inflation rate is concerned, the findings of various
investigators, on the other hand, have not found very much of an
effect. Those studies are of course earlier, and perhaps more recent
ones using later data, if we had it, might indicate other findings.

One factor that I discuss at some length in the testimony con-
cerns changes in the demographic characteristics of the population.
Two of the most important of these are the rise in the proportion
of unrelated individuals since the late 1960's from about 20 percent
to 30 percent; and since they have a greater degree of inequality
among themselves and a lower mean income, that may go a long
way to accounting for the divergent trends in distribution of con-
sumer units and the distribution of families.

A similar finding is true for female-headed families with no
spouse present, which for roughly the same period have risen from
about 10 percent of total families to 15 percent of total families. On
the other hand, a recent study done by one of my graduate stu-



dents suggests that the rise in working wives has probably had, on
balance, a neutral effect on the family distribution.

A final source I point to are changes in shares, income type
shares, in total money income, and that's presented in my final
chart, figure 6, and there you will see-I don't have much time todiscuss that chart-that those changes in shares have probably, on
balance, up to the middle-late 1960's been favorable to increased
equality.

The wage share rose, in contrast to the share of self-employed
proprietors, where a large share of that income accrues to the
upper income groups. The top 5 percent for example, get about aquarter of their income from self-employment income.

Property income has increased somewhat, but not as much as itwould have if it were interest alone. The decline in the share ofdividends for straight income and royalties has partially offset therise in interest income; but there is a small rise, probably from theearly 1970's on.
Furthermore, there is the rise in transfer payments that I have

shown here. You will see the entire postwar period as a whole hasbeen primarily represented in the rise of retirement income, gov-ernment and private pensions, and social security benefits.
On balance, other transfer payments have probably remained

stable, or as my chart would suggest, even declined in importancefrom the late 1940's. Of course, the share of retirement income hasbeen roughly stable over the past 4 or 5 years, at 10 percent oftotal money income received by persons.

REAGAN POLICIES WILL WORSEN INCOME DISTRIBUTION

There are only a few parts in the short statement I had on theeffect of Reagan policies. I think their effect on social programs isalmost self-evident, at least in terms of their direction. We do nothave, nor have we performed any studies to determine, the size ofthose distributional effects. With respect to the turning back ofsome of those programs to the State, I think that will increase thedisparities that we have previously noted in the recei t of anumber of these benefits, such as benefits to dependent children.With respect to the shift in expenditure from civilian to military,I find it much harder to predict, on balance, what effect that willhave, even whether it will increase or decrease inequality. Butsince, presumably, that kind of expenditure falls on a more skilledlabor force, particularly professionally trained people, perhapsmore capital-intensive, that might be unfavorable to inequality.With respect to interest rates, I'm sure it's not clear who we aresupposed to blame for the current recession or depression-thePresident or Congress or Paul Volcker. But in any case, we knowthat a tight money policy will react and have its primary effect onthe current level of unemployment, perhaps only later on the rateof inflation, and that increases in unemployment are unfavorableto more equality. The direct effects of high interest rates, apartfrom their effect on output and employment, I think are harder topredict.
I note, however, in the last part of this statement that we oughtnot to judge policy solely on the basis of their distributional effects;



that efficiency and growth are also important considerations, al-
though, even by these standards, it's sometimes hard to understand
the President's proposal. Why only minor cuts in agriculture price
supports program? Why only minor cuts, if any, on water and navi-
gation projects, since economists have been pretty unanimous in
their criticism of the efficiency aspects of these programs?

With respect to education, for example, why so much emphasis
on trying to stimulate the growth in nonhuman physical capital
assets through the tax laws and increased depreciation and not rec-
ognize the importance of forming more human capital through con-
tinuing loan programs and student aid programs for college stu-
dents?

Commenting directly on the tax policies would take even more
time than I now have, but I would say, on balance, that those will
be unfavorable. When you cut income tax rates and reduce the
maximum rate from 70 percent to 50 percent for property income,
that's bound to reduce inequality of after-tax income, although, as I
noted earlier, we know very little about the distribution of after-
tax income. The CPS is geared to before-tax income, and I found
from my own work that it is exceedingly difficult and costly to esti-
mate an adequate after-tax distribution, although the effect of
taxes in some of the literature that I have examined seems to be
roughly proportional.

I think it would be desirable to rethink last summer's tax pack-
age, and I add in closing what I consider a not so amusing side-
light: that the way things are going we are not even going to be
able to use personal income tax data to get a better estimate of
property income, since not much of it is going to get on those
forms. It's been argued that not very much of that shows up now,
but even less will.

Thank you very much, Mr. Chairman.
[The prepared statement of Mr. Budd, together with the article

entitled "Killing the Bearer of Bad Tidings," follows:]



PREPARED STATEMENT OF EDWARD C. BUDD

I am pleased to see a renewed interest in the distribution of income
and wealth, as represented by this morning's hearings before the Joint
Economic Committee. Not only is it important to review the evidence we
have on the extent of and changes in inequality, but to recognize
distribution as an important policy objective, to be considered along with
other economic objectives, such as efficiency, economic growth, full
employment, and price stability, in determining the balance of economic
policies.

I will confine my written statement to trends in the distribution of
income, deferring to Professor Smith's expertise in the area of wealth
distribution. My data are drawn from the Current Population Survey, which,

despite its deficiencies, is the only continuous series on the distribution

of income in the postwar period. The upper panel of my first chart (Figure

1) summarizes the postwar trend in inequality in the distribution of total

money income (TMI), as represented by a single-value measure of inequality

(the Gini concentration ratio), separately for families and for consumer
units (the sum of families and unrelated individuals). For consumer units

overall inequality has fluctuated within a range of about 5 percent,
reaching a low in 1951, 1957, and again in the late 1960's, increasing
again in the 1970's, with the last three years' reaching the level it was
in the very first year (1947) that the CPS series began. For families,

there was a decline in inequality from the late 1940's to the late 1960's
of the order of 7 to 8 percent, followed by an increase in the 1970's,
which continued up through 1980, the latest year for which we have data,
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although the Gini ratio is still below the level reached in the late

1940's.

By its very nature, a single-valued measure of inequality cannot tell

us what is happening in various parts of the size distribution. My second

set of charts (Figures 2A and 2B) portray changes in the shares of various

income groups in the distribution. The distribution is divided into five

equal groups, or quintiles, based on a ranking of recipient units from

lowest to highest, although I have divided the top quintile into two

groups, the top 5 percent of recipients, and the 15 percentiles immediately

below it (comprising the 81st through the 95th percentiles) to give a

better view of that group. To give you some idea of where these groups

fell in terms of 1980 money income, the mean income of the bottom quintile

of consumer units was about $3,800; that of the next quintile, $9,600; the

middle quintile, $16,300; the fourth quintile, $24,700; the 15 percentiles

immediately above them, $37,500; and the top 5 percent, $67,630. The

corresponding figures for families are $6,100 for the lowest quintile,

$13,900 for the second, $21,000 for the middle quintile, $29,100 for the

fourth, $42,000 for the next 15 percent, and $73,400 for the top 5 percent.

The share of the bottom group shows a small rise over the 33 year period as

a whole of about 10 to 20 percent, depending on the years selected,

although most of that gain for the family distribution has been lost in

recent years. On the other hand, shares of the second and middle quintiles

have not fared as well. A decline in the second quintile's share is

evident for both families and consumer units, particularly from the late

1960's on; for the middle quintile, the decline is much more apparent in

the consumer unit than in the family distribution. Turning to the top of

the distribution, the decline in the share of the top 5 percent over the
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period as a whole is clearly evident in the graph, although there has been

some recovery in the past dozen years. On the other hand, there has been a
noticeable rise In the past dozen years in the share of the group
comprising the fifteen percentiles immediately below the top 5. To

summarize, since the late 1960's the major redistribution in shares for
consumer units has been from the second and middle quintiles to the top
quintile of the distribution; for families, the major effect can be
observed somewhat farther down the ranking--a redistribution, in effect,
from the second quintile to the two groups comprising the 61st through 95th

percentiles.

While comparisons of relative shares are perhaps the most useful way
of summarizing changes in distribution, they do not tell us anything about
the changes in real income enjoyed by these various groups. I have tried

to capture these change for the family income distribution in Figure 3.
This chart shows the mean real income (in dollars of 1967 purchasing power)

of the various income groups over the entire postwar period. I have used a

ratio scale for income, since it permits us to infer changes in relative

shares as well as changes in the growth rate of real income. If, for

example, the vertical distance between the lines for any two shares
narrows, we can infer that the lower group has gained relative to one above

it, e.g., the share of the bottom quintile in the graph relative to that of

the second quintile. The well-known slowdown in the growth rate of the
real family income since the late 1960's is quite evident. The graph also

makes it clear that the real income growth virtually ceased for the bottom
three quintiles, whereas growth for the three upper groups, particularly

for the 81st through 95th percentiles, continued, although at a greatly

reduced rate.

95-7 0 -82--2
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A similar picture is presented in my next chart, which shows (from

1959 on) the percent of all persons below the poverty line, as well as

those below poverty living in families headed by females and by blacks.

Again, the percentage in poverty declined up to the late 1960's and changed

very little thereafter.

The distribution of income among demographic groups, e.g., by age,

race, sex, educational attainment, has just as much interest as the

distribution among groups defined by size of income. Lack of time has

prevented me from showing more than one of these--that by age. Figure 5

portrays the median incomes of selected age groups (defined by the age of

the head), expressed as a percent of median family income, for selected

years over a twenty year period. (Nothing is said in this graph about the

degree of inequality within each age group, although we know that

inequality increases with age and that it is much greater within the 65 and

older group than it is for any other.) The main conclusion that can be

drawn from this graph is that the incomes of middle and older age groups

have increased relative to those in younger age groups (below age 45) over

the period as a whole.

Before trying to account for some of these trends, I want to indicate

some of the qualifications that should be kept in mind in interpreting

these data. First, membership in each quintile is determined by the

ranking of recipient units by size of their incomes in each year. Thus,

the membership in particular quintiles in terms of individual recipients

changes from year to year, as some families experiencing substantial

increases in their incomes from one year to the next shift from lower to

higher quintiles, their places being taken by those whose incomes have not

risen by as much or have actually fallen. The data on shifts in income
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distribution among quintiles should not be interpreted as applying to
groups of unchanging membership.

Second, field survey data suffer from a number of deficiencies,

particularly the non- and under-reporting of income. Income is understated

by as much as 10 to 12 percent on the average in the CPS. Further, the

effects of such underreporting are not spread evenly throughout the

distribution, but concentrated in the two tails, particularly the upper

one. A study we made for 1972 at the Bureau of Economic Analysis showed

that the CPS mean family income of $12,635 would be increased to $14,019,

or by 11.0 percent, if all money income in the national income and product

accounts (NIPAs) were fully accounted for in the CPS income distribution.

For the top 5 percent, on the other hand, the mean would have been

increased from $39,900 to $51,300, or by 28.5 percent; for the top 1

percent of families, the mean would have gone from $65,000 to $92,200, an

increase of 41.8 percent. This result is primarily due to the fact that

property income is so poorly reported in the CPS, compared, say, to the

reporting of wages and salaries or social security.

Third, the concept of total money income used in the CPS is not

necessarily the most appropriate one for a number of purposes. For one

thing, it excludes various kinds of nonmoney or imputed income, such as

means-tested in-kind transfer programs--food stamps, medicaid, school lunch

and rent subsidies--and entitlement programs such as medicare, although

Census has begun to measure the recipiency, and occasionally the amounts,

of such types. Other types of nonmoney income are the value of employee

fringe benefits, such as employer contributions to employee life insurance

and health and pension funds, and the noncash compensation of executives,

such as stock options; food and lodging furnished free to employees,
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imputed rent on owner-occupied dwellings, and imputed interest (imputed

income types included in BEA's family personal income but not in total

money income); and capital gains (including ordinary income that can be

converted to-such gains under favorable treatment provided by the tax

laws). While the direction of the change in inequality, if not the amount,

for any given year is evident if in-kind transfer payments were to be

included, the effect on inequality of including all in-kind income in the

distribution, not just that accruing to lower income groups, is not at all

clear. In the absence of a full study of the matter, it is difficult to

determine whether on balance inequality would be increased or decreased.

Our results for both the 1964 and 1972 BEA size distributions show that

imputed rent and interest are more unequally distributed than is total

money income.

In contrast to the inclusion of the entire income of unincorporated

enterprises in Census's total money income, the latter includes only that

portion of corporate profits which are paid out in dividends to

shareholders. In a calculation I once made using the 1962 Survey of

Financial Characteristics of Consumers, the share of the top 5 percent

would have been raised by a minimum of 6 percent if all after-tax corporate

income had been distributed to share holders, and by a total of 19 percent

if all before-tax corporate income were imputed to shareholders (to place

such income on the same footing as other income types in TMI, which are all

on a before tax basis). The corresponding figures for the top 1 percent

were 11 percent and 35 percent, respectively.

In addition to not knowing just how the inclusion of nonmoney income

would affect the measurement of income shares for a given year, we are

uncertain about the effects of such inclusions on the trend in inequality
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that I referred to earlier. The expansion of in-kind transfer programs in

the last 10 to 15 years would certainly imply some rise in the share of the

lowest quintile, since this group draws about 60 percent of its income from

transfers, in contrast to the second quintile, for which the transfer share

is less than 30 percent. On the other hand, employee fringe benefits have

also expanded rapidly over the same period.

Another element omitted in CPS money income distribution is the effect

of taxes. The CPS shows the distribution of before-tax, not after-tax

incomes. Unfortunately, the estimation of accurate after-tax distributions

is difficult and time-consuming, and we have little accurate information to

go on. Indeed, I had been hoping that the Survey of Income and Program

Participation, funding for which has been terminated, would provide the

necessary data base for after-tax estimates. The studies I have seen

suggest that the effect of all taxes--Federal, state and local--is, with

the possible exception of two tails of distribution, roughly proportional,

or at best mildly progressive, the results depending not only on the data

base used, but on the particular assumptions made about the shifting and

incidence of various taxes. (See, e.g., Pechman and Okner, Who Bears the

Tax Burden? ch. 1.) Since, as noted above, only the corporate income tax

is in effect excluded from TMI, I would guess that the CPS before-tax

distributions are not bad estimates of-after-tax distributions, although

the latter might show some small reduction in the Gini ratio if they were

available.

I think it is evident from my remarks so far that there is a

substantial amount we do not know about income distribution--both in levels

and trends. This observation is even truer for the distribution of wealth.

Only more and better data will permit economists and analysts to improve
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their answers on trends in income distribution, the reasons for those

trends, and the effects of various policies, such as changes in taxes,

transfers, whether cash or in-kind, interest rates, and shifts in

government expenditure. Yet the Reagan administrations seems to be headed

in precisely the opposite direction, as if it had no interest in preserving

the data base that has been so painstakingly been built up over many years,

much less in considering needed improvements. BEA has already phased out

its work on aggregate estimates of nonmoney income and is in the process of

phasing out all its work on the size distribution of family personal

income. Census is currently undergoing budget cuts and reductions-in-force

that make one concerned about just what programs in the income distribution

area will survive, much less what will be their quality. But one of the

biggest losses will be in the Income Survey Development Program (ISDP),

previously sponsored and funded jointly by Census and by SSA and the Office

of the Assistant Secretary for Planning and Development (ASPE) in HHS.

Despite a five year development program which would have led to a

continuing, ongoing survey emphasizing the collection of data on income,

wealth, and participation in Federal and state programs, and incorporating

many improvements in data collection methods, funds for instituting the

Survey of Income and Program Participation were eliminated last summer.

Now it appears that funds and personnel needed to complete the processing

of the experimental ISDP panel survey for 1979 are also being eliminated;

there is now a real danger of that government and private analysts will be

prevented from getting access to the data, making it impossible for any one

to complete the data processing necessary to create a public use file

should the executive branch be unwilling to do it. In view of the millions

of dollars that have been spent on this program in past years, and the
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interest and support of various government agencies (both in the executive

and legislative branch) as well as private research workers outside the

Federal government, I do not see how scrapping this work and failing to

release the resulting microdata files to the public domain can be

justified. One wonders if this administration fears what the data may

show. Is it true, to paraphrase some common sayings that they believe that

"no data are good data" and "what they don't know can't hurt them"? In

contrast to all previous administrations, the leaders in this one appear to

believe that economic policy can be made and carried out in the dark.

It is a more difficult job to account for the trends in income

distribution that I have noted. One cannot appeal to changes in tax rates

and laws, since, as I have already noted, the CPS distributions are before

tax. One important cause may be the increase in unemployment since the

late sixties. Whether by using time series regression analysis or

simulation studies, most investigators have found a significant direct

relationship between changes in inequality and changes in the unemployment

rate. One can even see a moderately clear relationship in the series shown

in Figure 1. To cite one study, Jean Salter and I found, after controlling

for changes in income types and the inflation rate, that the Gini

concentration ratio for families was increased by a third of a percentage

point for each one percentage point increase in the unemployment rate.

Regressions run on the quantile shares used in my charts imply a fall in

the shares of the two lowest quintiles and a rise in shares for those

income groups above them, given a rise in the unemployment rate. On the

other hand, we found no significant relation to the inflation rate, as

measured by the annual rate of change of the implicit price deflator for

GNP. While simulation studies, such as the one David Seiders and I did
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some years ago, have shown some redistributive effects of unanticipated

inflation, with the bottom two quintiles and the top 5 percent losing to

the middle groups, the effects were very small--less than a one or two

percent change in share for a change in the inflation rate of 5 percentage

points. This is not to deny that inflation may shift individual consumer

units about in the distribution, as some gain and others lose--only that

there is no systematic bias of inflation that shows up in overall measures

of inquality.

One hypothesis relates longer term changes in the demographic

composition of consumer units to changes in inequality. One of the most

important of these changes is the rise in the proportion of unrelated

individuals (Uls) to consumer units (CUs). While the percentage of Uls to

total CUs was rising slowly in the earlier postwar period, the percentage

has grown rapidly in the past 14 years, increasing from 20 percent in 1966

to 31 percent in 1980. This change is of considerable importance, since

the mean income of Uls is only about 45 percent of that of families, and

the inequality in the UI distribution is greater than that in the family

distribution. (For example, in 1980 the Gini ratio for families was 36.5

percent; for Uls, 43.5 percent.) This fact alone goes a long way to

reconciling the divergent trends in the distribution of income by consumer

units and by families.

A similar factor has been operating within the family distribution.

The percentage of families headed by females (no spouse present) to all

families was relatively stable until the mid-sixties, at about 10 percent.

It then began to rise, until in 1980 such families were 15 percent of the

total. Since the income of female-headed families again averages only

about 45 percent of male-headed families, the disequalizing effect of this
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demographic shift is readily apparent. On the other hand, with respect to
another important demographic trend, the rising proportion of working
wives, a recent study by Douglas Wion shows that this increase has had only
minor effects on inequality in the distribution of the earnings of
married-couple families.

A final possible source of the observed changes in inequality is
changes in the distribution of total money income by income types. The
income type distribution is important because of differences in the
importance of income types at various income levels. For example, for
BEA's fully estimated total money income in 1972, the bottom quintile
received 37 percent of its income in wages and 59 percent in transfer
payments; for the second quintile, the percentages are 61 and 26
respectively. The groups comprising the 41st through 95 percentiles, on
the other hand, received most of their income (approximately 80 percent) in
wages, with self-employment income making up another 6 percent. While a
little over half of the income of the top 5 percent was from wages,
self-employment income accounted for 24 percent and property income another
21 percent of the income they received. It is easy to see, for example,

that an increase in wages relative to other income types will favor the
middle and upper income groups, whereas a rise in self-employment and
property income will tend to increase the share of the top 5 percent.

The shares of income types in total money income are shown in Figure
6. On balance, over the postwar period as a whole, the share of wages has
risen, that of self-employment income (both farm and nonfarm) has fallen
drastically, and the share of property income has increased modestly, with
the significant rise in the share of interest income's being largely offset

by the relative decline in other types of property income (dividends,
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rents, royalties, and estate and trust income). The share of transfer

payments has grown substantially, although the primary growth has been in

the form of pensions and social security benefits; other transfers have on

balance declined as a percent of TMI over the entire period. The effect of

these changes should have been equalizing, at least up to about 1970; after

that date the fall in the wage share, the small rise in the share of

property income, and a tapering off in the rise in the transfer shares

after 1975, are all consistent with the observed increase in inequality in

the past 10 years.

I have little time left to consider the effect of President Reagan's

programs on the distribution of income. While it would take some time and

effort to try to nail down the quantitative impact of budget cuts in social

programs, increases in defense spending, and recent and scheduled

reductions in taxes, it is clear that nearly all bear in the direction of

increased inequality. This is virtually self-evident with respect to

budget reductions in welfare and social programs. The supply-side

considerations that appear to have motivated the tax reduction led to

placing of little weight on distributional considerations; in any case, a

percentage reduction in tax rates, coupled with a reduction in the maximum

tax rate on property income, from 70 to 50 percent, is bound to increase

after-tax income inequality, although it will have little effect on the

kinds of before tax distributional statistics I have used in this

statement. The distributional impact of the projected increase in defense

spending is more difficult to judge. Insofar as goods and services

purchased by the military are more capital intensive and require a higher

proportion of professional services and skilled labor than elsewhere in the

economy, it is possible that rates of remuneration for the productive



-13-

services, which may well be owned by consumer units in the upper part of
the distribution, will be bid up. However, I am not clear about the
empirical basis for the possible scenario I have sketched out.

The proposal to turn back a number of social programs to the states
will have effects which are hard to predict at this time. Certainly, the

disparity by states in support levels for various programs will increase;
one might suspect as a result an increase in inequality among the poor
themselves, with an increase in the size of the poverty income gap, if not

in the number of poor. If the reduction in Federal spending for these

decentralized programs is not fully offset by a rise in state and local
spending, there is a further reason for supposing the share of the bottom
qunitile will decline, although it would be impossible to give a
quantitative estimate at this time.

It is not clear who we are supposed to "blame" for the current
recession or depression--the President, Congress, or Paul Volcker. In any

case, whoever or whatever its cause, we know that the current high level of
unemployment and probable further increases in that level will tend to
result in more inequality. High interest rates have their main effect on

distribution through their effect on output and employment; their direct
effects are harder to judge, although it is possible that the balance of
considerations would point to somewhat more inequality.

Policies must not, of course be judged solely on their distributional

effects. Efficiency and growth are also important considerations. Even

judged by these latter standards, however, some of the President's

proposals are hard to understand. Is it efficient to make only minor cuts

in agricultural price support programs, or leave spending by the Corp of

Army Engineers for water and navigation projects largely unchanged? Is it
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conducive to long-term economic growth--equity aside--to reduce drastically

the support for college students, both graduate student and undergraduates,

in the form of loans and aid? After going to great lengths in its tax

reform act to encourage investment in physical capital through such

policies as liberalized depreciation schedules, it proposes cuts that may

substantially reduce investment in human capital. Where is the evidence

that the return on the former is so much greater than that on the latter,

that we are justified in going out of our way to subsidize the former, but

reduce significantly the financing and subsidization of the latter?

Another anomoly, although it has been with us through the entire history of

income tax laws, is that only depreciation and depletion on physical

capital and selected natural resources can be deducted in determining net

taxable income from such resources; labor income, on the other hand, has

always been taxed gross of the corresponding depreciation of human capital.

On balance, it may be better to rethink recently adopted

administration policies, or closely scrutinize proposed ones, for their

effects on equity and efficiency, than to think up new ones that stand

little chance of adoption in any case. What about rethinking last summer's

tax package? Was too much in the way of increased benefits to special

interest groups incorporated in the act just to get it passed? One not so

amusing side effect of this act, in terms of the quality of our tax

statistics for making size distribution estimates, is its effect on the

reporting of property income on individual tax returns. While some have

argued there is not that much there now (arguments that I am skeptical of),

the new law will make this situation far worse; IRS IRA's and all-savers'

certificates are two examples.
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FIGUTRE 4

PERCENT OF PERSONS
BELOW POVER LINE

Source: Bureau of Census, Current Population Reports,
Series P-60, no. 127, Persons in poverty based
on the poverty statu- of the fa1my,

95-755 O-82-3

Persons in families with female heads

Blacks (series not available
prior to 1916)
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FIGURE 5

MEDIAN TOTAL MONEY INCOME OF SELECTED
AGE GROUPS AS A PERCENT OF THE MEDIAN
TOTAL MONEY INCOME FOR ALL FAMILIES,
1960, 1965, 1970, 1975, and 1980.
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[From the Washington Post, Feb. 6, 1982]

KIILING THE BEARER OF BAD TIDINGS

(By Ellen Goodman)

Bosro.-Sooner or later they were bound to solve this whodunit. The Reagan
people were determined to burrow down and root out the cause of all these expen-
sive social problems.

Finally, they have come up with their favorite candidate for the ultimate Ameri-
can Troublemaker title; Data. The Data did it, and now Reagan is doing it to the
Data.

The latest agency in Washington to be "riffed" by the grim Reagan reaper is the
primary data-gatherer, the Bureau of the Census.

In the case of the Census Bureau, RIF, "reduction in force," means a cutback in
employees-about 500 will be laid off and 5,400 given partial furloughs. But is also
and inevitably means a cutback in information. This is what makes the riffing of
the Census Bureau a case study of how Reagan is unraveling social programs.

The Bureau of the Census is the major outfit in Washington assigned to tell us
something about ourselves. It's a collector, sorter and keeper of statistics. It tallies
up our age, sex, race, income, employment and other geographic, social and econom-
ic facts.

Census is, in short, our public research bureau. And the Reagan administration is
not feeling warmly toward the researchers, public or private, in the federal bureauc-
racy or academia. After all, they have long been in the business of gathering up the
mischievous numbers.

During the era of creating federal programs, researchers were busy uncovering
problems. The safety net was woven in large part out of their data.

The 1950s way of expanding government programs went somewhat further, but
the process was similar. First, a group of people in academia or politics or the media
would "discover" a social issue-hunger for example. Then the researchers would go
out and collect the numbers.

Once the figures were in, we knew how many people were hungry and where they
were hungry. We has a certifiable problem. We held hearings, we called for solu-
tions, we passed legislation and started distributing things like food stamps.

Now we have an administration that wants to turn this process around, to con-
tract federal programs, or scatter them to the 50 state winds. You can't unravel it
without unraveling the research. So it isn't a coincidence that the money to identify
social problems has shrunk along with the money to study them and the money to
alleviate them.

Meanwhile, if one agency is cutting food, shelter and medical care, the last thing
the administration wants is to see another agency tallying up the pain. If one
agency is cutting programs, they don't want another spewing out numbers that
prove the programs are necessary. The are better off letting sleeping statistics lie.

The end result is that funding social research in this administration is as popular
as leaking defense secrets. What we don't know can't hurt them.

The Bureau of the Census isn't going to fold up shop. Its basic functions are pro-
tected by the Constitution. But the bureau and the other agencies may be severely
limited in gathering and sharing information. As for the academics who depend on
federal grants, their studies of society has been crippled. But the rampant riffing of
researchers adds an elegant simplicity to the whole Reagan plan. You may not be
able to cure unemployment, but by golly, you can stop counting it. You may not be
willing to help the poor, but you can stop offering up the proof of their poverty. You
may not be willing to help the displaced homemaker, the abused child, the under-
nourished, but you can make them invisible again.

Who knows, without all that data around to keep bothering us, poverty, unem-
ployment, even hunger, will just disappear. This is the way they solve problems in
the New Reagan Era: they kill the Data.

Representative REUSs. Thank you very much, Mr. Budd.
Mr. Danziger.
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Mr. DANZIGER. Thank you, Congressman Reuss. To avoid overlap

with Professor Budd and some of the other discussants, I will sum-
marize my prepared statement and then emphasize the effect of
the current administration's program on the poor, which is the last
part of my prepared statement.

After review of the evidence on the trend in inequality and anal-
ysis of the effect of several important demographic and economic
factors, which is shown in the first seven tables of my statement, I
derive the following conclusions:

TRENDS IN INCOME DISTRIBUTION

One, the degree of inequality was relatively constant over the
1950 to 1980 period; but it has been increasing at a slow and steady
rate for the past 15 years.

Two, demographic change has accounted for some of the increase
in inequality. However, because labor market forces contributed to
an increase in pretransfer inequality, inequality would not have in-
creased, even if there had been no demographic change.

Three, Government transfer programs dramatically reduce in-
equality for several population subgroups and have a significant
impact on the aggregate degree of inequality. If Government trans-
fers had not been growing, the increase in inequality would have
been substantially larger.

Four, the contribution of working wives to family incomes has re-
duced inequality while fringe benefits have increased inequality,
but the effects of both of these are smaller than those of Govern-
ment transfers.

TRENDS IN POVERTY

Because some have argued that Government policies should not
be addressed to the income distribution per se, the trend in poverty
is then examined. Again, I derive these conclusions: first, that the
growth of income transfers, not labor market improvements, hasbeen the primary factor in the reduction of poverty in the past 15
years.

Two, poverty remains at high levels for many subgroups among
the population, especially female-headed households with children.

Three, income transfer programs do create disincentives to work
and save, but their magnitude has been relatively small, and they
pose no threat to the overall efficiency of the economy.

EFFECT OF REAGAN PROGRAMS

Then, some projection of the effects of the Reagan administra-
tion's economic programs are offered. The conclusions in this areaare: first, reductions in taxes for those toward the top of theincome distribution and decreases in transfers and other social wel-
fare programs for those toward the bottom will increase poverty
and income inequality.



Because of their reliance on income transfers, employment and
training programs and regular public sector jobs, female-headed
families, minorities, and those in the second income quintile who
become unemployed are likely to experience the largest losses from
the administration's program.

The incidence of poverty as officially measured is likely to return
to the levels that existed in the late 1960's shortly after the war on
poverty was declared.

Finally, even if the economy recovers, the gains that trickle
down to those at the bottom of the distribution are not likely to be
large enough to offset the direct losses from the budget cuts.

FURTHER DISCUSSION OF POVERTY DATA

I would like to now turn from that summary to the part of the
prepared statement that deals with poverty. As I say, the summary
measures of inequality in my statement and in Professor Budd's
statement are affected by changes in either the incomes of the poor
or the nonpoor. It has often been argued that Government policy
should not be addressed to income distribution per se. For example,
Robert Tolson and Kevin Hopkins, two administration representa-
tives, recently wrote in an issue of "Public Welfare" the following
quote:

Inequality of incomes in itself becomes something to be corrected only to the
extent that the poorest do not have sufficient resources to provide for their needs.

So, to reflect this concern evidenced by the administration
spokesmen with those at the bottom of the distribution, I would
like to look in some greater detail at the trends in poverty. The
trends in poverty mirror the trends in inequality in the sense that
we had a decline in the late 1960's, but an increase recently.

GOVERNMENT PROGRAMS HAVE REDUCED POVERTY

It's important to point out the official Census measure that in-
cludes only cash transfer shows a decline of 17 percent, while the
adjusted income measure-based primarily on the work of Timothy
Smeeding at the University of Utah and as a consultant to the
Census Bureau-which accounts for in-kind transfers and Federal
transfers, shows a decline of almost 50 percent in poverty. So there
have been important reductions in poverty, but they are due pri-
marily to the increases in Government cash and in-kind benefits.

Nonetheless, despite the growth in transfers, the official inci-
dences of poverty in 1978 among children living in female-headed
households was 31 percent for whites, 58 percent for blacks, and 61
percent for Hispanics. These high incidences and the recent
upward trend in the percentage of children living in female-headed
families refutes the view that poverty had been virtually eliminat-
ed.

As part of my prepared statement, I submit another paper "Chil-
dren in Poverty: The Truly Needy Who Fall Through the Safety
Net," which I would like entered into the record, which provides a
lot of data on this particular group among the poor.

Representative REUSS. Without objection, it will be received.



Mr. DANZIGER. Between 1965 and 1978, welfare recipiency did in-
crease in this group from about 26 percent of female heads of fami-
lies to 38 percent, but the percentage of female heads who worked
remained constant at about 65 percent working at some point in
the year.

Thus, despite increased welfare recipiency and the maintenance
of work effort, poverty among female heads remains a serious prob-
lem.

Table 9 in my statement presents data on the dependence on
cash transfers of all households and of pretransfer poor households,
classified by the age, sex, and race of the head. It's important to
note how large a percentage of households depend on income trans-
fers. While almost all of the aged poor received transfers, however,
almost 40 percent of nonaged poor households received none. And
this is data from 1978 before the current cuts in transfer programs.
And the probability of receiving enough aid to escape poverty is
much lower for the nonaged than the aged.

The recent growth of income transfer programs has had impor-
tant beneficial effects-protection against income losses due to un-
employment, retirement, disability, and death; guarantees of access
to minimum levels of food, shelter, and medical care; and the re-
duction of poverty and inequality. This growth has been accompa-
nied by some declines in work effort and savings that have contrib-
uted to sluggish economic performance. But the magnitude of these
disincentives has been overstated.

A review of the available research published in the Journal of
Economic Literature in September by myself and several col-
leagues at the Poverty Institute suggested the decline in aggregate
work effort due to income transfers is less than 5 percent. The
effect on savings is quite speculative, depending on which author
one casts with, and it ranges from zero to 20 percent.

Nonetheless, these disincentives pose no serious threat to the
growth of the economy, and they could be reduced by reforming,
not eliminating, the transfer programs. The elimination of these
programs will lead to small gains in efficiency but large increases
in poverty and inequality.

REAGAN PROGRAM WILL INCREASE INEQUALITY * * *

The Reagan administration's drastic fiscal retrenchment to
reduce Government presence in the economy was claimed to be
evenhanded; yet it is clear that the new priorities reflect dissatis-
faction with the growth of social welfare expenditures over the past
15 years. The program claims to maintain the safety net so as to
insure the well-being of the truly needy.

However, the short-run direct effect of the administration's pro-
grams are clear. The tax changes will increase the disposable
income of those toward the top of the income distribution; and the
budget changes, especially those in the income transfer programs,
will lower the incomes of those toward the bottom. As a result,
both poverty and income inequality will increase.



* * * AND WILL CUT WORK INCENTIVES FOR THE POOR

Consider the effects of the budget cuts on one of the poorest

groups I mentioned, female heads of household with children. They
will be disproportionately affected. Many relied on CETA jobs.
Others working in the private sector have either lost eligibility for
AFDC, which probably results in a loss of medicaid benefits or
have had their benefits significantly reduced by the new rules on
work expenses and allowable assets.

In your State and mine, Congressman, consider the fiscal 1982
changes on a typical working welfare mother with one child in
Wisconsin. She earned $432 per month, reported average work ex-

penses of $108, and received $217 from AFDC. As a result, her
monthly disposable income was $140 higher than that of a non-
working AFDC mother with one child who received $401 per
month. Starting February 1, after 4 months of welfare recipiency,
her earnings reduce her welfare benefits even further, and she re-
ceives only $44 from AFDC. Her income after work expenses is now
actually $33 per month lower than that of the nonworking woman,
representing a 32-percent cut in her cash income.

Given cases like this, it should come at no surprise that program
administrators expect some of these women to quit working. If the
woman in this example does quit, AFDC costs would not fall from
$217 to $44, but would rise-to $401.

At the same time as the proposed income tax reductions are cut-

ting tax rates for the rest of the population, welfare beneficiaries
who already face high benefit reduction rates are experiencing
even higher rates and work disincentives. If the lowered income
tax rates lead the nonpoor to work more, as is hoped, and the

higher rates lead welfare recipients to work less, as my example
suggests, the gap between the income classes will increase even
more.

In addition to welfare women, many low-income, two-parent
working families in the second quintile of the distribution will
suffer large income losses. Households in this group have experi-
enced the greatest reduction in their income share over the recent

past, partly because their incomes are too high to qualify for Gov-
ernment transfers and because their jobs are more cyclically sensi-
tive and offer lower fringe benefits than those in the higher quin-
tiles.

This decline in the share of the second quintile means-as you
know, since one of the papers I cite is that piece you published in
Challenge magazine recently-that the second quintile is now bear-

ing the brunt of the increased unemployment rate in the private
sector and the reduction in employment and training programs.

According to estimates by Lester Thurow, employment and train-

ing programs accounted for 14 percent of the earnings received by
the bottom two quintiles of the labor force. These households now
find that the extent of protection against income loss provided by
food stamps and extended unemployment compensation in recent
recessions has been reduced



BLACKS WILL BE HURT WORST

Minorities will also be disproportionately affected by the budget
cuts. A recent estimate shows that 27 percent of all blacks, as com-
pared to 16 percent of all whites, worked in the public sector.
About 55 percent of the net employment increase for blacks since
1960 occurred in the public sector, and most of this was in social
welfare programs. Thus, reductions in Government employment in
general, and social welfare employment in the public sector in par-
ticular, will affect blacks more than whites.

WILL "SUPPLY-SIDE" GROWTH HELP? NOT ENOUGH

But, what of the supply-side miracle? Suppose that the adminis-
tration's program does succeed in stimulating economic growth. As
suggested above, the major factor contributing to the reductions in
poverty and offsetting increases in inequality was the growth in
Government transfer payments.

Peter Gottschalk has examined the evidence concerning the
trickle-down hypothesis in two public papers, which I cite, and I'd
also like to submit for the record something I just gave to your
staff this morning, a short piece entitled "Have We Already Lost
the 'War on Poverty?"' in which Professor Gottschalk provides
some projections of poverty that I will discuss now.

Representative RUESs. Without objection, that will be received.
Mr. DANZIGER. Gottschalk concludes that there is little reason to

think that the earnings gains from economic growth that accrue to
those with labor market disadvantages are likely to be large
enough to significantly reduce poverty. Unless policies are imple-
mented to alter the structure of the labor market facing the poor,
then poverty would decline little in the 1980's even if unemploy-
ment remained at 6 percent and cash transfers grew as fast as na-
tional income.

Gottschalk provides an estimate in the piece that's been entered
into the record that poverty in 1980 will be 13.7 percent; whereas,
the official rate for 1980 is 13 percent.

I would like to point out that the budget cuts just went into
effect in October 1981, and so the effect on the poor is likely to be
larger than that indicated in Gottschalk's estimate for 1981. As a
result, I've made a few calculations based on the model in this
paper.

Assuming an unemployment rate of 8/2 percent for 1982 and as-
suming a decline in real transfers of 5 percent, which would be a
drop of about $13 billion in cash transfers for 1982, poverty in 1982
I would project to be 15.34 percent, as officially measured. That's a
rate which has not been recorded officially since 1966.

Obviously, as I mentioned earlier, the effect of inkind transfers,
which are not measured, does suggest that poverty is lower than it
was in 1966. But the cuts in cash and inkind transfers will none-
theless increase poverty in this case by at least 1 percent.

I then use Gottschalk's estimates to say what if the supply-side
miracle works. Suppose we do have a decline in unemployment to
5/ percent by 1984. That I believe would be a vindication of the
supply-side miracle.



So I assumed in this calculation that unemployment does fall to
5 percent by 1984, but I also assumed that one of the costs of get-
ting to 5 percent unemployment is that real transfers will drop
by 15 percent in real terms. That would be about a $45 to $50 bil-
lion decline in income transfers, which again is the kind of magni-
tude that the administration is projecting.

Unfortunately, the decline in real transfers has a propoverty
effect which almost entirely offsets the antipoverty effect of the de-
cline in unemployment; so that my estimate for 1984, even if the
supply-side miracle does take place, would be a poverty rate of 13.5
percent, which would be only a significant-very insignificant de-
cline from Gottschalk's estimates for 1981.

In conclusion, I would like to suggest that the information which
has been disseminated by the administration as to the problems of
income transfer programs has been to much extent not derived
carefully from the literature. I would argue that there have been
exaggerations about the degree to which poverty has been reduced,
that we find no evidence that poverty has been eliminated, particu-
larly for some of the groups that I've mentioned, that the extent of
the work disincentives and savings disincentives of transfer pro-
grams, again, has been overstated. The extent to which it has been
claimed that benefits will trickle down to the poor has been over-
stated. The extent to which the private sector is likely to fill gaps
has been overstated, and the extent to which Government pro-
grams can easily distinguish work from welfare has been overstat-
ed.

The research evidence cited in my prepared statement suggests
that there is some truth to each of these claims, but that the posi-
tive effects of income transfer programs are much larger than has
been admitted and the negative effects are much smaller.

In sum, even if the administration's program generates a recov-
ery, the gains that trickle down to those at the bottom of the
income distribution are not likely to be large enough to offset the
direct losses from the reduced transfer and other social programs.

[The prepared statement of Mr. Danziger, together with the at-
tachments referred to, follows:]



PREPARED STATEMENT OF SHELDON DANZIGER'

INTRODUCTION AND SUHMARY

The size distribution of household income has remained stable over

the past thirty years, despite significant changes in various economic

and demographic factors--fluctuations in economic growth, increases in

government transfer payments, increases in female labor force par-

ticipation and the changing age and household composition of the popula-

tion. This testimony reviews the evidence on the trends in income ine-

quality and poverty and offers some projections as to how the fiscal year

1982 budget cuts and those now being proposed for fiscal year 1983 might

affect the income distribution.

After a review of the evidence on the trend in inequality and an

analysis of the effect of several important demographic and economic fac-

tors, the following conclusions are derived.

The degree of inequality was relatively constant over the 1950-1930

period, but it has been increasing steadily for the past fifteen

years.

Demographic change has accounted ror some of the increase in ine-

quality. However, because labor market forces contributed to an

increase in pretransfer inequality, inequality would not have

decreased, even if there had bcon no demographic change.

Government transfers dramatically reduce Inequality for several

population suhgroups and have a cign! ficant impact on the asgregate

degree of inequality. If transfers had not beer, growing, the

increase in inoquAlity would have been substantially larger.

The contrihution of working wives to family incomes has reduced

inequality ;hile fringe benefits have increased inequality, but

these effects are smaller than those of transfers.

The author acknowledges the support of the Graduate School Research Committee of theUniversity of Wisconsin-Madison and the computational assistance of Daniel Feaster.
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Because some have argued that government policies should not be

addressed to the income distribution per se, the trend in poverty is then

examined. It is shown that:

* The growth of income transfers, not labor market improvements, has

been the primary factor in the reduction of poverty in the past

fifteen years.

* Poverty remains at high levels for many subgroups among the popula-

tion, especially female-headed families with children.

* Income transfer programs create disincentives to work and save, but

their magnitude has been relatively small and poses no threat to

the overall efficiency of the economy.

Then, some projections of the effects of the Reagan Administration's

economic programs are offered.

Reduction in taxes for those toward the top of the income distribu-

tion and decreases in transfers and other social welfare programs

for those. toward the bottom will increase income inequality.

Because of their reliance on income transfers, employment and

training programs and regular public sector jobs, female-headed

families, minorities, and those in the second income quintile who

become unemployed are likely to experience the largest losses from

the Administration's program.

* The incidence of poverty as officially measnured is likely to return

to the levels that existed in the late 1960s, shortly after the

War on Poverty was declared.

* Even if the economy recovers, the gains that trickle down to those

at the bottom of the income distribution are not likely to be large

enough to offset the direct losses from the budget cuts.
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THE PERSISTENCE OF INEQUALITY

Table 1 presents the familiar Census data on two summary measures of

Inequality, the Gini coefficientl and the income shares received by each

quintile. Data for households-families and unrelated individuals--are

presented in Panel A and for families only in Panel R. While the data

for any two years are quite similar, several trends are apparent. First,

the income share of the lowest quintile increased over the 1950-79

period, while the share of the second quintile declined. As emphasized

below, the gains made by this bottom quintile result primarily from the

increase in government income transfers. Second, while the trend,, are

not very large, overall inequality declined from 1950 to about 1966 and

then began to increase. 2  
Again, as emphasized below, this trend towards

increased inequality is likely to persist.

The Census data reported in Table 1 do not include government 'r pri-

vate fringe benefits in kind such as Medicare, food stamps, housing

assistance, or employer-provided pensions and health tnsurance.3 These

non-cash items have increased rapidly as a percentage of total income in

recent years. While no study of inequality has incorporated the effects

of both in-kind transfers and fringe benefits, existIng studies do

suggest that they have opposing effects.
Several studies have tound that In-kind transfers reduce inequality.

They have a significant impnct on the income siare of the lowest quin-

tile of households, and smaller impact, on the share of the other quin-

riles.
4  

For example, C. William Ilongland estimates that the quintile

shares after all transfers (cash as well as in-kind), and after federal

taxes, were 6.4, 11.0, 16.9, 24.1, and 41.7 percent in 1976.5
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Timothy Smeeding has measured the effect of employer-provided fringe

benefits (e.g., vacation and holiday pay, paid stck leave, insurance

contributions, such as health or life, and deferred compensation, such as

pension plans) on the degree of inequality.
6 

Their effect is the oppo-

site of that of government transfers in kind, although it is relatively

small. Table 2 shows that the lowest quintile of workers receives 2.4

percent of all wages and salaries, but 2.2 percent of total compensation.

A similar reduction occurs in the share of the lowest quintile of full-

time full-year workers. The large differences in the measures between

all workers and those working full-year full-time points out the large

impact of unemployment on inequality and suggests the magnitude of the

reduction in inequality that would result from full employment. Smeeding

also suggests that if better measures of the job perquisites of high-

income earners (e.g., stock option plans, expense accounts) were

available, the inequality-increasing effect of fringes would increase.

Thus, because government transfers in kind and fringe henefits have

opposing effects, Census data, such as that reported in Table 1, probably

overstate the extent of inequality to a small degree.
7

THE ROLE OF DEMOGRAPHIC AND ECONOMIC FACTORS

In this section, the roles of several demographic and economic fac-

tors in accounting for the trend in inequality are examined. In recent

years there has been a rapid change in the demographic composition of

households. This change is evident in Table 3, where the population is

divided into 12 exhaustive and mutually exclusive groups, distinguished

by type of household unit (family or unrelated individual), sex of head,
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and age of head. The age categories are young (less than 25 years of

age), prime-age (25-64), and aged (65 and over). Between 1965 and 1978,

the total number of units grew by about 36 percent, while population grew

by only about 12 percent. Families declined froin 80 to 70 percent of all

households, and the largest group of families, those with pri-e--age male

heads, fell from 57.8 to 47.3 percent of all units. There was an

increnoe in the percentage of units accounted for by all six groups of

unrelated Individuals, with the largest increases in units headed by

women and the young.

Families headed by prime-age men have the highest mean incoe, wh!!Ie

units headed by women, the aged, and the young have below average

incomes. Thus, the demographic shift toward lower income units has

tended to depress the mean income for all households and to increase the

degree of inequalf ty among households. Table 4 shoos the mean Census

income for each of the twelve demographic groups for 1965, 1972, and

1978. The income growth rates for ten of the twelve demographic groups

exceeded the 16.3 percent aggregate growth in income for the 1965-1978

period. The same is true for the 1972-1978 subperiod, in which real

incomes declined in the aggregate, even though they increased for eleven

of the twelve groups.

Demographic change has contributed both to a decline in the growth

rate of measured income and to an increase in income inequality. Table 5

reveals that the Cini coefficient for all units increased by 6.6 percent,

while it actually decreased for neven of the groups.

Three economic factors are important determinants of the trend in

household income inequality--income transfers, wives' contributions to

family income, and the distribution of male earnings. For examsple, con-
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eider the group with the strongest labor market attachment--families

headed by prime-aged men. Table 5 shows that their Gini coefficient

increased by 3.7 percent. However, if it were not for income transfers,

the increase would have been 8.1 percent. Table 6 shows the reduction in

the Gini coefficient due to cash transfers in 1965 and 1978. In each

year, transfers substantially reduced inequality, and this effect

increased over time for each of the twelve groups.
8 

The reduction in the

Gini coefficient due to transfers--1
4
.5 percent in 1978--is the largest

single factor affecting inequality. This inequality-reducing impact of

transfers is largest for aged household heads and for families headed by

females because they are the primary beneficiaries of social security and

welfare programs respectively.
9

Table 7 shows that the earnings of wives have a small equalizing

impact on the distribution of income among husband-wife families for

white, nonwhite and Hispanic households. This effect has persisted over

the recent past, even though the most rapid increases in work occurred

among the wives of husbands with earnings above the median income. The

Gini coefficient of family income was relatively constant for whites and

fell slightly for nonwhites between 1965 and 1978, even though the Gini

coefficients of husbands' earnings increased by about 11 percent for both

white and nonwhite husbands.
10 

Thus, the increased contributions of

wives' earnings and of government transfers, which both tend to reduce

inequality, offset the increased inequality of husbands' earnings.

Some portion of the increased earnings inequality among men can be

accounted for by higher levels of unemployment and labor force

withdrawal, attributable in part to rLsing transfers. However, Peter

Henle and Paul Ryscavage even find a "slow but persistent" trend toward
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inequality among all wage and salary earners who worked year-round full-

time and for eight of ten broad occupational groups. 1
1 These increases

in earnings inequality are well-documented, but not very well understood.

There is little evidence to suggest that the recent increase in Ine-

quality will be reversed. The inequality-increasing effect of

demographic change will be reduced somewhat by the aging of the baby

boom and the reduction in new labor force entrants. Continued increases

in the percentage of wives who work and of fringe benefits as a percent

of total compensation should continue to have relatively small effects.

In recent years, increased male earnings inequality has been offset by

the growth of income transfers. Now, however, increased unemployment and

reduced income transfers are both contributing to increased inequality.

THE DECLINE AND RTSF OF POVERTY

The summary measures of inequality presented to this point are

affected by changes in either the incomes of the poor or the nonpoor.

However, it has often been argued that government policies should not be

addressed to income distribution per se. For example, two Administration

representatives recently wrote:

Inequality of incomes in itself becomes something to be
corrected only to the extent that the poorest do not have
sufficient resources to provide for their needs. 1 2

To reflect this concern with those at the bottom of the distribution, the

remainder of this raper emphasizes the trend in poverty.

Table 8 shows the percentage of persons living in households with

incomes below the poverty line. The results mirror those for inequaliry.

First, over the 1965-1980 p.riod poverty declined primarily because of

transfers. Ia the absace of transfers, poverty would have declined by

95-755 0-82--4
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6.1 percent. The official Census measure that includes 
cash transfers

shows a decline of 16.6 percent, while the adjusted income measure, which

accounts for in-kind transfers and federal taxes, shows a decline of almost

50 percent. Second, there was a large decline during 
the 1965-1972

period which was followed by stationary and then increasing poverty.

Again, there are large differences in economic status across the

various demographic groups. For example, despite the growth of trans-

fers, the official incidences of poverty in 1978 among children living in

female-headed households were 31, 58, and 61 percent for whites, blacks,

and Hispanics. Their number now, and the recent upward trend in the size

of this group, refutes the view that poverty has been "virtually

eliminated."13 Between 1965 and 1978, welfare recipiency increased from

26 percent of all female heads to 38 percent; and the percentage of

female heads who worked remained constant at about 65 percent. Thus,

despite increased welfare recipiency, and the maintenance of work effort,

poverty among female heads remains a serious 
problem.

Table 9 presents data on the dependence on cash transfers of all

households and of pre-transfer poor households, classified by the age,

sex, and race of the head. Over 40 percent of all households and 80

percent of pretransfer poor households 
received cash tranfers. For the

poor, these transfers comprised 72.0 percent of their Census incomes.

While the number of transfer recipients and the average benefit have

grown in recent years, significant gaps in coverage and inadequacies in

benefits remain. While almost all of the aged poor received transfers,

almost 40 percent of nonaged poor households received 
none. And the

probability of receiving enough aid to escape poverty is much lower among

the nonaged than the aged.
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Contrary to conventional wisdom, the receipt of transfers is quite

similar regardless of race, once economic need has bccn taken into

account. A greater percentage of all minority households receive trans-

fers because they are more likely to be pretransfer poor. However, among

the poor, whites arc more likely than minorities to be removed from

poverty by transfers because they receive larger amounts on average.

The recent growth of income transfer programs has had imortant bene-

ficial effects--protection against income losses due to unemployment,

retirement, disability and death; guarantees of access to minimum levels

of food, shelter, and medical care; and the reduction of poverty and ine-

quality. This growth has been accompanied by some declines in work

effort and savings that have contributed to sluggish economic perfor-

mance. But the magnitude of these disincentives has been overstated. A

review of the available research indicates that the decline in aggregate

work effort due to income transfers is less than 5 percent. The effect

on savings is quite speculative-it ranges from zero to 20 percent.
14

These disincentives pose no serious threat to the growth of the economy,

and they could be reduced by reforming the various programs. The elimi-

nation of the programs will lead to small gains in efficiency but large

increases in inequality.

THE REAGAN ADMINISTRATION'S ECONOMIC PROCRAM: PROJECTED IMPACT ON THE
INCOME DISTRIBUTION

The Reagan Administration has undertaken a "drastic fiscal

retrenchment" to reduce government presence in the economy. Despite

claims of evenhandedness, the new priorities reflect dissatisfaction with

the growth of social welfare expenditures over the past fifteen years. -
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The program claims to maintain the "safety net" so as to insure the well-

being of the "truly needy." However, the short-run direct effects of the

Administration's program on poverty and inequality are clear. The tax

changes will increase the disposable incomes of those toward the top of

the income distribution and the budget changes, especially those in the

income transfer programs will lower the incomes of those toward the bot-

tom of the distribution. As a result, both poverty and income inequality

will increase.

Consider the effects of the budget cuts on one of the poorest groups,

female heads of household with children. They will be disproportionately

affected. Many relied on CETA jobs. Others working in the private sec-

tor have either lost eligibility for Aid to Families with Dependent

Children (which also results in a loss of Medicaid benefits) or have had

their benefits significantly reduced by the new rules on work expenses

and allowable assets. For example, the University of Chicago's Center

for the Study of Welfare Policy showed that the typical AFDC mother who

works would experience a 20 to 30 percent decline in her monthly

income.15

Ironically, for many women the new AFDC rules provide less of an

incentive to work than do the prior ones. For example, before the FY

1982 changes, the typical working welfare mother with one child in

Wisconsin earned $432 per month, reported average work expenses of $108,

and received $217 from AFDC. Her monthly disposable income was $140

higher than that of a nonworking AFDC mother with one child who received

$401 per month. Now, after four months of welfare recipiency, her earn-

ings reduce her welfare benefits even further, and she receives only $44
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from AFDC. Her income after work expenses is actually $33 per month

lower than that of the nonworking woman, and 32 percent below what it was

in FY 1981. Given cases like this, it should come as no surprise that

program administrators expect some of these women to quit working. If

the woman in this example does quit, AFDC costs would not fall from $217

to $44, but would rise to $401.

Thus, at the same time as the proposed income tax reductions are

cutting tax rates for the rest of the population, welfare beneficiaries

who already face high benefit reduction rates (which are equivalent to

tax rates) are experiencing even higher rates and work discinentives. If

the lowered income tax rates lead the nonpoor to work more, as is hoped,

and the higher rates lead welfare recipients to work less, the gap be-

tween the income classes will increase even more.

In addition to welfare women, many low-income two-parent working

families in the second quintile of the income distribution will suffer

large income losses. Households in this group have experienced the

greatest reduction in their income share over the recent past, partly

because their incomes are too high to qualify for government transfers

and because their jobs are more cyclically sensitive and offer lower

fringe benefits than those in the higher quintiles. They are now bearing

the brunt of the increased unemployment rate in the private swctor, and

the reduction in employment and training programis. According to Lester

Thurow, these programs accounted for 14 percent of the earnings received

by the bottom two quintiles of the labor force.16 These households now

find that the extent of protection against income loss provided by food

stamps and extended unemployment compensation in recent recessions has

been reduced.
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Minorities will also be disproportionately hurt because of the reduc-

tions in income transfers, employment and training programs and regular

public sector empoyment. Michael Brown and Steven Erie show that in 1976

27 percent of all blacks as compared to 16 percent of all whites worked

in the public sector.
17 

About 55% of the net employment increase for

blacks since 1960 occurred in the public sector, and much of the increase

was in social welfare programs. Thus, reductions in government

employment in general, and social welfare employment in particular, will

affect blacks more than whites.

But, what of the supply-side miracle? Suppose that the Administra-

tion's program does succeed in stimulating economic growth. As suggested

above, the major factor contributing to the reductions in poverty and

offsetting increases in inequality was the growth in government trans-

fers. Peter Gottschalk has examined the evidence concerning the trickle-

down hypothesis.
18 

lie concludes that there is little reason to think

that the earnings gains from economic growth that accrue to those with

labor market disadvantages are likely to be large enough to significantly

reduce poverty. le analyzed the economic situation of a sample of

middle-aged married men over the 1966-1975 period and found that even

though real earnings increased on average, inequality and the proportion

of husbands with low earnings also increased. In fact, 43 percent of

those with low earnings in a given year had low earnings in all six sur-

vey years, and 78 percent had low earnings more than half of the survey

years. This indicates a good deal of permanence within the low earnings

population, even during prosperous years.

Gottschalk also shows that, unless policies are implemented to alter

the structure of the labor market facing the poor, then poverty would
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decline little in the 1980s even if unemployment remained at 6 percent

and cash transfers grew as fast as national income. 1 9 
Given the current

high unemployment rates and the fiscal 1982 reductions in income trans-

fers, he projects an incidence of poverty of 13.7 percent for 1981, the

highest rate since 1967. If the proposed FY 1983 reductions in income

transfer and other social programs are enacted, it is likely that the

official incidence of poverty in 1984 will have returned to the levels

that existed in the late 1960s, shortly after the declaration of the War
on Poverty in 1964.

In sum, even if the Administration's program generates a recovery.

the gains that trickle down to those at the bottom of the income distri-

bution are not likely to be large enough to offset the dire:t losses from

the reduced transfer and other social programs.
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Notes and References

IValues of the Cini coefficient range from zero, which means perfect

equality of income, to one, total inequality. Thus, a declining Gini

coefficient means that the income distribution is becoming less unequal

and a rising Gini coefficient means the income distribution is becoming

more unequal.

2
This point has also been made by Henry Reuss, "Inequality, Here We

Come, " Challenge, September/October 1981.

3
Census money income is defined as money income received during the

calendar year as wages and salaries, net income from self-employment,

property income (for example, interest, dividends, and net rental

incomes), government cash transfers, and other forms of cash income (for

example, private pensions and alimony).

4
These studies are reviewed in Sheldon Danziger, Robert Haveman, and

Robert Plotnick, "How Income Transfer Programs Affect Work, Savings, and

the Income Distribution: A Critical Review," Journal of Economic

Literature, Vol. 19, September 1981.

5
G. William Hoagland, "Measuring the Effectiveness of Current

Transfer Programs in Reducing Poverty," in Welfare Reform in America,

edited by P. Sommers (Martinus Nijhoff, 1982).

6
Timothy Smeeding, "The Size Distribution of Wage and Nonwage

Compensation," paper presented to the National Bureau of Economic

Research Conference on Income and Wealth, October 1981.

7
The overstatement of poverty in the Census data is much larger, as

is shown below in Table 8. Fringe benefits do not increase poverty, so

the poverty-reducing impact of govternment transfers in kind is not off-

set.
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8
The! effect of tranfers on inequality is generally measured by com-

paring pretransfer and posttransfer Incomes. Pretransfer income is

defined by subtracting government transfers from posttransfer tocome.

This definition assumes that transfers elicit no behavioral responses

which would cause income without transfers to deviate from observed

pretransfer income. However, transfers do induce labor supply reductions

so that recipients' net incomes are not increased by the full amount of

the transfer. For example, consider an individual who earns $3000.

After the passage of a public assistance program, with an income guaran-

tee of $3000 and a tax rate of 50%, the person reduces hours of work and

earns $2500. A transfer of $1750 is now received and total Income is

$4250, but the individual's final income is only S1250 higher. Because

pretransfer income in the absence of transfers Is not observed, most stru

dies measure the redistributive effect as the difterence between

pretransfer and posttransfer income ($4250-$2500), not as the increase in

final income. Thus, true pretransfer income is likely to be higher than

measured pretransfer income. Pre- post comparisons, therefore, such as

the ones made here, are likely to provide upper-bound estimates of the

effect of transfers on inequality.

9
For example, in 1974 social security benefits were received by 22

percent of all families. They reduced the Gini coefficient by about 9

percent for all families, but by 29 percent For households icaded by a-

aged person. Cash welfare benefits were received by 8 percent of fami-

lies, reduced the Gini coefficivnt by 3 percent for all families and by

19 percent for families headed by a nonaged female. See Sheldon

Danziger, "Income Redistribution an( Social Security: Further Evidence,"

Social Service Review, Vol. 51, Marh 1977.



16

1 0 Between 1967 and 1978, the Gint coefficient of earnings for white

husbands increased from .394 to .437, or by 10.9 percent, while that of

nonwhite husbands increased by 11.2 percent, from .392 to .436.

1 1Peter Henle and Paul Ryscavage, "The Distribution of Earned Income

Among Men and Women, 1958-77," Monthly Labor Review, 
April 1980.

12
Robert Carleson and Kevin Hopkins, "Whose Responsibiity is Social

Responsibility: The Reagan Rationale," Public Welfare, Fall 1981.

13
According to Martin Anderson, Welfare (Hoover Institution Press,

1978):

The "war on poverty" that began in 1964 has been won. The

growth of jobs and income in the private economy, combined

with an explosive increase in government spending for welfare

and income transfer programs, has virtually eliminated poverty

in the United States.

14Danziger, Haveman, and Plotnick, op. cit.

15University of Chicago, Center for the Study of Welfare Policy.

"The Poor: Profiles of Families in Poverty," mimeographed (Washington,

D.C.: March 20, 1981).

1 6
Lester Thurow, "Equity, Efficiency, Social Justice and Redistribu-

tion," Nebraska Journal of Economics and Business, Vol. 20, Spring 1981.

17
Michael Brown and Steven Erie, "Blacks and the Legacy of the Great

Society," Public Policy, Vol. 29, Summer 1981. Thurow, op cit. also

points out that the ratio of black to white wages Is higher in the public

than the private sector.

1 8
Peter Gottschalk, "Earnings Mobility: Permanent Change or

Transitory Fluctuations," Review of Economics and Statistics, 1982, in

press.

19
Peter Gottschalk, "Transfer Scenarios and Projections of Poverty

into the 1980s," Journal of Human Resoxrces, Vol. 16, Winter 1981.
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Table I

The Trend in Income Inequality, Selected Yeats,
1950-1979

Share of Census Money Income
Received by Quintile:

1 2 3 4 5

Cini Coefficient

A. All Households
(Families and IUrclated Tndividuals)a

45.3
44.5
44.1
43.4
43.6
44.0
44.9

B. All Familiesb

11.6
11.8
12.2
12.4
12.2
12.2
12.0

17.5
17.6
17.6
17.8
17.8
17.8
17.4

24.1
24.1
23.8
23.8
23.9
24.0
23.4

Source; U.S. Department of
Income of Families
Current Population
1981, Table 14.

Commerce, B1ureau of the Census, NMoncy
and Persons in the United Stites: 1979."
Reports, Series P-60, No. 129, November,

aThe 1979 income cutoffs for the quintiles of families and unrelated
individuals are $6,212, $11,970, $18,795, and $27,982.

bThe 1979 income cutoffs for the quintiles of families are $9,830,
$16,220, $22,985 and $31,590.
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Table 2

The Size Distribution of Wages and Salaries and

of Total Compensation, 197VF

Income Share of Quintile: Gini Coefficient

1 2+3+4 5

All Workers

Wages and Salaries
Total Compensation

Full-Year Full-Time Workersb

Wages and Salaries
Total Compensation

2.4 50.3 47.3
2.2 50.1 47.7

8.0 53.2 38.0
7.8 53.4 38.8

Source: Timothy M. Smeeding, "The Size Distribution of Wage and Nonwage
Compensation," paper presented to the National Bureau of Economic

Research Conference on Income and Wealth, October 1981.

aTotal compensation represents costs to employer of pay for time worked and

of deferred compensation and insurance contributions.

bFull-year full-time workers work 35 or more hours per week, for 50 weeks

per year or more.
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Table 3

Demographic Composition of Households,
Selected Years, 1965-1978a

1965 1972 1978

FAMILIES
HEADED BY:

Young Males 4.4% 5.1% 3.7%
Prime-Ago Males 57.8 53.1 47.3
Aged Males 9.6 9.0 8.9
Young Females 0.5 0.9 1.0
Prime-Age Females 6.0 6.8 7.8
Aged Females 1.7 1.6 1.5

All Families 80.0 76.5 70.2

INDIVIDUALS
WHO ARE:

Young Males 0.7 1.9 2.9
Prime-Age Males 4.9 5.5 8.0
Aged Males 2.0 2.0 2.1
Young Females 1.4 1.7 2.7
Prime-Age Females 5.4 5.9 7.0
Aged Females 5.7 6.6 7.2

All Individuals 20.1 23.6 29.9

TOTAL 100.0 100.0 100.0

Number of Households
(millions) 60.4 70.9 82.4

Source: Updated version of table from Sheldon Dane! er
and Robert Plotnick, "Demographic Change,
Government Transfers, and Income DistributlAn,"
Monthly Labor Review, April 1977.

aTotals may not add to 100.0 because of rounding.
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Table 4

Mean Census Money Income by Demogriphi Croup,
Selected Years. 1965-1978s

195 1972 1978
-crce,,tae lh4snge----

1965-72 1972-/8 1965,

FAMILIES
HEADED BY:

Young Males
Priane-Age ales
Aged Males
Young Females
Prine-Age Females
Aged Females

INDIVIDUALS
WH10 ARE:

Young Males
Prine-Age ales
Agcd M1ales
Young iealees
Prime-Age Females
Aged Females

TOTAL

$12,118 $13,595 $14,457 12.2%
18,613 23,146 23,838 24.4
10,997 13,068 14,129 18.8
5,290 5,010 5,494 -5.3
9,635 10,960 11,055 13.8

10,396 12,868 12,159 23.8

5,430 7,079 7,623 30.4
9,956 12,990 13,693 30.5
4,955 6,290 6,911 26.9
3,921 5,021 6,027 28.0
7,661 8,482 9,151 10.7

4,060 5,104 5,725 25.7

14,454 17,038 16,815 17.9 -1.3 16.3

Source: See Table 3.

afll incomes are expressed in 1978 dollars.
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Table 5

Inequality in the Distribution of Census Money Income
1965 and 1978

1 2 3
1965 Cini 1978 Gni Percent
Coefficient Coefficient Changen

FAMILIES
HrADED BY-

Young Males .279 .278 -0.4%
Prime-Age Males .300 .311 3.7
Aged Males .437 .406 -7.1
Young Females .438 .445 1.6
Prime-Age Females .375 .396 5.6
Aged Females .405 .378 -6.7

INDIVIDUALS
WHO ARE:

Young Males .445 .385 -13.5
Primpe-Age ales .403 .409 1.5
Aged Males .378 .413 9.3
Young Females .518 .403 * -22.2
Prime-Age Females .423 .402 -5.0
Aged Females .416 .375 -9.9

TOTAL .392 .418 6.6

Source: Table 3.

aDefined as ((1978 Ci - 1965 Cini)/1965 Gini) 100.
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Table 6

Percent Change in Gini Coefficient due

to Cash Transfers, 1965 and 1978

Change in Gini Coefficienta

1965 1978

FAMILIES
HEADED BY:

Young Males -2.1% -3.8%

Prime-Age Males -3.2 -7.2

Aged Males -32.6 -37.5

Young Females -25.3 -32.4

Prime-Age Females -22.4 -21.6

Aged Females -24.4 -37.3

INDIVIDUALS
WHO ARE:

Young Males -2.6 -3.8

Prime-Age Males -7.8 -6.8

Aged Males -46.9 -45.7

Young Females -0.5 -4.3

Prime-Age Females -10.8 -13.9

Aged Females -44.0 -49.5

TOTAL -11.1 -14.5

Source: See Table 3.

aDefined as (100. (Posttransfer Gini - Pretransfer Gini)/

Pretransfer Gini).
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Table 7

Working Wives nr.d Failly lncomo Inequality5

1967 1973

IldiStes

Total Family Income

Total Fiaily Incose Less
Wives' Earnings

Change due to Wives' Earnings

Nonwhites

Total Family Income

Total Faitlly Income Less
Wives' Earnings

Change due to Wives' EaroiIgs

iispanics

Total Family income

Total Family Income Less
Wives' Earnings

Change due to Wives' Earnings

$9379 $21,730

8130 18,342

15.4% 18.5%

Cint Confficient

1967 1978

.323 .322

.339

-4.6%

.343

6.IZ

$6702 $18,439 .350 .335

5319

26.0%

13,980 .345

31 .9% +1.4%

.343

-2.3%

n.a. $16,502 n.a. .322

n.a. 13,628 n.a. .334

n.a. 21.7% n.a. -3.5%

Source: Updated version of Table 2, from Sheldon Danzlger, "Co
Working Wives Increase Fatily Income Inequality?" Journal
of Human Resource;, Vol. 15, Sumuner 1980.

aFamilies include only those households with husband and wife present.

bCurrent dollars.

n.a. Not available.

95-755 0-82--5

Meanl Inlcome
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Table 8

Persons Living Below Official Poverty Lines, 1965-1980

(Percentages)

Census Money
Income

1965
1968
1970
1972
1974
1976
1978
1980

Percentage & Change

1965-72
1972-80
1965-80

-23.7
+9.2

-16.6

Census Money
Adjusted Income Less

Income Transfers

21.3
18.2
18.8
19.2
20.3
21.0
20.2
20.0a

12.1a
9.9
9.3
6.2
7.2
6.7

n.a.
6.1

-48.8
-1.6

-49.6

Source: Sheldon Danziger and Robert Plotnick, "The War on Incomc

Poverty: Achievements and Failures," in Helfare Reform in

America, edited by P. Sommers (Boston: Martine Nijhoff

1982); adjusted income is from Timothy Smeeding, "The

Antipoverty Effect of In-Kind Transfers: A 'Good Idea' Gone

Too Far?" Policy Studies Journal, 1982, in press.

aEstimate.



Table 9

Dependence on Cash Transfers, All Hcuseholds and Pretransfer Poor Households, 1978

All Households: Pretransfer Poor:

Percentage Cash Transfers as Percentage Cash Transfers as
Receiving a Fercontnae Gi Receiving a Percentage ofHousehold Head Cash Transfers Census Money Income Cash Transfers Census Xoney Income

oraged Maes

whit e
Nonwhite

Nonaged Feacles

'hite

Ncn.bite
nispanic

25.1%
31.5
25.7

4.1%
5.2
1.5

10.4
21.3
23.4

59.6%
59.9
44.3

61.3
76.8
73.8

62.7%
43.0
34.7

60.1
62.4
72.7

Aged "ales and Females

hite 95.9 44.8 98.9 83.1
Nonwh!te 95.7 54.8 97.9 83.3
Hispanic 93.9 46.5 98.5 82.5

Totals 41.8 10.8 80.3 72.0

Source: Sheldon Danziger and Robert Plotnick, -The Receipt and Antipoverty Effectiveness of Cash Income Maintenance
Transfers.- Institute for Research on Poverty Discussion Paper, December 1981.
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ABSTRACT

The Reagan administration's program of fiscal retrenchment has

resulted in budget cuts that disproportionately affect social welfare

programs. Although administration policy claims to ensure the well-

being of the "truly needy," a review of the evidence on the trend in

poverty suggests that the administration's program both exaggerates

the extent to which poverty has been reduced and understates the contri-

butions of social welfare programs to the well-being of the poor.

This paper suggests that the Reagan program will result in an

increase in poverty incidence, especially among households with children.

Despite the past growth in social welfare expenditures and a general

decline in poverty, among families with children poverty has declined

little since 1965. In households headed by women with children, poverty

remains at very high levels. After a review of how budget cuts will

affect households with children, the paper discusses alternative policies

to reduce poverty.



Children in Poverty: The Truly Needy Who Fall Through the Safety Net

INTRODUCTION

The Reagan administration has undertaken a "drastic fiscal retrench-

ment" to reduce government presence in the economy. Despite claims of

evenhandedness, the new priorities reflect dissatisfaction with the growth

of social welfare expenditures over the past fifteen years. As a result,

the cuts disproportionately affect social welfare programs. The policy

claims to maintain the "safety net" so as to ensure the well-being of the
"truly needy." Yet a review of the evidence on the trend in poverty suggests

that the Reagan program both exaggerates the extent to which poverty has

been reduced, particularly the incidence of poverty for households with

children, and understates the contributions of social welfare programs to

the well-being of those with low incomes.

This paper suggests that the Reagan program will lead to increases

in the incidence of poverty, especially among households with children

under the age of 18. The evidence reveals that despite the growth in

social welfare expenditures and the decline in poverty in the population

at large, poverty among households with children has declined only slightly

since 1965. In addition, poverty remains at very high levels for children

living in households headed by women, and recently this has been the

most rapidly growing type of household. After a brief review of how the

Reagan cuts will affect households with children, the paper discusses

alternative policies that offer promise for reducing poverty.
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FROM THE WAR ON POVERTY TO THE REAGAN BUDGET CUTS

With the passage into law of the Economic Opportunity Act of 1964,

the nation declared its intent to wage war on the low levels of living

endured by its poorest citizens. One goal of the War on Poverty was to

provide opportunities for the children of the poor. Access to education

and training and to minimum levels of food, shelter, and medical care

were to remove the barriers keeping these children from economic and

social progress. In his 1964 State of the Union Message declaring war

on poverty, President Johnson stated:

Our chief weapons . . . will be better schools, and better

health, and better homes, and better training, and better

job opportunities to help more Americans, especially young

Americans escape from squalor and misery and unemployment
rolls.

Several months later, when he submitted the Economic Opportunity Act to

Congress, he re-emphasized that the plight of the young was a primary

concern:

The young man or woman who grows up without a decent educa-

tion, in a broken home, in a hostile and squalid environment,

in ill health or in the face of racial injustice--that young
man or woman is often trapped in a life of poverty.

As a result of the War on Poverty and the effort to build the Great

Society, many programs which later grew to spend billions of dollars for

the benefit of the young were enacted into law. These included Head

Start, the Elementary and Secondary Education Act, Basic Educational

Opportunity Grants, and the Job Corps, to name a few. In subsequent

years, benefit levels were increased and eligibility requirements were
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liberalized in existing programs--e.g., Food Stamps. Aid to Families with

Dependent Children (AFDC). The comprehensiveness of the strategies

represented a reorientation of all domestic policies toward a concern

with poverty. Of course, much of the growth in social welfare expendi-

tures in the last 15 years, especially in social security benefits, was

motivated by social goals other than the enhancement of opportunities

for the young and the poor. Taken together, social welfare programs,

new and expanded, were 11.7 percent of GNP in 1965 and 19.3 percent in

1978 (Lampman, 1980).

President Reagan's budget cuts are designed to reduce government

presence in the civilian economy. Both the magnitude of the cuts and

their allocation among programs represent a sharp break with the past.

Their major goal is to curtail the growth of entitlements and to make

room in the budget for increased military spending. Social welfare

expenditures have been singled out for special attention because

our society's commitment to an adequate social safety net
contains powerful, inherently expansionary tendencies. If
left unchecked, these forces threaten eventual fiscal ruin
and serious challenges to basic social values of independence
and self-support. The Federal Government has created so many
entitlements for unnecessary benefits that it is essential
to begin paring them back (Reagan, 1981).

Whereas the War on Poverty reflected the view that public expenditures

had to be increased to stimulate opportunities for the poor, the Reagan

approach appears to be that public expenditures on behalf of the poor

have to be decreased so that tax cuts to stimulate opportunities for

the nonpoor can be afforded. Benefits to the nonpoor are then presumed
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to trickle down to the few remaining poor. The administration's program

is based in part on the writings of Martin Anderson, now chief domestic

policy advisor, who argues:

The "war on poverty" that began in 1964 has been won. The growth

of jobs and income in the private economy, combined with an explo-

sive increase in government spending for welfare and income transfer

programs, has virtually eliminated poverty in the United States

(Anderson, 1978, p. 37).

The data presented below show that Anderson exaggerates the extent of

the reductions in poverty, and that some of the Reagan initiatives are

ill-timed, at best.

INCOME MAINTENANCE PROGRAMS AND THE TREND IN POVERTY

Table 1 shows the importance of cash income maintenance transfers

as a component of household income.1 In 1978, 41.8 percent of all house-

holds received a cash transfer from one of the major income maintenance

programs (all listed in note to the table). These transfers totalled

over $200 billion and constituted 10 percent of total household income.

While households with children accounted for about 40 percent of all

households, they received only about 23 percent of all transfers. This

reflects the "pro-aged tilt" of the income maintenance system, since

social security benefits account for about 60 percent of all cash transfers

(Danziger and Plotnick, 1981). Thus, the aged, who constituted about 20

percent of households, received over half of the total transfers. While

a household headed by a nonaged transfer recipient received, on the average,

a transfer of $3,275 in 1978, the typical aged recipient, living in a

smaller household, received $4,739.
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Table 1 also shows that the demographic group with the lowest mean

census income is nonaged female-headed households with children. Their

total cash income, $8,792, is about one-half the average for all households,

despite the fact that 55.6 percent of these households receive transfers,

which account for 21.5 percent of their cash income. This suggests that

existing programs do reach the needy, but that average benefit levels

are low.

Figures 1 and 2, for 1965 and 1978, present the distribution of

children across household types, classified by number of parents, number

of children, and employment status of the mother. Households without

children are not included. The top number in each box is the percentage

of all children who live in that household type; the bottom number is

the officially measured incidence of poverty for these households.2 Between

1965 and 1978, poverty in households with children declined from 14.3

to 13.2 percent. This decline represents a change in incidence of 7.7

percent.3 Over this period, the incidence for all households declined

from 17.2 to 13.0 percent, a decline of 24.4 percent.

The data shown fail to reflect two important points. First, there

are large variations in poverty across racial and ethnic groups. In 1978,

9 percent of white, 33 percent of black, and 20 percent of Hispanic

households with children were poor. Second, Smeeding (1982) suggests

that if in-kind transfers for food, housing, and medical care were counted

as income, the incidence of poverty would be about one-half that shown by

the official measure. However, the large differences in poverty by house-

hold type would remain.
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Figure 2: The Distribution of Children Across Household Types and the Incidence of Poverty, 1978
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While the incidence of poverty for households with children fell

less than the incidence for all households, there were large differences

between two-parent and one-parent households with children. The incidence

for two-parent households is below the aggregate incidence in each year,

and the 42 percent decline from 10.8 to 6.3 percent was more rapid than

the aggregate. However, the percentage of children living in this type

of household declined from about 90 to about 80 percent. Those living

in one-parent, female-headed households doubled, from 8.5 to 17.6 percent,

and those in one-parent, male-headed families rose, from 1.1 to 1.9 percent.

(Because these male-headed households contain so small a proportion of

all children, detailed data relating to them are not shown, and the rest

of the discussion will not address them.)

The fact that a greater percentage of children are living in female-

headed households, a group for whom the official. incidence of poverty

remains above 40 percent, forms the core of the current poverty problem.

Their number now, and the recent upward trend in the size of this group,

refutes the view that poverty has been "virtually eliminated." Indeed,

the poverty problem is even more severe for black and Hispanic children.

A breakdown of the data in Figure 2 for female-headed households reveals

that the percentages of children living in this type of household were

12, 43, and 20 percent respectively for whites, blacks, and Hispanics,

and that the incidences of poverty were 31, 58, and 61 percent. Given

these high incidences of poverty, despite increased social welfare expendi-

tures, for such a large percentage of children, it seems inappropriate

even to employ the term "safety net."
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The figures reveal two patterns that are similar in each year for

both one- and two-parent households. First, households with three or

four children are about twice as likely to be poor as those with one or

two children, and households where the mother does not work in the paid

labor force are about twice as likely to be poor as those where the mother

works. Thus, the increases in the percentage of children whose mothers

work and the decreases in the percentage living in households with three

or more children contributed to the observed decline in poverty.

Table 2 shows for 1978 the predicted incidence of poverty before

and after government transfers, and the antipoverty effectiveness of

transfers, for families who have children and are headed by a parent

capable of working. The poverty incidences are derived from a set of

logistic regressions that provide comparisons across demographic groups

for households with the same personal characteristics. A separate

regression was estimated for each of the six types of household heads

shown and for pretransfer and official poverty. The coefficients were

then used to predict the incidence of poverty for a household head who

is between the ages of 35 and 54, has completed 8 to 11 years of school,

lives in a metropolitan area in the Northeast region, is not disabled,

and heads a family of three or four. The female head is divorced or

separated; the male head is married.5

The results complement the data shown in Table 1 concerning the

contribution of transfers to mean incomes. Transfers substantially

reduce poverty for female heads of household with children and for non-

white and Hispanic male heads. In addition, Plotnick (1979) has shown
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Table 2

The Predicted Incidence of Poverty and the Antipoverty
Effectiveness of Transfers, 1978

Official
Pretransger Measure Percentage Change

Household Heads Poverty of Povertyb Due to Transfers

Married Male

White 6.85% 6.68% -2.5%

Nonwhite 12.72 9.75 -23.3

Hispanic 9.23 5.59 -39.4

Divorced or Searated Female

White 52.22 39.38 -24.6

Nonwhite 65.40 54.96 -15.4

Hispanic 73.29 61.09 -16.6

Source: Derived from regressions estimated by author from harch 1979 Current
Population Survey.

aHead is 35-54 years of age, has completed 8 to 11 years of school, lives in
a metropolitan area in the Northeast region, is not disabled, heads a family of
three or four persons.

b
Pretransfer poverty is computed by subtracting income derived from govern-

ment cash transfers from census money income. The official measure of poverty is
based on census money income and includes government cash transfers,

cDefined as (Official - Pretransfer/Pretransfer) x 100.

95-755 0 -82--6
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that over three-quarters of welfare transfers and one-half of social

insurance transfers are received by the poor. These results challenge

the Reagan administration's assertions that current programs are not

well-targeted on the truly needy.

Figures 3 and 4 for 1965 and 1978 further classify female-headed

households with children by marital status, welfare recipiency, and

employment status. Poverty declined from 45.6 to 42.8 percent for all

of these households, but in 1978 it remains above 80 percent for several

of the categories. Among female-headed households, those in which the

mother was never married, received welfare, and did not work last year

generally have the highest incidences of poverty in both years. For

example, 94.9 percent of those who never married, received welfare, but

did not work in 1978 were poor. Between 1965 and 1978, the number of

divorced, separated, or widowed female heads with children increased

by 94 percent, while the number of never-marrieds increased by 378

percent; welfare recipiency increased from 26 percent of all female

heads to 38 percent; and the percentage of female heads who worked

remained constant at about 65 percent. Thus, despite increased welfare

recipiency and the maintenance of work effort, poverty among households

headed by women declined only slightly.
6

Clearly, poverty remains a problem despite the growth in social

welfare benefits. The next section reviews the Reagan cuts and speculates

on their effects on the poor.
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Figure 4: Incidence of Poverty and Distribution of Chi! ': among

Households Headed by Women, 1978
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THE REAGAN BUDGET CUTS

President Reagan initially proposed budget cuts for fiscal year

1982 that were about 544 billion, or 5.7 percent, less than the Carter

administration's proposals for that year. Over half of the total cuts

were in the budget categories in which most benefits are targeted to the

poor and/or children: income security, education, training, employment,

and social services. Thus, even though the president claims to be

protecting the "truly needy," they will be adversely affected. For

example, the Congressional Budget Office (1981a) estimates that the

reductions in expenditures for Title I of the Elementary and Secondary

Education Act would correspond to less than a 1 percent reduction in a

typical school district, but to a 6 to 7 percent reduction in a poor

district. The cutbacks in the Food Stamp, School Lunch, Legal Services,

Basic Educational Opportunity Grants, and CETA Public Service Employment

programs will all have the effect of reducing the transfers received

by the poor as well as their opportunities to earn their way out of

poverty and unemployment through schooling, training, or work,

Women heading families with children have low mean incomes and

high poverty rates despite their heavy reliance on social welfare benefits.

The budget cuts will disproportionately affect them. Many relied on

CETA jobs. Others working in the private sector will either lose eligi-

bility for Aid to Families with Dependent Children or have their benefits

significantly reduced by the new rules on work expenses and allowable

assets. For example, the University of Chicago's Center for the Study
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of Welfare Policy (1981) shows that the typical AFDC mother who works

will experience a 20 to 30 percent decline in her monthly income.

Ironically, for many women the new AFDC rules provide less incentive

to work than do current ones. For example, the Chicago Center's study

shows that in New York the typical working welfare mother with two

children earns $396 per month. Because these earnings reduce her Food

Stamp and AFDC benefits, her monthly disposable income is currently $162

higher than that of a nonworking mother with two children. Thus, her

effective benefit reduction rate is 59 percent ($396-162/396 = 0.59).

Under the Reagan proposals, after four months of welfare recipiency,

her earnings would reduce her welfare benefits even further, and her

disposable income would be only $15 per month higher than that of the

nonworking woman. In this case, the effective benefit reduction rate

would be 96 percent, and one might expect the woman to quit working.

Some Food Stamp and AFDC recipients will find that additional earnings

will bring them to a "notch"--a point at which their eligibility will be

terminated and their benefits will fall by more than the amount of the

additional earnings. Loss of Medicaid will be widespread, making the

notch problem more serious. Some of those whose eligibility is terminated

may also reduce their work effort so as to regain eligibility.

Thus, at the same time that the proposed income tax reductions will

be cutting tax rates for the rest of the population, many lower-income

families who receive welfare benefits and already face high benefit

reduction rates (which are equivalent to tax rates) will experience
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even higher rates and work disincentives. If the lowered income tax

rates lead the nonpoor to work more, and the higher rates lead welfare

recipients to work less, the gap between the income classes will increase.

SOME ALTERNATIVES FOR POOR HOUSEHOLDS WITH CHILDREN

Income maintenance policy must confront the financial plight of

children, especially those living in female-headed households. Over 40

percent of these households remain poor even though over half receive

income transfers (about 40 percent receive welfare) and about two-thirds

of the women work at least part time. The budget changes that have

already been implemented will further aggravate the problem. And if

the current system of open-ended matching grants for AFDC is replaced

by fixed block grants of equal size (as proposed by the Reagan administration),

real benefits will decline even further (Chernick, 1982).

A welfare reform that would have alleviated poverty to some extent

among female-headed households was proposed by President Carter in 1977.

It was not enacted, primarily because it would have added to the costs of

current programs (Danziger, Haveman, and Smolensky, 1977; Danziger and

Plotnick, 1979). But there seems to be no welfare reform that can reduce

poverty among women heading households with young children that does not

also increase transfer expenditures.

One solution (Jones, Gordon and Sawhill, 1976; Cassetty, 1978;

Garfinkel, 1979) would be a new social child support program, which

would replace AFDC and the current role played by the courts. All adults
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not living with a spouse who care for children would be eligible for a

public payment that would be financed by a tax on the absent parent.

If the payment fell below a minimum level, it would be supplemented up

to that level by government funds. The program could reduce poverty

even if total government expenditures were maintained at current funding

levels because of the additional revenue raised from absent parents.

A second policy to aid households with children involves expansion

of the Earned Income Tax Credit (EITC), which currently subsidizes the

earnings of workers who have children and whose incomes are below $10,000

a year. By increasing the subsidy rate, work incentives for the lowest-

income workers would be enhanced. Some workers now above the eligibility

cutoff would receive a subsidy, but would also experience an increase

in their marginal tax rate. On balance, expanding the EITC would offset

the toll which inflation has taken and would reduce the tax burdens of

the working poor. Due to increases in the standard deduction and personal

exemptions, and to the introduction of the EITC, federal income and payroll

taxes for a poverty-line family of four declined from 7.6 percent of

family income in 1969 to less than 2 percent in 1979. However, because

the poverty line is indexed but the EITC is not, and because the poverty-

line family gets almost no relief from the Reagan tax cuts, its 1981

average tax rate will be as:high as it was in 1969. An expansion of the

EITC would give some relief to working poor and near-poor families who

lose benefits from the proposed spending cuts.

Finally, there are ways to cut the budget without disproportionately

hurting households with children, even if the administration refuses to
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roll back significantly its large increases in military expenditures.

Some proposals of this type are presented in a recent report by the

Congressional Budget Office (1981b). The CBO estimates, for example,

that repeal of the consumer interest deduction from the personal income

tax could raise an additional $6 billion in 1982. This deduction promotes

consumption by subsidizing personal debt rather than saving, and is of

benefit only to taxpayers who itemize, a group that has above-average

incomes.

The cutbacks in social welfare programs have deflected attention

away from the plight of those who remain poor. If the administration

continues to attribute most of the problems of the economy to

the ill effects of social programs and accordingly reduces expenditures

even further, poverty may rise to the level prevailing at the outset of

the War on Poverty, and the progress made during the last 15 years will

be lost.
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NOTES

1
The computer tapes from the March 1979 Current Population Survey

and the 1966 Survey of Economic Opportunity are the sources for the data

presented in this paper. The surveys report number of households as

of March of the survey year, but census money income for the previous

year. Census money income is defined as money income received during

the calendar year as wages and salaries, net income from self-employment,

property income--for example, interest, dividends, and net rental incomes--

government cash transfers from the programs listed in the note to Table

1, and other forms of cash income, such as private pensions and alimony.

The census income concept does not include government or private benefits

in-kind, such as Medicare, Food Stamps, -housing assistance, or employer-

provided health insurance. The omission of in-kind transfers biases

downward estimates of the number of transfer recipients and biases upward

estimates of the incidence of poverty. Plotnick and Smeeding (1979) show

that in 1974 an additional 2 to 3 percent of the population received in-

kind transfers for food, housing and/or medical care, but did not receive

cash transfers. This suggests that the percentage receiving either a

cash or in-kind transfer was probably in excess of 45 percent by 1978.

2
The federal government's official measure of poverty provides a

set of income cutoffs adjusted for family size, age and sex of family

head, number of children under age 18, and farm-nonfarm residence. The

cutoffs provide an absolute measure of poverty which specifies in dollar

terms minimally decent levels of consumption for households of different

types. The cutoffs are adjusted each year by the change in the cost
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of living. For 1978, the poverty lines range from $2,650 for a single,

aged female living on a farm to $11,038 for a two-parent family of seven

or more persons not living on a farm. The average threshold for a family

of four for 1978 is $6,628. Poverty incidence as measured in this paper

uses the household as the unit of analysis.

Households in which the head is reported as married, but the spouse

is absent, are counted as two-parent households. For an analysis of the

trend in poverty among persons, see Danziger and Plotnick (1980).
3The decline in the incidence is computed by subtracting the 1978

incidence from the 1965 incidence, dividing by the 1965 incidence, and

multiplying by 100. For example, (14.3 - 13.2/14.3) x 100 = 7.7 percent.
4As mentioned above, the data presented here do not include in-kind

transfers. However, Smeeding (1982) finds that about 20 percent of female-

headed households are poor even if in-kind transfers (including Medicaid)

are valued as equivalent to cash income.

5The pattern of results is the same when region, or education, or

age of the head of household is varied. More detailed results are available

from the author. The predicted incidences show less variation across the

races than the actual data because they control for personal characteristics.

For example, the differences by races in Table 2 are for households with

the same education, while the actual education of white household heads

is higher than that of the other groups. Thus, the actual differences

in poverty can be decomposed into a component due to differential probabilities,

holding characteristics constant, and a component due to differing charac-

teristics.
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6For example, the aggregate decline in the incidence, 6.1 percent,

shown in figures 3 and 4 (from 45.6 to 42.8 percent), was smaller than

the decline for either divorced, separated, or widowed heads (13.6 percent,

from 43.3 to 37.4 percent) or never-married heads (6.3 percent, from 70.4

to-66.0 percent) because of the more rapid growth of never-married heads.

7
The work lost because of the increased disincentives for those who

continue to receive welfare may be partly offset by increased work from

those whose eligibility is terminated. These former recipients no longer

-face any benefit reduction rates, and they will probably be eligible for

the Earned Income Tax Credit, discussed in the next section, which partially

woffsetsspayrolLtand personal income taxes. TheReagan program also seeks

to offset the increased-work disincentives'Tfor welfare recipients by

enforcing work requirements.
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During the mid-1970s two interrelated trends were widely

recognized both in the press and in the professional literature:

(1) The proportion of people with total incomes below the poverty

line had dropped dramatically during the 1960s and early 1970s.

As column I of table 1 shows the incidence of post-transfer poverty

had dropped from 17.3% in 1965 to 11.2% in 1974. (2) The U.S. was

devoting an increasingly large proportion of its national income

to income transfers, aimed at raising the incomes of those at the

bottom of the distribution. Columns 3 and 4 of table I show that

both total transfers and income-tested cash transfers grew faster

than national income. This "welfare explosion" was even larger

when one includes expenditures on Food Stamps (colum (5)).
The drop in poverty was not unrelated to the growth in

transfers. As more pcople received benefits, their total incomes

grew. Many were raised above the poverty line, not throuah

improved labor market conditions, but through increased

transfers. This is documented in column 2 of table I which

shows that the proportion of households with low earnings

actually increased from a low of 27% in 1968 to 30.4% in

1974. The drop in earnings was, however, offset by the

increased transfers, resulting in a decrease in the proportion
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of people with total incomes (which includes transfers as

well as earninqs) below the poverty line.

From these facts economists deduced that there were

three important macro factors which affected poverty: secular

growth in transfers, secular growth in the proportion of

people with low earnings and cyclical changes in both earnings

and transfers. During the early 1970s two of these three

factors (secular growth in transfers and improved cyclical

conditions) were sufficiently strong to overcome the secular

rise in the proportion of people with low earnings. The

result was the large drop in post-transfer poverty.

It is widely recognized that the late 1970s were a

period of rising unemployment. This by itself tended to

increase poverty. Much less widely recognized, but equally

important, is the fact that, starting in 1976, the growth in

real transfers slowed substantially. Contrary to the myth

that welfare programs continued to grow faster than personal

income, columns 3 to 5 show that transfers as a proportion

of national income declined steadily between 1975 and 1980.

This secular decline in the share of national income going to

welfare expenditures is apparent even if one includes expenditures

on Food Stamps, an important in-kind program for the poor. These

figures tell us that the "welfare explosion" was contained well

before the budget cuts of 1981.

Given our understanding of the relationship between

reduction in poverty and the growth in welfare, it should not

be surprising to find that as the growth in cash transfers

declined, poverty increased. The size of the increase may,

however, be surprising to some people.
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While post-transfer poverty dropped at an annual rate

of 6.5% between 1965 and 197G, it actually increased at a

2-4% rate between 1976 and 1980. By 1980 poverty was above

its 1967 level.

I project that when people are surveyed in March of

1982 (to find the proportion with low incomes in 1981) we

will find that 13.7% of the population was poor in 1981. Part

of this rise is due to the recession. However, even if we had

maintained the relatively low unemployment rates of 1979 (5.8%)

I estimate that poverty would have been 12.6% and 13.1% in

1980 and 1981, respectively. Therefore, the erosion of almost

15 years of progress cannot be blamed solely on cyclical

conditions.

Neither can it be attributed to Seagan's cuts in real

transfer expenditures. The decline in transfers started in

1976, well before the budgetary cuts ot 1981. We have not

only started to dismantle the apparatus which gave low income

people money, we have already achieved a substantial reduction

in the size of those programs. y 1980 we wre spending the

same proortion of national income on "welfare" as we were

spendinoa decade earlier. The only transfer programs which

did not seem to suffer the same amount of retrenchment were

the social insurance programs aimed at the elderly (e.g.,

Social security).

The future does not look bright. As the unemployment

rates rise and Reagan cuts in social programs are translated

into reductions in cash transfers to the poor we can expect

poverty to continue to increase. Assuming that unemployment

95-755 0-82-7
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will rise to 8.5% and the constant dollar expenditure on

transfers will decline by 5% we can expect poverty rates to

exceed 15% by 1982. Even under the rosy scenario that

supply side policies will bring unemployment rates dowii in

the long run, poverty rates will still be historically high.

Assuming an unemployment rate of 5.5% and a 15% drop in real

transfers, the poverty rate in 1984 will be higher than it

was 17 years earlier, at the start of the War on Poverty.

If we have not already totally lost the ground won

during the "War on Poverty" it seems very likely that any

remaining gains will be lost in the next few years.
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Table 1

Poverty Rates and Transfers 1965 to 181

Incidence of

Post Transferl Earnings2
Poverty Poverty

17.3
14.7
12.8
12.1
12.6
12.5
11.9
11.1
11.6
11.2
12.3
11.8
11.6
11.4
11.6
13.0
13.7 (est)

(3) (4)

Transfers as Percei

(5)

of National Income

Income-Tested Transfers
Total Cash
Transfers Cash

.299

.278

.271

.270

.271

.283

.294

.292

.292

.304

.318
na
na
na
na
na

.317 (est)

Cash & Food Stampi

.71

.69

.75

.79

.89
1.18
1.44
1.36
1.28
1.49
1.73
1.71
1.55
1.38
1.36

Sourcc: Col. (1) Gottschalk (1981) for 1965-75.
Col. (2) Current Population Report Series P-60
Col. (3) , (4) and (5) , Tables M -1 and M -39 Social Security.

Bulletin, December 1981 and January 1976. Table 1 Skolnik
(1977) and Bixby (1981).

Percent of persons in households with total cash incomes below
pov'rty line.

2
lPercent of households with earnings below poverty line.

nt



Representative REUSS. Thank you, Mr. Danziger. Mr. Rousseas.

STATEMENT OF STEPHEN ROUSSEAS, DEXTER M. FERRY, JR.,
PROFESSOR OF ECONOMICS, VASSAR COLLEGE

Mr. ROUSSEAs. Well, Professors Budd and Danziger have given
some very valuable testimony, and I'd like to restrict myself to a
general overview of things as I see them.

Representative REUSS. Mr. Rousseas, may I say your excellent
piece in Challenge magazine and your earlier piece in the Journal
of Post Keynesian Economics are incorporated in full into the
record, and are very valuable.

Mr. ROUSSEAS. Thank you. It has become very fashionable to
blame the problems of the present on the policies of the past. I
found this a gross rewriting of history, and it is to this issue that I
will address my remarks.

In today's "Washington Post," I read of the President's speech in
Indianapolis yesterday, in which he said, "We have in place an eco-
nomic program that is based on sound economic theory. We have
faith in our program, and we are sticking with it."

THE SUCCESSFUL RECORD OF POSTWAR ECONOMIC POLICIES ON
EQUALITY * * *

I consider this to be a tragedy for the country. What we are faced
with is a counterrevolution of the first order, a counterrevolution
based on ideologically slanted theories which simply do not hold up
to careful scrutiny and which threaten to destabilize the country
by polarizing it. Throughout the postwar period, Republican, as
well as Democratic, administrations supported and furthered social
policies that led to a marked improvement in the distribution of
income as compared to the predepression era of the 1920's. This
was largely accomplished by a marked increase in government
transfer payments. At the same time, succeeding administrations
to a greater or lesser degree followed countercyclical fiscal and
monetary policies.

The compensatory role of government served to diminish mar-
kedly the prewar gyrations of the economy which culminated in
the Great Depression of the 1930's. The postwar experience, so far
has been limited to short-lived, relatively mild recessions. Where
expansions averaged 26 months and contractions 21 months from
1854 to 1937, postwar expansions have had an average duration of
48 months with contractions compressed to an average of 11
months.

The success of the postwar economic policy was to be measured,
according to the late Arthur Okun, "not in dollars of real GNP, but
in the survival of U.S. capitalism"-largely because of the economic
policies of the Federal Government.

To summarize, as Alan Blinder has pointed out, the transfer pay-
ments were clearly responsible, in great part, for the improvement
of postwar distribution of income, for its relative constancy over
the past 35 years, and for the amelioration of poverty. In conjunc-
tion with the macroeconomic policies of the Government, they also
contributed to the greater stability of the postwar economy.



I would like to emphasize that it was the redistributive and stabi-
lizing activities of successive postwar governments that played a
positive role in the postwar performance of the American economy.
What we have to keep in mind above all is that income is a flow
dependent upon a stock of wealth. What evidence we have indi-
cates that the stock of wealth, although more unevenly distributed
than the flow of income, has also been relatively stable in the
postwar period with no trend discernable. It should be obvious that
an increase in the inequality of wealth would have a marked
impact on the distribution of income, particularly, if Government
tax and expenditure policies are changed drastically to favor the
accumulation of wealth by the already wealthy, which brings me to
the supply side policies of the current administration.

AND THE HARM THAT WILL BE DONE BY REAGANOMICS

I don't think I have to describe to this committee the details of
the 1981 tax and Government expenditure cuts. Their impact on
the distribution of income and wealth is obvious. Social transfer
payments have been slashed, to be followed now by a second round
of cuts. I have before me a table put out by the New York State
Office of Federal Affairs, which points out that in real terms, that
is adjusted for inflation, CETA employment and training from 1981
to 1983 will be cut by 84 percent, child welfare block grants by 42
percent, community health block grants by 36 percent, urban de-
velopment action grants by 49 percent, mass transit operations 44-
percent reduction, mass transit capital, 43 percent. And as an edu-
cator, this is the most appalling of all to me, elementary and sec-
ondary education is to be cut in real terms by 67 percent and voca-
tional adult education by 50 percent.

Their impact on the distributions of income and wealth, as I said,
is obvious. If we look at the tax cut, the 25-percent cut in taxes to
be phased in over a 3-year period, it's only a part of the overall pic-
ture. As David Stockman himself has admitted, the top marginal
tax rate on investment income, that is interest, dividend and rents,
was cut from 70 to 50 percent, effective January 1, 1982, with capi-
tal gains for those in the higher tax brackets falling from 28 to 20
percent retroactive to June 1981.

If you add to this the effectual abolishment of inheritance taxes,
it is clear that the biggest tax cut is going to the rich. And if the
pressure of over $100 billion deficits into the mid-1980's, at least,
builds up sufficiently, to stretch out or postpone the tax cuts on
earned income, the redistributive effects will be larger still.

On top of all this, we now have the New Federalism, which will
either force the States to increase their taxes by 9 percent on the
average-along regressive lines, I might point out-or cut back on
essential social services. The chances are overwhelming that they
will do both. All this is based, to put it bluntly, on what I regard as
a hairbrained, insensitive theory which says that it is because of a
poverty of wealth, in the sense that the rich are prevented by the
Government from being richer still, that the poor are poorer than
need be, or as John Kenneth Galbraith has felicitously put it, "The
poor won't work because they have too much money, and the rich
won't work because they have too little." Therefore, according to



supply side theory, all we have to do is redistribute wealth in favor
of the productive rich, in order for everyone, including the poor, to
be better off. I find this approach patently absurd. More than that,it threatens the very stability of our society.

We are now in the midst of a crisis of faith, and I have submitted
to the committee a longer version, entitled "The Crisis of Faith,"
where I argue in more detail, it is in times such as these that the
new breed of ideological visionaries emerges, which is prepared to
sacrifice the present and the past in the name of a utopian future,even if it means an increase in human suffering and the sacrifice
of the powerless and the disenfranchised on the way to that good
society. Chiliasts have a longrun view. They are not known for
their tolerance or forebearance in the short run or for their sensi-
tivity to human suffering. Supply side theory is a repudiation of
the past, a desperate attempt to undo the last 50 years and return
to the prewar world of the 1920's.

Modern post-industrial capitalism has survived as long as it has
because of one unique aspect in its historical development: its flexi-
bility and its ability to respond to changed circumstances and
needs. It has been this enormous elasticity of capitalism in a demo-
cratic context that has confounded Marxian analyses of capital-
ism's imminent demise. It is this flexibility we are losing. It is the
policies of the current administration that may well blow things
apart. If we want to see where we might be going, it behooves
all of us to reread the Kerner Commission Report. The system is
being rapidly deligitimated.

THREE SCHOOLS OF REAGAN ECONOMISTS CLASH ON ADVICE

I would like to close by referring to the article I have submitted
to the committee. I have made up a table, almost with tongue in
cheek, showing the flow of Reagonomics. It is not a consistent
theory. What we have is three distinct groups within this-under
this rubric of economics. We have the "Old Guard Informal Adviso-
ry Council," consisting of Arthur F. Burns, Alan Greenspan, and
George Schultz. We also have what I called "Classical Supply-Side
Theory," with Jack Kemp and then, of course, Arthur Laffer, Jude
Wanniski and George Gilder.

And then we have a third group. It is what I call "Neoclassical
Supply-Side Theory," which is more of a monetarist camp. And I
want to close by having something to say on this, and of course,
this is largely the Treasury. Under Donald Regan, you have
Norman Ture and Beryl Sprinkel.

So what I'm trying to say is that Reaganomics is a general term
covering basically three loosely aligned groups, each with its own
particular viewpoint. The only thing that unites them is a shared
aversion to the liberal policies of the postwar period. Each gives
conflicting advice to the President and each jockeys with the others
in the corridors of power. A corporate organization chart that I've
just referred to shows that the President's Advisory Council is
simply for cutting government expenditures and balancing the
budget. The classical supply-side school under the putative leader-
ship of Congressman Jack Kemp, but dominated by two former
Wall Street Journal writers and the authors of two basic books on



supply-side economics, believe that tax cuts are all, and deficits
which unbalance the budget are, of secondary importance.

Finally, neoclassical-the neoclassical monetarist school is to be
found in the Treasury Department. They are largely of the Chicago
school and followers of Milton Friedman who, I might add, is not
very popular with what I call the classical supply-side theorists.
For the classical school, tax cuts are everything and monetarism is
either dismissed as misguided or relegated to a secondary position.

For the neoclassical school, control of the money supply is the
key to all problems, and for the Advisory Council, the Federal
budget must be balanced at all costs.

It is not possible to predict which of the three will ultimately
dominate. The chances are that Reaganomics will ignore the con-
tradictions and borrow from all three simultaneously in various
combinations, depending on which way the political winds are
blowing.

And I want to conclude, finally, by referring particularly to the
Treasury component of supply-side economics. What we are told
first is that interest rates are largely a function of the price level,
or rather inflation and the growth of the price level. We're also
told on the basis of quantity theory of money, that the price level
depends on and is a function of the growth rate of the money
supply. If that is so, it follows that interest rates also depend on
the growth rate of the money supply. The remarkable thing about
this is that we are told that the interest rate and the money supply
are positively related.

What do I mean by that? We have the most remarkable proposi-
tion that easy money leads to high interest rates and tight money
leads to low interest rates. We are also told that wages depend on
the rate of inflation. Consequently wages are also dependent upon
the growth of the money supply.

What I'm trying to indicate here is that this entire theory essen-
tially is based on a theology. It's based on the belief that inflation
is a function of the growth rate in the money supply. That is some
version of the quantity theory of money. If that is not so, then
we're paying a terrible price for what is happening.

I would identify myself as a post-Keynesian, where I believe that
the money supply is essentially endogenous and passively accom-
modates the needs of the economy, and that prices, if anything, are
a function of unit labor costs, and if we are to deal with the prob-
lem of inflation, indeed, it must be on the basis of some incomes
policy, such as TIP. And to base ourselves on the monetarist ver-
sion of supply side, I think, is a disaster for this country. Thank
you.

[The prepared statement of Mr. Rousseas, together with the arti-
cles referred to, follows:]



PREPARED STATEMENT OF STEPHEN ROUSSEAS

I received the written invitation to appear before this Committee,

the mail being what it is, on Monday -- which left me little time

to prepare a detailed statement on the concerns of the Committee regarding

the effect of the Reagan Administration's economic policies on the

distributions of income and wealth. I have already submitted to the

Committee's Staff copies of my Challenge Magazine (January 1982) article

on this subject, as well as a copy of my article on classical supply-

side economics which appeared in the recent Winter 1981-82 issue of the

Journal of Post Keynesian Economics. I would also like to submit for

the consideration of this Committee the original and longer version of

my paper, entitled "The Crisis of Faith," from which the Challenge

article was taken in abbreviated form.

This material will, I think, give a more detailed outline of my

views. The issues are complex and controversial and I cannot adequately

cover them in the time alloted. For my oral testimony, I will therefore

limit myself to a summary presentation.

What we are faced with is a counter-revolution of the first order --
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a counter-revolution based on ideologically slanted theories which

simply do not hold up to careful scrutiny and which threaten to destabilize

the country by polarizing it. Throughout the postwar period, Republican

and well as Democratic Administrations supported and furthered social -

policies that led to a marked improvement in the distribution of income,

as compared to the pre-depression years of the 1920s. This was largely

accomplished by a marked increase in government transfer payments. At

the same time succeeding Administrations, to a greater or lesser degree,

followed contracyclical fiscal and monetary policies. The fact is that

the public debt as a proportion of GNP has not changed appreciably,

and this is the important point, not how many miles high it is in absolute

terms.

The compensatory role of government served to diminish markedly

the prewar gyrations of the economy, which culminated in the Great

Depression of the 1930s. The postwar experience, so far, has been

limited to short-lived, relatively mild recessions. Where expansions

averaged 26 months and contractions 21 months, from 1854 to 1937,

postwar expansions have had an average duration of 48 months with

contractions compressed to an average of 11 months. The success of

postwar economic policy was to be measured, according to the late Arthur

Okun, "not in dollars of real GNP, but in the survival of United States

capitalism"-- largely because of the economic policies of the Federal

government.

In summary, transfer payments were clearly responsible, in great
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part, for the improvement of the postwar distribution of income, for its

constancy over the past 35 years, and for the amelioration of poverty,

which decline by 24 percent between 1965 and 1976. In conjunction with

the macroeconomic policies of the government, they also contributed to

the greater stability of the postwar economy. It was the redistributive

and stabilizing activities of successive postwar governments that played

a positive role in the postwar performance of the American economy.

We must keep in mind, however, that income is a flow dependent on

the stock of wealth. What evidence we have indicates that the stock of

wealth, though more unevenly distributed than the flow of income, has

also been relatively stable in the postwar period, with no trend discernable.

It should be obvious that an increase in the inequality of wealth would

have a marked impact on the distribution of income, particularly if

government tax and expenditure policies are changed drastically to favor

the accumulation of wealth by the already wealthy -- which brings me to

the supply-side policies of the current administration.

I don't think I have to describe to this Committee the details of

the 1981 tax and government expenditure cuts. Their impact on the

distributions of income and wealth is obvious. Social transfer payments

have been slashed to be followed, now, by a second round of cuts. The

25 percent cut in taxes to be phased in over a three-year period is

only a part of the overall picture. The top marginal tax rate on investment

income (interest, dividends, and rents)ms was cut from 70 to 50

percent effective January 1, 1982, with capital gains for those in higher
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tax brackets falling from 28 to 20 percent, retroactive to June of last

year. Add to this the virtual abolishment of inheritance taxes and it is

clear that the biggest tax cut is going to the rich. And if the pressure

of over $100 billion deficits, into the mid-1980s at least, builds up

peassemet0Mtch out or postpone the tax cuts on earned income, the

redistributive effects will be larger still. On top of all this, we now

have the "New Federalism" which will either force the States to increase

their taxes by 9 percent on the average -- along regressive lines -- or

cut back on essential social services. The chances are overwhelming that

they will do both.

- All this is based on a hair-brained incentives they which says

that it is because of a poverty of wealth, in the sense that the rich

are prevented by government from being richer still, that the poor are

poorer than need be. Or,as John Kenneth Galbraith has felicitously

put it, the poor won't work because they have toomuch money and the

rich won't work because they have too little. Therefore, according to

supply-side theory, all we have to do is redistribute wealth in favor

of the productive rich in order for everyone, including the poor, to be

better off. I find this approach patently absurd. More than that, it

threatens the very stability of our society.

We are now in the midst of a new crisis of faith. It is in times

such as these that a new breed of ideological visionaries emerges which

is prepared to sacrifice the present and the past in the name of a Utopian

future -- even if it means an increase in human suffering and the sacrifice
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of the powerless and the disenfranchised on the way to that good society.

Chiliasts have a long-run view. They are not known for their tolerance

and forebearance in the short run or for their sensitivity to human

suffering. Supply-side theory is a repudiation of the past, a desperate

attempt to undo the last fifty years and to return to the prewar world

of the 1920s.

Modern post-industrial capitalism has survived as long as it has

because of one unique aspect of its historical development: its flexibility

and its ability to respond to changed circumstances. It has been this

enormous elasticity of capitalism, within a democratic context, that

has confounded Marxian analyses of capitalism'simminent demise. It is

this flexibility we are losing. It is thepoliciesof the current

administration that may well blow things apart. If we want to see where

we might be going, it behooves us all to re-read the Kerner Commission

Report. The system is being rapidly deligitimated.
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RETURN OF THE
ECONOIIC ROYALISTS

STEPHEN ROUSSEAS

The economic shocks of the 1970s diminished the flexibility and

growth of capitalism. The resulting crisis helped spawn a simplistic

theory of taxes and human behavior -supply-side economics.

The Great Depression took place half a century ago.
It was by far the greatest challenge American cap-
italism had had to face since the Civil War. On a
black Thursday the stock market crash wiped out
the paper wealth of the newly rich, and massive
bank failures cleaned out the life savings of many
of the not-so-rich. Real output fell by one-third,
factories closed, and unemployment soared to 25
percent of the labor force. According to the con-
ventional economic theory of the time, it could
not and should not have happened.

True, panics and cycles were a part of our past,
but they were fleeting incidents in a rapidly grow-
ing, exuberant economy engaged in the heady pro-
cess of creative destruction. Cycles were seen as an
unavoidable part of capitalism (attributed by some
to sun spots) to be borne in stoic silence. There
could therefore be no moral responsibility for the
short-run suffering of the mass of people, and if

the poor suffered unduly, it was because of their
failure to limit their daily consumption in good
times so that they could provide for the inevitable
rainy days. For others, cycles were purely monetary
problems which the creation of the Federal Reserve
System in 1913 had solved once and for all. In the

1920s, American capitalism was seen by the eco-
nomics profession as marching forward resolutely
on a plateau of infinite prosperity.

Then came the collapse. One of the great axioms
of our existence is: what is, is possible. The Great
Depression was there in all its black majesty and it
was not just another rainy day; it was a storm that
threatened the very survival of the system. And there
was no new theory to provide a quick fix; Keynes's
General Theory came later. The political response

in the United States was purely pragmatic, a grop-

ing for solutions that led to that amalgam of poli-

cies called the New Deal. Its public work projects,
its relief for the poor, its civilian conseivation pro-

gram for unemployed youth, the National Recovery
Act (NRA), and the establishment of a social secur-

ity system-all these gave some measure of hope

to a dispirited nation. Yet, in retrospect, the New
Deal did too little -ather than too much. The U.S.

economy began its full recovery only with the

1939 onset of World War II in Europe, and with its

own direct involvement in 1941.
As World War II was coming to an end and vic-

tory was assured, the old fears emerged. The Na-

tional Planning Association was established in Wash-

STEPHEN RO MSSEAS i Dexter M. Ferry r. Professor ot Eonomico at Vausar Chlege. Thi article is

adapted trom hin paper at the Third Annual SewOenee nomic Sypoium an "Perspectives on the

Stagnation Ecanomy," Uni-eeaity ot the South, Octaher 1981.
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ington and quickly recruited a staff of professional
economists to work on a national plan for the post-
war reconversion of the economy. The British White
Paper of 1945, for the first time in modern history,
proclaLned the government's responsibility to pro-
vide for full employment in the postwar world, and
in the United States the Employment Act of 1946
committed the federal government to the mainte
nance of maximum employment, the concept of
full employment being too controversial for the
U.S. Congress. Governments were to he clearly
responsible for the overall performance of their
economies by adopting appropriately stabilizing
fiscal measures. And it was on this basis that we
entered the postwar period with some trepidation
but armed with a new theory for managing aggre-
gate demand. Government was to compensate for
the occasional market failings of the capitalist
system, with special emphasis on the "free"
market's failure to provide for full employment.
Assessments, pro and con
On the occasion of its one hundredth anniversary
in 1980, the National Bureau of Economic Research
(NBER) held a conference on The American Econ-

omy in Transition. Its participants were asked to
review the overall postwar performance of the
American economy from the point of view of their
specialties. 1980 was not a good year. The economy
was once again in serious trouble. Martin Feldstein,
a leader of the current counterrevolution and host
of the Conference as director of the NBER (also
editor of the book emerging from the conference),
attributed the poor performance of the American
economy to government interference. The worm
had turned. "There can be no doubt," he wrote
in The American Economy in Transition (Univer-
sity of Chicago Press, 1980), "that government
policies ... deserve substantial blame for [our]
adverse experience." (p. 3) Government regula.
Lions, income transfer and social insurance pro-
grams, and the inhibiting tax effects on capital
accumulation, had sapped the vitality of capital-
ism. Feldstein's views, however, were hardly re-
flected in the papers of his main participants. In-
stead of a return to "the years of chaos and depres-
sion," the postwar economy, according to Benjamin
Friedman, "entered an era of stability and prosper-
ity" with not only a higher average growth rate in

- ------ -~L t l i
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the postwar years "but also a smaller variability of
that growth." (pp. 11-13) The "categorical impera-
tive" of postwar policy-makers, in the opinion of the
late Arthur Okun, was the avoidance of the Great
Depression, and in that they largely succeeded. The
business cycle had been tamed-or at least brought
within politically tolerable limits. This newfound
stability, moreover, was greater than it had been at
any other time. Where, from 1854 to 1937, expan-
sions averaged 26 months and contractions 21
months, the postwar expansions had an average

". . . the United States continues to have
greater inequality in income distribution
than many other industrialized
countries. . . ."

duration of 48 months with contractions com-
pressed to an average of 11 months. "This quan-
tum jump in stability," argued Okun, "must ... be
credited to public policy. "It was made in Washing-
ton" (italics mine) and it was "the compositional
shift" to a larger public sector GNP share that
constituted "the largest single stabilizing element."
The American economy's sensitivity to cyclical
fluctuations was markedly reduced. In this context,
the growth of government transfer payments was a
critical development. To Okun, the success of post-
war economic policy was to be measured "not
in dollars of real GNP, but in the survival of United
States capitalism. "(pp. 162-63, italics mine)

Okun's assessment of the postwar performance
of the U.S. economy is amply reinforced in Alan S.
Blinder's analysis of the postwar distribution of in-
come. Although there was little change in the
postwar distribution of income, it was "notice-
ably more equal than the distribution of 1929." (p.
435) Despite this improvement, however, the United
States continues to have greater inequality in in-
come distribution than many other industrialized
countries. In 1977, according to Blinder, "the
richest fifth of American families received eight
times as much income as the poorest fifth."
(p. 436) To Blinder, this constant 8:1 postwar ra-
tio, though better than that in the prewar period, is
nevertheless "a very substantial income gap."

The constancy of the postwar income distribu-
tion is in large part due to government transfer pay-
ments-both in kind and in cash, with the latter
playing a more significant role. Transfer payments

as a proportion of GNP rose from 0.7 percent in
the 1920s to more than 10 percent for 1973-79. To
Robert Gordon "the growth in the size of govern-
ment after 1947 was mainly reflected in transfer
payments rather than in goods and services." (p.
110) The combined spending on goods and services
by federal, state, and local governments as a per-
centage of GNP "exhibited no increase at all be-
tween the 1957-67 decade and the most recent
1973-79 subperiod."The increase in the size of gov-
ernment in the postwar economy must therefore
be attributed to transfer payments-which served
the dual function of preventing a deterioration in
the distribution of income in the postwar period
while simultaneously adding to the stability of the
postwar economy. Since "the lower income strata
receive a disproportionately large share of trans-
fers," according to Blinder, "it is clear that cash
transfers pushed the distribution of income in the
direction of greater equality during the postwar pe-
riod." (p. 446)
What about poverty?
But what of the problem of poverty in the postwar
era? Whether using the official "absolute" standard
of poverty (based on a basket of goods adjusted for
inflation) or a "relative" standard of poverty (those
with incomes 44 percent below the median income,
for example), Blinder finds that when transfers are
deducted from income, poverty goes up from 11.8
to 21 percent on the absolute standard and from
15.4 to 24.1 percent on the relative standard.
Government transfer payments must therefore also
be seen as a critical factor in the amelioration of
poverty.

In the postwar period, there was a marked decline
in officially defined poverty during the 1960s,
largely because of the War on Poverty programs of
the Johnson administration. In summary, transfer
payments are clearly responsible, in great part, for
the improvement of the postwar distribution of in-
come over its prewar distribution, for its constancy
over the past 35 years, and for the amelioration of
poverty. In conjunction with macroeconomic pol-
icies, they also contributed to the greater stability
of the postwar economy. In short, the redistribu-
tive vnd stabilizing activities of the government have
played a positive role in the postwar performance
of the American economy-with the redistributive
impact largely the result of "the rapid growth of
cash transfers [and] . . . the War on Poverty. . . ,[as
well as] on the equally rapid growth of transfers in
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kind,... [and I other programs such as affirmative
action guidelines, equal opportunity and antidiscri-
mination laws." (Blinder, p, 473)

However well we may havedone in improving the
distribution of income and preventing its deteriora-
tion over the postwar years, the fact remains that
income is a flow dependent on the stock of wealth
What of the distribution of wealth in the United
States, about which we know considerably less?
The available evidence seems to indicate that wealth
inequality is greater than income inequality, and
that it is relatively stable with no trend discernible.
It should he obvious that an increase in the inequal.
ity of wealth would have a marked impact on the
distribution of income, particularly if government
tax policies were drastically changed to favor the
accumulation of wealth and even more so if, at the
same time, the welfare aspects of government trans.
fer payments were subject to substantial cuts-a
point that will be reinforced in my disussion of the
supply-side economic policies of the Reagan ad-

.ministration.
The elasticity
of capitalism
Modern post-industrial capitalism has survived as
long as it has because of a unique aspect of its his-
torical development its flexibility and its ability to
respond to changed circumstances. Unlike the re-
gimes of tire Bourbons and the Romanoffs, capital-
ism has been able to defuse potentially threatening
situations and to adapt to changing circumstances

". . wealth inequality is greater than
income inequality, and ... it is relatively
stable with no trend discernible."

along lines that assure its continuation. It has been
this enormous elasticity of capitalism, within a
relatively democratic context, that has confounded
Marxian analyses of its "internal contradictions"
which, according to a mechanical dialectic, guaran-
teed its demise in a bloody collapse. It has been cay-
italism's ability to place "an iron bit in nature's
mouth" that has enabled it to co-opt its opponents
through higher and higher levelsof real income. The
key has been in a virtually limitless accumulation
of capital and the growth that goes along with it
And it is growth that hasserved. up to now. to legiti-
rate the capitalist system and modify inequalities
in the distribution of income and wealth that would

otherwise have been politically destabilizing. As
long as growth and capital accumulation continue,
distribution is not a political problem: thesystem is
seen and accepted as just. It is only when growth
becomes problematical that the legitimacy of capi-
talism is cast inr doubt and distribution becomes a
political issue.

This is exactly what happened in the 1
930s. The

economic crisis was transformed into a social and
political crisis with a resurgence of class antagonism,
such as Britain is now experiencing in the wake of
Margaret Thatcher's policies. The problem in the
1930s was that investment was largely a private
matter in which the state had no direct role to
play. The government's response to the Great
Depression was to try to influence investment
decisions-indirectly by encouraging consumer
spending via personal income tax changes and
transfer payients, and directly, by trying to
organize businesses into huge cartels under the NRA
and by outright grants and subsidies to business via
the Reconstruction Finance Corporation (RFC).
The postwar growth of government was the result
of these policies, with cuts in corporate income
taxes, investment tax credits, and accelerated depre-
ciation constituting the modern and softer varia-
tions on the New Deal theme.

From the late 1950s up to the U.S. involvement
in the Vietnam War, tire postwar performance of
the economy was, as we have seen, largely success-
ful-in comparison to the trauma of the 1930s.
The business cycle was still with us, but bricf reces-
sions were now followed by larger expansions. The
cycle had been tamed, so much so that liberals were
quite satisfied with themselves. Political sociolo-
gists, such as Seymour Martin Lipset and Daniel
Bell, seconded by John Fitzgerald Kennedy in his
famous Yale speech, loudly proclaimed "the end of
ideology" and tire historian Arthur Schlesinger. Jr.
wrote air article for the New York Times Sunday
MagaZine Section (August 4, 1957) asking: "Where
Does the Liberal Go From Here?"

Schlesinger described the two sources of liberalsm
as "the vindication of the individual against eco-
nomic privation and despair, [and] thevindication
of the individual against moral and spiritual frustra-
tion." He then went on to state that the first vindi-
cation had been largely achieved in the post wiar pe-
riod by "the most brilliant explosion of creative so-
cial thought this country has ever seen." He was
convinced that modern mixed capitalism had solved
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its major economic problems. All that remained
was a minor cleaning up operation.

Having solved virtually all of our economic prob-
lems stemming from the 1930s, what we now
needed was a "new" liberalism which would "re-
cover [its] deeper roots in the American cultural
tradition [by shifting its] focus from economics
and politics to the general style and quality of our
civilization." Creative spontaneity could now be let
loose in an economically secure world. The prob-
lem was no longer economic unemployment but
"spiritual unemployment." What this new breed of
liberals had to do was "to help prime the pump,
not economically, but ethically." Too early for
Schlesinger's metaphysics to have been set in
motion, one defeated Democrat in the elections of
1952 was heard to lament, "The trouble is, we ran
out of poor people."
A big exception, the 1970s
To a large extent, this celebration of the status quo
is reflected in the centenary celebration of the
NBER, except for one troubling development: the
1970s. The consensus politics of the 1950s and ear-
ly 1960s began unraveling with the inflationary
guns and butter policies of the Johnson administra-
tion. Then came a series of supply shocks that
made a shambles of the fine-tuning nostrums of
orthodox, neoclassical Keynesians as well as the
steady-as-you-go monetary growth rule of the
monetarists. Inflation was now linked with a
chronic level of unemployment that made "stagfla-
tion" the faddish neologism of its time. The supply
shocks started with the worldwide crop failures of
1972, quickly followed by the devastating 1973
OPEC crisis which had a shattering effect on growth
and led to a rapid acceleration of the inflation rate.
Lower levels of GNP were now associated with still
higher price levels. These supply shocks were an ad-
dition to the inflationary bias built into the econ-
omy by the successful postwar stabilizing policies
of the government. The underlying inflation rate of
about 5 percent in the 1960s was, in retrospect,
politically tolerable. Building on this basic inflation
rate, the supply shocks pushed the economy into
double-digit inflation at the same time as employ-
ment and economic growth were seriously de-
pressed.

It is invariably during periodsof great crisis, when
conventional theoretical explanations no longer
serve their legitimiting roles, that the groundwork
is laid for the rise of crackpots and assorted runaway

ideologues with simple explanations for complex
problems, designed explicitly for simple minds. This
is the stuff of manipulated mass movements, par-
ticularly of a counterrevolutionary bent. Generally,
all of society's ills are attributed to a single cause.
And for single causes there are single solutions-
panaceas for piping us into the good society. It was
the 1970s, and the inability of existing theories to
cope with dramatic, unexpected, and highly unpre-
dictable changes in the underlying structures of so-
ciety that gave rise to the ideology of supply-side
economics.
Separation of
theory and practice
The theory and praxis of supply-side economics are
in different hands. The two major popularizers of
the theory are Jude Wanniski and George Gilder. (I
have treated the Wanniski-Gilder theory of supply-
side economics more fully in a review article, "The
Poverty of Wealth," for the Journal of Post Keynes-
ian Economics, Winter 1981-82.) The main practi-
tioners are Ronald Reagan and his now troubled
Director of the Office of Management and Budget,
David Stockman. Supply-side theory idealizes a
past that never was or, what amounts to the same
thing, it forces past history into its ideological
mold. It is the world, writ large, of Andrew Mellon,
Warren G. Harding, Calvin Coolidge, Ludwig Erhard
and-a great hero of supply-siders-John Fitzger-
ald Kennedy.

Supply-side economics abhors the welfare state.

"Supply-side theory suffers from an acute

case of tax fetishism. Tax cuts have become
an object of irrational reverence."

Indeed, it attributes all of our current ills to a
misguided and overly compassionate state. It wants
to go back to the prewar period of an unfettered
and unencumbered capitalism, to a time before the
onset of postwar social policy. Its program is to
undo and repeal the last half-century. It is a

legitimation crisis in the making.
Essentially, supply-side economics is a theory of

growth, taxation, and fiscal policy--all wedded to

an old and largely discredited theory of human
motivation and behavior which, if realized on its
terms, woulo render moot the divisive problem of
redistribution. Underlying almost all of supply-side
theory is the Laffer curve, a distended belly framed
by tax rates on the vertical axis and total tax rev-



enues on the other. On its upper, negatively
sloped reaches, a cut in the tax rate results in a
more than proportionate increase in taxable income
and hence in a rise in total tax revenue. On the pos-
itively sloped portion, the effect of a rise in the tax
rate also yields an increase in total tax revenue be-
cause of a less than proportionate decrease (if at
all) in taxable income. If we keep cutting the tax
rate on the upper portion of the Laffer curve and
raising it on the lower portion, we will eventually
reach that optimal, or ideal, tax rate where total
tax revenue is at a maximum There are, moreover,
by the very nature of the iOffer curve, two rates of
taxation that produce the some revenue. Supply-
siders are convinced, on the basis of scanty and
contrived "historical" evidence, that the Amer-
ican economy is already on the upper portion of
the Laffer curve. Hence, a reduction in the tax rate
will produce an increase in government tax revenue.
That is what the curve says, but it is the explana-
tion of this putative phenomenon that yields an in-
sight into tie heart of supply side theory. Part of
the explanation of this inverse relationship between
tax rates and tax revenues lies in the effect of high
marginal tax rates on the underground economy.
At high tax rates more and more people slip "un-
derground." Lower the tax rate and the process re-
verses itself. With more and more people reentering
the visible, tax-paying economy, government reven-
ues will rise. But apart from this effect, lower tax
rates increase output and hence revenues by an in
centive effect. And it is right here that a very con
venient theory of human behavior comes into full
view.
Taxes and human behavior
Human beings, we are told, are hypersensitive to
tax rates, especially at the margin -so much so that
their behavior is obsessively dominated by them.
And since economic growth is the result of human
behavior and the psychological laws that govern it,
it is uniquely dependent on the level of the mar-
ginal tax rate. A neoclassical labor market humming
along under Keynes's Postulates I and 11 is assumed,
with aftertax income substituted for tie real wage
rate. All unemployment is voluntary, there being
no such thing as involuntary unemplo iyment. The
government with its taxing povr serves as a
"wedge" between what a virker get-s and vhat lie
is paid. The greater that wsedge, tle lover the after.
tax income of the individual and the less lie is vill-
ig to expend effort in work. It follows, therefore,

that if the government wedge is reduced, the in-
centive to work will soar, leading to such a dispro-
portionate increase in output that tax revenues will
actually rise in the face of a tax cut. The theory
postulates a remarkably powerful relationship be-
tween work effort and taxes--and a highly doubt
ful one at that, even for David Stockman.

But there is more to this than first appears Not
all people are equally sensitive to the incentive ef-
fect of taxes. The higher one's income, the greater
one's sensitivity. And in supply-side theory, those
who earn more are more productive. More than
that, they are the cutting edge of capitalism. It is
the rich, as owners and creators of the physical
means of production, who take the risks in an un-
certain world. It is they who save and invest and
make capitalist growth possible. It is they wvho are
the legitimators of capitalism by providing for the
poor through growth. Sap the energies of the rich
and the system founders itn an orgy of welfare pro-
grams. When the capitalist elite are demoralized, it
is the poor who suffer most, and nothing demoral-
izes the rich more than high marginal tax rates, the
proceeds of which are used to finance the welfare
state in grandiose redistribution schemes such as
those of the New Deal and the 1960s War on Pov-
erty. These redistributive efforts. moreover, serve
only to make the poor poorer as a direct result of
the inevitable decline in output. To make matters
worse, economic egalitarianism only serves to make
the great unwashed more greedy. The nonrich are
not creative, only the rich are. And it is the "exper-
imental competition of elites" that generates the
very dynamism of capitalism that causes the rising
tide of growth to raise all ships to a higher level-
to use Jack Kemp's favorite JFK metaphor. Capi-
talism is seen as a boiling cauldron of great convec-
tion currents where the natural elite rise from the
bottom and the tired. -'orn-out elite, having done
their thing, are cast down from whence they came.
Social Darwinism at its best! Material progress, in
Gilder's words, is "ineluctably elitist" and "pro-
cedurally undemocratic."

It follows, therefore, that coddling the poor un-
dermines not only their incentive to work but,
more importantly, that of the rich whu are taxed
to finance tie welfare payments to the aoor. In
short, capitailisim's go-go people are the very rich
who consume only a siall proportion of their in
coie and use their savings to increase the rate of
capital accululation so vital for the legitimation of
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capitalism. To get America moving again requires in overall government spending and no net real tax

only a tax cut skewed in favor of the rich and the cut-although there will be an enormous redistri-

powerful. Output will rise, unemployment will fall, bution of the social product in favor of the rich.

as will the rate of inflation, and the poor will be the And the increased inequality in the distribution of

first to benefit, since the poor can only be helped wealth vill no doubt have secondary effects on the

by lifting the rate of investment which, in turn, can distribution of income, making matters still worse

happen only if the inequality of the distribution -from the point of view of the postwar perfor-

of income and wealth is allowed to become greater. mance of the American economy.

It is regressive taxes, not progressive ones, which Confusion on key issues

help the poor most. And if, as supply-side econo- On the key issues of unemployment, inflation, stag-

mists maintain, a tax cut favoring the rich is the flation, and money, supply-side economics is either

only way out of our current malaise, then the simplistic or confused. Unemployment is caused by

welfare state will have to be dismantled. the wedge effect of high taxes on the rich, working

Supply-side theory suffers from an acute case of through the incentive effect. But since high taxes

tax fetishism. Tax cuts have become an object of also cause inflation, supply-siders have a convenient

irrational reverence. Taxes are the cause of all our theory of stagflation as well. Cut taxes on the rich

problems, and tax cuts will solve them-especially and output will rise dramatically. Unemployment

if they favor the rich. Supply-side economics is the will go down as a result, along with prices. In one

reductio ad absurdum of capitalism. It is vulgar fell swoop, we have the solution to unemployment,

capitalism trying hard to make vulgar Marxism true. inflation, and stagflation. That is the simplistic aide

And in the hands of Ronald Reagan and those in of supply-side economics. The confusion comes in

his administration it is a counterrevolution of the through the money window. What is the role of

first order. money in the explanation of inflation? Some sup-

The Reagan administration's Program for Eco- ply-siders, such as Gilder, have no use for Milton

nomic Recovery (1981) is basically, with some ma- Friedman's monetarist explanations. Prices are a

jor variations, a supply-side document. Its goal is to function of taxes, not the money supply-or defi-

"rekindle . . . entrepreneurial instincts and creativ- rits for that matter. Monetarists are closet Keynes-

ity" by cutting taxes drastically. Government, at is working the demand side of the street. Mane-

least as we have known it in the postwar years, is tary restraint serves only to inhibit private sector

to be undone. Nondefense expenditures are to be growth, which adds to inflationary pressures. In

slased, particularly the transfer payments of the other words, tight money's effect is on output and

federal government which improved the prewar n

distribution of income and prevented its deteriora- It is only when growth becomes

tion in the postwar period. The cuts in nondefense problematical that the legitimacy of

spending will certainly do wonders for the work in- capitalism is cast in doubt and distribution

centives of the poor, according to the canons of becomes a political issue."
supply-side theory. On the other hand, defense ex-a

penditures will increase in real ferOs between 1980 employment, not on prices. Moreover, along post-

and 1984 by an annual average of 7 percent, corn- Keynesian lines, the money supply is passive. The

pared to a nondefense spending rate of growth of banking principle triumphs over the currency prin

1 percent in niomninal femi. Real nondefense spend. ciple in that the needs of trade take precedence,

ing will be 15 percent lower in 1984 than in 1980, with the money supply expanding automatically

according to the Congressional Budget Office. (through financial innovations and jumps in the in-

Claarly, the cuts in nondefense expenditures are to come velocity of money) in order to accommodate

be used to finance the planned increases in defense the higher levels of nominal GNP.

expenditures, and the tax cut itself will serve as an Other supplv-side theorists, like Wanniski, ex-

offset to the inflation-induced income tax increasei plain the initial inflationary price increases by re-

(bracket creep) and the scheduled rise in social lating them directly to money supply increases in

security taxes. In effect, there will be no decrease excess of the real rate of growth-with the Laffer

42 ChallengelJanuary-February 1982



wedge inducing secondary price increases by way
of progressive ad valorem taxes. Tax cuts plus tight
money are therefore seen as the solution to stagfla-
tion. Then there is Jack Kemp (1979), who pro-
poses the adoption of a strict gold standard as the
only way of stopping inflation "dead in its tracks."

The Reagan administration favors "a predictable
steady growth in the money supply" while attrib.
uting inflation to uncontrolled government spend-
ing and the crowding out of the private sector. Det-
icit spending is the primary cause of inflation,
while easy money compounds the problcm with
secondary effects on the price level. By cutting
taxes and holding a tight rein on money, the pri-
mary and secondary causes of inflation will be re-
moved, or so the argument goes.
Bending reality
The current revolution in economic policy tran-
scends theoretical niceties. It is prepared to bend
"reality" to the needs of its beliefs, no matter how
incoherent that makes its supporting theory. The
role of established social theory is to legitimate
whatever is, after the fact. It serves those who hold
power. Revolutionary theories are oriented toward
the future. 'They entail a vision of the good society.
In those few instances when the promulgators of
revolutionary theories succeed in gaining power,
they are invariably corrupted by the need to con-
solidate that power. Praxis and theory are torn
apart in the ensuing struggle. Purists demand that
the revolution he realized immediately in its full
dimensions. Pragmatists advise caution and the
tempering of theory.

It is on the issue of deficits that supply-side eco-
nomics has met its first defeat. More traditionally
conservative econormists, such as Arthur F. Burns,
Alan Greenspan, and George P. Schultz, have not
been sold on the wonders of the Laffcr curve and,
backed by doubts on the part of powerful mem-
bers of the Senate and the House, they have pres-
sured tie Reagan administration into linking cuts
in government expenditures to cuts in taxes. Defi-
cits are to be avoided and the budget balance] by
1984-at all costs.

"At all costs," of course, means massive cuts in
nondefense expenditures. Defense expenditures,
given the Reagan administration's arggressive for-
eign policy, have become sacrosanct. Indeed, in-
creases in defense expenditures are to be financed

by the cuts in nondefense expenditures, and the
programmed tax cuts wind tip serving as an offset
to scheduled increases in social security taxes and
bracket creep. Moreover, the administration's pro-
jection of a balanced budget by 1984 is based on
unwarranted assumptions concerning the growth of
real output, the rate of inflation, and the level of
future interest rates. For fiscal 1982 alone. the
projected $42 billion deficit has ballooned to over
$60 billion, if not S100 billion, by the latest count,
and the stock narket has all but collapsed along
with housing and the automobile and steel indus-

"With the unemployment rate of black
youth over 50 percent and with further cuts
in welfare transfer payments, the American
economy is headed for a polarization of
classes."

tries, Supply-side theory has collided head on with
supply-side praxis. The resulting failure of supply-
side economics to live up to its own expectations is
causing panic in the White House and among its
cohorts in the halls of Congress. The stock market
and the Federal Reserve System are being set up as
patsies and a second round of slashes in nondefense
expenditures is in the making.

With the unemployment rate of black youth over
50 percent and with further cuts in welfare transfer
payments, the American ecorbormy is headed for
a polarization of classes. Should tie economy fal-
ter, competition for scarce jobs among whites,
blacks, and the disenfranchised will become more
strident and the gains of the last twenty years will
go by the board, followed by a search for scape-
goats and air even more violent lurch toward the
political right. American capitalism is rapidly losing
its ability to adapt to changing circumstances. It is
becoming more rigid. The progress made. in the
postwar period is being undone. The distributions
of income and wealth are heing deliberately made
more unequal on the pretext of making everyone
better off.

It is in the nature of ideological visionaries to
sacrifice the present and tire past in the name of a
Utopian future-even if this means an increase in
human suffering and the sacrifice of the powerless
and tie disenfranchised on the way to the "good
society."
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Supply-side economics

The poverty of wealth
STEPHEN ROUSSEAS

I

All too often, stupid books are written by clever men for stupid
people. Among the cleverest are two: Jude Wanniski and George
Gilder-two journalists, self-taught in economics, who have taken
on the entire profession in its current disarray. Their books? The
Way the World Works and Wealth and Poverty. Their sales? Enor-
mous. Their pitch? Supply-side economics. Their mentors? Arthur
Laffer, Robert Mundell, Ayn Rand, William F. Buckley, Jr., Irving
Kristol, Fredrich von Hayek, Paul Craig Roberts, David Stockman,
and (with reservations) Milton Friedman. Their disciple? Ronald
Reagan.' Their whipping boys? John Kenneth Galbraith, Lester
Thurow, and Robert Heilbroner.

Normally one does not review stupid books, no matter how
clever their authors. But these two crusaders for the wealthy and
apologists for the harshest and most baneful features of capitalism
have captured the popular imagination and, more importantly,
that of the politicians now in power. To historians of economic
thought their books will seem more Bastiat than Schumpeter, more
heavily larded with an overabundance of von Mises than with the
mitigating penance of Knight.

The author is Dexter M. Ferry, Jr., Professor of Economics at Vassar College.
'When the chairman of the Senate Finance Commiteee, Robert Dole, was
hospitalized shortly after the inauguration, President Reagan paid him a cour-
tesy visit. Instead of flowers, he gave him a copy of Gilder's book. The Sen-
ator recovered.
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Keynesians had to wait until the 1960s to sniff at the hems of
power, only to fail in the Camelot days of JFK and Vietnam; mon-
etarists got trapped in Goldwater's burning wagon in 1964, al-
though later they did better in other lands with Margaret Thatcher
and Augusto Pinochet; Marxism, of course, was perverted by Lenin
fifty years after the fact. But supply-side economics has "hit the
ground running," as that bandied Reagan camp saying goes.

"Progress," wrote George Santayana, "is relative to an ideal
which reflection creates." "Change," said Bertrand Russell, "is in-
dubitable. Progress is a matter of controversy." There is little "re-
flection" in supply-side economics which, I suspect, is the reason
why it has been able to reduce all "controversy" to a romantic
celebration of an idealized capitalism. And if "change" has been
for the worse, as supply-siders are convinced, then we can progress
only by going backwards-by repealing the last half-century. We
can indeed go home again, we are told, to an individualized world
of work, thrift, and altruistic giving by the rich in monumental
acts of noblesse oblige.

What is supply-side economics about? It is essentially a theory
of growth, taxation, and fiscal policy which, if realized on its
terms, renders moot the divisive problem of redistribution. Sup-
ply-side economics is capitalism writ large.

II

Surprisingly, supply-side economics is rather gentle on Keynesian
economics, compared with its rough jostling of Friedmanian mon-
etarism, and there is even a marked affinity with some aspects of
post Keynesian economics. Supply-side economics, however, re-
volves around the Laffer curve. Without it, there would be little
left. It is the glue that holds supply-side economics together, tenu-
ously.

The Laffer curve is essentially an extension of Alfred Marshall's
static demand curve. The area under the Marshallian demand curve
represents total revenue and what happens to it as price varies.
Substitute the tax rate for price on the vertical axis, and the in-

2 The more conservative neoclassical Keynesians have already solved, to their
satisfaction, the problem of growth and distribution through Golden Age
models based on marginal productivity theory. Of course, they lack the abil-
ity to measure marginal productivity, magnitudes of capital, degrees of com-
petition, and the prevision of transactors in the market.
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come of individuals who pay taxes on the horizontal axis (people
in the underground economy don't pay taxes), then restate the

"quantity" axis in total revenue terms, and the Laffer curve emerges
in the shape of a distended belly with the umbilicus serving as the

point of maximum revenue (e = 1). From this pregnant curve
comes the favorite litany of supply-side economics: There are al-
ways two rates of taxation that produce the same revenue.

This follows from the nature of the curve. What follows next is
the supply-side obsession with a particular range of the Laffer

curve. For any given level of revenue, the tax rate on the upper
reaches of the curve represents a tax-rate elasticity of > 1. Reduce
the tax rate and tax revenue will increase. Increase the tax rate and

revenue will fall, in part because more people will slip into the un-
derground economy (and conversely for a fall in the tax rate over
this Laffer range). The same revenue level on the lower, positively

sloped, total revenue curve has a tax-rate elasticity of < 1, with ex-
actly opposite results and no underground economy to speak of. The

tax rate, obviously, has a range between zero and 100 percent. At

100 percent, the argument goes, nobody would work for pay, and

the government's tax take would be zero-only an underground
barter cconomy would exist. At a zero tax rate, however, without
revenues, there would be no government at all, and anarchy would
reign. Tt would be a Rabelaisian world of fay ce que vouldras. We

exist, therefore, somewhere between these two extremes.
The bellybutton ideal, the optimum where revenues are at a

maximum, "is the point at which the electorate desires to be
taxed" (p. 98). Reversing the axes, it is the North Pole of the Laffer
curve: with any step in any direction revenues will fall. "It is,"
moreover, "the politician's job to find out what that [ideal] rate
is" (Kemp, 1979, p. 51). It is not necessarily 50 percent, though it
could be. It all depends on the sensibilities of taxpayers and the

amount of government services they wish to have and are willing
to pay for without coercion. And how are we to find this ideal tax

rate? It's simple. "The easiest way for a political leader to deter-

mine whether an increase in the rates will produce increased rather

than falling revenues, is by putting the proposition to the electorate"
(Wanniski, p. 100). All it would take is a referendum!

There is no doubt in the minds of supply-siders that we are way

beyond the optimal point on the upper reaches of the Laffer

curve.' If so, then a tax cut will result in increased revenues,
3 0f course, Keynesians and their first-cousin monetarists suffer from the de-
lusion of thinking that we are on the lower, inelastic portion.
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with the opposite effect for a rise. The explanation lies, apart from
the underground economy effect of high taxes, in the "fact" that
high taxes are associated with low levels of output, and low tax
rates with high output levels-the incentive effect, as we shall see.
If we are indeed on the positively sloped portion of the Laffer
curve, cutting taxes will do wonders. Empirical evidence? Warren
G. Harding cut taxes after World War I and the economy boomed;
why it then collapsed in the 1930s is somewhat muted, although
supply-side writers attribute the Great Depression solely to the
Smoot-Hawley Tariff Act of 1930-without it things would have
bounced along nicely at the lower tax rates then prevailing. Simi-
larly for the Kennedy-Johnson tax cut of 1964 (eulogized by sup-
ply-siders) and the postwar tax cuts of Germany and Japan. Other
factors that might have contributed to the postwar boom in the
1960s (the Vietnam War, for one) are blithely ignored. Seek and ye
shall find. Proof consists of combing history (back to Alexander
the Great) and picking out simple historical illustrations that serve
your theory. Other heroes in the SS-Pantheon are Andrew Mellon,
Calvin Coolidge, Ludwig Erhard, and Governor Carlos Tomero
Barcelo of Puerto Rico-all true tax-cut believers, the latter hav-
ing saved his commonwealth "when," according to Gilder, he "was
so fortunate as to meet Arthur Laffer" in the late 1970s (p. 186).'
My favorite quotation, however, is from quarterback Jack Kemp
(p. 46). His "proof' that we are on the upper reaches of the Laffer
curve is as charmingly pure as open receivers on the gridiron. "When
you look around and see so much evidence of unemployment and
underemployment .... When you see more and more people shift-
ing out of work ... you sense that the rates are too high, and you
don't have to consult a professional economist to know that lower
rates would be healthier for the economy [by increasing real out-
put] and would be likely to produce greater revenues [as a result]."
Clearly there is no such thing as involuntary unemployment.

Postdiction in support of one's theory is easy;prediction is anoth-
er matter. The following quotation from Wanniski leaps off the page:

4Wanniski was also a consultant to Barcelo. Indeed, he tells us that The Way
the World Works "was written as a direct result of a trip to Puerto Rico in
March, 1976" (p. 291). Apparently, the 60 percent welfare and food stamp
economy in Peurto Rico is a Horatio Alger story. In a private communication
Sidney Weintraub points out that Peurto Rico is still an LDC surviving on
welfare checks and that its industrialization came from a Peurto Rican tax
exemption (the IRS does not apply here) and an open U.S. mainland market.
If everyone-the full country-cut taxes in the same way, it would be a dis-
aster for Peurto Rico. Its advantage would vanish.
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At this writing, in the autumn of 1977, Britain's conservative Party leader
Margaret Thatcher is steadfastly pledging to sharply reduce the progressiv-
ity of Britain's personal tax rates as soon as her party returns to power
.... Once Britain takes this step, the expansion of its economy will have
rippling effects through Western Europe, giving courage to conservative
coalitions in other capitals to follow her lead (p. 298, italics supplied).

Well, Margaret Thatcher won, and at this writing in the summer
of 1981, the economy is in the worst state since the Great De-
pression, with a disastrous growth rate, unemployment at over 12
percent, and riots in the streets across the breadth of England. One
historical illustration is as good as another, although I would not
maintain that Margaret Thatcher disproves supply-side theory any
more than I would accept that their illustrations prove it. There is
an old Jewish proverb that supply-siders should take to heart: For
example is not a proof. History is messy, refusing to yield its
secrets clearly except to simple or desperate minds.

III

Supply-side economists believe that a tax cut will increase govern-
ment revenues by inducing an increase in real output. Supply-side
economics is, therefore, a theory of growth where growth is a
unique function of the tax rate or, to be more exact, the marginal
tax rate. The explanation of this putative relationship rests on a
convenient theory of human behavior. Human beings think on the
margin, whether consciously or not, in a highly interdependent
world. Everything affects everything else in a general equilibrium
model. In the immortal words of Wanniski, 'Jump up and down
and the whole world shakes a bit" (p. 19). Or, as French wit would
have it: Tout est dans tout, et rdciproquement! And the margin is
the key to it all. "Very few people think on the margin, but every-
one acts on the margin" (p. 44, original italics). Even children!
"By the time children are three or four years old," we are told,
"they have acquired such a body of information by studying tax
schedules and their variables within the family that they consciously
'think on the margin"' (p. 47). And when they grow up and earn
their own money, they become obsessed with marginal tax rates-
so much so that their behavior is dominated by it. And since eco-
nomic growth is the result of human.behavior and the psycholog-
ical laws that govern it, it is uniquely dependent on the level of the
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marginal tax rate. An open and shut case, for Wanniski
To Wanniski there is physical capital and there is intellectual

capital. The personal income marginal tax rates are a tax on intel-
lectual capital, while the corporate income tax is a tax on profits,
not on the physical capital itself. Government, in other words, has
a bias against intellectual capital which affects the incentive to
work. "People," says Wanniski, "work for one reason and one rea-
son only: to maximize their welfare" (p. 71). There are, of course,
certain "minimum necessities for survival-food, clothing, shelter."
But after satisfying them, "the individual is free to choose between
work and leisure." Given an individual's "personal assessment of
what constitutes welfare," he will "work up to that point and then
not work" (p. 71, original italics). People "only work to improve
their welfare" (p. 91).

This brings up the much-touted wedge model of Lafferian the-
ory. It is government, through its power to tax, that introduces
a "wedge" between what one gets for working and what one is al-
lowed to keep. Personal income and social security taxes, however,
are only one part of the wedge. So are minimum wage laws, taxes
on capital, tariffs, all forms of government regulation, nonwork
subsidies such as welfare entitlements, and anything else that rep-
resents "government intervention in private transactions" (p. 84).
But the marginal rates of the personal income tax, which ranged
until recently from 14 to 70 percent, are the biggest bone of con-
tention among Lafferite supply-siders. In Laffer's words:

Marginal tax rates.. . stand as a wedge between what an employer pays
his factors of production and what they ultimately receive in after-tax
income... . In order to increase total output, policy measures must have
the effect of increasing firms' demand for productive factors and in-
creasing the productive factors' desire to be employed. Taxes of all sorts
must be reduced. These reductions will be most effective where they
lower marginal tax rates the most. Any reduction in marginal rates means
that the employer will pay less and yet employees will receive more.
Both from the employer and employee point of view more employment
will be desired and more output will be forthcoming (Memorandum,
November 1974, to the then U.S. Secretary of the Treasury William
Simon, quoted in Wanniski, pp. 85-86, italics supplied).

This is a neoclassical labor market humming along under Keynes'
Postulates I and II if there ever was ones -one in which all unem-
5With after-tax income substituted for real wages as the independent variable.
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ployment is voluntary. Not to be outdone, Gilder is even more ex-

plicit. "It is marginal tax rates," he writes, "that determine the im-

pact of a tax on motives and . . on the willingness to go out and

work" (p. 181), and these same high marginal tax rates "continu-

ously undermine the very diligence and determination that are

necessary to accomplish any useful work in the world" (p. 185).
My all-time too-good-not-to-be-quoted gem comes from Wanni-

ski:

[In] comes Mary S., with every intention of trying to get a job at the
Metropolitan Opera, perhaps in the chorus, and to work her way to star-
dom [shades of 42nd Street!]. If she can't make it in this endeavor, she
will become a prostitute. Upon arriving, she learns that the government
has just introduced a wedge of 33 percent at the Metropolitan Opera, and
it is now more profitable to be a prostitute. Equilibrium is restored on
the supply-side of this process when so many women become prostitutes,
that each has to put in 33 percent more time in pursuit of business. It is
clear that an increase in the government wedge decreases the quality of

opera and increases the supply of prostitutes 6 (p. 94, italics supplied).

Still, Wanniski notwithstanding, there is some hope for Mary S.
A pimp's wedge cuts wider than the government's 33 percent. But

Wanniski holds out another kind of hope for poor Mary S.

In the larger economy it is of course unlikely that Mary S., the potential
opera star, is directly shifted into prostitution. Rather she shifts into a
lesser occupation, becoming "underemployed" in the money economy,
and the wedge shifts all other employees downward into the underem-
ployment classes, where at the margin an aspiring shopperson is the one
who actually goes over the edge into bartering via prostitution (pp. 94-
95n, italics supplied).

What a pity! The margin at its malevolent worst! How much bet-

ter it would be to have prostitutes capable of trilling Mozart arias

on the job. Think what it could do at least for the cultural uplifting
of a prostitute's clientelle. Clearly the margin and "the expanding
wedge" are capable of all sorts of wicked things. Not even Marx

could have imagined a more sordid thing to attribute to the bour-

geois governments of capitalism than Wanniski.
6 At this point Laffer's tribute to Jude Wanniski's The Way the World Works
should be indelibly recorded: "In all honesty, I believe it is the best book on
economics ever written" (italics supplied). George Gilder calls it "One of the
great inspirational works of economic literature." George Gilder, by the way,
has a Norwegian elkhound called "Laffer," whose tail faithfully reproduces
the."Curve."
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At this point it might be wise to turn to George Gilder's book,
which one noblesse de robe supply-sider found "Promethean in its
intellectual power and insight."' I found it breathless.

IV

Gilder's book is about "the high adventure and redemptive moral-
ity of capitalism." He begins by proclaiming the Golden Rule of
capitalism: "The belief that the good fortunes of others is also fi-
nally one's own" (p. 9), particularly the "good fortune" of the up-
per classes who are "the cutting edge of the economy-the source
of most investment" (p. 20). When the capitalist elite are demoral-
ized, it is the poor who suffer most, and nothing demoralizes them
more than high marginal tax rates whose proceeds are used to fi-
nance the welfare state in grandiose redistribution schemes-
Roosevelt's New Deal and L. B. Johnson's War on Poverty being
the prime examples of the compassionate heart gone wrong. Take
care of the poor and the vitality is sapped out of the capitalist elite,
which serves only to make the poor more hapless after the inevi-
table decline in output.

It is the capitalist elite, as owners of the factors of production
other than labor, who are exposed to risk in an uncertain world.
When they add to the stock of capital, they have no assurance of
new revenue. They take the plunge on faith. They are altruistic
givers. They are the supply side. They "give in order to get" with-
out being sure of the getting. They "supply in order to demand"
(p. 28).8

It is the welfare state operating on the demand side that cripples
the supply side and results in "a sluggish and uncreative economy"
(p. 29). "Egalitarianism in the economy," we are told, "tends to
promote greed" in the mob. And when, in a plebiscitarian mob-
ocracy, "mass sentiment" is allowed "to dictate to the powerful
. . . , the result is a restive and alienated electorate, a failure of po-

'Blurb by David Stockman, Director of the Office of Management and Bud-
get. They really do wash each other's back, these supply-siders.
aOn reading the first draft of Chapter 4 on 'The Supply Side," Gilder's wife,
a Vassar graduate, cried; she couldn't understand it. Gilder tried again. She
cried again. (New York Times, April 26, 1981.) Chapter 4 now has the fol-
lowing footnote at the very beginning: "This is a chapter on the theory of
supply-side economics, which may be safely passed over by readers who pre-
fer a less abstract exposition of the subject." So much for a Vassar education!
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litical authority. . . , and a tendency toward national decline" (p.
29). The very vibrancy of capitalism "depends not on automatic
mechanisms [Gilder has little use for the perfect competition
model which is itself egalitarian], but on the quality, creativity,
and leadership of the capitalists" (p. 38). Gilder is an out-and-out
elitist:

[L] eadership is supply and public opinion is demand ... leaders to the
extent that they bear real authority, tend to create the views of the larger
constituencies more than they follow them (p. 29).

[S] uccessful politicians are engaged not in passive response to public de-
mand, but in the active supply and marketing of ideas. Supply creates its
own demand, even in the political realm (p. 29, italics supplied).

The will of the people is often no more "spontaneous" or free of elite
initiative and manipulation in politics than in economics. Democranc
masses cannot be generative or creative; they can merely react and ratify
(p. 38, italics supplied).

It is by the "experimental competition of elites" that capitalism
generates its dynamism. It is a boiling cauldron of great convection
currents within which the natural elite rise to the top, and the
tired, worn-out elite, having done their thing, are cast down from
whence they came. It is a rampant social and economic Darwin-
ism, with elitist liberal arts colleges and universities guaranteeing
the downward mobility of the effete children of the upper classes
(those "humpty-dumpty heirs of wealth") to make way for the
bluing of America. Look at Ronald Reagan and that millionaires'
club called the U.S. Senate, most of whose members are self-made
men (independently of ABSCAM), not to mention the president
of Mobil Oil, the son of a Greek immigrant peasant.' "Material
progress," Gilder tells us, "is ineluctably elitist: it makes the rich
richer and increases their number, exalting the few extraordinary
men who can produce wealth over the democratic masses who
consume it.... Material progress, although democratically de-
manded, is procedurally undemocratic" (p. 259, italics supplied).
It is the elite, not the masses, who are "our greatest and only re-
source ... the miracle of human creativity" (p. 268).

And it is the welfare state's coddling of the poor that keeps
them from participating in the economy by sapping their incentive
to work and to improve their own lot by their own efforts. They

9 It would, of course, be impolite to mention David Rockefeller, Gilder's great
benefactor who staked him to an education at Exeter and Harvard.
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have been turned, to use Charlie Wilson's felicitous metaphor, into
kennel dogs sitting on their haunches yapping for the next hand-
out, not hunting dogs alert and lean of muscle hunting for their
food.

The textbook case of perfect competition, moreover, "has little
to do with the central activity of capitalism, which is the turbulent
process of launching new enterprises. ... Perfect competition ...
excludes most supply-side behavior," since in equilibrium firms
"can essentially affect neither supply nor demand" (p. 31). The
very foundation of supply-side economics is that "producers col-
lectively in the course of production, create demand for their
goods" (p. 32, italics supplied): they are not kennel-dog "takers"
of what the market gives them.

Capitalism's go-go people are the very rich. And it is not the
role of the rich to "titillate the classes below, but to invest" (p. 62).
The rich, unlike the poor, consume a small proportion of their in-
come-except when high marginal tax rates and bracket creep
force them to pour their millions into sinkholes: tax shelters and
collectibles (gold, art, precious stones, etc.) that add nothing to
productive capacity. "A successful economy depends on the pro-
liferation of the rich" (p. 245) unfettered by the government and
protected from the masses, who push misguided liberal politiciam
into counterproductive redistributive welfare boondoggles.

Since, to use post Keynesian terminology, the poor's average
and marginal propensities to consume are unity (they are not
savers, nor can they be in the nature of their circumstances), and
the rich have a high marginal propensity to save, and since it is
our tax structure that has sapped the vitality of capitalism, let the
government use its tax powers to redistribute income in favor of
the rich. This would, of course, require the cutting of welfare pro-
grams in order to force the poor to work for their own benefit and
moral improvement.

Past redistribution efforts to favor the poor have only served,
according to SS-ideology, to decrease incentives to work, by rich
and poor. They have therefore decreased investment, productivity,
and growth. The visible effects are increased unemployment, infla-
tion, underground economic activity, tax shelters, and other sink-
holes for the rich and, contrary to expectations, an increase in the
level of poverty.

The poor can only be helped by lifting investment, which can
be increased only by "the enriching mysteries of inequality"
(p. 118). The poor do not choose not to work because of "moral
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weakness, but because they are paid [not] to do so" by welfare
and subsidy programs (p. 68). Indeed, the welfare state has raised

the marginal tax rate for the poor to the 100 percent level, or so

the argument goes, trapping them into their dependency by mak-

ing work unprofitable. Moreover, the male poor have been "cuck-
olded by the compassionate state" and driven out of the family
unit, their own macho self-image shattered.

What we need do to help the poor is to change our tax structure
radically-to make it less progressive by a greater use of regressive

taxes, for, Gilder tells us, "Regressive taxes help the poor" (p. 188).
The argument is as simple as it is simple-minded. Gilder writes:

It has become increasingly obvious that a less progressive tax structure is
ncessary to reduce the tax burden on the lower and middle classes. When
rates are lowered in the top brackets, the rich consume less and invest
more. Their earnings rise and they pay more taxes in absolute amounts.
Thus the lower and middle classes need pay less to sustain a given level of
government services. ... [T] o help the poor and middle classes, one must
cut the taxes of the rich (p. 188, italics supplied).

An ingenious argument: the cut in taxes on the rich will so stim-

ulate output that the tax revenue increases from the rich alone o

will allow tax cuts for the low- and middle-income classes. Once

upon a time it used to be argued, to counter Marxists, that taxing
the rich more would not generate enough additional revenue to

help the poor because the poor are many and the rich few. Supply-

siders add that regardless of their fewness, taxing the rich to help
the poor serves only to reduce output, thus worsening the condi-

tion of the poor. Now the argument is that no matter how few the

rich are, cutting their taxes will increase their pretax incomes to

such an extent that government coffers will overflow to more than
just compensate for the smallness of their number. He would have

been on firmer ground had he included the multiplier-induced in-

crease in the aggregate incomes of the poor and the middle classes
as well. But even here there is a problem. Gilder's supply-side argu-

ment is a growth argument: that overall activity is powerfully de-

pendent on the after-tax income of the rich, who alone are the dy-
namic growth force in a capitalist society.

The growth aspect of the argument has not escaped Jack Kemp

(1979). Borrowing from a JFK speech, his leitmotif is: A rising

10 Gilder misses the point, in support of his own argument, that the incomes
of the middle class, at least, will also increase (through the multiplier), lead-
ing to a secondary rise in tax revenues.
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tide lifts all boats. If factional strife and class struggle are to be
avoided, growth must accelerate. Again, it is "the rich and power-
ful and creative-a group relatively small in number-[who] are
ready to pull, if only they are not discouraged by government
from doing so" (p. 31, italics supplied). And "the tax system [is]
the key to spurring real economic growth" (p. 37). High taxes,
especially on the rich, "impoverish the community at large."
Robert Mundell is brought in to clinch the argument: "The level
of U.S. taxes has become a drag on economic growth in the United
States. The national economy is being choked by taxes-asphyx-
iated" (quoted in Kemp, p. 37). To which Kemp adds: "Tax relief
is not so much an end in itself as a means of getting this economy
moving again. Economic growth must come first" (p. 49). Then,
of course, quarterback Kemp isan ardent Laffer curve team player.
Cut taxes and revenues and growth will increase. Kemp would like
to see the maximum marginal tax rate reduced to 25 percent. That
should do it. A "growth-oriented tax policy [would] increase the
tax base by increasing the volume of work, saving, and invest-
ment" (p. 102)."

V

Supply-siders know what causes unemployment: high taxes on the
rich prevent the economy from rolling along at its full-employ-
ment potential. They also know what causes inflation: taxes. Since
taxes simultaneously cause unemployment and inflation, supply-

" It occurs to me, though it has not to any supply-sider I know of, that there
is a better way to achieve their goals than through cuts in the marginal tax
rates-which are politically difficult to do to an appropriate degree (the
Reagan Administration has cut the marginal tax rate from 70 to only 50 per-
cent, or twice that which Kemp thinks is required), and even if done are too
easily reversed in the next election. A better way would be a constitutional
amendment (these things are getting popular these days) to deny the vote to
the nonpropertied classes (as some of the founding fathers wished), and to
the idle, nonproductive rich living on their inheritances. This disenfranchise-
ment would serve as a spur for the "humpty-dumpty heirs" of the rich to
climb down from their walls and avail us of their creative talents by reenter-
ing the real economy-though adequate inheritances would be allowed so as
not to sap the incentives of the working rich to provide for their degenerate
progeny. Family feelings run strong among the righ; they have not been
sapped by welfare handouts, at least not the kind the poor get. Still another
approach would be a profit-sharing program with the working class, in lieu of
tax cuts for the rich, which would equally increase work incentives and re-
strain wage increases. But this is unlikely to appeal to supply-siders. Given
Gilder's enamorment of elites, disenfranchisement is the better bet.

95-755 0-82-- 9
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siders also have a theory of "stagflation," and a cure for it: cut
taxes.

Borrowing from Paul Craig Roberts, a most solemn and unbend-
ing missionary, Gilder claims that high taxes act as a brake on pro-
duction and that this tax brake causes inflation by reducing the
supply of goods. Inflation is neither demand-pull nor cost-push. It
is tax-push in that taxes "have an immediately inflationary impact
on wages and prices" (p. 194). Gilder, on this, is a closet post
Keynesian. His theory of inflation is a variation on Kalecki's mark-
up theory of pricing. The base price of any marketable good is
"the sum of . . . intermediate costs plus the share of other costs

passed on its price" (p. 202, italics supplied). The costs of the wel-
fare state induce higher taxes, whether outright or by bracket
creep. And since "all final prices embody the pyramid of public
services, paid for by taxes at every point of the productive sys-
tem," there is a "diffusion through the price structure of the rising
cost of government" (p. 203, original italics).12 It follows, there-
fore, that "government, with its ever-proliferating . .. services and

inefficiencies" (p. 203), is the chief cause of inflation. Taxes push
up prices which then cause wages to rise and so on into the spiral.
Inflation is tax-push inflation. Sidney Weintraub's equation re-
duces itself from P = k(w/A) to P = k(t), where t is the rate of in-

crease in taxes used to finance an expanding welfare state.
Gilder is uncompromising: "Inflation is caused by taxes"

(p. 190), not by increases in the money supply. Gilder is one sup-

ply-sider who has virtually no use for Milton Friedman and his
monetarist epigones. "[IIt is self-destructive for conservatives to
pretend that the inflationary impact of taxes on costs is chiefly a
problem of the money supply" (p. 204). It is not. What is needed
is to "economize on government." Prices are a function of govern-
ment taxes, not the money supply. Gilder's rejection of Friedman
is unequivocal-Friedman is a demand-sider, a variation on a
Keynesian theme. In the first place, Friedman got it all wrong. He
did not support the Kemp-Roth bill for its supply-side effect but

"only because it would exert pressures for cuts in expenditures"
(p. 191). He failed to realize that the effect of the proposed Kemp-
Roth bill is "on business creativity and investment" (p. 191), i.e.,
the supply side.

12 Although this has all the markings of a cost-push theory, Gilder apparently

prefers tax-push, I suppose, on the grounds that taxes are not a market cost.
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Furthermore, monetarists cannot easily define the money sup-
ply or control it "during periods of rapid economic change"
(p. 195), and there is no historical evidence "that any particular
level of money supply is uniquely favorable to economic health"
(p. 202). Restricting the money supply to fight inflation can only
serve to "dampen private sector growth," which alone is "the best
way to fight inflation" (p. 202). "To say that the Federal Reserve
should not accommodate government spending is, in practice, to
say that business should pay" (p. 204). Moreover, "Any attempt
to fight inflation by monetary contraction alone at a time of re-
peated shocks to supply will cause new, yet more destructive, and
more permanent inflation" (p. 205). And to make sure we get the
message, we have the following (p. 205, italics supplied): "There is
no practicable antiinflationary program except Lafferite econom-
ics and supply-side stimuli."

The quantity theory of money has a fatal flaw: it emphasizes
the demand side and fails to realize that the money supply is pas-
sive, that it automatically adjusts to the needs of trade. If "taxfla-
tion" is the explanation of inflation, then the money supply must
and will expand to accommodate the higher levels of nominal GNP.
To try to restrain it will only play havoc with the economy. Mone-
tarists, like all other demand-siders, are misguided. They do not
understand that "the expanding money supply makes it possible
for private activity to continue despite the massive diffusion of
taxes" (p. 205). In short, "the generation of the demand for mon-
ey [takes place] through the production of goods: the supplies
that create the need for a store of value [sic!] and a medium of
exchange" (p. 218). Then in short bursts we get the following:

No monetary policy can stop people from bidding up the real prices of a
declining store of goods in an economy that is running down.
The long-run answer to the Keynesian [and monetarist] concern with ag-
gregate demand is not a concern with the money supply, which is another
facet of aggregate demand. The answer is an unremitting cultivation of the
supply of new goods-the source of creativity and expectation that create
the demand for money.
[M] onetary and fiscal prodigality -deficit spending and money creation
-is only the proximate cause of inflation.... [l t is not altogether re-
gretable at a time of steadily rising taxes.
A rigorously antiiflationary monetary policy would hurt small but rising
companies more [which to Gilder are "the cutting edge" of capitalism],
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since they stand at the end of the credit queue. It is new business that suf-
fers most when lendable funds decline. . .. [A] monetarist attack on in-
flation ... will not affect inflation as much as it will hurt legitimate busi-
ness (pp. 218-223, italics supplied).

And to drive the last velocity nail into Friedman's coffin, we
have: "The money supply . .. is illusive. New forms of money and
credit proliferate in the United States" (p. 226), making the mon-
ey supply "enormously elastic." As in post Keynesian economics,
the banking principle triumphs over the currency principle. And
so, the end for Milton Friedman, a millstone for the Gilder New
Right!

Other supply-siders, however, give increases in the money sup-
ply primacy in the explanation of the initial onslaught of price in-
creases, with taxes serving to exacerbate an already existing infla-
tion. To Wanniski inflation is caused, initially, by increases in the
money supply in excess of the real rate of growth. When the quan-
tity theory of money is wedded to Laffer's wedge, we get a differ-
ent supply-side theory of inflation.

Wanniski notes two kinds of taxes: specific taxes and ad val-
orem taxes. Since specific taxes (which are generally regressive) are
levied on "weight, volume or specific activity," and not on value,
the Laffer wedge lessens with a monetarist-induced inflation. "All
transactions in the economy feel a lightening of the tax wedge af-
ter the initial turbulence of monetary expansion [and] the econ-
omy enjoys a genuine expansion' (p. 114, italics supplied). Ad
valorem taxes, which are in proportion to value, leave the Laffer
wedge unaffected. But progressive ad valorem taxes widen the
wedge, and the economy contracts as a result. In short, if excessive
increases in the money supply lead to corresponding price level
changes, and the wedge widens because of the progressivity of the
tax system (bracket creep, even if tax schedules are unchanged)
causing a fall in real output (the incentive effect of supply-side
economics), then we are confronted with the simultaneity of infla-
tion and unemployment-stagflation.

To Jack Kemp "Wages, profits and prices no more cause infla-
tion than wet streets cause rain" (p. 101). To fight inflation the
money supply must be brought under control and taxes cut to in-
duce anti-inflationary increases in output (again, the supply-side
incentive effect). Kemp, moreover, proposes to control the price
level by returning to a strict gold standard. "With a restoration of
dollar convertibility into some commodity of value [gold], infla-
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tion... would be stopped dead in its tracks" (p. 114). When I
read or listen to Jack Kemp, I find myself compulsively humming
that old country-Western song "Drop-Kick Me, Jesus, through the
Goal Posts of Life."

Obviously, supply-siders have to clean up their act on the infla-
tion issue. For the moment, we leave them wallowing in their con-
fusion. Post Keynesians and supply-siders, however, are agreed on
one thing: the Phillips curve is dead!

VI

So far we have been talking about supply-side theory. What about
praxis? And the unity of theory and praxis, to use a Marxian term?
With much fanfare on February 18, 1981, the Reagan Administra-
tion released its Program for Economic Recovery-the NEP for
our time, from the other side of the political spectrum. It is basi-
cally a supply-side document, though with some startling varia-
tions on the supply-side theme. It begins with a clarion supply-side
call. Its economic recovery program (ERP) is designed to "rekindle
the Nation's entrepreneurial instincts and creativity . .. [by] re-
ducing tax burdens, increasing private savings," and by releasing
"the strength of the private sector" (p. 111:1). It proposes to in-
crease the growth rate by "providing incentives for individuals to
work, save and invest . .. by reducing the growth of government"
and by "reviving the incentives to work and save" (p. 111:1). Fed-
eral regulations are also to be drastically cut, and monetary policy
will consist of "a predictable and steady growth rate in the money
supply" (p. 111:4).

Here the Reagan Administration breaks with Gilder's antimone-
tarism and in the process gets caught in a series of inconsistencies.
Inflation, for the Reagan people, is not simply a matter of the
money supply, and in this the ERP appears to agree with Gilder;
but this reconciliation quickly breaks down. The primary cause of
inflation is "uncontrolled government spending, . . . the tendency
of government to take an ever-larger share of .. . resources,. . .
[and] excessive deficit spending." The solution to inflation, low
growth, and unemployment, as for all supply-side theorists, is to
release the tax brakes-especially on the productive rich-in or-
der to induce harder work and increased savings and investment.
All of our problems are to be solved by a strict adherence to sup-
ply-side fiscal policy. Monetary policy is to play a subordinate,
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supporting role. Given that government spending, deficits, and the
crowding out of the private sector are the primary causes of infla-
tion, excessive money supply bursts compound inflation, thus fur-
ther driving up wages, prices, and interest rates-with nominal
interest rates being "largely a mirror of price expectations," a
markup over real interest rates. Unduly restrictive monetary policy,
on the other hand, creates "uncertainty [and] undermines long-
term investment decisions and economic growth" (p. 111:22). What
is needed is a "steady, gradual reduction [of money and credit
growth rates] over a period of years," which will make it possible
"to reduce inflation substantially and permanently" (p. 111:22,
italics supplied)-which is about as monetarist as one can get.

By having monetary policy focus "on long-term objectives, the
resultant restraint on credit and growth would interact with the
tax and expenditure proposals to lower inflation as well as interest
rates" (p. 111:23, italics supplied). Friedman's monetary rule is to
be followed: by moving to "a 4 to 5% annual growth path through
1986 .. . the general rate of inflation ... [will] decline to less
than 5% annually" (p. 111:24).

The assumption, of course, is that tight money has no out-
put and employment effects and will thus not undermine expan-
sionary supply-side fiscal policy. As the Staff Report of the Con-
gressional Budget Office observes, "previous attempts to reduce in-
flation with tight money have initially resulted in higher unemploy-
ment and decreased output, and only subsequently in lower infla-
tion . .. after a lag of perhaps five to ten years" (p. 11). 1 1 "[I] t is
by no means certain," concludes the CBO, "that monetary policy
-however steadfast and credible-will translate wholly and
quickly into reduced inflation" (p. 11).

The CBO also takes note of a serious inconsistency in the Ad-
ministration's monetary-rule approach to monetary policy. If the
real rate of economic growth is to be increased while sharply re-
ducing the money supply growth rate, then velocity will certainly
have to increase. And if the growth rate in velocity is positive, it is
highly unlikely that interest rates will go down, as the Administra-
tion's game plan predicts, from a ninety-one-day TB rate of 11.1
percent in 1981 to 5.6 percent in 1986-a convenient date suffi-

13 The CBO's Staff Report of March 1981 is an "Analysis of President Reag-
an's Budget Revisions for Fiscal Year 1982." It is a devastating document
and, not surprisingly, caused an uproar in Washington, with David Stockman
leading the counterattack. Others in the Senate have been pressuring for Alice
Rivlin's resignation as Director of the Congressional Budget Office.
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ciently in the future for everyone to debate and forget.
Supply-siders believe that interest rates are "largely a mirror of

price expectations";14 and since the inflation rate is expected to
fall in the Administration's supply-side model (because of a tax-
induced increase in output), it follows, to their satisfaction, that
interest rates will fall as dramatically as the fall in the expected in-
flation rate. 5 But then velocity, as the CBO points out, is sup-
posed to be "a rough measure of the demand for money relative
to supply" (p. 10), with the interest rate representing the price of
money. Supply-siders are therefore caught in a bind: How can an
excess demand for money lead to a fall in its price? It is all very
confusing and offers technical evidence that from Wanniski to
Kemp to Gilder to Stockman there is a strange opaqueness on the
role of money in their theories of inflation.

VII

The Administration's first order of business will be a cut in the
"high marginal tax rates on business and individuals [which] dis-
courage work, innovation, and investment necessary to improve
productivity and long-run growth" (p. 111:4). The second order of
business will be to cut nondefense expenditures drastically.

On tax cuts the Reagan Administration agrees with supply-side
theorists that high marginal tax rates reduce work effort, and that
the "tax system has been the key cause of our stagflation" (p. 111:6).
There is also agreement that the progressive marginal tax rates of
the personal income tax should be cut, but skewed in favor of the
rich-who do most of the saving and investment. But the Reagan-
ite practioners are also for sharper cuts in the business corporate
income tax, greater investment tax credits for business, and ac-
celerated depreciation (the 10-5-3 plan). Here they part company
with the theorists.

1 4 From the President's Report: "Central to the new policy is the view that
expectations play an important role in determining ... interest rates"
(p. 111:24).
" In the first half of 1981, the-inflation rate eased significantly, yet interest
rates-soared under Volcker's brand of monetary policy. One explanation
could be that the financial sector has no confidence in Reagan's ERP and ex-
pects large federal deficits, leading to continued inflation; that is, their in-
flationary expectations have not abated even if the inflation rate has objeo-
tively fallen. The Reagan Administration is being hoisted on its own expecta-
tional petard.
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Progressivity in tax rates, argues Wanniski, applies to business

"to a limited degree" (p. 224). It is mostly individuals who are

sensitive to inflation-induced bracket creep. And it is individuals

and individualistic venture capitalists who constitute the driving
force behind a dynamic capitalism, as we have been told ad nau-

seum. Existing big business resists innovation-a touch with a

Marxist flavor-and worships at the altar of the status quo. They

slow down the convection currents of capitalism. Apparently
Ronald Reagan, their most powerful disciple, disagrees. Taxes have

cut down the after-tax return on capital investments by business,
and the practice of using historic rather than current replacement

costs as a basis of capital depreciation has vastly overstated nom-
inal profits subject to taxation.

Gilder and Kemp (who received a strong assist from Wanniski

in the writing of his book) are of a different mind. First the "radi-

cal" Kemp:

[C] onfining most tax relief to retained corporate profits, through such de-
vices as accelerated depreciation or an investment tax credit, keeps capital
locked into established firms. By focussing on the individual investor, on
the other hand, we can stimulate risk investment in innovative new firms
that are the main source of new products and new technologies (pp. 66-67,
italics supplied).

Gilder, the other "radical," is equally outspoken on the issue:

Investment tax credits and rapid depreciation allowances-although bet-
ter than no tax cuts at all-tend to favor the recreation of current capital
stock than the creation of new forms of capital and modes of production
(p. 243).

Supply-side theorists prefer cuts in personal income taxes and in

capital gains taxes (which, according to Kemp, "give investors the

incentive to buy shares with low current dividends but good,

though risky, potential for growth" [p. 67]), than the cutting of

corporate income taxes (which are proportional for the larger

firms) and the granting of investment tax credits and accelerated

depreciation allowances (which also favor the bigger firms). It is

clear that Reagan is not a purist. He has many friends in big busi-

ness and is not as "radical" as Kemp and Gilder. He does agree,

however, on the dismantling of the welfare state.
The cuts in nondefense spending will do wonders for the work

incentives of the poor (according to supply-side theory). There

will be cuts in medicaid, child nutrition programs, certain social
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security benefits (e.g., minimum payments), food stamps, unem-
ployment benefits, youth training and employment programs,
public service employment, income-assistance payments (AFDC),
and a whole medley of other social-service programs as well. The
geographic distribution of these cuts is almost certain to hit the al-
ready depressed Northeast and Midwest harder than the Sunbelt
states. On the other hand, defense expenditures, according to the
CBO Staff Report, are scheduled to increase in real terms between
1980 and 1984 by an annual average of 7 percent, compared to a
nondefense spending rate of growth of 1 percent in nominal terms.
Real nondefense spending will be 15 percent lower in 1984 than
in 1980 (see Staff Report, p. xiv). And here is a problem for sup-
ply-side theorists.

The original Kemp-Roth 30 percent tax cut, to be phased in
over a three-year period, plus the revenue cost of faster tax depre-
ciation of capital expenditures will approximately offset the
inflation-induced income tax increase (bracket creep) and the
scheduled rises in social security taxes. Furthermore the nonde-
fense cuts will be diverted to finance the planned jump in defense
expenditures. In effect there will be no real tax cut, merely the
suppression of bracket creep, and no substantive decrease in over-
all government expenditures-although there will be an enormous
redistribution of the social product in favor of the rich. Supply-side
praxis has apparently left supply-side theory in the lurch. The Ad-
ministration's program is a massive redistribution gambit with a
reverse twist, not a growth scenario based on supply-side theory.

What then about the Laffer curve and our position on it? If
there is, in effect, no net real tax cut, then we are stuck on its up-
per reaches-where supply-side theorists are convinced we are.
The President's Program (which does not mention the Laffer curve)
pays lip service to the idea, for the Laffer curve can only be in-
ferred from page IV:6 of the President's Report:

[D] espite substantial tax rate reductions and the steadily falling inflation
rates in the Administration's economic scenario, Federal receipts, includ-
ing modest amounts from the President's user fee proposals, would grow
by nearly 10% annually (italics supplied).

The cut in taxes, it would seem, coincides roughly with the in-
crease in government tax revenues. In that case we will be smack
on the bellybutton of the Laffer curve. Oh, happy day!

It seems fairly clear that supply-side praxis and supply-side the-
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ory are in collision, between the claim of lowering the real tax rate
and inflation bracket creep. Of course, supply-side practitioners will
always have Congress to blame if things don't work exactly right,
and supply-side theorists will be able to squirm their way out-
taxes weren't really cut or not cut enough. Both practitioners and
theorists have their escape hatches to the ready.

VIII

There is one final mystic bit of outstanding supply-side business:
the savings ratio. Supply siders have made much of the low ratio
of savings to GNP in the United States, contrasting it unfavorably
with the current two favorites-Germany and Japan-while con-
veniently ignoring the disparate postwar defense spending ratios.
Supply-side wisdom attributes the low U.S. savings ratio to the
high marginal rates of taxation, of course. Cutting them will re-
store savings to their proper level and induce the needed invest-
ment for an increase in supply. At the same time, the tax cuts will
also call forth a greater work effort on the part of the rich and the
not-so-rich-though not of the poor whose marginal tax rates, be-
cause of a perverse welfare system, are at the 100 percent level.

On the issue of work effort, higher after-tax returns for individ-
uals could as well cause less work effort in favor of more leisure
time. Also, there is no guarantee that investment, as a result of a
greater after-tax business income, would increase. Bountiful cor-
porate cash flows could well lead to corporate mergers instead of
new investment-as brilliantly exemplified by the recent behavior
of oil companies. But perhaps the most depressing doubt is the
cocksure, simple-minded relationship assumed between saving and
the marginal tax rate. It all hinges on whether individual and busi-
ness saving is dominated by stock goals or flow goals-on whether
savings are destined for specific purposes or are conceived as a pro-
portion of disposable income.

"Economists," argues Robert Eisner (JEC, 1980), "are far from
agreed that higher after-tax yields have much effect on savings or
even a direct effect. To the extent people save in order to have
spending power at a future time, such as retirement, lower returns
make it necessary to save more" (p. 17). Moreover, adds Eisner,
"There is relatively little sound evidence that the rate of return on
saving has much to do with total saving" (p. 10). To Eisner "The
single greatest encouragement we can give to saving and invest-



THE POVERTY OF WEALTH 213

ment ... is to see to it that people can make choices in business
and make their decisions in a climate of prosperity and full em-
ployment" (p. 9, italics supplied). Accordingly, government policy
would be better directed to that most serious market failure in
capitalist society-"the market failure of unemployment" (p. 18).

Keynesians of either the conservative-liberal or more radical
post Keynesian stripe would agree with this assessment. And so
would Frangois Mitterand. Ronald Reagan takes his place along-
side Margaret Thatcher.

Ix

Supply-side economics suffers from an acute tax cut fetishism.
Tax cuts have become an object of irrational reverence. Some peo-
ple bay at the moon, others worship the sun by cooking them-
selves in it, and still others burn incense and practice the black arts.
For supply-siders the hazggup is taxes. They can't help it. Taxes
cause all of our troubles, and tax cuts will solve everything-
especially if tilted toward the rich. It is because of the poverty of
wealth, in the sense that the rich are prevented by government
from being richer still, that the poor are poorer than need be.

There is, however, another sense in which a poverty of wealth
exists, and that is in the intellectual poverty of supply-side ideas.
They are the reductio ad absurdum of capitalism. Vulgar apolo-
gists for the worst features of capitalism are trying hard to make
vulgar Marxism true. And in the hands of Ronald Reagan, the
mixed capitalist welfare state runs headlong into a counterrevolu-
tion of the first order, and a major legitimation crisis.
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THE CRISIS OF FAITH

by

Stephen Rousseas
Vassar College

I

Prevailing social theories are convenient constructions of

reality which seek, more often than not, to justify whatever is

by forcing the 'facts' of social existence into preconceived

ideological boxes. They are, when things are going well, cele-

brations of the status quo, and the main spokesmen for establish-

ment theory serve as the legitimators of power and those who

wield it. Immutable 'laws' are propounded which 'prove,' on

scientific grounds, that the system is just, and being just,

predestined to go on forever. When things are not going too

well, the theoretical guardians of the conventional wisdom tend

to scold and to attribute the malfunctioning of the system to

violations of sacred maxims.

Such was the state of affairs, a little over fifty years ago,

with the onset of the Great Depression. It was by far the greatest

challenge American capitalism had to face since the Civil

War. On a black ThA day the Stock Market crash wiped out

the paper wealth of the newly rich, and massive bank failures

cleaned out the life savings of many of the not-so-rich. Real

output fell by one-third, factories closed, and unemployment (as

officially measured) soared to 25 percent of the labor force.
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According to the conventional theory of the time, it could not
and should not have happened.

In its purest and most ideal form, capitalism was seen to

operate within a system of competitive markets. Markets were

simply the institutional arrangements within which buyers and

sellers confronted each other. No single participant was big

enough, either by the amount of a particular good or service he
wished to purchase or the amount he was willing to sell on the

market, to have any noticeable effect on price. Power was so
widely diffused as not to be a social problem. All prices were
determined by the free interplay of individuals in unfettered

markets, and all players sought their own individual private
gain in total disregard for the welfare of others or, for that
matter, for the welfare of society as a whole since the welfare
of the whole was assumed to be the simple algebraic sum of its
constituent parts. The market system automatically assured that
the greatest public good was to be derived from the greatest

private selfishness. When not tampered with, the market trans-

formed the innate selfishness of man into a natural and unin-

tended harmony of interests.

Such was the system that Adam Smith had wrought in 1776
when he published his monumental work, the Wealth of Nations.

The individual, he wrote, "intends only his own security and...
intends only his own gain, and he is in this...1ed by an invisible
hand to promote an end which was not part of his intention." And
that unintended "end" was the social welfare, itself the by-product
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of the free-wheeling forces of an impersonal market system, which

also seemed to guarantee an equitable distribution of the social

product among all members of society. Above all, as Adam Smith's

system was subsequently refined, capitalism automatically tended

toward full employment along a dynamic growth path. Any lapse

from this ideal would be automatically corrected by built-in,

spontaneous market forces. Changes in relative prices, in other

words,would assure the optimal allocation and use of all resources.

Changes in the level of real output, and hence employment, by

being ephemeral, could therefore be ignored. Capitalism, by its

very nature was in tune with the harmony of the universe.

Everything was in exquisite balance. Although the "laws" of

economics were patterned after those of Newton, they were dif-

ferent in one essential respect. Unlike the laws of the phy-

sical universe, the laws of economics could be violated, with

disastrous results.

Adam Smith was not unaware of the great perils confronting

freely competitive markets. "People of the same trade," he wrote,

"seldom meet together, even for merriment and diversion, but the

conversation ends in a conspiracy against the public, or in some

contrivance to raise prices." The threat of monopoly was always

lurking in the wings. Government, however, was an even greater

threat to the market system than the abuses of monopoly power. In

1876, one hundred years after the publication of the Wealth of

Nations, the Political Economy Club of London met to honor the

event. "One of the great dangers which now hangs over this country,"
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warned the Treasurer of the Club, "is that the wholesome spon-

taneous operation of human interests and human desires seems to

be in course of rapid supersession by the erection of one

Governmental department over another... and by the whole term

of Parliament being taken up in attempting to do for the nation

those very things which, if the teaching of the man whose name

we are celebrating today is to bear any fruit at all, the nation

can do much better for itself." It was the role of political

economy, as laid out by Adam Smith and his successors, to "reduce

the functions of government within a smaller and smaller compass."

The chairman of the centennial celebrations reinforced the

treasurer's inquietude by stating that the primary and overriding

duty of economists lay in "propagating opinions which shall have

the effect of confining government within its proper province and

preventing it from all manner of aggressions and intrusions upon

the province and the free agency of the individual.' 1  The sole

1Quoted in T.W. Hutchison, A Review of Economic Doctrines,
1870-1929. London: Oxford University Press, 1953; pp. 4-5.

function of government is to provide for the national security,

to enforce and uphold legal contracts, and to promote civil law

and order.

II

These ideas reigned supreme -- at least on the level of
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ideology -- up to the crash of 1929. True, panics and cycles

were a part of our past, but they were fleeting incidents in a

rapidly growing, exhuberant economy engaged in the heady pro-

cess of creative destruction. Cycles were seen as temporary

phenomena, an unavoidable part of capitalism to be borne in

stoic silence. A leading school of economics attributed them

to sun spots. There could therefore be no moral responsibility

for the short-run suffering of the mass of people, and if the

poor suffered unduly, it was because of their failure to limit

their daily consumption in good times in order to provide for

the inevitable rainy days. For others, cycles were purely

monetary phenomena, attributable to a perverse elasticity of

the money supply, which the creation of the Federal Reserve

System in 1913 had solved once and for all -- or so it was thought.

American capitalism, in the 1920s, was seen by the economics

profession as marching forward resolutely on a plateau of infi-

nite prosperity. The era of Giant Capitalism in the 1910s was

downplayed; the idealized market system continued to hold sway.

Then came the collapse.

One of the great axioms of our existence is: What is, is pos-

sible. A corollary is: And if it is possible and does exist,

then it is the theory that has to go, not the real world. Con-

ventional market theory, however, held on. It argued that nothing

was wrong with the theory; it was the real world that was out of

whack. The 'laws' of economics had . been transgressed, the economy
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was living in sin, and the wages of sin are retribution. We

were being punished for our evil ways. Apply the anti-trust

laws, break up the unions, take the government out of the

business of running the economy, and market forces would quickly

move us back to the natural level of full employment. With

flexible market prices, flexible wages, and no governmental

interference with market forces, adjustments in relative prices

would result in the reallocation of resources needed to restore

full employment. The policy recommendations followed logically

from the supporting theory, but they were politically naive. No

elected government was about to take on big business and big

labor at the same time. Apart from political considerations,

such policies would further wreck the economy by trying to go

back to something that never existed in the first place, except

in the mythology of the underlying legitimating theory.

The Great Depression could not be denied. It was there in

all its black majesty and it was not just another transient rainy

day; it was a storm that threatened the very survival of the

system and there was no new theory to provide a quick fix; Keynes's

General Theory (1936) came later. Rejecting the naive policy

nostrums of conventional theory, the political response in the

United States was a pragmatic groping for solutions which led to that

amalgam of policies called the New Deal. Its public works projects,

its relief for the poor, its civilian conservation program for un-

employed youth, the National Recovery Act (NRA), and the establish-

95-755 0-82--10
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ment of a social security system -- all these gave some measure

of hope to a dispirited nation. The Federal budget went from a

$737 million surplus in 1930 to a $4.5 billion deficit in 1936.

The public debt more than doubled. It went from $16 billion

in 1930 to $34 billion in 1936. By 1940 it had reached $43

billion, a phenomenal amount for its time that led to repeated

warnings of bankruptcy and impending disaster. Yet, in retro-

spect, the New Deal did too little rather than too much. After

a slow recovery, the U.S. economy dropped sharply once again in

1937. It began its full recovery only with the 1939 onset of

World War II in Europe, and with its own direct involvement

in 1941.

As World War II was coming to an end and victory was assured,

the old fears resurfaced. As a warning to its corporate sub-

scribers, Leo Cherne's Research Institute of America predicted

(on expensive linen paper) 11 million people unemployed in the

immediate postwar period. The Pabst Blue Ribbon Beer Company

announced a competition, with a $25,000 first prize, for the best

2000 word essay on how to avoid sliding back into the mass unem-

ployment of the prewar period. The National Planning Association

was established in Washington and quickly recruited a staff of

professional economists to work on a national plan for the

postwar reconversion of the economy. The British White Paper of

1945, for the first time in modern history, proclaimed the

government's responsibility to -provide for full employment in
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the postwar world, and in the United States the Employment Act of

1946 committed the federal government to the maintenance of maximum

employment, full employment being too controversial for the U.S.

Congress. And in the late 1940s the United Nations convened a

Committee of Experts (Nicholas Kaldor, Arthur Smithies, John

Maurice Clark, Pierre Uri, and E. Ronald Walker) to propose

National and International Measures for Full Employment. Govern-

ments (particularly that of the United States) were to be held res-

ponsible for the overall high-level performance of their economies, which

was to be assured by the adoption of appropriately stabilizing

fiscal measures. And it was on this basis that we entered the

postwar period with some trepidation but armed with the new Keynesian

theory for managing aggregate demand. Government was to compen-

sate for the occasional market failings of the capitalist system,

with especial emphasis on the 'free' market's failure to provide

for full employment.

Keynesian economics gathered momentum in the postwar

period, and quickly provided, ex post facto, the intellectual

rationale for the earlier pragmatic policies of the New Deal.

In a stagnant economy operating at considerably less than full

employment, government expenditure and tax policies were to be

used as a means for stimulating aggregate demand. Personal income

tax cuts increased disposable income. Consumption expenditures

would increase as a result which, in turn, would stimulate private

investment and output. Business tax cuts, on the other hand,
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would work more directly by providing additional cash flows

to permit businessmen to follow up on their rising profit expec-

tations by undertaking new investment -- thereby moving the economy

closer still to full employment. On top of thisgovernment expen-

ditures in the form of public works would hire the unemployed

and pump additional purchasing power into the economy via the

construction of dams, roads, City Halls, schools, hospitals and

other forms of social capital. In addition, Governmental transfer

payments-in the form of relief for the unemployed would alleviate

human suffering in the interim until the economy could get moving

again.

The government's impact on output. and unemployment would be

primarily through the government budget. Its tool would be an

expansionaly fiscal policy and deficit financing. Its role would

be compensatory -- temporarily filling in the gap between actual

private outlays and the amount of aggregate demand needed to

achieve a full employment economy. Monetary policy was to play

a lesser role. In the 1930s and the irmediate postwar years,

the banking system was awash in a sea of liquidity. The excess

reserves of the banking system could not of themselves stimulate

an increase in the demand for loans without the prior play of

fiscal policy.

Prior to the War, the Temporary National Economic Committee

(TNEC) in Washington had held hearings on the failure of the

economy and published volumes describing interlocking corporate

directorships and monopolistic constraints of trade. By the onset
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of the postwar period, the market system had been discredited

and the end of laissez-faire proclaimed. There was no natural

tendency of capitalism to move toward full employment. Indeed,

within a Keynesian framework, capitalism could well rest at a

chronic level of underemployment indefinitely. Theories of

secular stagnation abounded, and an increased role of government

was seen as the only way out of the morass. This was the state

of affairs when World War 11 broke out. It was left to the post-

war period to build on the Keynesian foundation and to refine

its policy tools to their highest degree of "perfection" in the

Kennedy Administration -- until Keynesian theory itself came

onto hard times in the 1970s.

III

For the most part, the postwar period was a success. The

fear of another Great Depression was replaced by a series of mild,

short-lived recessions. The trend of real output, real wages

and productivity was upwards and inflation, by current standards,

a relatively minor problem. Everyone was a Keynesian, including

the Republicans, or so Walter Heller said at the end of his tenure

as Chairman of Kennedy's Council of Economic Advisors. Then came

the 1970s and the problem of stagflation -- low growth and high
unemployment and inflation. Keynesian economics itself was now

on trial.

A retrospective on the postwar period was held in 1980, on
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the occasion of the sixtieth anniversary of the influential National

Bureau of Economic Research (NBER). At its conference on The American
2

Economy in Transition, participants were asked to review the overall

2Martin Feldstein, ed. The American Economy in Transition.
Chicago: University of Chicago Press, 1980. Page references of
contributors to the NBER conference refer to this volume.

postwar performance of the American economy from the point of

view of their specialties.

1980 was not a good year. The economy was once again in

serious trouble. Echoing the Treasurer of the Political Economy

Club of London in 1876, Martin Feldstein, a leader of the current

counter-revolution and host of the Conference as director of the

NBER, attributed the poor performance of the American economy

to government interference. The worm had turned. "There can

be no doubt," he wrote, "that government policies...deserve

substantial blame for /our/ adverse experience" 5/. 3/. Govern-

ment regulations, income transfer and social insurance programs,

and the inhibiting tax effects on capital accumulation, had

sapped the vitality of capitalism. Feldstein's views, however,

were hardly reflected in the papers of his main participants.

Instead of a return to "the years of chaos and depression," the

postwar economy, according to Benjamin Friedman, "entered an

era of stability and prosperity" with not only a higher average

growth rate in the postwar years "but also a smaller variability

of that growth" /Tp. 11-13/. The "categorical imperative" of
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postwar policymakers, in the opinion of the late Arthur Okun,

was the avoidance of the Great Depression, and in that they had

largely succeeded. The business cycle had been tamed -- or
at least brought within politically tolerable limits. This new-

found stability, moreover, was greater than at any other time.

"The standard deviation of real GNP around its growth trend,"

wrote Okun, "was about one-fourth as large as it had been in

1900-45, and only half as large as in the 'golden age' of 1900-16,

1920-29." Where expansions averaged 26 months and contractions

21 months, from 1854 to 1937, the postwar expansions had an

average duration of 48 months with contractions compressed to

an average of 11 months. "This quantum jump in stability,"

argued Okun, "must.. .be credited to public policy. It was made

in Washingon" and it was "the compositional shift" to a larger

public sector GNP share that constituted "the largest single

stabilizing element." The American economy's sensitivity to

cyclical fluctuations, was markedly reduced. In this context,

the growth of government transfer payments was a critical development.

Although the postwar record of macroeconomic policy "in dealing

with relatively minor accidents ...is mixed," Keynesian monetary

and fiscal policy was eminently successful in avoiding catastrophe.

To Okun, the success of postwar economic policy was to be measured
'not in dollars of real GNP, but in the survival of United States

Capitalism" /T980, pp. 162-63, 168, italics supplie7.

Okun's assessment of the postwar performance of the U.S.
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economy is amply reinforced in Alan S. Blinder's analysis of the

postwar distribution of income. From 1947 to 1977 "real con-

sumption per capita increased by more than 80 percent." At

the same time "the basic necessities of life -- food, clothing,

and shelter -- commanded ever decreasing shares of the consumer

budget." The net result was a drastic improvement in "the

average level of economic well-being" as well as in its content

Ij. 43V. Yet despite the increasing levels of per capita

real income, the distribution of income remained virtually un-
3

changed, with Gini ratio ranging from a low of .40 to a high of

3A Lorenz curve compares the cumulative percentage of family
income to the cumulative percentage of the number of families.
Perfect equality (a straight-line Lorenz curve) means that 25
percent of the total number of families get 25 percent of total family
income, 50 percent of families 50 percent of income, and so on. A bowed
Lorenz curve implies a less than perfect distribution of income.
The Gini ratio is a measure of the area between the linear and
the actual Lorenz curves as a proportion of the total area.
It is therefore a numerical measure of the degree of inequality
in the distribution of income. The higher the Gini ratio, the
higher the degree of inequality.

.42, with the mean smack in the middle at .41. Although there

was little change -in the postwar distribution of income, it was

"noticeably more equal than the distribution of 1929" (p. 435).

Despite this improvement, however, the United States continues

to have a higher inequality of income distribution than many

other industrialized countries, and has the dubious distinction

of competing with France for the worst among the OECD nations.
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According to Blinder, "the richest fifth of American families

received eight times as much income as the poorest fifth" (p. 436).
To Blinder, this constant 8:1 postwar ratio, though better than
in the prewar period, is nevertheless "a very substantial income
gap."

The constancy of the postwar income distribution is In large
part due to government transfer payments -- both in kind and in

cash, with the latter playing a more significant role. Transfer

payments (welfare, aid to dependent children, food stamps, public

housing and employment, medical services for the poor. etc.) as a

proportion of GNP rose from 0.7 percent in the 1920s to more than

10 percent for 1973-79. To Robert Gordon, "the growth in the size

of government after 1947 was mainly reflected in transfer payments

rather than in goods and services. The combined spending on goods.
and services by Federal, state, and local governments as a per-

centage of GNP "exhibited no increase at all between the 1957-67

decade and the most recent 1973-79 subperiod." The increase in

the size of government in the postwar economy must therefore

be attributed to transfer payments -- which served the dual function

of preventing a deterioration in the distribution of income in the

postwar period while simultaneously adding to the stability of

the postwar economy. Since "the lower income strata receive a

disproportionately large share of transfers," according to

Blinder, "it is clear that cash transfers pushed the distribution

of income in the direction of greater equality during the post-

war period" (p. 446).
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But what of the problem of poverty in the postwar era?

As Blinder points out, "Income is a continuous variable, whose

distribution can be estimated. Poverty, however, is a dichoto-

mous variable: a family is either poor or it is nonpoor. To

decide who is poor, we must place a 'poverty line' somewhere in

the income distribution.. .and count how many families (or people)

fall below it" (p. 454). Whether using the official "absolute"

standard of poverty (based on a basket of goods adjusted for

inflation) or a "relative" standard of poverty (those with incomes

44 percent below the median income, for example), Blinder finds

that when transfers are deducted from income, poverty goes up

from 1.8 to 21 percent on the absolute standard and from 15.4

to 24.1 percent on the relative poverty standard. Government

transfer payments must therefore also be seen as a critical

factor in the amelioration of poverty.

In the postwar period, there was a marked decline in officially

defined poverty during the 1960s largely because of the War on

Poverty programs of the Johnson Administration. Between 1965 and

1976 Blinder found a 24.4 percent decline in the poverty rate,

attributed almost in its entirety to increased transfer payments;

without them the level of poverty would not have declined. In

summary, transfer payments are clearly responsible, in great part,

for the improvement of the postwar distribution of income over

its prewar distribution, for its constancy over the past 35 years,

and for the amelioration of poverty. In conjunction with macro-
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economic policies, they also contributed to the greater stability

of the postwar economy. In short, the redistributive and stabilizing

activities of the government have played a positive role in the
postwar performance of the American economy -- with the redistri-
butive impact largely the result of "the rapid growth of cash
transfers /and ... the War on Poverty.... /i's well a7 on the
equally rapid growth of transfers in kind.... /and/ other
programs such as affirmative action guidelines, equal opportunity

and antidiscrimination laws" (p. 473).

However well we may have done in improving the distribution

of income and preventing its deterioration over the postwar

years, the fact remains that income is a flow dependent on the
stock of wealth. What of the distribution of wealth in the

United States, about which we know considerably less? The

distribution of wealth is worse. Blinder cites one study, based
on the same 1966 population, which found a Gini ratio of .76

for wealth compared to .43 for income distribution (p. 466). The
available evidence also seems to indicate that wealth inequality

is relatively stable with no trend discernable. It should be
obvious that an increase in the inequality of wealth would have

a marked impact on the distribution of income, particularly if
government tax policies were drastically changed to favor the accumulation
of wealth by the already wealthy and even moreso if, at the same time, the
welfare aspects of government transfer payments were subject to
substantial cuts -- a point that will be reinforced in our discussion
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of the supply-side economic policies of the Reagan Administra-

tion. There is more to social welfare programs, as Wilber J.

Cohen has emphasized, than Gini ratios and Lorenz-curve shifts

(p. 493). There is the "larger context" of hopes and aspira-

tions and the very legitimation of capitalism that is at stake.

IV

Modern post-industrial capitalism has survived as long as

it has because of one unique aspect of its historical develop-

ment: its flexibility and its ability to respond to changed cir-

cumstances. Unlike the Bourbons and the Romanoffs, capitalism

has been able to defuse potentially threatening situations and

to adapt along lines that assure its continuation. It has been

this enormous elasticity of capitalism, within a relatively

democratic context, that has confounded Marxian analyses of

capitalism's 'internal contradictions' which, according to a

mechanical dialectic, guaranteed its demise in a bloody collapse.

It has been capitalism's ability to place "an iron bit in nature's

mouth" that has enabled it to co-opt its opponents through higher

and higher levels of real income. The key has been in a virtually

limitless accumulation of capital and the growth that goes along

with it. And it is growth that has served, up to now, to legiti-

mate the capitalist system and defuse the distributionsof income

and wealth as politically destabilizing forces. As long as

growth and capital accumulation continue, distribution is not
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a political problem. There can be no legitimation crisis;

the system is seen and accepted as just. It is only when

growth becomes the 'problematic' that capitalism is delegiti-

mated and distribution repoliticized.

This is exactly what happened in the 1930s. The economic

crisis was transformed into a social and political crisis with

a resurfacing of class antagonism -- as Britain is now experien-

cing in the wake of Margaret Thatcher's policies. The problem

in the 1930s was that investment, or increases in the means of

production (the physical stock of capital), was largely a pri-

vate matter in which the state had no direct role to play. The

government's response to the Great Depression was to try to influ-

ence investment decisions indirectly by encouraging consumer

spending via personal income tax changes and transfer payments and,

more directly, by trying to organize businesses into huge cartels

under the NRA and by outright grants and subsidies to business

via the Reconstruction Finance Corporation (RFC). The postwar

growth of government was the result of these policies, with

cuts in corporate income taxes, investment tax credits and

accelerated depreciation the modern and softer variations on the

New Deal theme.

During the late 1950s up to the U.S. involvement in the

Vietnam War, the postwar performance of the economy was, as we
have seen, largely successful -- in comparison to the trauma of

the 1930s. The business cycle was still with us, but brief reces-

sions were now followed by larger expansions. The cycle had been
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tamed. So much so that liberals were quite satisfied with

themselves. Political sociologists, such as Seymour Martin Lipset

and Daniel Bell, loudly proclaimed the end of ideology. And with

only a year into his presidency, John Fitzgerald Kennedy 
picked

up the theme in two.major pronouncements. Speaking before an

Economic Conference in.Washington (May 21, 1962) the 'liberal'

President Kennedy, who had surrounded himself with prominent,

"fine-tuning" Keynesians, argued that "most of the problems...

that we now face, are technical problems, are administrative pro-

blems. They are very sophisticated judgments which do not lend

themselves to the great sort of 'passionate movements' which

have stirred this country in the past." A month later, in his

Yale University comencement address, the President elaborated

on his end-of-ideology theme:

"T he central domestic problems of our time...do

not relate to basic clashes of philosophy and ideology...

What is at stake in our economic decisions today is not

some grand warfare of rival ideologies which will sweep

the country with passion but the practical management 
of

a modern economy. What we need are not labels and cliches

but more basic discussion of the sophisticated and 
techni-

cal questions involved in keeping a great economic 
machi-

nery moving ahead...political labels and ideological

approaches are irrelevant to the solutions."

President Kennedy's mentor, intellectual-in-residence

and sometimes speech writer, the historian, Arthur Schlesinger, 
Jr.,
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had written an article a few years earlier for the New York

Times Magazine Section (August 4, 1957) asking: "Where Does

the Liberal Go From Here?" In it, Schlesinger described the two

sources of liberalism as "the vindication of the individual

against economic privation and despair, /ing the vindication

of the individual against moral and spiritual frustration." He

then went on to state that the vindication of the individual

against privation and despair had been largely achieved in the

postwar period by "the most brilliant explosion of creative social

thought this country has ever seen." He was convinced that

modern mixed capitalism had solved its major economic problems.

All that remained was a minor cleaning up operation. The pro-

blems of yesterday had been solved in the context of today. "Few

liberals," he argued, "would seriously wish today to alter the

mix in our present economy." Having solved virtually all of our

economic problems stemming from the 1930s, what we now needed

was a "new" liberalism which would "recover /ity7 deeper roots

in the American cultural tradition /Fy shifting itsT focus

from economics and politics to the general style and quality of

our civilization." Creative spontaneity could now be let loose

in an economically secure world. The problem was no longer

economic unemployment but that no less terrible, though more

intangible, problem of "spiritual unemployment." What this new

breed of liberals must do is "to help prime the pump, not economi-

cally, but ethically." Too early for Schlesinger's and President
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Kennedy's metaphysics to have been set in motion, one defeated

Democrat in the elections of 1952 was heard to lament, "The

trouble is, we ran out of poor people."

To a large extent, this celebration of the status quo is

reflected in the sixtieth anniversary celebration of the NBER,

except for one troubling development: the 1970s. The consensus

politics of the 1950s and early 1960s began unravelling with

the inflationary impact of the Vietnam War generated by the

guns and butter policies of the Johnson Administration. And it

was during this time that monetarism challenged the conventional

widsom of Keynesian economics with its famous restatement of the

quantity theory of money. Then came a series of supply shocks

that made a shambles of the Phillips curve trade-off between

inflation and unemployment, and the fine-tuning nostrums of ortho-

dox, neoclassical Kennedy-Keynesians, as well as the steady-as-

you-go monetary growth rule of the monetarists. Inflation was

now linked with a chronic level of unemployment that made "stag-

flation" the faddish neologism of our time. The supply shocks

started with the world-wide crop failures of 1972, quickly followed

by the devastating 1973 OPEC crisis which had a shattering effect

on growth and led to a rapid acceleration of the inflation rate.

Lower levels of GNP were now associated with still higher price

levels. These supply shocks were an addition to the inflationary

bias built into the economy by the successful postwar stabilization

policies of the government. "When an economy is made depression



155

1:22

proof," according to Okun, "private expectations and conventions

become asymmetrical, introducing an inflationary bias into the

system" (Feldstein, p. 169). The underlying inflation rate of

about 5 percent in the 1960s was, in retrospect, politically

tolerable. Building on this basic inflation rate, the supply

shocks pushed the economy into double-digit inflation at the same

time that employment and economic growth were seriously depressed.

It is invariably during periods of great crisis, when con-

ventional theoretical explanations no longer serve their legiti-

mating roles, that the ground is laid for the rise of crackpots

and assorted runaway ideologues with simple explanations for

complex problems, designed explicitly for simple minds. This

is the stuff of manipulated mass movements, particularly of

a counterrevolutionary bent. Generally, a single cause is attri-

buted to all of society's ills. And for single causes there

are single solutions -- panaceas for piping us into the good

society. It was the 1970s, and the inability of existing

theories to cope with dramatic, unexpected, and unpredictable

changes in the underlying structures of society that gave rise

to the ideology of supply-side economics.

V

The role of established social theory is to legitimate

the status quo and to serve those in power. But the. status quo

has been shattered. We are now in the midst of a new crisis of

95-755 0-82-11
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faith, and new theories are being devised to cope with a society

in disarray. It is in times such as these that a new breed of

ideological visionaries emerges which is prepared to sacrifice

the present and the past in the name of a Utopian future -- even

if it means an increase in human suffering and the .sacrifice of

the powerless and the disenfranchised on the way to that good

society. Chiliasts have a long-run view. They are not known

for their tolerance and forebearance in the short run or for

their sensitivity to human suffering.

Supply-side theory is not new, nor is it revolutionary in

the usual sense of that word. It is, if anything counter-

revolutionary, a repudiation of the past, a desperate attempt

to undo the last fifty years and to return to the prewar world

of the 1920s. Supply-side theory has been lurking in the back-

waters of economics for some time and would have remained there

but for the election of Ronald Reagan. In those rare cases when

backwater theories gain power, they are invariably corrupted by

the need to consolidate that power. Praxis and theory are torn

apart in the ensuing struggle. Purists demand that the 'revolu-

tion' be realized in its full dimension. Pragmatists advise

caution and the tempering of theory in the face of political

realities. To compound the problem, the theory itself splinters

into warring camps with different factions at each other's

throats.

Supply-side economics is not a coherent system of intellectual
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thought. It is a grab-bag of ill though out ideas. It has
within it different strains based on different ideological

antecedents. It is essentially conservative, if not reactionary.
It represents a return to the economic theories of the 1920s -
based on "free" markets. It has little to learn from history.
The past is not to be studied and interpreted; it is to be

molded into theoretical compliance. It is to be rewritten and

undone.

Reaganomics, as distinct from supply-side economics,

is a general term covering basically three loosely allied groups,
each with its own particular viewpoint. The only thing that
unites them is a shared aversion to the liberal policies of

the postwar period. Each gives conflicting advice to the

President, and each jockeys against the others in the corridors

of power.

A croporate organization chart of Reaganomics is shown

below. There are three main groups. The first is the

President's Advisory Council, consisting of old guard Republi-

can conservatives who believe in cutting government expen-

ditures and balancing the budget. Second, there is the Classical

Supply-Side School under the putative leadership of Congressman
Jack Kemp, but dominated by two former Wall Street Journal writers
and the authors of the two basic books on supply-side economics.
For this school, tax cuts are all and deficits, which unba-

lance the budget, are of secondary importance. Finally, the
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neoclassical-monetarist school is to be found in the Treasury

Department under Donald Regan. Norman Ture and Beryl Sprinkel

are followers of the Chicago School economist, Milton Friedman.

For the classical school, tax cuts are everything, and monetarism

is either.dismissed as misguided or relegated to a secondary

position. For the neoclassical school, control of the money
supply is the key to all problems. And for the Advisory Council,

the Federal budget must be balanced -- at all costs.

At this writing, it is not possible to predict which of the three

will ultimately dominate. The chances are that Reaganomics will

ignore the contradictions and borrow from all three simultaneously

in varying combinations depending on which way the political winds

are blowing.



Representative REUss. Thank you. Mr. Shilling.

STATEMENT OF A. GARY SHILLING, PRESIDENT, A. GARY
SHILLING & CO., INC., NEW YORK, N.Y.

Mr. SHILLING. Thank you, Congressman Reuss. I feel somewhat
like that famous voice crying in the wilderness. I think you will see
my concerns and views differ slightly from those of my academic
colleagues on this panel.

POTENTIAL BENEFITS OF THE REAGAN PROGRAM DISCUSSED

The Federal income tax rate reductions and spending restraints
that were enacted late last summer have sparked considerable
debate over the effects of the total program, on income distribution
of individuals. Our work indicates that income patterns are being
changed by these tax and spending initiatives, but it also shows
that without these changes, interest rates will probably remain
high in the years ahead and sustainable economic recovery could
be postponed indefinitely.

What is surprising about this, at least to us, is that during this
period the Government policy was obviously redistributing income
downward. I think we are all familiar with the mechanism. With a
progressive individual tax system, this plus inflation has pushed
people into higher tax brackets. Consequently, the Federal revenue
collection has been a very efficient system. If there is anything I
would have liked to have owned stock in the last 30 years, it is the
Federal Government.

And then, of course, this income has been redistributed to lower
income people via the various transfer payments.

INEQUALITY INCREASE PARTLY DUE TO INFLUX OF YOUNG WORKERS

Now this would have suggested that we would have expected to
have seen a downward shift in income over this period, but offset-
tin this were a number of demographic factors. Spifically, we
had a tremendous inflow of the postwar "baby boom' generation at
the working and household formation ages, adding a large number
of units with below-average incomes into the economic pie between
1960 and 1978. These people, in effect, helped in a statistical sense
to push up those in the higher brackets. We were simply adding so
many people at the bottom, that it looked as though income was
moving upward from the demographic sense.

Table 2 shows the distribution of population, and shows very
clearly how, in the last several decades this postwar baby genera-
tion was entering the 15 to 24 age bracket, and then the 25 to 34
age bracket.

We similarly had rapid growth in the number of single and
female-headed households and of elderly households, which also
swelled the number of lower income people. Now of course, this ap-
parent demographic upward shift didn't really add any dollars to
the incomes of upper income people, so the apparent shift was
really a statistical mirage. In reality, the income shift has been
downward through the Government policy actions.

In the current decade, however, the growth of the labor force
would be much slower as the postwar baby bust members dominate



the 15 to 24 age groups. Consequently, in the absence of policy
changes, the momentum of past social welfare initiatives would
clearly redistribute income downward by 1987, the terminal year
we are using in our study. And that is shown in table 1. With the
tax and spending savings from last summer, the income distribu-
tion by 1987 would be unchanged from earlier years. This is also
shown on that table.

REAGAN PROGRAM WILL SHIFT INCOME TO THE RICH ' *

Now, if we move to tables 2 and 3, it clearly shows why the tax
and spending restraints do have. the impact of countering what
would otherwise be a shift in income down.

The income categories are in 1980 dollars, and in that year about
one-third of the households had income below $11,500; another
third were between $11,500 and $22,900; and a third had incomes
over $22,900.

Since the bulk of the income transfers are received by lower
-income groups, it is not surprising on tables 3 and 4, as we look at
the effects of the new policy changes, that the bulk of the spending
restraint is felt by these lower income groups, both for fiscal 1982
and 1983 as shown in table 3, and for fiscal 1982 through 1987, as
shown in table 4.

Conversely, the bulk of the tax cuts are received by higher
income households. Since these people pay most of the taxes, pro-
portional cuts in tax rates, as under the new law, give them the
largest tax savings and also the greatest increases in aftertax
income, which is shown in table 6.

The net effect of the combined tax rate cuts and income re-
straints then, is to leave more aftertax dollars in the hands of the
upper income people who earned them, rather than to tax them
away to be redistributed to lower income households.

It should be remembered, of course, that no actual cuts from cur-
rent levels of Federal tax receipts, or income transfer payments are
envisioned in these policy changes. Both are certainly likely to in-
crease in coming years. So the numbers we are examining here are
merely reductions from what otherwise would be the case.

* * * BUT WILL ENCOURAGE SAVING AND INVESTING

Now, of course, one purpose of the tax and spending restraints is
to let people keep more of the rewards of their efforts, and there-
fore to encourage productive investment. Perhaps an even more
important result is the additional savings that will be produced
even without assuming any additonal willingness to save, because
of lower tax rates. This is simply true because upper income people
are the big savers and lower income people the big spenders, as is
shown very clearly in table 8 where we are examining the savings
rates and spending rates by various income categories.

Households with over $47,800 in 1980 dollars gross income, tend
to save 33 percent of their aftertax income on average. And at the
other end of the spectrum, those with under $11,500 gross income,
spend $1.37 for each $1 of after tax income they received. In other
words, they have a negative saving rate of 37 percent. It is almost
the exact antithesis of the higher income group.



Now people probably save more of each additional dollar than
they do out of their total income. But, even using the average as
opposed to a marginal savings rate, using the ones shown in table
8, the net effect of the program is to increase personal saving by
$19 billion in fiscal 1982 and 1983, and $141 billion over the fiscal
1982 through 1987 period. In fiscal 1987 alone, the saving increase
would amount to $46 billion, according to this program.

Now there are other factors that may increase saving in coming
years. We certainly expect significant economic growth after the
current recession, which should increase savings as individual in-
comes rise. We think that perhaps some of the losses in real estate
and other tangible assets that are now going on, may increase
saving out of current income as people strive to rebuild their net
worth.

Lower income tax rates and saving incentives like the new IRA's
should induce people to spend less and save more. In total we
expect the saving rate to be significantly higher than 1981's 5.3
percent and to reach 6.5 percent in 1987.

This may seem like a significant improvement over recent per-
formance, but it is certainly nothing to crow about. As you can see
from chart 1, 6.5 percent is considerably below the 7-percent-plus
average of the 1966 to 1975 period. It is reasonable to ask why, in
the face of all these incentives to increase savings, in the result of
this program do we still have a saving rate that is only 6.5 percent?

It is simply because there are some important offsets. The
postwar babies are swelling the 25 to 44 age group in the current
decade. And this is the age bracket when people spend heavily on
cars, appliances, and other items related to new and growing
households. Their income will be substantial, but their saving rate
will be low, as shown in table 9; 35- to 44-year-olds tend to save
only 4 percent compared to 11.4 percent average for the 1972-73
consumer expenditure survey on which this data was originally
based.

And of course, the postwar babies, the 1960's generation, if you
will, because of their attitudes in the past, may save even less.

The saving rate is also likely to be depressed by the tremendous
borrowing we expect in the years ahead as consumers finance the
big "catchup" in auto sales that we are looking for, and of course
appliances and household furnishings are likely to boom as a result
of the explosion in housing that we think is necessary to house the
postwar babies.

We estimate that all these factors will lower the saving rate by
about 1 percent from what it otherwise would have been. In effect
then, the economic policy changes and other inducements are
needed to keep the saving rate from slipping below a level that is
already low by historical standards.

As the queen, in "Through the Looking Glass" said, "it takes all
the running you can do to keep in the same place."

THE FINANCING SQUEEZE AND HIGH INTEREST RATES

Now, one might ask why is even a 6.5-percent saving rate neces-
sary in coming years?



Well, it is simply necessary to supply the likely demand forfunds, including the financing of the Federal deficit. Table 10 illus-trates some of the strength we see in the economy and the privatesector, and autos in particular. I have already discussed those brief-ly, but we do think housing starts by 1987 could reach 2.6 millioncompared to 1.1 million last year.
The financing increases associated with this more than doublingin housing is clear. Auto sales including imports may almostdouble by 1987, again calling for many more funds to finance them.Capital spending may not be uniformly robust in the yearsahead, despite the new tax incentives and the expected lowering ofinterest rates. But a number of significant areas are likely toexpand rapidly, including labor-saving equipment. As shown intable 11, the total labor force is likely to grow much more slowly inthe next 10 years.

As noted there in both fiscal 1982 and 1983, and even in fiscal1987, we still have a shortfall of funds relative to the demand. Ob-viously, Federal deficits of another $20 or $30 billion or even moreabove what the administration predicts will show a real squeeze onfinancial markets. We could see interest rates remaining at highlevels, and the economic expansion we all hope is going to followthe current recession could be pretty much precluded.Now, reduced savings, of course, would have the same effect asincreased deficits. And it is worth noting that by 1987 each 1-per-cent decline in the saving rate would reduce the supply of funds byabout $35 billion. It may be small by Federal standards, but I thinkwe all could comfortably retire on that amount.
RESCINDING THE INCOME TAX CUT WOULD REDUCE SAVING

One might argue, of course, that the easy way to reduce the Fed-eral deficit and ease the supply-demand balance for funds, is tosimply rescind part of the scheduled individual tax rate cuts. Afterall, if these cumulate to $750 billion over the fiscal 1982 to 1987period as was shown back on table 4, why not cut out a mere $50billion in 1987 and balance the budget, as well as increase thesupply of funds well above the demand?
Table 14 shows in alternative A, that this would reduce the defi-cit by $50 billion, all right, this idea of simply rescinding $50 bil-lion in the tax cut. But it would largely be at the expense of sav-ings. Higher income people who would be hit hardest by the endingof this portion of the tax cut, would probably alter their consump-tion very little and take most of the relative income-I'm sorry,much of the relative increase in taxes out of their savings.Lower income people, of course, pay very little taxes and saveeven less. So even though a relative tax increase would probablyreduce their consumption somewhat, the overall effects would besmall.
On balance, our calculations showed that this essentially wouldbe a tax saving of $36 billion, savings that otherwise would go tofinance the deficit. In other words, the tax cut is definitely skewedto the higher end. So if you rescind part of that tax cut, it becomesmuch more a tax on saving than anything else. And, of course cut-ting the deficit by $50 billion doesn't do you much good if, in effect,
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all you have done is reduce saving by $36 billion, leaving a net ad-
dition to the capital markets of only $14 billion. This is, obviously,
clearly a very inefficient way of reducing the strains on capital
markets and hence insuring a lower interest rate.

PROPOSAL FOR A CONSUMPTION TAX

A much better way to reduce both the deficit and the pressure on
financial markets is to cut Government spending or to add some
sort of tax on consumption. A $50 billion consumption tax which
we examined in alternative B, would only reduce savings by $26
billion, even though we assume that upper income people would
pay for it entirely out of savings, and that they wouldn't change
their consumption patterns at all.

The reason that we have no more than this $26 billion decline in
savings, is because these upper income people have high incomes,
but they also save so much that their total consumption-which of
course would be the subject of consumption tax-is less than the
total consumption of low income people. The latter group would
probably reduce their total consumption by the full extent of the
tax.

On balance then, a $50 billion consumption tax also reduces the
deficit by $50 billion. But in this case savings are cut by only about
half of that, $26 billion, and the net gain in the supply of funds is
$24 billion.

Now, I'm fully aware that a tax on consumption may sound
cruel, and it is probably politically very difficult because of its ef-
fects on low-income people. But, it should be remembered that
many of these people should be moving to higher income levels in
future years.

If successful, the new tax and spending restraints should reduce
Government's share of the economic pie and supply enough savings
to come at least close to balancing demand.

These, and other factors in our judgment, could well lead to sig-
nificantly lower inflation and lower interest rates, meaningful pro-
ductivity improvements, and consequently sustainable economic
growth that could propel many households into higher income cate-
gories.

As shown in table 15, between 1980 and 1987, when 10.1 million
households are expected to be formed, an additional 9.4 million
households will be moving into the $22,900 gross income or over
category as a result of income growth and demographic factors.

In contrast, during the 1967 to 1980 period, only 9.1 million
households moved into that category out of a total increase of 19.6
million, only about half of them. In terms of household incomes,
old and new, 43 percent would have incomes of $22,900 or more in
1980 dollars by 1987, compared with 37 percent in 1980, and 34 per-
cent in 1967.

Overall then, the new tax rate cuts and spending restraints may
appear to leave more income in the hands of upper income house-
holds at the expense of lower income people. But without these
policy changes we doubt that savings would be adequate to finance
the exciting expansion we see beyond the current recession, an ex-
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pansion that holds the promise of fulfilling many pentup demandsin the private sector.
Lower income people might appear to end up with less than theyotherwise might, but inadequate saving and the resulting continu-ation of high interest rates would almost certainly abort the busi-ness expansion and productivity improvements that are probablythe only feasible way of significantly improving the income andpurchasing power of these lower income people. Thank you.[The prepared statement of Mr. Shilling follows:]
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PREPARED STATEMENT OF A. GARY SHiLLING

The Federal income tax rate reductions and spending

restraints that were enacted last summer have sparked con-

siderable debate over the effects of the total program on

the income distribution of individuals. Our work indicates

that income patterns are being changed by these tax and .

spending initiatives, but it also shows that without these

changes, interest rates will probably remain high in the

years ahead and sustainable economic recovery could be

postponed indefinitely.

Table 1 shows that historically there has been little

change in income distribution in this country. Between

1960 and 1978, the fractions of aftertax income, including

transfer payments, received by the upper, middle, and lower

thirds of households in the distribution hardly changed.

This is surprising since during that period government

policy was obviously redistributing income downward. We're

all familiar with the mechanism. With a progressive

individual income tax system, inflation was pushing people

into higher tax brackets. The tax system became a very

efficient machine for converting surging inflation into

Federal revenues which were then transferred to lower income

people via welfare, unemployment insurance, and other transfer

payments.

Offsetting this redistribution policy, however, were

a number of demographic factors. Specifically, the arrival

of the "baby boom" generation at the working and household

formation ages added a large number of units with below-

average incomes into the economic pie between 1960 and 1978.

Table 2 shows the rapid growth in the 15-24 and 25-34

age groups during that period. Similarly, rapid growth in

the numbers of single and female-headed households and of

elderly households swelled the numbers of lower income people.



DISTRIBUTION OF AFTERTAX INcoME
INCLUDING TRANSFER PAYMENTS

-------------

Without
197 New Programs

1987 ----------

With
New Programs

Fraction of
Households:

Upper 1/3
Middle 1/3

Lower 1/3

54.3%

29.0%

16.7%

54.1%

28.8%

17.1%

50.9%

29.7%

19.4%

54.9%

28.2%
16.9%

Source; IRS, Statistics of Income, 1960 & 1978
Dept. of Commerce, Bureau of the Census, Consumer Income
eP.rts, 1960, 1978

A. Gary Shilling & Company, Inc. estimates.
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TABLE 2

AVERAGE ANNUAL RATE OF GROWTH IN POPULATION BY AGE

(1950-2000)

1950- 1960- 1970- 1980- 1990-
1960 1970 1980 1990 2000
------------ % Annually -----------

Total 1.7% 1.3% 1.0% 0.7% 0.7%

Under 15 Years 3.2 0.3 (1.5) 1.0 0.3

15-24 1.0 4.0 1.3 (1.8) 0.5

25-34 (0.5) 1.0 3.6 1.3 (1.7)

35-44 1.1 (0.5) 1.1 3.6 1.2

45-54 1.6 1.3 (0.3) 1.1 3.5

55-64 1.6 1.8 1.3 (0.2) 1.1

65 + 3.0 1.9 2.2 1.8 0.7

Source: Bureau of the Census
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The bottom line impact of these additions was the dilution
of income share at the lower end and a consequent shift in
the distribution of gross income toward the upper end.
Of course, this shift didn't actually add any dollars
to the incomes in the upper strata, so the apparent
upward shift caused by demographics is really a statistical
mirage. In reality, the income shift has been downward
due to government policy actions.

In the current decade, however, the growth in the labor
force will be much slower as the postwar baby bust members
dominate the 15-24 age groups. Consequently, in the absence
of policy changes, the momentum of past social welfare
initiatives would clearly redistribute income downward by
1987, as shown in Table 1. With the tax and spending
changes begun last summer, however, the income distribution
in 1987 would be about unchanged from earlier years.

Tables 3 and 4 show why. The income categories are
in 1980 dollars, and in that year about 1/3 of the households
had income below $11,500, 1/3 between $11,500 and $22,900,
and 1/3 over $22,900. Since the bulk of income transfers
are received by lower income groups, it is not surprising
that the bulk of spending restraint is felt by these groups,
both for fiscal 1982 and 1983 and for fiscal years 1982
through 1987. Conversely, the bulk of the tax cuts are
received by higher income households. Since these people
pay most of the taxes, proportional cuts in tax rates, as
under the new law, give them the largest tax savings and
also the greatest increases in aftertax income as shown in
Table 6.

The net effect of the combined tax rate cuts and
income restraints, then,is to leave more aftertax dollars
in the hands of the upper income people who earned them



TABLE 3

DISTRIBUTION OF INDIVIDUAL TAX CUTS AND TRANSFER PROGRAM REDUCTIONS

($ BILLIONS)

CUMULATIVE FISCAL YEARS

1982 - 1983

-------------------- Household Income--------------------------

Transfer Program
Reductions

Tax Cuts

Net Effect

Lower Lower-Middle Upper-Middle Upper

$11,500- $22,900-
(e$11,500) ($22,900) ($47,800) ($47,800 +)

($11.0) ($19.1) ($12.4) ($3.5)

$3.8 $17.9 $40.7 $41.6

($7.2) ($1.2) $28.3 $38.1

(Household income in 1980$; all other figures in current $)

Sources: U.S. Department of Treasury
Office of Management & Budget
A. Gary Shilling & Company, Inc. estimates

Total

46

104

58



DISTRIBUTION OF INDIVIDUAL TAX CUTS AND TRANSFER PROGRAM REDUCTIONS

($ BILLIONS)

CUMULATIVE FISCAL YEARS
1982 - 1987

-------------------- Household Income--------------------------

Transfer Program
Reductions

Tax Cuts

Net Effect

Lower Lower-Middle

$11,500-
(<$11,500) ($22,900)

($58.5) ($98.4)

$24.6 $109.7

($33.9) $11.3

Upper-Middle Upper

$22,900-
($47,800) ($47,800 +)

($79.0) ($23.1)

$299.3 $315.8

$220.3 $292.7

(Household income in 1980$; all other figures in current $)

Source: U.S. Department of Treasury
Office of Management & Budget
A. Gary Shilling & Company, Inc. estimates

Total

(259.0)

749.4

490.4
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TABL5

PERCENT DISTRIBUTION OF TRANSFER PROGRAMS

BY GROSS INCOME LEVEL OF HOUSEHOLD

1978

Direct
Income Non-Cash
Transfers Transfers

Total Transfers: 100.0% 100.0%

Lower Income
(<$11,500) 37.7 74.0

Lower Middle
($11,500-$22,900) 31.7 16.1

Upper Middle
($22,900-$47,800) 24.9 9.9

Upper
($47,800 & Over) 5.7 ----

(Income levels in 1980$)

Note: In general, the transfer program cuts are distributed

according to the distribution of benefits. In the case of

programs requiring means test, i.e., food stamps, Medicaid,

etc., the cuts are distributed in accordance with the

administration's stated intention of removing upper and

middle income households from the programs.



FFFECT OF TAX PROGRAMQN AFER-TAx INCOME
AT VARious INCOME LEVELS

---- Old LaW ------

After-
Marginal Tax
Rate Income

(M ($)

Adjusted
Gross
Income

10,000

20,000

30,000

40,000

50,000

70,000

90,000

110,000

210,000

Taxable
1I ncome

(s)

6,000

15,400

23,100

30,800

38,500

53,900

69,300

84,700

161,700

----- New Law ------ Change in

After- After-Tax Income
Marginal Tax $ %
Rate Income Change Change

(MJ ($) ($1 ()

9,577

18,026

26,290

34,123

41,527

55,585

68,923

81,906
143, 948

127
606

1,117

1,822

2,636

4,514

6,603

8,788

21,948

1. 3%

3.5%

4.4%

5.6%

6.7%

8.8%

10.5%

12.0%

18.0%

Based on Head-of-Household filing status, four-person family

Assumes.standard deduction for incomes under $20,000 and deductible expenses equal to
23% of Adjusted Gross Income (AGI) for higher incomes.

2
Assumes 8% annual inflation adjustment in maximum taxable earnings between 1981 and 1984.

Source: Department of the Treasury

16%

26%

31%

42%

46%

54%

59%

63%

70%

9,450

17,420

25,173

32,301

38,891

51,071

62,320

73,118

121,930

Change in

After-Tax
Income
Increase 2

(s)

0.8%

3.0%

2.9%

2.9%

4.6%

7.3%

9.4%

11.0%

17.5%
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TABLE 7

ESTIMATED.1980-DISTRIBUTION OF TAXPAYERS

Adjusted
Gross
Income

$ 10,000

1 10-$20,000

$ 20-$30,000
$ 30-$50,000

$ 50-$100,000

$100,000 +

Number of
Returns

(millions)

36.0

,21.5

19.5

12.5

2.5

0.5

92.5 million

Note: .Tax reductionsnare distributed according to the
distribution of tax liability.projected for 1982 and 1987.
These projections reflect shifts in the distribution of income
resulting from demographics and real income growth.

Source: IRS, Statistics of Income, 1978
- A. Gary Shilling & Company, Inc. estimates

Percent of
Tax Returns

39.0%

23.5%

21.0%

13.5%

2.5%
0.5%

100.0%

Percent of
Taxes Paid

5.0%

21.6%

25.0%

22.7%

12.9%

12.8%

100.0%
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rather than tax them away to be redistributed to lower
income households. It should be remembered, of course,
that no actual cuts from current levels in Federal tax
receipts or income transfer payments are envisioned in
these policy changes. Both should increase in coming
years, and the numbers shown in Tables 3 and 4 are merely
reductions from what otherwise would have been the case.

One purpose of the tax and spending restraints is
to let people keep more of the rewards of their efforts
and therefore to encourage productive investment. Perhaps
a more important result is the additional savings that will
be produced, even without assuming any additional willingness
to save, because of lower tax rates. Upper income people
are the big savers and lower income people the big spenders,
as shown in Table 8. Households with over $47,800 in
1980 dollars gross income save 33% of their aftertax
income on average. At the other end of the spectrum,
those with under $11,500 gross income spend $1.37 for
each dollar of aftertax income -- a negative saving rate
of 37%.

People probably save more of each additional dollar than
they do of their total income. But even using the average saving
rates shown in Table 8, the net effect of the program is to
increase personal saving by $19 billion in the fiscal 1982-83
period and $141 billion, over the fiscal 1982-87 years. In 1987

alone, the saving increase would be $46 billion. Other factors

may increase saving in coming years. The significant economic

growth we expect after the current recession should also increase

saving as individual incomes rise. Losses on real estate and

other tangible assets may increase saving out of current income

as people strive to rebuild their assets. Lower income tax

rates and saving incentives like the new IRA's should induce
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TABLE 8

ESTIMATES OF CONSUMER SPENDING/SAVING

By GROSS INCOME LEVEL

% of Aftertax Income
Used for:

Gross Income

( 1980$ )

Under $11,500

$11,500-$22,900

$22,900-$47,800

$47,800 & Over

Consumption

(%)

136.7

98.6

85.6

67.4

Saving

(M)

(36.7)
1.4

14.4

32.6

Note: Data derived from 1972/1973 Consumer Expenditure Survey,
collected by the Bureau of Labor Statistics. Rates
subsequently reconciled with N.I.P.A. figures through 1980.



CHART 1

PERSONAL SAVING RATE
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people to spend less and save more. In total, we expect the

saving rate to be significantly higher than 1981's 5.3% and to

reach 6.5% in 1987.

This may be a significant improvement over recent levels,

but it's nothing to crow about. As Chart I shows, 6.5% is

considerably below the 7%+ average of the 1966-75 period. Why,

in the face of all this increased saving, don't we foresee a

bigger rise in the saving rate? Because there are offsets. The

postwar babies are swelling the 25-44 age group in the current

decade -- the age bracket in which people spend heavily on

cars, appliances, and other items related to new and growing house-

holds. Their incomes will be substantial, but their saving rate

should be low. As shown in Table 9, 35-44 year olds tend to save

only 4% compared to the 11.4% average for the 1972/73 Consumer

Expenditure Survey, and the postwar babies -- the "1960's

generation" -- may save even less.

The saving rate is also likely to be depressed by the

tremendous borrowing we expect in the years ahead as consumers

finance the likely catchup surge in auto sales, and the appliance

and household furnishings boom that would accompany the residential

construction explosion needed to adequately house the postwar

babies. We estimate that these factors will lower the saving

rate by about 1% from what it otherwise would have been. In

effect, the economic policy changes and other inducements are

needed to keep the saving rate from slipping below a level that

is already low by historical standards. As the Queen in Through

the Looking-Glass said, "it takes all the running you can do, to

keep in the same place."

But why is even a 6.5% rate of saving necessary in coming

years? Simply to supply the likely demand for funds, including

the financing of the Federal deficit. Table 10 illustrates the

catchup demand in autos and housing that I already mentioned.
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TABLE 9

ESTIMATES OF HOUSEHOLD SPENDING/SAVING BY AGE

Under 25 years

25-34 years

35-44

45-54

55-64

65 & over

% of After-Tax

Consumption

112%

96

96

90

88

94

Income Used For:

Saving

(12%)

4

4

10

12

6

Note: Data derived from 1972/1973 Consumer Expenditure
Survey, collected by Bureau of Labor Statistics. Rates
subsequently reconciled with N.I.P.A. figures through
1980.
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We foresee housing starts at 2.6 million in 1987 compared to

1.1 million last year. The financing increases .associated with

this more than doubling are clear. Auto sales, including imports,

may almost double by 1987, again calling for many more funds.

Capital spending may not be uniformly robust, despite the new

tax incentives and the expected lower interest rates, but a

number of significant areas are likely to expand rapidly, including

labor-saving equipment. As shown in Table 11, the total labor

force is likely to grow much slower in the next ten years compared

to the last ten. Better economic conditions should reduce the

flow of women entering the labor force, and the postwar baby bust

phenomenon will result in an actual decline in the 15-24 age

group. As a result, a surge in labor-saving equipment and pro-

ductivity-enhancing equipment spending will be necessary to

avoid labor shortages.

In determining the size of the Federal budget deficit, we

feel that the Administration has been a bit optimistic in their

new economic projections. As shown in Table 12, we see less

economic growth over the 1982-87 period. In particular, we look

for a weaker economy this year and next than the Administration

and have built in a recession in 1986 -- we don't think recessions

are extinct. Our slower growth pattern would imply larger deficits

than just announced. To be conservative however, we are basing

the Federal deficits in Table 13 on the Administration's

projections.

You will note that even with lower Federal deficits than may

occur and with all the increased saving resulting from the tax

rate cuts and spending restraints, we still expect the demand

for funds to exceed the supply in fiscal 1982, 1983 and even

1987. Obviously, Federal deficits of $20-30 billion more in any

of these years could severely crowd financial markets, keep

interest rates at high levels, and prohibit the economic expan-

sion we all hope for. Reduced saving would have the same effect,
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ImL-l

OUTLOOK FOR CONSUMER DEMAND FOR HOUSING & AUTOS
(MILLIONS OF UNITS)

------- Housing --------

Mobile Home Total
Starts Shipments Auto Sales

1979 1.7 .2 10.6
1980 1.3 .2 9.1
1981 1.1 .2 8.5

1982 1.0 .3 8.7
1983 1.5 .3 10.4
1984 2.1 .4 12.2
1985 2.4 .4 13.4
1986 2.2 .3 12.0
1987 2.6 .4 14.0

A. Gary Shilling 6 Company, Inc. estimates
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TABLE 11

LABOR FORCE GROWTH

(1970-1990)

Average Annual Percent Change

1970-1980 1980-1990

Total Civilian Labor Force 2.4% 1.7%

_Working Women Aged 20+ 3.7% 2.7%

Population Aged 15-24 1.3% -1.8%

Sources: U.S. Department of Commerce, Bureau of the Census
U.S. Department of Labor, Bureau of Labor Statistics
A. Gary Shilling & Company estimates
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TALl2

ECONOMIC AssuMPTIONs
(ANNUAL AVERAGE PERCENT CHANGE)

1982 1983 1984

OMB

AGS & Co.

REAL GNP (1972$)

OMB

AGS & Co.

8.1 11.5 10.2

7.7 9.8 12.9

0.2 5.2 4.9
0.0 3.3 5.0

IMPLICIT PRICE DEFLAIR

OMB 7.9
AGS & Co. 7.6

(1972=100)

6.0 5.0
6.2 6.0

1985 1986 1987

9.7 9.2 9.0

9.8 4.7 11.3

4.8 4.4 4.3

4.0 0.5 5.0

4.7 4.6 4.5

5.6 4.2 5.0

Source: Office of Management & Budget
A. Gary Shilling & Company, Inc. estimates

1987
Level

($ billion)

5067.8

4986.1

1904.5

1795.5

266.1

277.1
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TABLE 13

SAVING AND INVESTMENT

(FISCAL YEAR)

(BILLIONS OF CURRENT DOLLARS)

1981 1982 1983 1987

Net Demand for Investment .Funds

Plant & Equipment Investment

Residential Construction

Less: Depreciation Allowances

owner-Occupied :Homes

Business & Non-Profit
Organizations

Inventory Investment

Government Deficit (+) or
Surplus (-) (NIA Basis)

Federal

State & Local

TOTAL DEMAND

Supply of Investment Funds
Personal Savings

Retained Earnings (with IVA)

Net Foreign Investment

TOTAL SUPPLY

Statistical Discrepancy

Net Shortfall

319 343 377 551

110 96 112 220

-51

-246

10

54

-37

159

100

65

-4

161

-58 -65 -106

-262
8

100

-15

212

130
57

-5

182

-284 -362

9 44

0 0

-30 -26
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and it is worth noting that in 1987, each 1% decline in the saving
rate would reduce the supply of funds by about $35 billion.

One might argue, of course, that the easy way to reduce
the Federal deficit and ease the supply-demand balance for funds
is to simply rescind part of the scheduled individual tax rate
cuts. After all, if these cumulate to $750 billion over the
fiscal 1982-87 period, as shown on Table 4, why not cut out a
mere $50 billion in 1987 and balance the budget as well as
increase the supply of funds well beyond the demand?

Table 14 reveals in Alternative A that this would reduce
the deficit by $50 billion, but largely at the expense of saving.
Higher income people, who would be hit hardest by the rescension,
would probably alter their consumption little and take most of
the relative increase in taxes out of saving. Lower income
people pay little in total taxes and save less, so even though
a relative tax increase would probably reduce their consumption
somewhat, the overall effects would be small. On balance, our
calculations showed this to essentially be a tax on saving of
$36 billion, savings that would otherwise go to finance the
deficit. Consequently, the net increase in available funds
would only be $14 billion. A tax on saving is clearly inefficient.

A much better way to reduce both the deficit and the
pressure on financial markets is to cut government spending or
to add a tax on consumption. A $50 billion consumption tax,
shown in Alternative B, would only reduce saving by $26 billion
even though we assume that upper income households pay for it
entirely out of saving and don't change their consumption at
all. The reason is that these people have high incomes but
they save so much that their total consumption -- the subject
of the tax -- is less than the total consumption of low income
households. The latter group would probably reduce their total
consumption by the full extent of the tax. On balance, a
$50 billion consumption tax also reduces the deficit by $50
billion, but savings are cut by only $26 billion and the net
gain in the supply of funds is $24 billion.
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TALIE 1

Ton RFnner- 1QR7 RulnrFT DlFFICIT

ALTERNATIVE A: Rescind $50 billion

Decrease in Deficit

Change in Savings

Increase in Available
Funds

of Personal Tax Cuts:

$50 billion

($36 billion)

$14 billion

ALTERNATIVE : Raise $50 billion in

Decrease in Deficit

Change in Savings

Increase in Available
Funds

Consumption Tax:

$50 billion

($26 billion)

$24 billion

Source: A. Gary Shilling & Company, Inc. estimates
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A tax on consumption may sound cruel and is probably

politically difficult because of its effects on low income

people, but it should be remembered that many of them should

move to higher income levels in future years. If successful,

the new tax and spending restrainLs should reduce government's

share of the economic pie and supply enough saving to come

close to balancing demand. These and other factors could well

lead to significantly lower inflation and interest rates,

meaningful productivity improvement, and, consequently, sus-

tainable economic growth that would propel many households

into higher income categories.

As shown in Table 15, between 1980 and 1987, when 10.1

million households are expected to be formed, an additional

9.4 million households will be moving into the $22,900 and over

category as a result of income growth and demographic factors.

In contrast, during the 1967-80 period, only 9.1 million house-

holds moved into that category out of a total increase of 19.6

million. In terms of total households -- old and new -- 43%

would have incomes of $22,900 or more in 1980 dollars by 1987

compared with 37% in 1980 and 34% in 1967.

Overall, then, the new tax rate cuts and spending restraints

may appear to leave more income in the hands of upper income

households at the expense of lower income people. Without these

policy changes, however, we doubt that savinqs would be adequate

to finance the exciting expansion we see beyond the current

recession, an expansion that holds the promise of fulfilling

many pent-up private sector demands. Lower income people might

appear to end up with less than they otherwise might, but

inadequate saving and the resulting continuation of high interest

rates would almost certainly abort the business expansion and

productivity improvements that are probably the only feasible

way of significantly improving the income and purchasing power

of these people.

95-755 O-82--13
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TABLE 15

GROWTH IN HOUSEHOLDS BY GROSS INCOME

1967 - 1987

1967-1980

----- millions of

Total Per Year

1980-1987

households ---------

Total Per Year

Increase in Households:

Total

Incomes Under
$22,900

Incomes
$22,900 & Over

10.5 0.8

9.1 0.7

0.7 0.1

9.4 1.3

$22,900 & Over as Percent
of Total Households:

1967
1980
1987

34.2%

37.2%
43.4%

(income in 1980 $)

Sources: U.S. Department of Commerce, Bureau of the Census
A. Gary Shilling & Company, Inc. estimates

19.6 1.4



Representative REuss. Thank you, Mr. Shilling. And finally, Mr.
Smith.

STATEMENT OF JAMES D. SMITH, PROFESSOR, INSTITUTE FOR
SOCIAL RESEARCH, UNIVERSITY OF MICHIGAN, ANN ARBOR,
MICH.
Mr. SMITH. I have been asked to address three broad areas relat-

ed to the distribution of income and wealth: The recent trends in
the distribution and the causes; the impact of President Reagan's
policies on the distribution; and third, what should be done to
lessen inequality or prevent it from increasing.

I have tried to address all these issues in my prepared statement,
and in my spoken comments this morning I will just briefly review
what we know about the trends in the concentration of wealth, the
distribution of wealth, and then turn my attention to how I think
the administration's policies, both with respect to taxation and in
an overall sense, will affect the distribution of wealth.

POOR DATA ON WEALTH DISTRIBUTION

Within the area of the distribution of wealth, I think that I am
now engaged in a situation in which the blind are leading the
blind. If I have any advantage over you, it's only because I have
been tapping by cane a bit more vigorously and a little bit more
enthusiastically, feeling along for the walls that mark the outer pe-
rimeter of that darkness.

There is simply very little data that would allow us to assess the
distribution of wealth at a point in time or as changes over time.
They certainly would reinforce Professor Budd's earlier comments
with respect to the administration's policies regarding the reduc-
tion of social intelligence. It seems that the administration is em-
barked on a course of action to destroy the eyes and ears of society
through cuts to the Census Bureau, cuts to the National Science
Foundation. Particularly those with respect to economic intelli-
gence I think will have a devastating effect on our ability to con-
duct enlightened public policy in the years ahead.

We certainly have done very little in the past to develop an un-
derstanding of how wealth becomes concentrated the way it does
and even to understand what that distribution looks like.

The last serious effort in this area by the Federal Government at
least, I think, was conducted in 1962 by the Board of Governors of
the Federal Reserve System.

We have had no effort, no successful effort, to measure wealth
distribution since then. The Ford Foundation and the National Sci-
ence Foundation have made rather valiant efforts in the years to
fund small pieces of work that might put us in a position to at
some time engage in a serious study for the distribution of wealth.

As you will recall, in the early 1960's, this committee, in conjunc-
tion with some efforts of the Ford Foundation, embarked on a
small-scale study called Measuring the Nation's Wealth. It was a
brief and aborted effort, but nevertheless about all we can say is
that's been done.



RECENT TRENDS IN THE DISTRIBUTION OF WEALTH

Now, what have been the trends in the distribution of wealth?
That question specifically was asked of me. It is well within the so-
ciety's technical ability to produce these answers, the answer to
this question, but we haven't. And we haven't for the reasons I've
just mentioned.

The best I can do for you is to piece together some fragmentary
evidence that comes from a large number of sources. I will try to
give you some sense of what has happened with the distribution of
wealth over the course of the history of this Nation and particular-
ly over the last few decades.

Rather diligent efforts by a large number of scholars, when put
together, suggest that the distribution of wealth in the United
States was most equally distributed in the colonial and post-Revolu-
tionary War period. From that point forward, with the exception of
a period around the Civil War and around World War II, there was
a rather gradual increase in wealth concentration in the United
States. It reached a high point of concentration in about 1929 and
then declined, through the Great Depression' and through World
War II.

There then ensued a period of relatively constant or stable eco-
nomic stratification, with a slight bit of evidence that perhaps by
1969-the measurements I made-that there might have been
some movement toward greater equality.

However, in estimates I subsequently made in 1972, the 1969
movement toward equality was called into question as perhaps
being more of a statistical artifact than a real downward trend in
the concentration of wealth.

In any event, current work going on at the University of Michi-
gan suggests that at least the creme de la creme of the rich, the
very top of the distribution, the top one-half of 1 percent, may have
lost some of their share of the Nation's total wealth it held in all
the past measurements of the last two decades.

Now, one should be very cautious in interpreting that. Simply
saying that the top one-half of 1 percent, that very tip, had a de-
cline in their share of the Nation's total personal wealth that it
used to hold doesn't mean there has been a great deal of change in
the distribution. We don't know where that went.

If it simply went down a few percentiles, so that the redistribu-
ton was from the superrich to the nearly superrich, it has hardly
any economic or social significance.

Unfortunately, because we have not concerned ourselves with
building intellectual capital in this area, we don't know anything
about the rest of the distribution once we get down below the top 4
or 5 percent. We see it only very, very vaguely, through very im-
perfect survey measurements. And those measurements do very
badly when we get up to the upper 20 percent.

If you would turn to the chart in my prepared statement, you
can see the trend in the concentration of wealth for the top one-
half of 1 percent, the richest one-half of 1 percent of the popula-
tion, from about 1922 to 1976.



My comments of just a moment ago with respect to this 1976
measurement are related to that sharp decline that you will see at
the very right-hand part of that graphic representation.

It's too early to tell what that means. But even if it's real, and
it's not a statistical artifact, it is only a loss in the share of the
wealth held by the top one-half of 1 percent. And where it went is
the interesting question that we eventually would hope to answer.

EFFECT OF REAGAN POLICIES ON WEALTH DISTRIBUTION

Well, let me turn to the administration's policies with respect to
wealth, And, of course, here we do not have the benefit of empiri-
cal data, and we won't for a long time. But we can conclude a lot
by the deductive processes about what has to happen, what is most
likely to happen if we take the policies a policy at a time, and not
try to examine all interactions that might occur.

There is widespread agreement with respect to tax policies that
the policies initiated by the administration in the tax law revision
will be beneficial to the rich. The idea that we have a death tax in
the United States which somehow or another reduces great concen-
trations of wealth is an erroneous one. We have never had a death
tax that did that. We've had a death tax, but a rather defective one
as far as reducing inequality because it was shot through with loop-
holes. And the rich were able, through the use of trusts and other
devices, to move large masses of wealth from generation to genera-
tion.

What the Reagan administration has done is to further reduce
any efficacy that tax might have had. I do not think that the ad-
ministration's changes in the estate tax will have any serious effect
on the concentration of wealth, simply because the previous estate
tax that we had was, itself, ineffective. It represents more of a
philosophical thrust than it does a changed policy that will have
consequences for the distribution.

With respect to changes in the income taxes on individuals, the
major changes have been to lessen the burden on the rich more
than on the nonrich. Even in the classified ads of small town news-
papers, one reads copy extolling the reader to seek tax shelters of
various kinds, buy an apartment building, write it off in 15 years,
no matter that it will last a hundred years-or don't write it off,
don't keep it 15 years, keep it 5 years, sell it, take the capital gain,
pay the preferential rate, and let the new owner start the process
over again. Exclude the first $200 of dividends, the first $1,000 of
interest from an all-savers certificate, buy municipal bonds, pay
zero taxes on the interest. Buy a tax-deferred retirement annuity if
you are a college professor, then put additional $2,000 into an IRA
and exempt that also-or defer from that the current interest.

These provisions in tax law-these revisions in the tax law leave
low-income, working people out in the economic cold. The tax laws
prior to this administration were preferential enough to the owners
of property. What will be the impact of the administration's overall
program?

I think it is important to distinguish between the avowed goals of
the administration and the strategies it is using to achieve those
goals. The avowed goals-or at least the major ones, as I discern



some of them which are quite explicitly made by the administra-
tion-are to improve the performance of the supply side of the
market, to reduce Government waste and inefficiency, to enhance
the Nation's military capability, to free the market from Govern-
ment shackles, and to move toward a balanced budget. The latter is
apparently no longer a goal of the administration.

Well, let me turn to these. Clearly, I might say that eliminating
waste in the Federal Government is the most popular topic of polit-
ical elocution in the history of mankind. It was popular in the last
election when it was a Democratic issue-as a Republican issue, it
will be popular again in a year-approximately a year, when it will
become a Democratic issue, in which we will again proceed to elim-
inate waste, inefficiency, and fraud in Government.

I can only conclude that neither political party is very efficient
at getting this done, since it appears every 2 years at least as an
issue of great concern.

Nevertheless, we ought to cut out fat wherever we find it. Mr.
Stockman has assured us of that. But in pursuance of that goal, I
think we should be careful that the butcher not be blind, lest he
cut the marrow or emasculate himself in the public press.

Now, let me turn to the issue of defense. Clearly, the reality of
the world requires that there be a fairly husky level of military ex-
penditures. Unfortunately, there is probably not another topic of
anywhere near its importance that is so seriously constrained in
public debate in these Halls. To question the military budget ex-
poses one to serious doubts about his patriotism, particularly if one
questions the expenditures very vigorously. Justified or not, de-
fense expenditures are highly inflationary because they produce no
consumable outputs. The profits and the wages generated in the
production of war materiel and military preparedness will be
spent, but they will not be spent on anything that was produced in
that very process. They will be chasing after some other goods.

I'm not an expert in these matters, but my reading of the evi-
dence is that 18-percent increment in military expenditures now
being sought will not alter significantly the negotiating position of
the United States vis-a-vis the Soviet Union. We are at a point
where it is too costly for the Soviet Union to threaten us seriously.
This is a time for less chauvinism and more statesmanship in the
conduct of international relations. It is indeed this obsession with
military power by hawkish policymakers around the globe which is
leading us through a sequence of self-fulfilling prophesies.

If the administration has its way, the Russian hawks will
demand that the Soviet Union respond with more military expendi-
tures to nullify the change in their relative position. Our hawks
will then respond by upping the stakes. Resources, at least in the
short point, are finite. The cost of armaments must come from
somewhere, and they generally come out of the hides of the poor
everywhere.

Even if I were convinced of the additional defense dollars re-
quested by the administration were necessary to preserve our de-
fense posture, I would find it unconscionable that their cost should
be born by the poor through reduced social programs in order to
preserve the newly enacted tax breaks for the rich.



I think it is incumbent upon this administration, if it is con-
vinced of the importance of these increases in military expendi-
tures, to rethink its recent tax cuts. There are limits to the per-
ceived injustice which the disadvantaged will continence before the
social fabric tears.

We should not forget where we are and how we got here. The
best evidence is that the Carter administration was rejected for its
impotence in dealing with both domestic and international prob-
lems. The Reagan administration held out the promise of better
times. It was given a chance and is still being given a chance.

But I dare say the mood of the cities could well turn ugly in the
absence of some palpable evidence that the Government has not
abandoned those least able to compete.

Let me turn to the issue of supply-side economics. Surely I find
some merit in the ideas of the supply side, I think. When we think
about them objectively, some of them are worthy of our acceptance.

Increases in productivity can come about in two basic ways: In-
creases in the quality of capital; or increases in the quality of
labor. It is very clear that the administration's policies do riot in-
clude increases in the quality of labor. Funds for training programs
for working-age individuals, for nutrition programs for children,
which would increase the quality of current and future labor, have
been seriously cut.

On the other hand, the administration has instituted a number
of inducements for individuals and businesses to save, the notion
being that this saving will result in an increase of the Nation's cap-
ital stock. The administration has made available all-savers certifi-
cates, IRA's for everybody, and forgiveness of taxes on the first
$750 of dividends on stock held in utility company reinvestment
plans.

Will any of these make a measurable impact on savings? I think
not. This is not to say that there will not be individuals who will
avail themselves of these instruments or provisions of law. Howev-
er, there is very little savings done in the household sector as a
whole, and what is done is done by the very rich.

The illusion of saving in the household sector comes about large-
ly because of price changes. Over two-thirds of the value of con-
sumer assets can be accounted for by price changes.

What the administration believes to be inducements to save I be-
lieve are largely inducements to the rich to rearrange their exist-
ing portfolios to reduce their taxes. If they save some of the tax ad-
vantage, well enough, but it will be an insignificant contribution to
the attainment of the administration's goals.

The administration has also provided inducements to the busi-
ness community to save. These have taken the form of accelerated
depreciation on assets and the creation of a market in tax deduc-
tions which permit corporations to sell their unusable deductions to
other firms in a position to use them-to wit, the recent purchase
of four deductions by IBM. This is tantamount to a negative
income tax for corporations.

It does seem like the administration policies will induce some
business savings. The question remains, however, as to whether or
not these savings will be used for investment in improved capital.



Some undoubtedly will be used that way. Much of it, however, I
fear will be used to buy up other firms.

It would be an extremely naive view that the motivating force of
the marketplace is the production of goods and services. The moti-
vating force in the marketplace is the production of money. If this
can be achieved by producing goods and services, goods and serv-
ices will be produced. If it is best done by mergers-which add
nothing to output-that will be done.

The primary beneficiaries of the administration's tax policy to
stimulate corporate savings will, in either case, be the shareholders
of already successful firms. The only point at which firms will be
enthusiastic about investing in real capital additions to their plant
and equipment is when there is a manifested demand for the goods
to be produced by new and existing capital. That demand will not
come from the unemployed or those fearful that they will shortly
be unemployed.

The great neoclassical economist Alfred Marshall, asked by a stu-
dent whether supply or demand set prices in the market, respond-
ed with the analogy of the scissors, one blade representing supply
and the other demand. Both blades are necessary, but one cannot
say which blade does the cutting. If I have any advice for those pol-
icymakers who have embraced supply-side dogma, it is that they
reconsider Marshall and become a bit more agnostic, and that they
reconsider Keynes, who at one point said in the long run we will
all be dead. They should reconsider Keynes and accept a planning
horizon that has a little bit more of a mortal dimension.

PROPOSED POLICIES TO REDUCE INEQUALITY

Now, if I can take a couple of more minutes, let me make some
comments about what we might do to lessen inequality or to at
least prevent it from worsening. Of course, I'm not going to spell
these out in any technical way, but I would like to make some
broad suggestions and I will divide my suggestions into those which
are essentially of a tax nature and those which are of a program-
matic nature.

On the tax side, I would do away with the estate tax and replace
it with progressive inheritance tax which had rates based upon the
existing wealth of the inheritor plus the inherited amount. I would
not, of course, tax the existing wealth of inheritors, but simply use
it in determining rates to be applied to the inherited amount. The
net effect of such a tax would be to tax the already wealthy consid-
erably harder than the nonwealthy receiving the same size be-
quest.

I would revise the income tax so that unrealized capital gains
and losses on financial assets were included in the tax base, along
with realized gains. This would make unnecessary the preferential
treatment of realized capital gains, which is intended to recognize
that some gains accrue over long periods of time. The present ap-
proach is a miserable attempt at equity, that is the preferential tax
rate, which ends up being more favorable to speculators than to
anyone else. I'm not opposed to speculators. They perform a good
function, but I would like them to pay their taxes.



I would also bring all interest into the tax base, including that
on State and local bonds. I would eliminate the deduction of inter-
est on consumer debt and limit the deductibility of business meals
and lodgings to a fixed dollar maximum per person. I would set the
maximum with an eye to covering only part of the well-heeled lob-
byist's or businessman's expenditures in these areas and allow the
rest to be borne by the customers of the company or the sharehold-
ers, depending upon the firm's ability to shift the incidence of the
tax.

I would tax those inkind incomes which can practically be taxed.
Free airline tickets to the employees of airlines, tuition breaks for
the children of college professors are illustrative of what could
practically be taxes.

On the program side, I would assure every child in America ade-
quate nutrition and abundant medical care. I would make it possi-
ble for all people up to some age to borrow money from the Gov-
ernment to pay for training or a college education. I would treat these
loans as liabilities to be paid out of future earnings and use the
social security system to automatically handle repayment. I would
provide for effective social insurance against those events over
which one has little control, catastrophic illness, congenital defects,
and the degenerative diseases of old age.

These efforts would produce a significant reduction in inequality,
but the richest persons in society would still end up having several
thousand times the wealth and the income of people at the bottom.
My primary concern would be to raise the lower rank up closer to
the mean.

[The prepared statement of Mr. Smith follows:]
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PREPARED STATEMENT OF JAMFs D. SMrrH

Chairman Reuss, Members of the Committee and Guests:

I have been asked to address three broad areas related to the

distribution of income and wealth:

1) Recent trends in the distributions and the causes thereof.

2) The impact of President Reagan's policies on the distributions.

3) What should be done to lessen Inequality or prevent it from

increasing.

Within these areas I will focus my comments largely on the

distribution of wealth. I fear this is a case of the blind leading the

blind. If I have any advantage over you in these matters it is only

because I have been tapping my cane a bit more vigorously and have spent

more time feeling along the walls which mark the outer perimeter of this

darkness. There is very little data one can use to asses the

distribution of wealth at a point in time or over time. Neither the

administrative agencies of the Federal Government nor the research

centers of the country have measured the ownership of wealth adequately

for gauging public policy. The last serious effort by the Federal

Government was in 1962 by the Board of Governors of the Federal Reserve

System.'

'Several years ago the Department of Health and Human Services

initiated an effort to improve the measurement of income and to a lesser

extent wealth distribution. A small but energetic group of government

analysts were assembled to carry out the project known as SIPP, for

Survey of Income and Program Participation. Unfortunately the program

fell victim to this Administration's budget cutting policies. I can

only conclude that the program was terminated by an over zealous, lower

level bureaucrat rather than by Mr. Stockman's staff since the program

was, among other things, designed to help measure the efficiency of a

wide range of government transfer programs and also to measure waste

which might occur where families and individuals were simultaneously

receiving overlapping support from more than one program.
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What Have Been the Recent Trends in the Distribution of Wealth?

Although it is well within society's technical ability to produce

the answer to this question, the only truthful answer I, or anyone else,

can give you at this time is that we do not know. In spite of the fact

that every administration comes forth with economic policies whose

efficacies are dependent upon the way that wealth and income are

distributed, administrators have been too impatient to set in motion the

basic research which would produce such fundamental knowledge. I say

impatient because the first flow of information is likely to be three or

four years after the research is started. Although such basic knowledge

is one type of social capital required for informed public policy with

respect to taxation, welfare and economic growth, it offers little glory

to the initiators who will in all probability have left government

before research bear fruit. I doubt the life expectancy of the average

Assistant Secretary is as much as three years.

Although we lack comprehensive measurements of wealth ownership,

one can piece together enough information to get a crude picture of what

has been happening. Let me sketch that out for you.

Diligent and imaginative efforts of Jones and other scholars

indicate the distribution of U.S. wealth in the Colonial and immediate

Post-Revolutionary periods to be the most egalitarian in the nation's

history.2 With the exceptions of the periods around the Civil War and

World War I, wealth inequality Increased rather steadily until about

'A. H. Jones, "Wealth Estimates for the Middle Colonies, 1774,"
Economic Development and Cultural Chane, 18, no. 4, part 2. 1970:A. H. Jones, "Wealth Distribution in the American Middle Colonies in the
Third Quarter of the Eighteenth Century," paper read to the Organization
of American Historians. New Orleans, 1971; A. H. Jones, "Wealth
Estimates for the New England Colonies about 1770," Journal of Economic
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1929. The Great Depression brought with it a significant redistribution

which continued to the end of World War I1.2 There then ensued a

period of relatively stable economic stratification, terminated in 1969

by slight declines in inequality measured by Smith's estimates 
for that

year.4 Estimates by Smith for 1972 suggested the 1969 movement toward

greater wealth equality may have been a statistical artifact.

However, preliminary estimates from work now underway at The

University of Michigan suggest that the measured movement toward greater

equality observed in 1969 may have portended a decline in the share of

U.S. personal wealth held by the very richest one percent and one-half

of one percent of the population.

All of the estimates of wealth concentration I have referred to for

this century were made by applying to Federal Estate Tax returns a

statistical technique which take account of the fact that the returns

are in effect a sample drawn by death of the living population rich

enough to pay estate taxes. Although the basic data provided by the

estate tax returns are of very high quality, they permit one to observe

History, Vol. 32, 1971, pp. 98-127; A. H. Jones, American Colonial

Wealth: Documents and Methods, New York: Arno Press, 1977.

'For a detailed review of the studies of U. S. wealth distribution

covering the period up to the Mid-Twentieth Century see Jeffrey

G. Williamson and Peter H. Lindert, "Long-Term Trends in American Wealth

Inequality" in James D. Smith (editor), Modeling the Distribution and

Intergenerational Transmission of Wealth. University of Chicago Press,

1980.

4
James D. Smith, "The Concentration of Personal Wealth, 1922 -

1969", The American Economic Review, LXIV, no. 2, 1974, pp. 162-7; and

James D. Smith, "The Distribution of U.S. Wealth," U.S. Congress, House

Committee on the Budget, Data on Distribution of Wealth in the United

States, Hearings before the Task Force on Distributive Impacts of Budget

and Economic Policies, 95th Congress, 1st Session, September 26 and 29,

1977, Washington: Government Printing Office, 1977, pp. 7-11 and

173-183.
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only the extreme tail of the upper part of the distribution.' If the

shape of the total distribution were constant, a time series of

observations on any part of the distribution would tell us the level of

the distribution. When the share of total wealth held by an observed

part of the distribution changes, we know that the unobserved parts of

the distribution must also change. but we cannot tell where in the

unobserved part of the distribution the changes occur. One, therefore,

must proceed with great caution when using data for a small part of the

distribution to make statements about the entire distribution as we are

doing here.

I stress the preliminary nature of our estimates because they are

so striking and because they are the first results produced from Federal

Estate Tax returns filed for estates of persons dying in 1976 and

national balance sheet data from the integrated accounts work of Richard

and Nancy Ruggles. If the estate tax files with which we are working do

not contain significant errors, and our tests of the files have revealed

none to date, and if the vagaries of statistical chance have not

resulted in death drawing a grossly atypical sample, the estimates

signal a remarkable decline in the wealth held by the crtme de ia crdme

of American wealth-holders. More particularly, the share of total

personal wealth held by the richest one percent of wealth-holder

declined from about 22 percent in 1972 to around 15 percent in 1976.

'It is to the credit of the Statistics Division of the InternalRevenue Service that it has accepted a highly professional andscientific approach toward the production and analysis of data. The
Division is itself in the process of making estimates of wealth-holdingin 1976 by the population required to file estate tax returns. Thoseestimates will become available in the Fall as will estimates from TheUniversity of Miichigan.
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It is well for us to pause here to be sure we agree on what is

being said. What has been measured in these recent estimates is the

share of total wealth held by the very tip of the distribution. Where

has the share of the wealth previously owned by the very rich gone? Has

it been scattered -broadly across the entire distribution? Our best

guess is that It has merely shifted downward a few percentiles. This

kind of redistribution from the super rich to the nearly super rich is

redistribution to be sure, but it is hardly of social or economic

significance. But again, this is our best guess of what has happened;

not the result of analysis.

In order to provide you with some estimate of recent trends we used

the recently available United States National Balance Sheets produced by

Richard and Nancy Ruggles to recalculate past measures of concentration

based on our personal wealth estimates for the United States from 1958

to 1976. We thus have a time series of wealth concentration. from 1958

to 1976 consistent in both the national balance sheets and personal

wealth estimation procedures.'

in Table 1 we present a new time series of wealth concentration

estimates using the Ruggles Balance Sheets and new wealth estimates for

the richest one-half of one percent and richest one percent of the

U.S. population in 1972 and 1976. The personal wealth estimates for

earlier years have been published previously and are reproduced here in

'The new balance sheets produced by the Ruggles' were received
with great enthusiasm. The author has for nearly a decade struggled
with the problem of extracting from household sector balance sheets

produced by Raymond Goldsmith and Helen Tice a "personal sector" which

excluded the nonprofit and trust sectors. This was not done without

considerable pestering of Goldsmith and Tice for special tabulation and

for guidance. We are sure that at times our welcome wore thin and that

they are as pleased as I am that the Ruggles have assumed the yeoman

labors of carrying on and extending their past efforts.
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conjunction with the new balance sheet numbers. The estimates of

personal wealth for the rich were produced using consistent methods

rather than "best methods" so that changes over time would be most

visible. If one uses the best methods available for the improved estate

tax data of the years from 1969 and later, the level of wealth-holding

Is found to be higher by about 15 percent for those years.

Unfortunately the improved methods cannot be applied to the data for

earlier years. It is also the case that one is limited to making

estimates of the wealth-holding of not more than one percent of the

U. S. population. This follows from the fact that the requirement to

file a return in each of the years was $60,000 gross assets. Gross

assets of $60,000 were considerably less likely to be owned in 1958 than

they were in 1976, when no more than the combined value of a modest

house and automobile could amount to that much.



Table 1

THE SHARES OF PERSONAL WEALTH OWNED BY THE RICHEST ONE-HALF PERCENT AND RICHEST ONE PERCENT OF THE U.S. POPULATION, 1958-1976

1958 1 1962
--------------------------------------------------------- ------

Share Held I I Share Held
Asset I Value Hield by Richest I By Riches ta 1 Value Held by Richest B y Richesta

---------------------------- 4----- 4----------4--------------------------------

F100.0% 0.5% 1.0% 1 0.5% 1.0% 1 100.0% 0.5% 1.0% 1 0.5% 1.0%

---------------------------------------------------------------------------------
4----------- ------

I I

Real Estrt b $ 621.6 $ 62.5 $ 93.9 10.1 15.1 $ 767.7 $ 79.6 $117.8 I10.4 15.3

Corporate Stocke 289.5 175.9 199.2 60.8 68.8 423.5 227.3 264.4 53.7 62.4

Bonds 83.6 31.3 36.0 37.4 43.0 96.0 33.2 38.4 34.6 40.0

Cashd 217.7 22.5 32.8 10.3 15.1 278.4 28.9 42.5 10.4 15.3
F I .

Debt Instruments 62.2 12.5 16.3 | 20.1 26.2 76.8 16.5 21.8 21.5 28.4

Life Insurance (CSV
) 
f 65.8 7.5 11.3 I 11.4 17.2 78.9 7.1 10.7 9.0 13.6

II
Miscellanous and Trusts

0  
338.8 45.6 52.8 | 13.5 15.6 380.9 NA NA - -

Truts 31.2 25.8 27.9 82.8 89.5 46.4 NA NA I - -

Miscellaneous 307.6 19.8 24.9 6.4 8.1 | 333.6 39.8 52.7 I 11.9 15.8

I II
Total Asts F $1648.0 $332.0 $414.4 20.1 25.1 I $2055.0 $432.4 $548.3 I 21.0 26.7

Liabilit-soe $ 221.4 $ 29.2 $ 38.3 13.2 17.3 F $ 307.5 $ 47.8 $ 61.0 F 15.5 19.8

I F
Net Worth $1426.6 $302.8 $376.1 F 21.2 26.4 F $1747.5 $384.6 $487.3 F 22.0 27.9

Numer ,f 'erios (millios) F.87 1.74 FF.93 1.87 F
- .------------------------------------------------------------- 

------------------ - -



Table I (continued)

TlI. SHARES OF PERSONAL :4RALTH 0W01 BY THE RICHEST DNE-HALF

Asset

PERCENT AND RICHEST ONE PERCENT OF THE U.S. POPULATION, 1958-1976

1965 1969
1----------------------- -----------------------.---------

I Shae Held I I Share Held
Value Ield by Richest I By Richesta I Value Held by Richest I By Richest"

100.0% 0.5% L.0% 0.5% 1.0% 1 10.0% 0.5% 1.0% 1 0.5% 1.0!

Real 
1

st.seb

Crpor" ,tcckc

Boad&

Debt In'rurests

Life la :ace (CSV

Miscel ' us ad Irusts;

Trusto

Toc Al-

Lisblit c

Net or:

Nonbr c' 'rSons meillions)

$ 809.4

541.2

102.4

368.3

88.41*

91.6

438.2

59.8

378.',

$2459.7

5 407.7

S2052.0

$3

3

$57

S 5

S51

94.4 $135.8

1.7.2 364.9 |

57.5 63.2 I

43.7 62.7

9.8 25.4

6.5 10.9

5.3 131.8

9.0 52.7

6.3 49.1 I

5.4 $712.7

7.0 $ 73.1

0.4 $639.6

.97 1.94

$1181.0

732.4

143.5

496.3

113.8

110.7

593.3

73.6

519.72

$3297.4

S 545.9

$2751.5

$117.0

36G.3

63.7

48.1

21.9

8.1

107.0

90.0

47.0

$672.4

$ 75.8

$596.7

S170.7

423.3

7i.5

71.2

29.6

13.8

133.2

64.5

689.7

$848.8

$100.5

$749.1

1.01 2.03-----------

i -----------------------------------------------------------------------------------------------------------------------------

----------- ------ ----- ----- +------------ - --- - -- - --- -- ---
-- ---- ---- --- -- -- ----- --- -- --- - - ---- -- ----- -- -

------------------------------------- ------------------------------------------------------------------- --------------------



Table I (continued)

THE SHARES OF PERSONAL WEALTH OWNED BY THE RICHEST ONE-HALF PERCENT AND RICHEST ONE PERCENT OF THE U.S. POPULATION, 1958-1976
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NOTES TO TABLE I

a. Richness Is measured in terms of gross assets. Net worth is
preferred to gross assets as a classifier, but the microdata for 1958which would have permitted such an arrangement have been destroyed by
the IRS. The microdata for 1962, 1965 and 1969. and 1972 and 1976 were
therefore ordered by gross assets to produce estimates consistent with
those for 1958.

b. Real estate is shown at its market value without deduction of
mortgages, liens or other encumbrances. In 1953 and 1958 only real
estate located in the United States is included. In 1962 the value of
real estate located outside the U.S. was brought into the estimate by a
change in the law which made foreign real estate subject to estate
taxes. The amount of such real estate is, however, seriously
underrepresented because the law took effect late in 1962. Only estates
for decedents who died after October 16, 1962 and who had acquired
foreign real estate (except by gift or inheritance) after February 1962
were required to report it on estate tax returns. In 1965 and 1969
foreign real estate was included along with other real estate.

Included in real estate are land and structures for personal and
business use. All other business assets are included in themiscellaneous" category. Real estate held in trust is included here to
the extent of the trust interest. A relatively small proportion of
trust assets are in real estate, but the absolute value of all trust
assets are understated here for reasons explained in the text.

c. Corporate stock includes all common and preferred issues. The value
of shares in domestic or foreign firms whether traded or closely held.
Also included are the value of certificates and shares of building and
loan and savings and loan associations, Federal Land Bank stock and the
value of other instruments representing an equity interest in an
enterprise. Accrued dividends are also included. Stock held in trust
is also included, but the absolute value is understated.

d. Cash includes balances in checking and savings accounts, currency on
hand or in safety deposit boxes, cash balances with stock brokers and
postal savings accounts. Cash in trust is included, but understated.

e. Liabilities includes all legal obligations except loans on life
insurance policies.

f. Life insurance (cash surrender value) is the amount individuals
could expect to receive were they to surrender their policies to the
carriers. It takes account of policy loans, accrued dividends and
unearned premiums.

g. "Miscellaneous and trusts" includes all assets owned in trusts
except real estate and all assets other than real estate, corporate
stock, bonds, cash, debt instruments, and life insurance (CSV) not held
in trusts. Included are such items as consumer durables. personal
effects, business assets (excluding real estate), mineral rights, taxsale certificates, judgments, lifetime transfers, and growing crops if
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not included in the value of real estate. This classification is shown

here as an information item to explicate certain adjustments described

in the text. It should not be summed with other assets to arrive at a

total asset figure because trust assets are included within the

individual asset types.

Miscellaneous assets are those described under miscellaneous and trusts

less the trust assets. The miscellaneous asset category is added to

other assets to arrive at total assets.

Trusts represent the actuarial value of reversionary and remainder

interests in trusts. This actuarial value is substantially less than

the total market value of assets held in trusts. On the basis of

analysis reported in the text the national balance sheet totals (100

percent) have been adjusted to the reporting concept used for 
estate tax

purposes.

The separate value of trusts could be estimated directly only for 1965.

For other years indirect estimates were made by a method described in

the text. The value for trusts is shown as an information item. The

assets held in trust have been distributed to specific asset categories.
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It is necessary to point out a few technical details underlying the

table before proceeding. The asset and liability figures for "100

percent" of the population are the Ruggles Balance Sheet values,

slightly modified to suit our needs. The original Ruggles numbers are

end-of-year. Because our estimates from estate tax data are best

thought of as mid-year estimates, we have taken the means of the pairs

of the Ruggles end-of-year values which bound the individual years of

our estimates. Secondly, the Ruggles Balance Sheets carry trust assets

as an undifferentiated total. For our purposes we need to have the

assets held by trusts distributed according to asset type because the

Internal Revenue Service in coding Estate Tax returns distributes trusts

asset without leaving a trail by which one can trace them. We

distributed the Ruggles trust value by asset type according to

information on the composition of trust available to us. We further

modified the Ruggles trust figure to conceptually align them with the

valuation of trust assets employed for U. S. Federal Estate Tax

purposes. Whereas the Ruggles trust values are appropriately stated in

terms of market value. the valuation of trusts for tax purposes is an

actuarial one, taking into account the probability of realization and

the present value of expected future realizations. The handling of

trusts is explained further in the following section of the paper.

It is important to keep in mind that the data printed for the

rich are for individuals, not families. Although the data from the 1976

tax returns could be used to represent eight to ten percent of the total

U. S. Population, the table is limited to only the richest one percent

and the richest one-half of one percent, because the data for 1958 is

capable of barely representing the richest one percent. It should also
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be noted that "richest" with respect to the table refers to total

assets. One would prefer to use net worth as a measure of richness in

these matters, but again the failure of the Internal Revenue Service to

recognize the scientific merit of microdata in the period when the 1958

data were produced, and the agencies subsequent destruction of valuable

machine readable media prevent our use of net assets as a classifier if

the time series is to include the 1958 data point.

The table suggests that there has been a great deal of stability

in the concentration of net worth and gross assets over the years

observed. For instance, gross assets owned by the top one percent of

wealth-holders represented a quarter of the wealth of all persons in

1958 and remained within three percentage points of that value for all

but one year between 1958 and 1972. In 1976, however, we see a

significant decline to 19 percent. A similar pattern is found for net

worth. Within the asset categories one of the more striking changes

observed over the period is the decline of both the relative and

absolute importance of corporate stock in the hands of the wealthy.

This reflects the sluggish behavior of the stock market in the last six

to seven years of the period.

In order to provide a longer perspective of the concentration of

wealth in the United States, we have added Lampman's estimates from the

period from 1922 to 1956 to our own and plotted them in the following

chart. The collections of estimates are not completely comparable and

because of the nature of the data from which the early estimates are

'It is of great pleasure to witness the aggressive movement of

the Internal Revenues Service's Statistics Division toward a close

relationship with the statistical community under its current director,

who has himself been a serious student of wealth data.
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derived, one has little ability to modify them to a common basis.

Nevertheless, they are believed to be sufficiently similar so as to

warrant some comparison. The chart clearly shows the egalitarian trend

of the 1930s and 1940s and puts our own estimates in perspective. It is

too early to tell if the 1969 and 1976 observations suggest that we are

moving off the plateau of the two preceding decades and are in a period

of redistribution or if the observations reflect sampling variability in

the draw provided by death. With respect to the very steep decline in

concentration represented by the movement from 1972 to 1976, we clearly

need to fully assure ourselves of the quality of the data, a process

which will be completed by year's end. It should be pointed out,

however, that the decline in concentration observed from 1929 to 1933

was greater and the decline from 1939 to 1949 was nearly as great or

that shown for 1972 to 1976.

What Will be the Consequences of the Administration's

Tax Policies on the Distribution of Wealth

There is wide-spread agreement that the Administration's tax

policies are intended to directly help the rich. It is hoped the

benefits will trickle down to the poor in the form of higher levels of

employment and presumably higher real wages. That outcome is not

rushing upon us.

Turning to the specifics. We have never had an effective death tax

in the United States. Since its inception in 1916 it has included ample

provisions for the very rich to escape most of its apparent bite through

the use of trusts and inter-vivos transfers. The Administration has for

all practical purposes eliminated federal death taxes. I do not think

that this was done in pursuance of a policy of economic growth, but in
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consequence of a philosophical view that one should be permitted to

direct the disposition of his lifetime accumulation of wealth. At one

time titles were also transferred at death and bequests could be made so

as to disinherit a wife, There are few places where one can bequeath a

title or disinherit a wife anymore; these prohibitions are founded on

other philosophical principals. One can also argue that in a democratic

society all persons should begin the race of life from as nearly the

same starting point as practical and that the race should then go to the

swift. At this point we are not debating appropriate philosophical

underpinnings of a death tax but only asking how the Administration's

tax policies will effect the distribution of wealth. The revisions in

the Federal Estate Tax will lead to some increase in the concentration

of wealth. The increase will not be greater because the old law was

shot through with loop-holes.

With respect to changes in income taxes on individuals, the major

changes have been to lessen the burden on the rich much more than on the

non-rich. In the classified ads of small town papers one reads copy

extolling even the petty rich to take advantage of the provisions of the

new tax law and shelter income from the Feds. 'Buy a small apartment

building and depreciate it over 15 years.' No matter what it will last

a hundred. But for that matter, sell it after five years, take the

capital gain at preferential rates, and let the new owner start the

whole process again. Exclude the first $200 of dividends, the first

$1,000 of interest from All Savers Certificates, buy municipal bonds and

pay no taxes on the interest. Buy a tax deferred retirement annuity if

you are a college professor. Then put an additional $2,000 in an IRA

and exempt that from current income. Also defer payment on the tax on
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the interest generated by the $2,000 in the IRA. These provisions leave

low-income, working people out in the economic cold and help people with

income above the mean to increase their relative economic status. The

tax law in existence prior to this Administration was preferential

enough to the owners of property. The Administration's revision

exacerbates an already bad tax code and serves as a force for increased

inequality in the distribution of wealth.

What Will Be the Impact of the Administration's Overall Program

The avowed goals of the Administration were to improve the

performance of the supply side of the market, reduce government waste

and inefficiency, enhance the nation's military capability, free the

market from government shackles, and move toward a balanced budget. The

latter is apparently no longer a goal. It is very important to

distinguish the Administration's goals from its strategy from attaining

them.

I consider each of these to be goals worthy of society's efforts.

Unfortunately, they tend to be long-run goals and the policies

implemented to attain them are producing near-term havoc with little

hope of achieving the desired ends. I do not by any means eschew short-

run burdens for adequate long-term payoffs, but when the short-term

costs become as high as they now appear to me, I cannot help but

remember Keynes' admonition: "In the long run we will all be dead."

Let me focus briefly on the Administration's policies for achieving each

of the first four goals and and note their likely consequences for the

distribution of wealth.
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Supl y-Side Performance

I would certainly agree that one ought to improve the performance

of the supply side of the market. There Is little question that the

capital plant of the U.S. needs modernization in many area. And equally

important the techniques of management which combine labor and capital

can benefit from an examination of management techniques In other

countries, perhaps most notably Japan.

Increases in productivity can come about in two basic ways:

increasing the quality of capital or increasing the quality of labor.

It is very clear that the Administration's policies do not include

increasing the quality of labor. Funds for training programs for

working-age individuals and for nutrition programs for children, which

would increase the quality of current and future labor, have been cut

rather than expanded. On the other hand, the Administration has

instituted a number of inducements for individuals and business to save.

The notion being that this saving will result in an increase in the

nation's capital stock. The Administration has made available All

Savers Certificates, IRAs for everybody and forgiveness of taxes on the

first $750 of dividends on stock held in utility company reinvestment

plans. Will any of these make a measurable impact on saving? I think

not. This is not to way individuals will fail to avail themselves of

these instruments or provisions of the law. However, there is very

little saving done in the household sector as a whole and what is done

is done by the very rich. The illusion of saving in the household

sector comes about because of inflation. Over two-thirds of the value

of consumer assets can be accounted for by price changes. What the

Administration believes to be inducements to save, I believe are largely



214

19

inducements to the rich to rearrange their existing portfolios to reduce

their taxes. If they save some of the tax advantage, well enough, but

it will be an insignificant contribution to the attainment of the

Administration's purpose. The Administration has also provided

inducements to the business community to save. These have taken the

form of accelerated depreciation on assets and the creation of a market

in tax deductions which permits corporations to sell their unusable

deductions to other firms in a position to use them to reduce their

taxes. This is tantamount to a negative income tax for corporations.

It does seem likely that the Administrations's policies will induce some

business saving. The question remains, however, as to whether or not

these savings will be used for investment in improved capital. Some

will undoubtedly be so used; much of it will, however, simply be used to

buy other firms. It would be an extremely naive view that the

motivating force of the marketplace is the production of goods and

services; the motivating force of the markets is the production of

money. If this can be best achieved by making goods, goods will be

made; if it is best done by mergers which add nothing to output, that

will be done. The primary beneficiaries of the Administration's

policies to stimulate corporate saving will in either case be the

shareholders of already successful firms. The only point at which firms

will be enthusiastic about investing in real capital additions is when

there is a manifested demand for the goods to be produced by new and

existing capital. That demand will not come from the unemployed nor

those fearful that they may shortly be unemployed.

The great neoclassical economist Alfred Marshall was once asked

whether supply or demand determined market prices. He responded by the



215

20

analogy of the scissors, one blade representing supply and the other

demand. Both blades are necessary, but one cannot say which blade does

the cutting. If I have any advise for those policy makers who have

embraced supply-side dogma, it is that they reconsider Marshall and

become a bit more agnostic and that they reconsider Keynes and accept a

planning horizon of mortal dimensions.

Government Waste and Inefficiency

The efficiency with which government agencies carry out their

mandates should be the subject of continuing scrutiny, administration

after administration. Rapid social advances, such as occurred in the

Sixties, can take place without mistakes. It is equally certain that

agencies which operate without the benefit of full public scrutiny, such

as Defense and the intelligence agencies, are very susceptible to poor

management and waste. No less an authority on the matter of waste than

Mr. Stockman assured us that there is a great deal of fat to be rendered

in the Pentagon. We ought to trim fat, wherever it is found, but the

butcher ought not be blind lest he take the marrow too, or emasculate

himself.

Eliminating waste and inefficiency in government is the most

popular topic of American political elocution. It is always a primary

goal of the out-of-power party's candidates, It will soon become a

Democratic Party Concern and will hold little appeal for the

Republicans. i can only conclude that both parties are grossly

inefficient at rooting waste and inefficiency out of government. In

seriousness we should eliminate all the waste we detect, but one should

not expect to make a big dent in the budget. Even if all the

chauffeured government limousines in Washington were converted to
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ambulances, the subsidized lunches at the Pentagon were to be no more,

all government dining rooms were stocked with Army surplus tin plates,

all government travel was to be done at economy fares, and we reformed

every last paper clip snitcher, the amount saved would be trivial in the

face of the federal budget; its impact on the distribution of wealth

nil.

Military Preparedness

Assuring that the United States has an adequate military force to

dissuade foreign powers from abusing us is obviously necessary. The

realities of the world are that there are policy makers in every land,

including this one, who would exercise military power to gain their ends

if the risk of retaliation and the political cost are low, even if the

drain of the public treasury is high.

If ever there has been an area where enlightened public debate in

these halls or elsewhere has been stifled by emotion and the threat of

political ostracism it is the critical examination of defense spending.

It is an area where administrations have mislead the public in the

sincere belief that they were acting in the public good. And, as we

have learned recently, members of the military have mislead the Chief

Executive, and, I have no doubt, with the belief they were acting in the

national interest.

Justified or not, defense expenditures are highly inflationary

because they produce no consumable outputs which the profits and wages

generated in their production can be used to purchase. It is difficult

to determine how the direct expenditures for defense effect the wealth

distribution. My guess is that it increases inequality slightly. The

indirect costs, inflation and high returns on government debt, I think
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increase inequality significantly in the absence of controls, such as

were imposed in Worlds War II.

I am not an expert in these matters, but my reading of the evidence

is that the increase in military expenditures now being sought by the

Administration will not alter in any significant way our negotiating

position vis-a-vis the Soviet Union. We are at a point where it is far

too costly to the Soviet Union to attack us. This is a time for less

chauvinism and more statesmenship in the conduct of international

relations. It is indeed an obsession with military power by hawkish

policy makers around the globe which is leading us through a sequence of

self-fulfilling prophecies. If the Administration has its way and

increases outlays for armaments, Russian hawks will demand that the

Soviet Union respond by more military expenditures to nullify the change

in their relative position. Our hawks will then respond by upping the

stakes. Resources are, at least at a point in time, finite. The cost

of armaments must come from somewhere and they generally come out of the

hides of the poor everywhere. Even if I were convinced that the

additional defense dollars requested by the Administration were

necessary to our defense posture, I would find it unconscionable that

the cost should be born by the poor through reduced social programs in

order to preserve newly-enacted tax breaks for the rich.

There are limits to the perceived injustice the disadvantaged will

continence before the social fabric tears. We should not forget where

we are and how we got here. The best evidence is that the Carter

Administration was rejected for its impotence in dealing with both

domestic and international problems. The Reagan Administration held out

promises of better times. It was given a chance and is still being



- 218

23

given a chance, but I dare say the mood of the cities could well turn

ugly in the absence of some palpable evidence that government has not

abandoned those least able to compete.

What Should Be Done to Lessen Inequality or Prevent It From Worsening

I will divide my suggestions into tax and programmatic areas. On

the tax side I would do away with the estate tax and replace it with a

progressive inheritance tax which had rates based upon the existing

wealth of the inheritor plus the inherited amount. I would not, of

course, tax the extant wealth of inheritors, but simply use it in

determining rates to be applied to the inherited amount. The net effect

of such a tax would be to tax the already wealth considerably harder

than the non-wealth receiving the same size bequest.

I would revise the income tax so that unrealized capital gains and

losses on financial assets were included in the tax base along with

realized gains. This would make unnecessary the preferential treatment

of realized capital gains which is intended to recognize that some gains

accrue over long periods of time. The present approach is a miserable

attempt at equity which ends up being most favorable to speculators than

anyone else. I am not opposed to speculators, they serve a good

purpose, I just want them to pay the taxes like the rest of us. I would

also bring all interest into the tax base including that on state and

local bonds. I would eliminate the deduction of interest on consumer

debt, and limit the deductibility of business meals and lodging to a

fixed dollar maximum per person. I would set the maximum with an eye to

covering only part of what a well-heeled lobbyist or businessman might

expect to shell out for lunch or dinner, and allow the rest to be borne

by the customers or shareholders depending upon the ability of the firm
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to shift the incidence of the tax. I would tax those in-kind Incomes

which are practical to tax--free airline tickets for the employees of

airlines and tuition breaks for the children of college professors are

illustrative of what could practically be taxed.

On the programmatic side I would assure every child in America of

adequate nutrition and abundant medical care. I would make it possible

for all people up to some age to borrow money from the government to pay

for training or a college education. I would treat these loans as

liabilities to be paid on future earnings and use the Social Security

System to automatically handle repayment. I would provide for effective

social insurance against those events over which one has little control;

catastrophic illness, congenital defects, and the degenerative diseases

of old age.

These efforts would produce a reduction in inequality but the

richest persons in society would still have several thousand times the

income and wealth of the poorest.

DISCUSSION OF WHO WILL BE HURT BY REAGAN PROGRAM

Representative REUSS. Thank you, Mr. Smith, and thanks to all
the panel for a very instructive morning. It seems to me, Mr. Budd,
Mr. Danziger, Mr. Rousseas, and Mr. Smith, I except Mr. Shilling
who has a different view, but I think the four mentioned would, in
general, agree with the proposition I'm about to state, which is
that the ideal of equality of Thomas Jefferson will, under the
Reagan program, if carried out, be very substantially worsened,
and that there will be large shifts in the shares of income, the
shares of wealth away from not just the poor but the lower 70 or 80
percent of American families and individuals to the top 5 to 10 per-
cent.

Mr. Rousseas, would you agree with that?
Mr. RoussEAs. Yes, I would.
Representative REUss. Mr. Danziger.
Mr. DANZIGER. Yes.
Representative REUSS. Mr. Smith.
Mr. SMITH. Yes, in terms of the shares, yes.
Representative REuss. And Mr. Budd.
Mr. BUDD. Yes, I would. I'm not sure about the size of the shift at

this point.
Representative REUSS. Mr. Budd, you made an interesting point.

While everybody knows that the current economics is going to hurt

95-755 O-92--15



the poor and blacks and Hispanics and the elderly poor, the work-
ing poor, and many other groups, you made the point, I believe,
that it is also going to hurt the young, those under 35 to 40.

Mr. BUDD. Yes, I made a definite point, particularly on the assist-
ance to students that the Reagan administration is going to cut
very substantially.

Representative REUSs. The reasons for this, and I think you are
right-the reasons I think you are right are quite simple. The
change in expenditure policy and tax policy and monetary policy in
the last year has been to enormously increase the share that goes
to property. If you've got it, you get it.

Mr. BUDD. Right.
Representative REUSS. If you had it last month, you got a perfect-

ly splendid tax decrease of almost a third, from 70 percent to 50
percent, and you could then use that marvelous accretion to your
wealth by buying Treasury bills this week for more than 14 percent
for a 3-month obligation, not just guaranteed by the Federal Gov-
ernment, but issued by the Federal Government itself. Since people
under 35 tend not to have very much wealth, they obviously are
going to get the short end of the stick on this new dispensation, are
they not?

Mr. BUDD. Right. Most of the shared property income does go to
the middle and older age groups.

Representative REUSS. Is it not also a fact that young people,
people under 40, I guess we can say, have the same desire as any-
body else to own a home. But isn't it a fact that with the huge
speculative buildup of the prices of homes, old and new, and with
the drastic 16-, 17-percent mortgage rates that people have to pay,
that young people are cut off from what has been in our lifetime
an American dream, the right to own a home of your own; is that
right?

Mr. BUDD. Correct.
Representative REUSS. And isn't it further a fact that since

young people tend to have less property because they haven't been
around long, increasing payroll taxes and inflationary bracket
creep make any income tax cut they get of jellybean proportions.
So in the race of life, they are going to be worse off. Isn't that your
point?

Mr. BUDD. I did want to say, however, that I presented no figures
on inequality within the older age groups, and it's certainly a mis-
take to suppose that property income or high income is evenly
spread among those groups, particularly age 65 and over, where we
know that inequality within that group is much greater than it is
for the remainder of the distribution.

EFFECT OF REAGAN BUDGET CUTS ON ECONOMIC DATA

Representative REUSS. I congratulate you all for a valiant at-
tempt to make sense out of a field where there is a singular dearth
of good statistical material. I was dismayed the other day when
Commissioner Janet Norwood from the Bureau of Labor Statistics
told us that due to administration executive fiat, they are cutting
down markedly on the amount and accuracy of our unemployment
figures. And I am distressed today to be told by our witnesses,



mainly Mr. Budd and Mr. Smith, that the excellent survey ofincome series which the Federal Government has kept for some
years has now been totally disbanded.

This tendency on the part of the administration to tear up the
unemployment statistics and to tear up the statistics relative to the
distribution of income and wealth would lead a legislator of suspi-
cious mind to suspect that this was a giant coverup. Such a statisti-
cal attempt to fudge the unemployment figures and the income and
wealth figures would be a heist on the American people of cosmic
proportions which dwarfs any penny ante coverup that Richard
Nixon might have done. Would you comment on that?

CUT IN EDUCATION FUNDS WILL HURT PRODUCTIVITY

Mr. ROUSSEAS. Could I add something that troubles me very
much as both an economist and educator? The economists, for a
long time, have been talking about the importance of investment in
human capital. Here we have an administration that's concerned
with increasing productivity, as we all are. It's a legitimate con-
cern. But clearly, if you're going to cut down the investment inhuman capital, this is going to turn out to be counterproductive.

We've just heard, for- an example, at our major prestigious uni-
versities like Harvard, Princeton, Yale, they are going to increase
their tuition to $11,000-$12,000, by 15 percent. More significantly,
Wesleyan University is going to stop the blind admission program.
Others will be forced to this. One of the reasons, obviously, is the
cutbacks in grants for education. So our most prestigious universi-
ties, now, will be forced to take really the children of the upper
income classes and the very wealthy. At the same time, our State
governments are going to be strapped for funds. They're going to
have to increase taxes or cut expenditures, and the great State uni-
versities that we built up in this country, apart from our presti-
gious private universities, are also going to be cut back.

Student loans are being cut back. This also is an aspect of distri-
bution from the point of view of investment in human capital, and
as a professor in a college which is now coed, we have been very
much concerned, since our financial aid budget is about $3 million
a year. The question is are we going to be able to continue this, or
is the fact that you're going to be reduced simply the extension ofthe domestic staff of the very wealthy?

You will also kill these institutions, as well as the lower income
groups not even having access to higher education. From the point
of view of investment in human capital, this works against the
very productivity concerns of the administration.

Mr. SMITH. And exacerbates it,
Mr. ROUSSEAS. Absolutely.
Mr. DANZIGER. Could I add a point?
Representative REUSS. Mr. Danziger.
Mr. DANZIGER. There is another human capital effect that is

probably less obvious and relates back to the poverty population
that I talked about. One of the changes in AFDC that went into
effect in October was that you no longer qualify for AFDC until the
sixth month of pregnancy, and in most States that means you also
don't qualify for benefits from the women and infant children for



medical benefits. Previously you could qualify for AFDC benefits at
the third month of pregnancy, once it had been vertified by a
doctor. So in terms of human capital, it looks in the short run that
we're saving some money, but physicians and other researchers
have shown that this second trimester of pregnancy is a very im-
portant one for fetal development, so what we are likely to have is
a reduction in medical care and food aid and cash assistance to
women during pregnancy, and this is likely to lead to an increase
in low birth weight babies, which would be very expensive medical-
ly once they were born, or an increase in infant/maternal fatality.
That's another human fatality aspect which I don't think is very
obvious, but one of the budget cuts.

Representative REUSs. Many of the witnesses have pointed out
the very rough effect on the poor of these budget cuts, just as Mr.
Danziger has now explained. Is it not a fact, however, that that
group in our country which refers to itself as the great middle
class, I suppose that's the second, third, and fourth quintile of
income receivers, maybe a little bit of the top quintile, are going to
suffer under some of these budget cuts by losing clean air, clean
water, university loans and aids, help to the arts and humanities;
isn't that so, Mr. Rousseas?

Mr. ROUSSEAS. Certainly.
Representative REUSs. Now, Mr. Shilling-well, first you come

back at me, then I wanted to ask you a question.

RESPONSE TO SPENDING CUT CONCERNS

Mr. SHILLING. I have been sitting here, obviously, listening. I
think you, as chairman, and the other panelists here express a
great deal of concern about cutbacks. Of course, I can understand
that university professors are particularly keen on seeing cutbacks
in aid to education one way or the other. I would feel the same way
if it were aid to business consultants that were suddenly cut back.
So gentlemen, I can understand your concern.

Mr. BUDD. We're worried about the students.
Mr. RoUSSEAS. There is a qualitative difference.
Mr. SHILLING. May I continue without your interruption, if you

don't mind?
I can certainly understand the concern about cutbacks in many

programs that are designed to help people who have problems one
way or the other, whether it's low-income people, people who need
medical care, deserving students and so on. But I think that all of
this sounds to me very, very much like a statement of something
that every economist, I think, learns just isn't so, and that is that
there is free lunch. The point is that these programs obviously
have a cost.

* EXCESS SPENDING CREATES INFLATION

It seems to me one of the things we've proved conclusively over
the last several decades is that the cookie jar is now empty. Our
work indicates very clearly that the highest correlation with infla-
tion in the long run is the percentage of the economic pie con-
trolled by the Government. What that, in effect, means is that
there is excess spending in the economy relative to the economy's



ability to produce those goods and services and inflation is simply
the mechanism by which that is shifted in favor of the Government
as a spender.

In other words, if you don't have the resources, then, all you are
really doing is simply changing deck chairs on the Ttanic. To sug-
gest that you shouldn't cut back this or that is all well and good. If
you don't have the resources to do it, then obviously there is no net
gain.

Just a word on what inflation does to lower income people. I
think that there should be benefits of greater and greater
magnitude for lower income people or disadvantaged people. I
think that's a perfectly altruistic feeling. But the point is, if the
costs are straining our resources and are an inflationary problem, it
seems to me axiomatic that those are the people who are the big
losers. To say they have a net gain out of this when the economy
ends up being very distorted and very unproductive, I think is
simply not true.

Representative REUss. May I say, Mr. Shilling, that you play a
valuable role at this hearing.

Mr. SHILLING. Thank you.
Representative REuss. And you were invited because of those in-

herent values and I'm delighted to hear you speak up.
Would you not agree on the subject of free lunch-and let me say

I love free lunches, always have-doesn't the person of wealth who
invests in an all-savers certificate, or the corporations which
engage in the exchange of depreciation and investment tax credits,
or the homeowner who gets a huge subsidy not just on his principal
home but on his ski lodge in Aspen and his home in Hope Sound,
don't these goodies partake of the free lunch, too?

Mr. SHILLING. I wouldn't for a moment suggest that there aren't
inequalities and ridiculous extremes that are generated on either
side. It seems to me, though, that the key point is that we have
had, really, for 50 years, a program which has become excessive, at
least the last couple of decades on one side-and I'm not suggesting
everything you do to move it to the other side is going to be with-
out its problems and its ridiculous extremes. But it seems to me
we've gone so far on one side that it doesn't hurt to at least try to
even out the balance in the name of trying to create an economy
which does have a much lower inflation rate and much more of a
productive bias, as oppoosed to a bottomless cookie jar, free lunch
bias.

Representative REuss. Before recognizing Mr. Richmond, I have
intruded on his time, let me just say I would have thought a good
way to swing that pendulum would have been to swing it toward
the middle, eliminate free lunches for welfare moochers and others,
wherever found, but don't create new classes of moochers at the
upper end of the income scale. And I'm glad you agree with that
general proposition.

I have another question to ask you, but we will wait. Mr. Rich-
mond.

Representative RICHMOND. Thank you, Mr. Chairman. First of
all, I would like to congratulate you on the singular panel you have
up here. I think we have a very broad spectrum of opinion in these
panelists.



DISCUSSION OF CURRENT ECONOMIC CONDITIONS AND THE OUTLOOK

Gentlemen, can we all agree on one thing: that on our present
course we are bound for a deficit, which will be between $100 and
$150 billion for this year alone, with unemployment of around 9
percent-not including the other 1 or 2 million people who are not
listed in our unemployment figures because, like many young
people in my own congressional district, they are high school drop-
outs, they never applied for a job, therefore, they don't exist on any
unemployment figures. We've got tens of thousands of these indi-
viduals, both male and female, who through lack of parental guid-
ance, through lack of any type of homelife, any inspiration toward
education, drop out of high school in their second or third years,
the girls very frequently get pregnant so they can establish their
own household, and the boys very frequently get in trouble with
the law. Now, those people aren't on our unemployment list at all,
as you know.

So here we have our gigantic deficit; we have unemployment of
between 9 and 10 percent, if you want to take real unemployment;
we know for a fact that every percent of unemployment costs the
Federal Government roughly $25 billion. Probably unemployment
is among the most wasteful things we can have in the United
States, because not only do unemployed people not pay taxes, but
they take $25 billion per million.

And we have inflation, which is hardly down to reasonable num-
bers. I think inflation this year can go anywhere from 7 to 9 per-
cent. And then we have, last thing, interest rates which, given the
items I have mentioned before, can't possibly go below 15 percent.
In my opinion, they're going to go higher.

Now, once you have interest rates at that level it means people
can't buy houses; they can't buy automobiles. It seems to me that
we are headed for a deep, deep recession and that Reaganomics
offers no hope whatsoever for the next couple of years-and there
will be no hope until this Congress and the administration change
the course we're on now.

Is there any economist here that disagrees with any statement I
have made? If so, I'd sure like to hear it.

Mr. Shilling.
-Mr. SHILLING. Yes, sir, I would agree that the risks in the econo-

my are definitely on the downside. We've been on record for some
time suggesting that we could have a very long drawnout recession
with major risks to various financial institutions and aspects of the
economy.

Representative RICHMOND. You have some of the major corpora-
tions in the United States going into bankruptcy now: General
Motors, Ford, Chrysler, International Harvester. The greatest agri-
cultural equipment company in the world, John Deere, had every
single one of its factories closed in January. What does that tell
you?

Mr. SHILLING. I think not only are they on the verge of bank-
ruptcy, I think some of them are basically dead but are too big to
get into the coffin and get the lid closed. But I would suggest that
the cause of this is probably not so much the current actions that
have been taken here in Washington, many of them with congres-



sional involvement, I might add, but I think it has been a long his-
tory of inflation, which since 1975 has convinced this country thatinflation was here to stay.

Representative RICHMOND. Mr. Shilling, your $100 to $150 billiondeficit in itself has got to force interest rates up, which would in-crease during inflation.
Mr. SHILLING. I think that's correct.

POLICY RECOMMENDATIONS BY REPRESENTATIVE RICHMOND
Representative RICHMOND. If that's correct, what are we doing?My answer, of course, is why don't we look at history and look atthe things President Roosevelt did to get this country back on thetrack again, like an RFC, like a CCC, like all of those letter agen-cies that the President installed which somehow or another got usthrough some very troubled times, like a WPA-people to this dayare using WPA bridges and WPA forms of recreation throughoutthe United States. If it weren't for the WPA, we wouldn't have thebridges we have in the United States today.
Now, isn't it about time we started repairing those bridges? Isn'tit about time we increased our highway use tax by 10 cents agallon, so we can use these tax moneys and put people back towork? Shouldn't we start realizing the administration policy is afailure, a disaster? Isn't it about time for the administration to goto this Congress, in order to save the United States, with changesin some of these policies and shouldn't they change them veryquickly? Like, for example, consumer interest. As the chairmansaid, why should someone who just spent a million dollars for ahome in Hope Sound and got himself an $800,000 mortgage, whyshould that interest rate be deductible? I don't mind having his pri-mary home deductible, but why should anyone be able to deducthis private car. his private yacht, and several houses?
I just came back from Vail, Col., this Christmas. You know whata lot is selling for in Vail, Colo.? Just an empty lot. A million dol-lars. That happened to be, of course, next to Gerald Ford's house.The house on the lot originally cost $40,000. Some damn fool inColorado paid a million dollars for that property and of course hefinanced the whole thing. And who's paying for it? We are.
Now, do you think that sort of system ought to continue? Don't

you think we ought to repeal the tax deductibility of luxury goods,like second and third houses, fur coats, jewelry, and all the otherthings that the people charge on their credit cards?
Mr. SHILLING. Maybe we should.
Representative RICHMOND. Don't you think we are coming to apoint now where we must do something?
Mr. SHILLING. I wish at the same time, Congressman, we couldwave a wand and do away with all the inflation in tangible assetsand the heavy borrowing that people have done during the periodthey assumed inflation would last forever and they could alwayspay back in cheaper dollars, and they would never see the endof--
Representative RICHMOND. Mr. Shilling, American industry isn'tbuying-the machine tool industry, much to my amazement, afterthese great Reaganomic tax cuts and whatnot, instead of going up



is going down. Last year we lost 30 percent of our business. In the
month of December alone, machine tool orders dropped 50 percent.
That tells you one thing; it tells you American manufacturers
aren't making use of Reaganomics in their tax benefits to reinvest
money in their factories. Now if this Nation doesn't modernize its
factories, we are dead. A country half the size of ours in popula-
tion, physically the size of the State of Montana, will has a greater
industrial output next year than we have: Japan. Why? Because of
their new equipment and modern factories and a sensible tax code.

Don't you think you folks ought to start realizing we are in
severe, deep, deep trouble and not just take the President's plan at
face value? He is going to get us into a worse depression than
President Hoover ever, ever thought of getting us into.

Am I saying anything anyone disagrees with? Mr. Smith.
Mr. SMITH. I don't know that I disagree with anything that you

have said, but I have to take this opportunity to agree with Mr.
Schilling. I don't think that this situation is the making of the ad-
ministration.

Representative RICHMOND. Agreed.
Mr. SMITH. It's been a long time in the making.
Representative RICHMOND. I'm sure the chairman will agree too.

INCOMES POLICY

Mr. SMITH. In large part it's a failure to recognize the structure
of the American economy is not a simplistic notion of introductory
economic textbooks.

Unfortunately, I think the corrective measures that the adminis-
tration is trying to take assumes it is and that somehow or another
we are going to go back to some period when you could use the Fed
and use a simple amount of fiscal policy and that would take care
of everything, and then the great invisible hand would work. That
doesn't exist. That's an illusion, and unless we are seriously pre-
pared to talk about incomes policies, other methods, unless we are
willing to break with the old ways of thinking to explore new ways,
we are not going to act concering this problem that I think the ad-
ministration is not responsible for, but the administration is going
to exacerbate it enormously, and it's going to speed up, I suspect
really, the serious consideration of incomes policy.

It does seem to me that we are being pushed onto a track that is
going to, at the very best, cause a rethinking of how we handle the
economy, how we manage it. At worst, it's going to cause a social
disaster, of cities blowing up again.

RELATION BETWEEN DEFICITS AND INTEREST RATES

Mr. RoussEAs. A lot of mention has been made about interest
rates and the deficit, and I'd like to make a brief comment on this.
This concerns me very much. I do believe that the deficits-the
present administration puts it about $92 billion, the CPT about $150
billion-is going to have an effect on the interest rates. What's not
discussed is why is it going to have an effect on the interest rates.

The argument here over and over again is a crowding-out hy-
pothesis. This is where we have to zero in. What is that? If the
Government is to come in to finance that debt on the finacial mar-



kets and credit markets, it's going to push out the private sector of
the economy, and therefore stop the recovery, and really cause in-
flation, and interest rates to go up behind that. Is the monetary
policy worth following? Because from October 1979 Mr. Volcker,
when the target monetary policy was shifted from interest to some
notion of a monetary aggregate or monetary base, again on the
basis of the theory which I think has no basis in fact; namely, some
version of the quantum theory of money. That is, the crowding out
effect exists and has this negative effect because of a belief we have
in a theory of inflation based on money supply. That is a tragedy.

We always hear about a monetization of the public debt. Well,
quite frankly, I am going to be very heretical and say, well, to a
degree we must monetize part of that debt, and we must get inter-est rates down by getting interest rates our target, and that's
simply some form of a monetary base.

Also, Mr. Shilling has spoken quite persuasively about the notion
of savings in this economy, what's happened to the savings ratio.Well, I'm benighted enough to think that one of the best ways of
getting savings up is to move the economy to full employment.
Nobody even mentions this, We have tax policies. The tax policies
of this administration are going to cause a deterioration in the dis-tribution of income.

Professor Smith has rightfully said that we don't have any data;
we don't know really what the distribution of wealth is. Well, myanswer to that is whatever the distribution of wealth is, I argue it'sgoing to get worse. Since that is a stock, the flow of income is goingto get worse.

REAGAN POLITICING INCOME DISTRIBUTION WITH DIRE CONSEQUENCES

And I would like to end by referring to Max Veblen, who manyyears ago evolved a theory of legitimation, No society will continueand survive unless it is seen as just by the mass of the people. Theminute a society is delegitimated it becomes destabilized. When ourproblem is growth, as long as you have growth and there's no prob-
lem with distribution of income, it is depoliticized. What this ad-ministration is doing is repoliticizing the distribution of income ina situation of no growth and in the situation where its policies arenot going to contribute to the stimulation of growth, but have theexact opposite effect; that is, to put it bluntly, I think we are goingto blow ourselves up.

Representative RICHMOND. So do I. Thank you, Mr. Chairman.
Representative REUSS. Thank you.
Mr. Shilling, I said I had a question for you. Looking at your pre-

pared statement, I notice a number of truths that are self-evident.
You say, "Upper income people are the big savers and lowerincome people the big spenders. ' No doubt about that.

You say, and again you are right as can be, that "the policies weare now embarked on are going to keep interest rates at highlevels."
Then I want to refer to where you give your optimistic predic-tion. You say that "the years ahead as consumers finance thelikely catchup surge in auto sales and the appliance and household

furnishings boom, that would accompany the residential construc-



tion explosion," you point out that that group will have to dissave,
they will have to spend more than they are making, poor souls, to
do that. But the pot of gold at the end of the rainbow is the rich
people who, under this program of Mr. Reagan's, will have more,
and since they are the big savers they will lend to the average
person so that this great boom will continue.

Isn't that what you are saying?
Mr. SHILLING. No, I'm not, Congresman.
Representative REUSS. Might be nothing wrong with saying that?
Mr. SHILLING. Frankly, I don't think that any of us really know

enough about what increased inducements to save are going to do
in terms of who is going to do the saving. Now, there's no question
that cutting income taxes the way the bill enacted last summer
cuts them does do a lot more to induce saving among upper income
people, because it's a proportional cut and they end up with a
much greater increase in their aftertax income, as I've shown in
table 6. Consequently, since they tend to be big savers, and if we're
talking about the superrich, the consumption probably changes
very little with an increase or decrease in income. So it's really a
question of coming in or out of savings.

I think that's true, but I think some of the other things that are
occurring may increase saving right now, I frankly think that we
in our firm know very little about it. I'm not sure anybody else
does either. Let me give you an example.

Right now, for the first time in decades, because of the limit, the
decline in taxes to 50 percent on all income, plus the historically
wide spread between inflation rates and interest rates, it is possible
for the first time in decades for virtually everyone to have an after-
tax real rate return on savings as invested in a fixed-income secu-
rity.

Now, who is going to be induced to save more to take advantage
of that? Frankly, I don't know. I think to say simply the superrich,
whose consumption is probably pretty much fixed anyway, just
doesn't make sense. I think, obviously, if that's the type of thing
that's going to be effective, it's going to hit a lot of us who are
below that category, obviously above the very bottom rungs, where
people dissave at a very great rate, as I pointed out.

But to say this is somehow all going to flow to the superrich and
them simply lend to the vast middle class, I don't think we know
enough to say so. I would suspect that if that were the only impact,
then these programs obviously wouldn't generate much more
saving at all.

DISCUSSION OF REAGAN PROGRAM ON SAVING AND BORROWING

Representative REUSs. I guess we must read together right now
the paragraph starting with the words "The saving rate." You say,
"The saving rate is also likely to be depressed by the tremendous
borrowing we expect in the years ahead as consumers finance the
likely catchup surge in auto sales," and then I read the rest of it.
Then having made that statement, you said, "Ah, but all is not lost
because as a result of the Reagan economic policy changes, those at
the top will save more, so that will compensate for the greater bor-
rowing by the lower 70 percent, whatever it is."



Mr. SHILLING. Congressman, do I say the saving is going to be en-tirely done by those at the top? If I did, I miswrote.
Representative REUSS. You say, "The saving is going to be de-pressed by the tremendous borrowing we expect in the years aheadas consumers. * * " I'm afraid you are right. Far from accusingyou of misrepresenting matters, I accuse you of being an honesthistorian.
Mr. SHILLING. Not really, Congressman, with all due respect, theway I am discussing this, going back to the previous pages, I amfirst talking about the inducements to saving, not only the tax cuteffects but also the IRA's and so on and so forth. And I'm sayingthese things tend to increase the saving rate, but when we getthem all through, lo and behold, we only end up with what, by his-torical standards, is no great shakes in terms of saving rate.Then I go on to say, "The reason it doesn't give us a bigger in-crease than that is because there are offsets." Now, those stimuliand offsets could indeed occur in precisely the same person. Some-one who was in the mood or in the stage of life to say, buy a newcar, who is driving around a junker now, and economic conditionsimprove and his income increases and he wants to buy a new car,indeed, he could dissave in the process of buying that car, but atthe same time he could be induced to save more than he otherwisewould have.

So, in other words, you can have forces working both ways,indeed, within the same individual.
Representative REUSS. Your vision of the American consumer isthat of a durnkopf of monumental proportions. He's supposed to besaving tremendously and develop a nice little nestegg, and thenborrowing tremendously to buy those dandy autos and householdfurnishngs and homes that you are talking about. That poor fellowwho constitutes 80 percent of the population is going to be in terri-

ble shape if thats his household management policy.Well, I did want to raise it because I happen to believe in the
postmortem on the Great Depression of 50 years ago, delivered bythe eminent banker, Frank Vanderlip, who after the event said,"Yes, the Depression was caused by the fact that workers andfarmers didn't have enough and those at the top had too much, sothere wasn't enough purchasing power to take off the market thatwhich the economy was then capable of producing." It's because ofmy urgent desire that we not repeat the Great Depression that Ipursue you with these little catechisms. But I'm very grateful toyou, as always, and to the panel as a whole I would say, "Wherehave you been all my life?" You've been a breath of fresh airtoday. Working with miserable statistical basis, you have been ableto focus a great deal of commonsense on our present miseries.As I mentioned earlier, Prof. William Ryan of Boston Collegewas unable to be with us today. I will include his statement in theprinted record.

[The statement referred to follows:]
STATEMENT OF WILLIAM RYAN, PROFESSOR OF PSYCHOLOGY, BOSTON COLLEGE

The present crisis in America is a crisis of inequality. The economic gap betweenthe ric and the rest of the nation, which has been growing all during the 1970's,has been widening more and more rapidly. It has been said that the policies of the



present administration have resulted in the rich growing richer and the poor grow-
ing poorer. It would be more accurate, I think, to say that the rich are getting
richer while the rest of us-the great vulnerable majority of Americans, consisting
of people who work for a living-are all getting poorer. Not only poorer in our
weekly or monthly paychecks, but poorer with respect to what we own, poorer in
our sense of security against misfortune and disaster, in the risk of death, injury,
and illness to which we are being exposed, and, most important, poorer in the state
of our moral and spiritual well-being. This inequality crisis is more fundamental
than-or perhaps it is a summation of-the unemployment crisis, the inflation
crisis, the productivity crisis, the interest rate crisis and the tax crisis.

The crisis is particularly unsettling and, I believe, particularly dangerous because
it reverses a long-standing trend toward greater equality. From the end of the 1920's
to the end of the 1960's, American society had been growing more equal with re-
spect to the distribution of its abundance. This overall advance toward greater
equality, which had been spasmodic and marked by irregular movements forward
and backward, was sharply reversed as we moved into the 1970's and the gains of
previous decades are being rapidly eroded. As a simple index of the process we can
look at the relative shares of income received by the top 20 percent of the popula-
tion-those who are the most affluent-and that received by the lower 60 percent-
what might be termed the average working man and woman. In 1929, the more af-
fluent 20 percent were receiving more than half of all personal income, while the
lower sixty percent was receiving only about one-quarter. By the end of the 1960's,
the share of the well-to-do had fallen to 41 percent, that of average families had
risen to 36 percent. This was a significant change-not as great as many of us might
have hoped for, but it meant a significant change in the standard of living, the well-
being and the economic security of the majority of Americans. For example, this
change represented the equivalent of about 2500 1969 dollars per family among
those in the bottom sixty percent. This may not seem like much when you have it;
it's a small fortune when you don't.

Now we are moving in the opposite direction. By 1978, the well-to-do were back up
to 45 percent of income, the average family back down to 30 percent. There seems
little doubt that this regressive movement has increased and accelerated in the in-
tervening years. One indication of this is the average weekly take home pay for a
wage worker with three dependents. In real dollars, discounted for inflation, this
amount dropped by 7 percent between 1972 and 1979. Between 1979 and October
1981, this amount dropped an additional 11 percent. There seems little doubt, based
simply on last week's report of the record decline in average hours worked that the
paycheck of the average wage worker is continuing to plummet.

In approximately one decade, inequality has grown and we have moved backward
25 years. In other words, the average American family has lost all the gains that
have been made since the Eisenhower administration. Present trends and present
policies, if allowed to continue unchecked, will result in our losing everything we
have gained since the administration of Calvin Coolidge.

This is why I have characterized the present inequality crisis as not only disheart-
ening, but dangerous. In recent weeks, we have all been reminded, I hope-as we
reviewed the life and accomplishments of Franklin Roosevelt-that the unrecog-
nized inequality crisis that characterized the 1920's led directly to the greatest eco-
nomic crisis in our history, which almost broke our nation apart.

It is important to ask the question: how do we account for greater equality and
inequality in our society? Let me suggest a hypothesis, I believe, well substantiated
by the facts. We have moved toward greater equality when two conditions are pres-
ent: the first is a Federal government that is relatively sympathetic to, and con-
cerned about, the welfare of average working people; the second condition is that
these people themselves demonstrate a determination to band together and fight for
their own interests. This point is illustrated in two periods in recent history that
have been characterized by rapid advances toward greater equality. The first is the
period of the middle 1930's and the height of the New Deal, together with the con-
comitant upsurge in the organization of men and women into labor unions. A
second example is found in the history of the 1960's. Again we find a Federal gov-
ernment clearly concerned about those who are less well-off, together with a high
level of organized action directed toward civil rights, welfare rights, womens' rights,
and the unionization of such relatively low-paid workers as hospital employees and
employees of state and local governments.

Setbacks in the direction of greater inequality appear to occur during periods
characterized by governmental hostility to the poor and to working people, by the
suppression of organized activity through the means of high unemployment and



high inflation, by overt and covert support of anti-labor activity and by neglect or
active hostility towards efforts to end racial and sexual discrimination.

There are five components of the policy of the present administration that, if not
opposed quickly and firmly, will exacerbate the growth of inequality in America.
The first is the most obvious: the new and grossly unfair tax policy of the present
administration, that will further enrich the wealthy and the great corporations at
the expense of working people, small businessmen and other members of what I
have called the vulnerable majority. Many of us made those charges when this
policy was first proposed and now the charges have been amply confirmed by the
famous Stockman interview in The Atlantic. Furthermore, recent polls suggest quite
clearly that the American people are grasping the fact that this administration is
giving unfair advantages to the rich.

It is worth pointing out that this large-scale experiment in so-called supply-side
economics was actually given a test on a somewhat smaller scale during the 1970's.
As I pointed out before, during these years there was a huge redistribution of
income from the average American family to those who were already well-to-do, a
transfer that, by 1978, amounted to an annual shift of over 60 billion dollars. At the
same time after-tax corporate profits ballooned from 37 billion dollars in 1970 to 144
billion in 1979, more than 100 percent increase even after allowing for the inflated
dollars. Such an enormous redistribution should, one would think, according to
supply-side theory, have produced at least a small miracle of increased investment
and productivity. No such supply-side miracle occurred. And I believe the consensus
is growing that there will be none this time, either. It may well be true that faith
can lead to miracles. It does not appear to be true in this case. And faith in self-
proclaimed miracle-workers tends to disappear when no miracles are forthcoming.

The first order of business, then, in starting to do something about the inequality
crisis, is to reestablish the time-honored American principle that everyone should
pay his fair share of taxes. In the opinion of most people, that principle should
apply to the rich as well as to the rest of us.

The second policy that is exacerbating the inequality crisis is cutbacks in social
welfare and social insurance. We are already seeing the terrible effects of the first
round of cuts affecting huge numbers of people. Last week's Newsweek poll indicat-
ed that nearly a third of all respondents said that they or their families have al-
ready been directly hurt by cuts in government spending. We see it all around us.
Men and women are running out of their entitlements to unemployment compensa-
tion. Cuts in nutrition, health, fuel assistance, job training and welfare programs
are driving more and more people back down below the poverty line. Despite repeat-
ed promises to leave Social Security alone, there have even been cuts in that most
basic and trusted of American institutions.

Now we are being presented with proposals for further cuts that are truly incredi-
ble. If these proposals are not rejected out of hand, we will not be confronted simply
by new statistics to argue about as to how many more millions have been improver-
ished. Rather, this is a matter of life and death. These cuts in social programs will
be th direct cause of deaths of human beings. Certainly thousands will die, perhaps
tens of thousands. I would like to know what is in the minds of the leaders of this
new form of class warfare of the rich against all the rest of us. What, in their view,
is the acceptable level of casualties? How many of us do they think are expendable?

The third important policy to be considered is the blatant and insensitive aban-
donment of efforts to end continuing discrimination. To justify this abandonment, a
mythology is being carefully cultivated that improvement in the condition of women
and of minorities can occur only at the expense of those of us who are white males.
This is the precise opposite of the actual facts. The demonstrable reality is that
movement toward racial and sexual equality goes hand-in-hand with, and is an in-
separable component of, movement toward overall equality in the society. This does
not occur at the expense of white males, but rather at the expense of the wealthy
minority of the American population. To paraphrase an infamous remark, what is
good for women and blacks and other minorities is good for America. After all these
years of struggle, it is inconceivable that our government can abruptly turn its back
on women and on racial and ethnic minorities. it cannot be allowed to happen.

The fourth component of the policies of this administration that will worsen the
inequality crisis is the rapid reduction of regulatory efforts to protect the health
and safety of the American people, particularly in the workplace, but also on the
highway and in the very air we breathe. Illness, disability or death of a breadwin-
ner are among the most common causes of insecurity and sudden economic distress
that push so many members of the vulnerable majority under the waterline of pov-erty every year. To reduce the prevalence of these events and to provide methods of
insurance against their consequences are among the most powerful means of stabi-



lizing the economic security of average families. The dereguation mania of the pres-
ent administration is particularly worrisome because there is some evidence that
the rate of industrial illness and accident has already begun to creep slowly upward.
For example this rate increased from 91 to 93 per thousand from 1975 to 1977. It is
reckless and shortsighted to deliberately increase these risks, to which every work-
ing American is exposed daily.

Finally, let me turn to the aspect of policy that cannot be directly derived from
budgets or economic reports-the unfashionable issue of morals and values. Permit
me to address just two aspects of this process: first, the more obvious efforts to
transform the philosophical foundations of American society; second, the more
subtle efforts to establish a new and misleading vocabulary in order to shape
thought and discussion about the issues.

In my opinion, the propaganda attack against traditional American values being
conducted by this administration and by its idelogical supporters is the most danger-
ous aspect of the growing inequality crisis. The battlecry is "Get the government off
the backs of the people", and, in this context, we hear trimphant descriptions of pro-
grams abolished, bureaucracies constricted, and dollars saved. At a deeper level, I
would argue, these words are messages of division and incitements to mutual dis-
trust. We are being encouraged to isolate ourselves, one from the other, and to grow
suspicious of our fellow-citizens. The goal, we are told, is to free the American
people from those who are unjustly or unneccessarily claiming federal benefits,
thereby leeching tax money from the pocketbooks of the rest of us. These vaguely
identified groups are referred to as "them" and we are repeatedly promised that
this administration will hunt "them" down, root "them" out, and cut "them" off.
The unmistakeable message is that getting rid of "them" will bring economic relief
to "us."1

But who fits into these various categories of "them?" It is technically true that we
can choose to define each such category as a small minority of parasites on "us", the
majority. However, when we take an overall look at the whole picture, we see that
when we put all the "thems" together, when we add up all the categories that are
actually or potentially in peril, "them" is really "us." In this way, the American
people is being manipulated so as to divide itself into small groups that will fight
among themselves for the constantly shrinking slice of the pie being served to the
vulnerable majority.

So we see that the moral problem embedded in the philosophy of the new conser-
vatism is far more serious than the fact that we are being cynically tempted to
harden our hearts against one another, to take care of ourselves and let the other
fellow worry about his own troubles. The greater moral danger-which is also a se-
rious political danger-is that we are being told that we are not, in fact, one nation,
not really a unified people, a people that is both responsible for one another and
safe to trust one another. We are being presuaded that America is divided into
"them" and "us" and that "we" must constantly be on guard against "them."

This transformation is being partially accomplished by the successful introduction
of a new and apparently innocuous vocabulary, reflecting a new set of assumptions
about appropriate relations between the government and the people. These assump-
tions and the accompanying vocabulary have begun to dominate social policy dis-
course. Let me discuss three examples from the new vocabulary: (1) 'the truly
needy;" (2) "the social safety net;" and (3) "compassion."

The term, "truly needy", necessarily rests on the assumption that there is a rela-
tively small group of persons who, because of misfortune, disability, incompetence or
age, are a separate category of the population in need of help, dependent and pitiful,
while the rest of us are safe and secure. This is far from reality, a dangerous illu-
sion. The truth is that the great majority of Americans are vulnerable to economic
disaster as a result of such common unforeseeable and uncontrollable events as the
breakup of a family, the death of a breadwinner, unexpected accident or prolonged
illness, loss of a job and so forth. We are constantly vulnerable and we could quickly
become one of those in need-moving from the category of "us" to the category of
"them." Most of us are, at best, only four or five paychecks away from sudden eco-
nomic distress. So, while it is true that, in any one year, a relatively small minority
are what we would call "poor", over a span of five or ten years, the majority of us
are constantly vulnerable to falling into that category.

The linked ideas of "compassion" and "safety net" grow out of similar assump-
tions. The direct implication is that so-called 'safety net" programs-Social Secu-
rity, Medicare, unemployment compensation, food stamps, and so forth-are to be
seen as some form of charity for those unable to take care of themselves. This is a
serious misunderstanding of these programs. Not only is this idea not true, it is in-
sulting to millions of Americans. The great programs that are a direct or indirect



legacy of the New Deal are emphatically not philanthropic programs for the poor
unfortunates upon whom we are taking pity and showing our compassion. And cer-
tainly no one has ever before dared to define them as handouts to the lazy and im-
provident.

It is fashionable nowadays to scorn anything with a New Deal label as outdated
and irrelevant. We hear it said that the solutions of the 1930's or the 1960's are notthe solutions of the 1980's. Strictly speaking, this is in some sense true. However, itis worth pointing out that many of the solutions to the problems of the 1930's and of
the 1960's have become such an integral part of American life that we no longer
even think of them as "solutions." I refer to such solutions that we now take for
granted as social security pensions, federal insurance of our bank accounts, unem-
ployment compensation, programs for the blind and so forth. Other such programs
would be considered obviously irrelevant to today's conditions. But this way of
thinking completely misses the point. No one in his right mind would advocate a
simple duplication and rerun of the New Deal in a literal way-reviving the CCC or
the WPA and similar programs. That was not the meaning of the New Deal at all.
Rather, the New Deal is more accurately understood as the time when most Ameri-
cans saw, and took as their own, a vision of a new America. To achieve that vision,
Americans made a compact among themselves. That compact is still in force and
the core of it is that all of us, all Americans, will henceforth be concerned with one
another, will worry about one another's problems and will take care of one another.
This compact was not simply a turn toward greater "compassion." I do not wish to
imply that compassion is not a high and noble virtue. But it is important to recog-
nize clearly that the compact to which I refer was based, not on compassion, but on
self-interest, and on a recognition of common social membership in a complicated
society in which many things could go wrong unexpectedly. It was based on a recog-
nition that we are all in the same boat and that we are all responsible for one an-
other. This, not compassion, is the basic rationale for the development of programs
by which we have determined to guard ourselves-all of us-against the normal, as
well as the unexpected contingencies, risks, and disasters that most of us are, sooner
or later, subjected to.

To talk about "compassion", about "safety nets" for the "truly needy" is to com-
pletely miss the point of what America has become since 1935.

The fundamental fallacy of the slash-and-cut, devil-take-the-hindmost philosophy
of the Reagan administration, as illustrated for example in the bizarre budget pro-
posals just put forward-their basic fallacy is the belief that America is nothing
more than a collection of 220 million isolated persons, each individual out to take
care of himself as best he can. This is a strange and barbaric vision of human soci-
ety and, even if it were possible for such a society to exist, it would be a terrifying
one in which to live.

America is, of course, far more and far greater than that image. We are not
simply a disconnected horde of lone cowhands. We are an enormously complex andinterrelated society, in which no individual, no matter how supernormal he might
be, could conceivably even begin to take care of himself alone.

Knowing this, we cannot escape the further insight that, as individuals, we
cannot live, and, as a society, we cannot survive, unless we clearly agree that all of
us are and should be dependent upon one another, that we can and must trust one
another, that we should and that we will help one another.

These most fundamental agreements are now under all-out attack and that means
that America is in great peril. Because it is not only social programs, but the very
moral ligaments of American society, that are being cut and slashed.

Representative REUSS. Gentlemen, we are grateful to you, and we
now stand in recess until 2 o'clock this afternoon, when, among
other things, Mr. Smith, we can ask Mr. Stockman whether it was,indeed, an overzealous, lower level bureaucrat in the Office of Man-
agement and Budget who did in the survey of income statistics.
Thank you all very much.

[Whereupon, at 12:30 p.m., the committee recessed, to reconvene
at 2 p.m., the same day, in room 1202, Dirksen Senate Office Build-
ing.]



AFTERNOON SESSION

OPENING STATEMENT OF REPRESENTATIVE REUSS, CHAIRMAN

Representative REUss. Good afternoon. The committee will be in
order for the continuation of the hearings on the state of the econo-
my. I want to welcome two very distinguished public servants, Mr.
Malcolm Baldrige, and our former colleague, Bill Brock. You are
both doing a great job and we appreciate your being here.

I have asked Congressman Richmond to chair the session this
afternoon, since I may have to be in and out. So, Congressman,
would you please take over.

Representative RICHMOND [presiding]. Thank you, Mr. Chairman.
I can't think of a meeting I would rather chair, because it is bound
to be exciting, interesting, and informative.

We are very pleased to have Secretary Baldrige and Ambassador
Brock and Under Secretary Olmer with us this afternoon. We only
have you for an hour and a half, and we appreciate your time.

OPENING STATEMENT OF REPRESENTATIVE RICHMOND

Gentlemen, for almost four decades the United States has pro-
vided military, political, and economic leadership for the Free
World. The military strength, the room for political accommoda-
tion, the ability to construct rules for international commerce have
all depended on the vitality of the American economy. Throughout
most of the postwar period, the international economy was of sec-
ondary importance to the United States-it was the occasional
icing on our ever-growing domestic cake. Well, I think we all know
that that era is over.

International economic policy has moved center stage in the at-
tempt to restore the health of the American economy. There are a
variety of initiatives that should be taken right now. Let me give
you my own list of five areas I think that demand attention.

SHARE THE BURDEN BUDGET

First, we must have a macroeconomic policy that will take the
pressure off of seriously overvalued dollars. That means bringing
the budget deficit under control. My own "share the burden
budget" is a long step in the right direction. I know we discussed
my "share the burden budget" before, but certainly I will be glad
to send you copies any time you would like them.

Second, we need to move the liberal trading order forward to
open neglected markets. We must bring international services and
trade-related investments into the body of rules that govern inter-
national commerce.

Third, we must have a trade policy that will preserve our exist-
ing strength in high-technology goods. There, of course, I think we
all need to start worrying about the computer, the entire technol-
ogy-computer chips, memory chips, and whatnot, where we seem
to be losing the battle.

Fourth, U.S. international leadership requires a consistent East-
West policy that is built around continuous consultation with our
allies.



JAPAN

Finally, there is Japan. The Japanese success story is a justifi-
able source of pride to the Japanese. The Japanese success story,however, is not just a reflection of hard work, good management,
and a nationwide quality circle. Japan has prospered in an interna-tional system that has been built by American initiative and main-tained by American forbearance. In thousands of ways, Japan hasnot met its responsibility to the international system.

Japanese economic policy looks to exports for growth and shields
its financial system from outside influences. The Japanese spendlittle on national defense or international assistance and regularly
use trade barriers to help build new industries. Japanese protec-
tionism hits hard at America's high-technology industries and ourown agricultural strength.

Mr. Secretary, Mr. Ambassador, Mr. Under Secretary, many ofus are out of patience. Decades of talking loudly and carrying vir-
tually no stick at all simply does not add up to a credible trade
poicy. The greatest economic leverage we have against Japan is alarge, open, tempting American market. Until the Japanese arewilling to meet our competition on equal grounds in their ownhome market, we have no choice but to limit their access to our
market.

Very soon I plan to introduce legislation that will present Japanwith a choice of full, free, and fair competition or the need to look
elsewhere to market a substantial portion of their industrial ex-ports.

It is a pleasure to have you with us again. I know that all threeof you have toiled long and hard to forge an effective trade policyfor the United States. But I just don't believe that you have gotten
the support that you should from some of our allies. Thank youvery much.

To move us quickly to your statement and our questions, I wouldlike to have my complete opening statement placed in the record,along with several others, so as not to take up your time.
[The opening statements of Representative Richmond, SenatorRoth, Senator Abdnor, and Senator Hawkins follow:]

OPENING STATEMENT OF REPRESENTATIVE RICHMOND

For almost four decades, the United States has provided the military, politicaland economic leadership for the free world. The military strength, the room for po-litical accommodation, the ability to construct rules for international commercehave all depended on the vitality of the American economy. Throughout most of thepost-war period, the international economy was of secondary importance to theUnited States-it was the occasional icing on our own ever growing domestic cake.That era has come to a close. We can no longer rest quietly on our own, homegrownlaurels.
In the 1970's, the United States became much more involved with an internation-al economy that had itself become larger, more varied, and much more competitive.Export sales are important for a wide variety of manufacturing firms and vital forthe health of our farm sector. United States foreign direct investments have contin-ued to grow and the larger U.S. banks draw a substantial portion of their profitsfrom overseas operations.
The importance of imports is now an every day fact of American commercial life.We look to foreign producers for roughly 40 percent of our oil needs and a lon% listof strategic and industrial raw materials. Overseas manufacturing firms avebrought lower prices and stiff competition to the American market. Import penetra-tion started with relatively simole, labor intensive goods such as shoes and televi-
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sion sets and moved on to large, basic industries such as steel and autos. In the
1980's the United States can expect foreign competition in the high technology
fields where we have been dominant for decades. The domestic party is over.

American business can no longer simply focus on the safe harbor of the domestic
market with only an occasional glance at international opportunities or problems.
Manufacturing firms and a growing array of service industries must now think in
terms of a global market of which the American market is only a part.

International economic policy has moved center stage in the attempt to restore
the health of the American economy. There are a variety of initiatives that should
be taken now. Let me give you my own list of five areas that demand attention.

First, we must put overall economic policy on the right course. I know that Am-
bassador Brock is doing a good job at the bargaining table and that Secretary Bal-
drige has the Commerce Department out in the international field with an eye to
building new export markets for the United States. But the good you gentlemen are
doing has been more than offset by a mix of monetary and fiscal polices that keep
interest rates high and the dollar seriously overvalued. Until we bring the budget
deficit under control, interest rates are likely to stay and the United States will con-
tinue to lose ground in its own market as well as overseas. My own "share the
burden budget' is a long step in the right direction. I will see that you both are sent
copies.

Second, the United States must continue to build the liberal trading order. In the
post-World War II era, the relatively free flow of goods and capital has made a
major contribution to an unprecedented period of growth in the industrial west and
in many parts of the developing world as well. New initiatives need to be taken to
bring trade in services and trade related investments into the broad body of rules
that govern international commerce. The United States will again have to take the
lead role. At the same time, we have to recognize that our leadership has depended
on a growing economy. To keep that economy growing we will have to get as much
as we give in future trade negotiations. In some places, we will have to push to open
markets that we neglected in the past.

Third, U.S. trade policy has got to be tailored to our industrial future. Japan,
Europe and many developing countries are building high technology industries with
substantial government assistance in essentially closed markets. We must counter
that thrust.

Fourth, U.S. international leadership requires a consistent East-West commercial
policy. Most of the high technology goods we manufacture are available elsewhere
in the free world. Even our pre-eminent position in agriculture can be at least par-
tially offset by expanded grain production in Australia, Argentina, Brazil, and else-
where. We have to consult with our allies in order to build a unified Western posi-
tion.

Finally, there is Japan. I have saved the trade problem requiring the most imme-
diate attention for last. The post-war performance of the Japanese economy is noth-
ing short of astounding. Unlike many prosperous countries, Japan has neither ex-
tensive agricultural resources nor great mineral wealth. Their economic strength
has been built by reliance on the one resource they do possess-their people.

The Japanese success story, however, is not just a reflection of Japanese hard
work, good management, and a nationwide quality circle. Japan has prospered in an
international system that has been built by American initiative and maintained by
American forebearance. In myriad ways, Japan has not met its responsibilities to
the international system.

Look at overall Japanese economic policy. A "go slow" domestic growth strategy
encourages Japanese industries to rely on export markets. By keeping their domes-
tic financial system relatively closed to the rest of the world, Japan has been able to
keep their interest rates well below those found in truly international markets.

The Japanese spend relatively little to keep the rest of the international system
afloat. For instance, while the United States spends more than 6 percent of its GNP
on national defense, Japan spends less than 1 percent. If U.S. defense spending were
concentrated on capital investment, modernization, research, and export develop-
ment, the world competitive situation would be very different today. Japan has
simply got to do more on defense, on foreign assistance, on balance of payments sup-
port on accepting imports from the developing world.

Japanese trade policy has been a systematic violation of the letter and the spirit
of the General Agreement on Tariffs and Trade. In Japan, trade policy is but one
facet of an overall industrial strategy-not a set of laws that are in harmony with
the needs of a broader international system. The past pattern of cosseting new in-
dustries with trade protection and coddling them with government support has been
extended to semi-conductors, computers, and the full range of sophisticated electron-
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ic products. Japan intends to develop its own aircraft industry and has alreadystarted the move into bio-engineering. The areas of our greatest industrial strengthare just where Japanese protection is most formidable. .

Where Japan does import, the strategy is to capture as much of the processing forthe Japanese market. They import timber, not lumber, hides not tanned leathersoybeans not soy sauce. The Japanese are the single largest consumer of U.S. agri-cultural goods-but even here they pepper their trade with barriers against U.S.citrus, beef and other products. The Japanese could buy American rice for a fractionof the price it costs to produce their own.
Japanese agricultural protectionism grows out of the political system of post-warJapan and the political needs of the ruling Liberal Democratic Party. The Japanesepeople have moved to the city but the voting power has stayed in the country. Ineffect, we are paying the economic price of Japan's refusal to reapportion its legisla-ture.
The litany of tension between the United States and Japan is nothing new-itcould have been written five or even ten years ago. The Japanese response has beenone of piecemeal retreat-conceding a skirmish here, a small battle there all withan eye on winning the industrial war. The latest charade took place last week, whenthe Japanese took some action on a list of 99 complaints registered by the UnitedStates, the Common Market and some of Japan's other trading partners. U.S. sakeand metal baseball bats will now receive a slightly deeper bow at the Japanese cus-toms shed. Not surprisingly, no action was taken on agricultural quotas. The wholepackage amounts to little relative to the staggering bi-lateral trade deficit that wehave with Japan.
Mr. Secretary, Mr. Ambassador, I am out of patience. Decades of talking loudlyand carrying virtually no stick at all simply do not add up to a credible trade policy.The greatest economic leverage we have against Japan is the large, open, temptingAmerican market. Until they are willing to meet our competition on equal groundin their home market, we have no choice but to limit their access to our own. I amintroducing legislation later this month that will present Japan with the choice offull, free, and fair competition or the need to look elsewhere to market a substantialportion of their industrial exports.
It is a great pleasure to have you both with us again. I know you have both toiledlong and hard to forge an effective trade policy for the United States.

OPENING STATEMENT OF SENATOR ROTH

It is a pleasure to see our trade spokesmen here today. They are appearing beforethis committee none too soon, as we are facing some important and pivotal decisionsin the international trade arena.
The United States has long been the most open major market in the world, Mer-chandise from around the globe fills our stores and homes; foreign suppliers enjoythe same opportunities to operate and to sell their services within our borders asU.S. producers. The flow of foreign investment and capital remains relatively unfet-tered by government regulation or restrictions.
The same is not true elsewhere. In fact, it has never been true, even though theUnited States has operated on the philosophy that, by setting the example of freetrade for the rest of the world, we will benefit as others follow our lead. Instead, wefind ourselves in the position of the general who rode bravely into battle only tofind his troops had marched off in another direction.
It was the United States that initiated successive rounds of multilateral trade ne-gotiations under GATI aimed at reducing trade barriers and developing interna-tionally agreed upon rules of trade conduct. The most recent round of these negotia-tions would have derailed in 1978 if our Special Trade Representative, RobertStrauss, had not been able to pull the pieces together again. Thanks largely to U.S.prodding, 99 countries in the international trading community concluded tariffagreements and codes on a wide range of nontariff measures, including subsidies,discriminatory Government purchasing practices and trade-distorting import licens-ing procedures. I enthusiastically supported these agreeements in the belief thatthey would further open worldwide trade.
The United States has signed these codes and cut its import duties, urging itstrading partners to do likewise. Some did-and some did not. Once again, we took amajor step toward opening markets; and, once again, others failed to follow ourlead.
For years, the international trading system has been based on the principle thatno country should be accorded less favorable treatment than that given our "most



favored" trading partner. While I have been a strong supporter of the most-favored-
nation principle, I have found that, with each round of negotiations, the MFN treat-
ment accorded by the United States is far more favorable than that granted by our
trading partners.

While we have opened the lucrative U.S. Government purchasing market to for-

eign suppliers, oversea governments continue to buy national. While we have as-
siduously avoided the use of agricultural export subsidies, the European Community
has embraced them as a centerpiece of the common agricultural policy. While we
have rejected the widespread use of import quotas, the Japanese maintain numer-
ous quantitative barriers on a wide range of farm products. In services and invest-
ment as well, the United States has kept its markets open, while U.S. exporters and
investors face mounting and increasingly complex discriminatory actions overseas.

I believe strongly in free trade. Freedom in the international marketplace means
lower prices, greater choice, and the opportunity to increase production. The result-
ing economies of scale enable us to supply a global, not just a domestic, market. But
we cannot carry the free trade banner by ourselves.

Open markets in the United States, coupled with closed markets overseas, have
had damaging side effects for U.S. producers. Faced with increasing foreign competi-
tion, U.S. carbon steel manufacturers have scaled back production to 55 percent of
their industry's capacity. Our auto producers are in dire straits and have been
forced to lay off workers from coast to coast. In my own State of Delaware, Chrysler
and General Motors, faced with mounting inventories and growing competition,
have had to close down some production lines.

In short, U.S. workers and firms are suffering because our trading partners refuse
to play fair.

In recent days, this inequity has produced a good deal of discussion about reci-

procity. Whether the term reciprocity is taken to mean fairness, or equivalent
market access on a sector-by-sector basis, or equity, or overall trade-in-balance, I be-
lieve the time has come for serious consideration of this principle.

This consideration need not mean that we contemplate the overthrow of the inter-
national trading system. It need not mean the end of most-favored-nation treatment.
It need not mean protectionism. It need not mean closing our markets in response
to closed markets overseas. Rather, when I speak of reciprocity, or include the con-
cept of fairness as a basis for making decisions on trade in U.S. services-as I have
done in my Trade in Services Act of 1982 (S. 2058)-I mean a new approach to trade
that will encourage others to open their markets as ours have been open for years.

It is time, then, for a fresh look at the rules of the international trading game.
The United States will continue to benefit from free trade only if we can convince
our trading partners to ease their barriers and restrictions as well. Reciprocity may
seem to be a drastic approach, but nothing less drastic has worked so far.

OPENING STATEMENT OF SENATOR ABDNOR

Over the last several weeks I have asked administration officials to try and visu-
alize the condition of the U.S. economy today without the contributions of the
American farmer.

What kind of an inflation rate would there have been in 1981 had farm prices not
plummeted?

How many millions of jobs would be lost in the growing, storing, transportation,
processing, merchandising, and marketing of food alone if the United States was not
the leading and most efficient food growing nation in the world?

What would the impact on savings and investment be if American consumers did
not devote 16 percent of their income, as they do, to food purchases, but rather had
to devote 20 or 30 percent such as consumers in Western Europe pay?

The topic today is U.S. international trade policy. U.S. agricultural exports have
climbed from $7.0 billion in 1970 to $43.8 billion in 1981, a 526 percent increase.
Agricultural imports during this same period, however, increased by only 202 per-
cent, from $5.7 billion to $17.2 billion. Agricultural exports as a percent of total U.S.
exports were 16.8 percent in 1970 and 19.1 percent in 1981. As a further contribu-
tion to our economic viability, agricultural imports as a percent of total U.S. im-
ports declined from 14.6 percent in 1970 to 6.7 percent in 1981. Had agricultural ex-
ports grown at the same rate as all other U.S. commodity exports we would now be
looking at a 1981 trade deficit of over $40 billion rather than $26 billion. I shudder
to think of the economic implications of that. For fiscal year 1982 the Department of
Agriculture forecasts an export value of $45.5 billion, less than a 4 percent increase
over 1981. In order to accomplish this, according to the USDA America will have to



export 10 percent more commodities. This is because prices are expected to decline
by 6 percent.

If this agriculture forecast proves correct, what other export sector of our econo-
my can pick up the slack? How will we prevent a further deterioration in our al-
ready embarrassing balance of trade?

Thank you.

OPENING STATEMENT OF SENATOR HAWKINS

The United States is up against a number of difficult problems in the trade area.
Preliminary 1981 figures show a total trade balance deficit of $26.3 billion, the

second largest annual deficit in our history. As a matter of fact, during the last 10
years, only in 1975 did we have a trade surplus and then it only amounted to $5.2
billion. The 455 percent increase in the value of all U.S. exports since 1970 is unfor-
tunately overshadowed by a 554 percent increase in the value of our imports.

We must export more industrial and more agricultural products.
Yet America faces severe competition from highly productive foreign producers

and, in many casses, American products are discriminated against through the use
of artificial foreign trade barriers.

Japanese automobile exports to the United States have tripled in the past 10
years. In 1980, Japan exported 54 percent of the approximately 11 million cars,
trucks, and buses that it produced. Both West Germany and France exported over
50 percent of the 7.1 million autos, trucks, and buses they produced. The United
States on the other hand, exported 9.5 percent of its 8 million units produced. If we
are to compete we must increase our product quality at the same time as we in-
crease productivity. And I would emphasize that Americans will not shrink from a
fair challenge.

Obviously I could continue to recite this kind of depressing statistic. I think it is
time for a positive change in our strategy. We must develop productivity improve-
ment programs and, as part of this, begin an earnest search for an effective way to
collaborate on industrial production with the Japanese. And we must be firm in our
negotiations over foreign trade barriers. America cannot be expected to stay a
dumping ground for foreign products.

Representative RICHMOND. Senator Jepsen, it is a pleasure to see
you-our distinguished vice chairman.

OPENING STATEMENT OF SENATOR JEPSFN, VICE CHAIRMAN

Senator JEPSEN. It is a pleasure to see you. Thank you.
It is a pleasure to welcome Secretary Baldrige and Ambassador

Brock to this hearing on U.S. trade policy. Trade is a growing por-
tion of our national economic accounts, providing jobs for Ameri-
cans, holding down inflation, and giving our consumers the widest
possible choice in their purchases of goods and services.

I am, therefore, heartened to see this administration place such a
high priority on free trade and expanding trade opportunities.

I am glad Ambassador Brock and Secretary Baldrige have placed
such importance on removing many of the unnecessary barriers to
U.S. exporters. Restrictions arising from the Foreign Corrupt Prac-
tices Act, certain antitrust regulations, and U.S. tax laws have tra-
ditionally discouraged exporting. Congress and the President have
revised the tax laws-it is now time to eliminate the remaining
export barriers.

AGRICULTURAL EXPORTS

One area that deserves much of the recognition for our domestic
economic and international trade growth is American agriculture.
Agriculture is a trillion-dollar industry whose activities contribute



20 percent to our gross national product and provide 23 million
jobs.

On the international front, at a time when overall merchandise
trade is suffering severe imbalances-to the tune of $28 billion on a
balance of payments basis for 1981 alone-agriculture continues to
show up in the black. Last year, overall agricultural exports topped
$45 billion.

Foreign markets are critical to U.S. farmers. We export 36 per-
cent of our corn production, 64 percent of our wheat production,
and 40 percent of our soybean output. Over the past decade, the
United States accounted for three-fourths of the increase in world
grain trade.

Clearly, without these foreign markets, our farmers would be in
serious trouble.

FOREIGN TRADE RESTRICTIONS

We have witnessed an increasing tendency among our trading
partners, however, to steal markets away from U.S. producers by
means of unfair export subsidies, and other incentives. The Europe-
an Community, for example, provides a wide range of export aids
and refunds to farmers who then undercut U.S. prices in third
markets.

Japan makes a more direct route, severely restricting imports of
agricultural goods into its own market by the use of quotas.

Should other countries follow Europe's and Japan's lead, we will
shortly find ourselves with no place but home to sell our growing
farm output.

In response to this danger, I call upon this administration to step
up its efforts to obtain free world trade in agricultural, as well as
industrial products.

REJECT EXPORT EMBARGOES

As part of this effort, I strongly believe our witnesses today-
indeed the entire administration-should reject the use of agricul-
tural export embargoes. Restricting our own exports to achieve un-
related foreign policy objectives is just. a way of shooting ourselves
in the foot. And restricting farm exports in particular inflicts
severe hardships on our farmers, their families, and this Nation as
a whole.

If, under the direst circumstances, embargoes must be imposed
on U.S. trade, I believe they should be imposed across the board.
My colleagues agree. In the 1981 farm bill, the Congress included
my provision requiring that, if embargoes are imposed on farm
products alone, farmers will have to be compensated fully for loss
of markets.

This is a powerful provision and one that should not be taken
lightly.

American agriculture is strong, but it will not remain strong
unless it is free to sell in the world marketplace without fear of
preemptive embargoes.

I trust our witnesses today will agree and will continue their ef-
forts to enable all U.S. trade-agricultural as well as industrial-to
flow freely and earn the best possible return for the U.S. economy.



Gentlemen, we welcome you to this committee.
Representative RICHMOND. Thank you, Mr. Vice Chairman. Now

we turn to Secretary of Commerce Baldrige.

STATEMENT OF HON. MALCOLM BALDRIGE, SECRETARY OF
COMMERCE, ACCOMPANIED BY LIONEL OLMER, UNDER SEC-
RETARY FOR INTERNATIONAL TRADE
Secretary BALDRIGE. I am pleased to appear here before the Joint

Economic Committee with Ambassador Brock to discuss U.S. trade
policy. I will comment on the world trade situation and the increas-
ing pressures for turning to trade protectionism. I will also focus
on the issues of U.S. competitiveness, especially in high-technology
fields; East-West trade; and Commerce trade promotion programs.

WORLD TRADE SITUATION

The world trade situation has been aggravated by the severe,
worldwide economic recession. International trade is being subject-
ed to new stresses, which threaten the extensisve liberalization of
trade that has taken place since World War II. Already there has
been a dramatic slowing in merchandise trade among the nations
of the world. Last year, for the first time in three decades, the
trade of the free world declined in real terms.

Historically, in times of recession, strong pressures develop for
protectionism and the restriction of trade. To bolster their econo-
mies, many of our trading partners are resorting to new or expand-
ed protectionist measures to limit imports and to expand exports
through government-backed export incentives. These include trade-
related performance requirements and restricted import levels.

Added to these difficulties are continuing distortions in trade re-
sulting from past restraints, such as the use of nontariff barriers
by some of our major trading partners. There is no question that
the United States is demonstrating a greater commitment to a fair
and open trading system than any major country in the world.
How long we can continue to sustain this traditional role is getting
to be an increasing question if other countries pursue their self-in-
terests to our detriment.

U.S. COMPETITIVENESS AND HIGH TECHNOLOGY

U.S. trade data, market share figures-particularly for manufac-
tured exports-and long-term indicators of industrial competitive-
ness show that our economy is falling behind our major competi-
tors. Due to lower U.S. investment in plant and equipment and a
smaller share of R. & D. spending than our competitors, productiv-
ity growth in the United States has been unable to offset a larger
portion of wage increases as it has in other countries.

The bright spot in U.S. competitive performance and trade is
trade in high-technology products. Since 1975 we have had a cumu-
lative surplus of $128 billion in high-tech trade, compared to the
cumulative surplus of $148 billion deficit in overall merchandise
trade. In the last 2 years our surplus in the high-technology area
has exceeded $60 billion.

But, if we look into the future we face a very broad challenge of
other countries in the high-technology area, including foreign gov-



ernment subsidized research and development and export support
programs.

The implications of this trend indicated that we urgently support
our high technology industries and what must be done to maintain
their preeminence.

Because of the importance of high-technology trade, in December
the Cabinet Council on Commerce and Trade, authorized a study
on the competitive position of U.S. high-technology industries.

The efforts of this administration to solve the problems of the
high-technology sector are being taken within the framework of
our overall policy of free trade. The world system of free trade de-
mands that all nations follow common principles of fairness. And
fairness in the trading relations among nations includes the con-
cept of reciprocal treatment. Let me assure you reciprocity does not
mean protectionism in this sense. It means the demand for equiva-
lent access to the markets of our trading partners.

EAST-WEST TRADE POLICY

Let me move, if I may, to East-West trade. This administration
took office with the clear determination to protect vital U.S. and
free world interests in the management of our commercial rela-
tions with Communist nations. We have placed the highest priority
on the need to establish a consistent and predictable policy which
will take into account the security, foreign policy, and economic
conditions which exist today. As an element of that effort, we
streamlined the export license processing system. We had a 2,000-
case backlog when I took office. It is down to practically zero now.

This administration has made clear from the beginning that our
approach to trade with the Soviet Union must be consistent with
our political and security objectives. We are prepared to continue
and expand our trade in nonstrategic areas if the Soviets act re-
sponsibly and with restraint in the international arena.

In December, martial law was declared in Poland; the repressive
role of the Soviet Union in this situation called for a firm response.
We, therefore, have imposed selected economic sanctions against
the Soviet Union and Poland.

At the same time we have sought to limit adverse effects on U.S.
business and jobs that result from this action. Our business com-
munity has been generally understanding of our need to impose
sanctions, our allies agreed not to undercut our actions by provid-
ing alternate sources. We view this as a commitment to restrain
their companies which otherwise might take commercial advantage
of this situation.

In the area of strategic militarily relevant dual-use technologies
and equipment, we and our allies have begun improving the system
of multilateral strategic controls that govern Western exports to
the Soviet Union. We now have a political commitment within
Cocom which provides the foundation for refocussing and strength-
ening international control efforts toward critical technologies and
equipment. We also look toward streamlining and strengthening
the rules and procedures which guide our joint efforts and a more
coordinated and aggressive control enforcement effort.



Finally, this administration has moved ahead vigorously to nor-
malize our trade ties with the People's Republic of China. In July
1981, the President announced a new and more liberal export
policy toward the PRC. This new policy is consistent with our
mutual security and economic interests and increasingly friendly
relations with the PRC.

TRADE PROMOTION

Expanding exports remains a key component of the administra-
tion's economic recovery program. Export expansion means in-
creased U.S. jobs, higher profits for U.S. business and a stronger
national economy. The Department of Commerce has implemented
a number of programs in pursuit of that goal, and others are being
developed. Management changes and realinements have resulted in
a leaner, more efficient organization, able to do more with less.

Major emphasis has been put on "reaching out" to involve more
businesses, particularly small and medium-size ones, in exporting.
At the same time increased cooperation with State and local gov-
ernments and private sector organizations have broadened the base
of support for this export activity.

By encouraging the private sector to take a larger part in export
assistance activity, we are focusing Government resources on areas
where they can really make a difference. With the passage of the
Export Trading Company Act, which we hope the Congress will
bring about this session, our business community will then have
access to the kinds of assistance so effectively used by most of our
major competitors.

One recent example of our new market promotion efforts was
our highly successful high-level U.S. Trade and Investment Mission
to Africa, which visited the Ivory Coast, Nigeria, Cameroon, and
Morocco. Agriculture Secretary John Block and I led a group of 25
corporate executives of U.S. companies in agribusiness, agricultural
commodities, construction, mining, and telecommunications fields.
Other Government participants included the Chairman of the
Export-Import Bank, the President of OPIC, AID's Assistant Ad-
ministrator for Private Enterprise and State Department officials.

The African governments and the local business communities
warmly received us. In less than 2 weeks our business members
submitted proposals and signed feasibility study agreements and
contracts worth more than $170 million. They developed numerous
other business and investment leads which they plan to pursue. We
feel that this mission was an unqualified success for American
business and our quality products and technology.

If I may, Representative Richmond, I would like to include for
the record, a copy of the letter that all 25 of these businessmen
signed, to the President of the United States, on their return.

Representative RICHMOND. Without objection, Mr. Secretary.
Secretary BALDRIGE. Let me close by emphasizing the importance

to the U.S. economy of expanding U.S. trade opportunities. To do
this we must continue to work for an open and fair trade system;
to maintain and expand our competitive support position especially
in high-technology exports; and to pursue trade policies that are
consistent with U.S. security, political interests, and economic
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needs. We have the products, the technology, and the resources to
be the strongest trading country; and with will and dedication to
the job at hand, we will continue these strengths into the future.

Thank you very much, Congressman.
[The addendum to Secretary Baldrige's statement, together with

the letter referred to, follows:]



ADDENDUM TO THE STATEMENr OF I1ON. MALCOLM BALDRIGE

UPDATE OF U.S. FOREIGN TRADE DEVELOPMENTS
FULL YEAR 1981

Introduction

In 1981, the U.S. merchandise trade deficit increased from thepreceding year for the first time since 1978. Imports (valued
f.a.s.) exceeded exports by $27.6 billion in 1981. The growth rates
of both exports and imports slowed markedly last year. Exports
increased to $233.7 billion, a gain of only 5.9 percent in 1981,
compared to a 21.3 percent increase in 1980. imports climbed to$261.3 billion, a rise of only 6.7 percent last year, following a16.9 percent -rise in 1980.

In 1981, there was a relatively small deterioration in the U.S.
trade position of $3.4 billion despite sluggish foreign economic
activity, a sharply appreciated dollar, and faster growth in
nonpetroleum imports. Nevertheless, the size of the trade deficit
remains a matter of serious concern. Last year marked the fifth
consecutive year in which the deficit exceeded $20 billion, a period
during which the cumulative imbalance totaled $140 billion.

The outlook for 1982 is for a further deterioration in the trade
deficit based on a current reading of domestic and foreign economicprospects. Continued slow economic growth abroad and the lagged
effect of a stronger dollar will constrain export growth and offset
the decreased import demand resulting from a sluggish U.S. economy.
The recovery in the U.S. economy expected later in 1982, moreover,
will probably stimulate a resumption of import growth in the second
half. The bilateral trade deficit with Japan, which was $16 billion
in 1981, will widen to $20 billion or more in 1982 and account for
more than half of the overall 1982 deficit.

General Tends in 1981

Growth rates for both exports and imports last year were
comparatively low, reflecting the significant downturn in U.S. and
foreign economic activity since early in 1980 and, on the import
side, the reduction in U.S. demand for imported petroleum. These
low rates of growth contrasted sharply with the 18-27 percent annual
increases in exports and 16-20 percent increases in imports recorded
in the preceding three years.

The deterioration in the U.S. trade balance this year was masked to
some extent by a substantial reduction in petroleum imports since
the beginning of 1981. The decline in these purchases, which
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account for nearly one-third of our total imports, have partly
offset a substantial rise in inglorts of manufactured goods and other
nonpetroleum products. Moreover, although exports rose rapidly in
the early months of 1981, the trend since March was generally
downward for both manufactured goods and agricultural products.
Thus, the deterioration in the manufactures trade balance this year
has been greater than the deterioration in the overall trade
balance. The trade surplus in manufactured goods dropped to $11.7
billion in 1981 compared to $18.8 billion in 1980. Exports of
manufactures increased by 7 percent, only one-third as fast as in
1980. Imports of manufactures, however, actually picked up momentum
-- rising 14 -percent in 1981 following a 11 percent increase in the
preceding year.

Export Highlights

The slowdown in manufactured goods exports mainly reflected sluggish
economic conditions in foreign countries and the substantial
appreciation of the value of the dollar. Most major categories of
exports recorded less rapid increases in 1981: machinery,
chemicals, aircraft, coal, and other industrial materials as a
group. Automotive exports (mainly to Canada) posted a modest
recovery, however. Despite the interruption of shipments during the
coal strike March 7 to June 27, coal exports rose strongly last
year, by 28 percent to $5.9 billion. After averaging a 20 percent
yearly increase in 1977-1980, agricultural exports rose only 5
percent last year. All of the increase steaned from higher average
prices which more than compensated for a drop in the volume of
exports.

Import Highlights

The rise in U.S. imports in 1981 was almost entirely attributable to
greater imports of manufactured goods. The major increases were
recorded in steel, chemicals, various types of machinery, and
clothing. Imports of passenger cars from Japan increased in value
by 16 percent (although declining 6 percent in quantity), but this
increase was largely offset by a decrease from other overseas
suppliers. Steel imports jumped 55 percent in value. Although some
of this expansion represented higher average prices, there was a
substantial increase in the volume of imports as well, particularly
after the first quarter. Otmpared to the 1980 level, steel imports
rose 30 percent in quantity.

The major import change was a drop in the value of petroleum
imports. Petroleum imports declined by 2 percent in 1981 to $76.7
billion, reflecting a 13 percent drop in quantity. In terms of
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barrels per day, 1981 imports were 6.1 million versus 7.0 million in
1980. 'te average price of petroleum imports was $34.31 per barrel
in 1981, up 12 percent from the $30.65 level recorded the previous
year.

Regional Trade Developments

A favorable development in terms of its impact on the total deficit
was the marked improvement last year in the U.S. trade deficit with
OPEC. In 1981, our deficit with OPEC was $27.9 billion, a nearly
$10 billion reduction from the 1980 deficit. of course, the reduced
prices and volume of crude petroleum imports have been the key
factors in this improvement.

In contrast to the reduction in the U.S. deficit with CPEC, our
bilateral trade deficit with Japan widened sharply in 1981, reaching
$15.8 billion, a $5.9 billion increase from the previous year's
deficit.

Exports to Japan climbed by only 5 percent last year as reduced
exports of crude materials such as lumber and steel scrap offset
large increases in agricultural exports, and large manufactures
exports as well. Imports from Japan, on the other hand, continued
to rise strongly in 1981, climbing 22 percent to $37.6 billion.

At the same time, our traditionally large surplus with Western
Europe narrowed substantially, to $13.5 billion in 1981 from $20.8
billion in the preceding year. This development mainly reflected an
absolute decline in exports; the 3 percent decrease represented the
first drop in sales to Europe since 1971. Imports from Western
Europe continued to increase in 1981. The 11 percent increase in
these imports last year was about the same rate of increase recorded
in 1980.
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U.S. - REGIONAL TRADE SUMMARY TABLE
DECEMBER 1981

EXPORTS: Millions of Dollars, f.a.s., Seasonally Adjusted Data
IMPORTS: Millions of Dollars, +.a.s,., Seasonally Adjusted Data

Annual Data
DEC 81 NOV 81 1981

EXPORTS TO JAPAN
% Change from Prior Period

IMPORTS FROM JAPAN
% Change from Prior Period

BALANCE
$ Change from Prior Period

EXPORTS TO CANADA
% Change from Prior Period

IMPORTS FROM CANADA
% Change from Prior Period

BALANCE
$ Change from Prior Period

EXPORTS IO THE EUROPEAN COI.MUNITY
% Change from Prior Period

IMPORTS FROM THE EUROPEAN COMMUNITY
% Change from Prior Period

BALANCE
$ Change from Prior Period

EXPORTS TO OPEC
% Change from Prior Period

IMPORTS FROM OPEC
% Change from Prior Period

BALANCE
$ Change from Prior Period

EXPORTS TO NON-OPEC LDCS
% Change from Prior Period

IMPORTS FROM NON-OPEC LDCS
% Change from Prior Period

BALANCE
$ Change from Prior Period

$ 2,102 $ 1,942
8.3% 6.8%

$ 3,047 $ 3,381
-9.9% -9.9%

-$ 945 -S 1,439
$ 494 $ 493

$ 2,912 $ 3,210
-9.3% 14.4%

$ 3,526 $ 3,969
-11.2% -1.2%

-$ 614 -$ 759
$ 145 $ 472

$ 4,193 $ 4,269
-1.8% -0.7%

$ 3,419 $ 3,527
-3.1% -2.9%

$ 774 $ 742
$ 32 $ 75

$ 1,830 $ 1,806
1.3% -3.1%

$ 3,046 $ 4,153
-26.6% 7.2%

-S 1,216 -$ 2,347
$ 1,131 -S 337

$ 5,334 $ 5,229
2.0% -9.8%

$ 5,044 $ 5,630
10.4% -12.4%

$ 290 -$ 401
$ 691 $ 231

$21,823
5.0%

$37,612
22.5%

-$15,789
-$ 5,865

$39,564
11.8%

$46,414
12.0%

-$ 6,850
-$ 786

$52,363
-4.1%

$41,624
14.4%

$10,706
-$ 7,511

$21,533
21.3%

$49,442
-10.6%

-$27,909
$ 9,646

$67,439
6.4%

$66,901
8.4%

$ 538
-$ 1,117
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U.S. MERCHANDISE TRADe SU'q.ARY TABLE-DECE.BER 1981

EXPORTS: Millions of Dollars, f.a.s., Seasonally Adjusted Data
IMPORTS: Millions of Dollars, ,aS., Seasonally Adjusted Data

TOTrAL EXCPORTS
% Change from Prior Month

MANUFACIURES EXPORTS
% Change from Prior Month

AGRICULllJRAL EXPORTS
% Change from Prior Month

IOTAL IMPORTS
t Change from Prior Month

MA4UFACTURES IMPORTS
% Change from Prior Month

PETROLEUM IMPORTS
% Change from Prior Month

TOTAL TRADE BALANCE
$ Change from Prior Month

MANUFACTURZ TRADE BALANCE
$ Change from Prior Month

* Changes in this column are year-over

TOTAL EXPORTS
% Change from Prior Year

MANUFACTlRES EXPORTS
% Change from Prior Year

AGRICULTURAL EXPORTS
% Change from Prior Year

TOTAL IMPORTS
% Change from Prior Year

MANUFACTUqES IMPORTS
% Change from Prior Year

PCTROLEUM IMPORTS
% Change from Prior Year

TOTAL TRADE BALANCE
S Change from Prior Year

MANUFACTURES TRADE BALANCE
$ Change from Prior Year

DEC 81

$18,821.1
-1.6%

$12,245.4
-2.7%

5 3,235.2
-11 .4%

$19,516.3
-13.3%

$1.1 ,228.6
12.4%

S 4,970.9
-19.8%

-S 695.2
$ 2,708.6
$ 1,016.8
S 1,260.2

NOV 81

S19,117.7
0.4%

$12,579.9
2.0%

$ 3,652.8
-0.9%

922,521.5
-3.1t

$12,823.3
-3.3%

$ 6,196.8
-1.7%

$3,403.8
S 786.7

-$ 243.4
$ 679.6

year, DEC 80 to DEC 81.

Annual Data
1981

$233,677.0
5.9%

$154,282.7
7.2%

$ 43,815.0
4 . 9%

$261,304.9
6.79

$142,543.7
13.9%

$ 76,711.8
-2.5%

-S 27,627.9
-S 3,383.6

S 11,739.0.
- 7,030.0

DEC 80

S19,250.9
-2.21

$12,367.F
-1.0i

$ 3,843.0
-15.81

$21,436.3
-9.0%

S10,896.6
3.1%

$ 7,093.4
-29.9%

-S 2,185.4
$ 1,490.2
5 1,471.3

-S 454.5

An to? Data
1980

$220,626.2

$143,890.8

$ 41,757.0

$244,870.6

$125,121.8

$ 78,636.8

-s 24,244.3

$ 18,769.0
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Figure A

U.S. TRADE BALANCES

Monthly Balances in Millions of Dollars

Seasonally Adjusted Data
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Figure B

U.S. TOTAL TRADE

Monthly Trade in Millions of Dollars
Seasonally Adjusted Data
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Figure C

U.S. MANUFACTURES TRADE

Monthly Trade in Millions of Dollars

Seasonally Adjusted Data
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SYSTEMSSAl ARCHITECTS,
INC. ?

S A. RESEARCH AND DEVELOPMENT PARK
THOMAS PATTEN DRIVE
RANDOLPH. MASSACHUSETTS023617)96I-4840

January 30, 1982

Ronald Reagan, President
The United States of America
The White House
Washington, DC 20500

Dear President Reagan:

We businessnen, as nmbers of the recently completed United States Trade
and Investment Mission to Africa, would like to congratulate you on this
very significant step toward increasing, our country's commercial
relationships with Africa. We are confident that this mission will show the
developing nations, and in particular Africa, that the principles you set
forth at Cancun are being vigurously pursued by your administration.

Our experience on this mission has convinced us that the development of
trade, the establishment of jointly-owned businesses, and the expansion of
United States investment are the best ways to accelerate the development
process in those countries. At the same time, we believe that it will
contribute substantial benefits to the United States economy.

In this regard, we have identified many opportunities in each of the
countries visited. We pledge to you our intention to produce concrete

results through follow-up visits and our continued efforts.



We highly commend the efforts of Secretaries Baldridge and Block on this

mission. They clearly demonstrated to the people of the countries visited,

the sincere interest of the United States government and American business

community in working with them. The warmth with which we were

received was a direct result of their obvious sincerity and their tireless

efforts.

We urge you to consider similar missions to other developing areas of the

world. We are convinced that the cooperative efforts of the United States

government and the American business community can, in fact, move

mountains. The jobs that will be created by these ventures, both in the

United States and worldwide, will go a long way toward alleviating our

present economic difficulties.

In closing, we would like to commend all the government personnel who

participated in this mission. The Washington staff members, as well as

your Ambassadors and their staffs, dedicated themselves to ensure the

success of our joint efforts.

Let us assure you that we businessmen will do our best to followup on this

initial step so that this visit will mark the start of a new era in commercial

relations with Africa.

Respectfully,

-George S. Pan Chairman Steering Committee
President,
Systems Architects, Inc.

J.D. Allen, President
J.D. Allen Industries, Inc.

Dr. Kenneth L. Badar, Chief Executive Officer
American Soybean Association



Admiral James V. Bartlett (Ret.)
Senior Group Vice President Engineering
Raymond International Builders, Inc.

Dr. Louis Berger, President
Louis Berger International, Inc.

Ambassador William G. Bradford, Partner
Concrete Housing International, Inc.

Frank E. Briber, Jr., President
Allis-Chalmers Corporation

Allan Clark, President
Trek Services Corporation

James F. Dempsey, Vice President-International
Air Products and Chemicals, Inc.

Paul Fayhee, Vice President
Midwest Ag. Trading Company, Inc.



Bill Goldsmith, Executive Vice President
Rice Council for Market Development

Joseph V. Guido, Vice President and Director
Latin American Operations
Motorola, Inc.

Alvan K. Gustafson, President and Chief Executive Officer
Fru-Con International, Ltd.

Theodore R. Hagans Jr., President
Fort Lincoln New Town Corporation

Samuel M. Harrell, Chairman and Chief Executive
Tidewater Grain Company

FranciscoJ. Hernandez, President
Agro Tech International, Inc.

Harold E. House, Executive Vice President
Louis Dreyfus Corporation



Arthur P. Ist. , President
Gateway International Holdings, Inc.

Eugene D. Jackson, President
Unity Broadcasting Network, Inc.

George T. Lewis Jr., Group Vice President
Chas T. Main International, Inc.

Ambassador Armin H. Meyer, Director of International Relations
Ecology and Environment, Inc.

Joseph R. Perini, Senior Vice President and Treasurer
Perini Corporation

Thomas W. Read, Senior Vice President
Read Steel Products, Inc.

Milo Schanzenbach, Secretary- Treasurer
U.S. Wheat Associates, Inc.



Lewis R. Smoot Sr., President
The Sherman R. Smoot Company, Inc.

James 5. Stotsky, Chief Executive Officer
T-CAS America, Inc.

Frank Travis, Vice President, Middle East Africa Area
Ingersoll-Rand Company

Copies to: Alexander Haig, Secretary, U.S. Department of State

Malcom Baldridge, Secretary, U.S. Department of
Commerce

John Block, Secretary, U.S. Department of Agriculture

Edward Meese III, Counselor to the President

James Baker III, Chief of Staff

Michael Deaver, Deputy Chief of Staff

Lionel H. Olmer, Under Secretary for International Trade,
U.S. Department of Commerce

William H. Morris Jr., Assistant Secretary for Trade
Development International Trade Administration, U.S.
Department of Commerce

Robert D. Hormats, Assistant Secretary of State for

Economic and Business Affairs

Elise du Pont, Assistant Administrator, Bureau for Private

Enterprise Jgency for International Development

William H. Draper III, President and Chairman, Export Import
Bank of the United States

Craig A. Nalen, President and Chief Executive Officer
Overseas Private Investment Corporation

Dr. Marilyn J. Seiber, Special Assistant to the Under
Secretary and Deputy Misson Director



Representative RICHMOND. Thank you very much. Mr. Secretary.
Ambassador Brock.

STATEMENT OF IION. WILLIAM E. BROCK III, U.S. TRADE
REPRESENTATIVE

Ambassador BROCK. Thank you, Congressman.
I want to express my delight at being back before this committee,

on which I served-very pleasant, productive years. I happen to be-
lieve this is far and away the most important joint committee that
the Congress has, and I appreciate your interest in this subject.

When I came on my first visit about a year ago, I mentioned two
priorities-first, that we had to act quickly and decisively to re-
store our own domestic economic health in order to be competitive,
I think we laid down the foundation for that recovery with the
action taken by the Congress last year.

Second, I suggested the need to preserve and strengthen the open
and fair-trading system we have been constructing for 35 years, on
which our prosperity depends.

The contribution of exports to domestic employment, agricultural
production, corporate profits, and a strong currency require us to
pursue further the reciprocal trade liberalization. Protectionism
can only hurt us. It will damage American opportunities for strong
export sectors. It will not provide revitalization of our presently
weak sectors. I think those conclusions are no less true 1 yearlater.

The challenge of preserving and stengthening the system is per-
haps even more critical today. There are an awful lot of factors,
both positive and negative weighing on the world trading system.
We are building some momentum to tackle some of the most re-
strictive practicLs still affecting world trade, particularly in thearea of agricultural services and investment. But on the other
hand, the failure of past efforts to open some foreign markets for
U.S. exports is causing increasing frustration in the Congress and
in the administration.

It is my own belief that the trade pressures generated currently
are more intense than at any time certainly since the early 1970's.
The causes of that frustration are very real.

The United States has the most open market in the world. The
opening of our market, however, has been predicated on the expec-tation that similar opportunities would be created for U.S. exports
abroad. Our legitimate expectations, however, have not been ful-
filled.

TRADE RELATIONS WITH JAPAN

Worse still, protectionism seems to actually be on the increase intoo many areas abroad, while in Japan we do have, as the chair-
man has stated, an unequal trading relationship.

U.S. producers who are competitive everywhere else around theworld have made little headway in penetrating the Japanese
market. But it isn't just U.S. producers, by the way. It's any otherproducer. Small countries, large countries all have the same accessdifficulty.



The Japanese economy continues to expand. This expansion,
however, is based on increasing Japanese exports, while domestic
demand for imports stagnate.

Our deficit, which appeared in 1981, is in the area of $16 billion
on an FOB basis, well in excess of $19 billion on a delivered basis,
and may and probably will be worse in this year.

Japan, on the other hand, will run a surplus in its merchandise
trade of about $21 billion in 1981, as much as $35 billion in 1982.
Additionally, the surplus in Japan's current account is expected to
triple this year, from $5.5 billion to $17 billion.

The announcements of Minister Abe about the reduction of

many import barriers is encouraging. However, these measures
were rather narrow in focus, and therefore we are reserving judg-
ment until we see what comprehensive actions are finally taken.

While our trade problems with Europe are probably less exten-

sive, they may prove more difficult to deal with. Agriculture, steel,
textiles, and export subsidies are areas of longstanding differences
between ourselves and the community.

TRADE NEGOTIATIONS

The next 2 years will be a crucial time for the world trading
system. We face a major challenge in facing serious deterioration
in the world trading system, while at the same time obtaining fair
access to foreign markets for U.S. exports.

In the next several months a series of meetings will help us to
achieve our goals. The meeting of the GATT Ministers, the Minis-
terial Meeting of the GATT, November of this year is fundamental-
ly important. It will provide us with an opportunity to solidify our
efforts for free and more reciprocal trade.

Ministerial will help us focus full attention on the urgency of re-
solving the immediate problems facing us and of committing our-
selves to addressing the longer term major trade issues of the
1980's like services and investment.

It's not intended to lead immediately to a major new round of
multilateral trade negotiations in the near future. I'm not sure
that any of the participants are ready for that yet.

But we do hope and I think have the right to insist on an inter-
national agreement on a work program on longer term trade issues
during the Ministerial, as well as an international commitment to
see that this program is carried out.

We will, likewise, be meeting with our major trade partners to
review the implementation of the codes and the agreements which
were established as a result of the Tokyo round.

FAIRNESS AND RECIPROCITY

These provide a major opportunity for reducing some of the most

damaging nontariff restrictions against U.S. exports in areas such

as product standards, customs valuation, subsidization, and product
definition. These codes, however, are no more effective than the
extent to which they are implemented.

The success of this evolutionary process will be a critical factor
in determining the fairness of the trading system of the 1980's. So,



we're going to be an active and aggressive participant in defending
U.S. rights.

The administration will continue its strict enforcement of U.S.
law and international agreements relating to international trade.
Specifically, our antidumping, countervailing duty, and similar
structures are designed to neutralize or eliminate trade-distortive
practices which injure U.S. industry and agriculture.

We will continue to insist that our trading partners live up to
the spirit and the letter of international trade agreements and that
they recognize that trade is a two-way street. Accordingly, we will
make full use of all available channels under the GATT for assur-
ing compliance.

In addition to multilateral initiatives, we will continue to take
up our trade grievances with individual countries in bilateral con-
sultations. Through those consultations we will seek fully recipro-
cal market access, which is the best guarantee for the future of an
open world trading system.

Some people have interpreted the recent emphasis on reciprocal
market access a movement of the United States away from the
open market system. Nothing could be further from the truth.
Reciprocity for the United States means resisting entrenched and
mounting protectionism abroad and nudging our trading partners
forward to a level of market openness more similar to our own.

Improving U.S. economic performance and U.S. export competi-tiveness and access to foreign markets are top priorities of this ad-
ministration, not restricting foreign imports.

Accordingly, exports need to become even more of a national pri-
ority than they are today. We have moved in a decade from 9 per-
cent of our production of goods exported to 20 percent in the past
year; $240 billion worth of goods were exported, and that figure
will have to move even higher if we are to reduce the trade deficit
which has exceeded $24 billion in each of the last 5 years.

In meeting this challenge, we not only promote our trading inter-
ests but make a solid contribution to the restoration of the health
and vitality of our national economy.

This administration strongly stated its policy of free and open
trade based on mutually acceptable trading relations and rules in
its statement of U.S. trade policy, our white paper of last summer.
I will reiterate that principle and policy today.

But we make no contribution to the achievement of this goal by
ignoring attacks upon open trade by others. No nation can hope to
sustain public support for a policy unless its people sense that
there is equity for them in the application of that policy.

Thus, the 1980's will require the United States to pursue vig-
orously more equitable trade relations between nations. Such an
effort, if undertaken with resolve and fortitude, can only strength-
en our world trading structure in the GATT.

Of course, we need to insist upon full implementation of the
Tokyo round, but we also need a renewed and revitalized trading
system that is designed to deal with new barriers and problems as
they arise through changing global economics and before they un-
dermine past negotiating achievements.

During this past year, we have made a strong beginning toward
such a goal, both domestically and internationally. As we respond
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to trade's message of change by adopting forward-looking economic

policies, which also preserve and improve upon the system we have
labored to create, I look forward to full and extensive cooperation
with the members of this committee and with the Congress.

I thank you for your interest in the subject and the opportunity
to be with you.

[The prepared statement of Ambassador Brock follows:]
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PREPARED STATEMENT or HON. WILLIAM E. BROCK III

I am pleased to have this opportunity to appear with

Secretary of Commerce Malcolm Baldrige before the Committee

at a time when U.S. trade policy is a topic of intense

interest and scrutiny in the Congress, and a time of increasing

concern about our trade outlook in the international arena.

On this my third appearance before this Committee, I

would like to remind the members of my first statement

presented to you one year ago. In my prepared text, I drew

two conclusions from the international competitive situation

in which we found ourselves:

"First, the United States must act quickly and decisively

to reestablish a sound domestic economy in order to meet the

competitive demanis of the 1980's... in this regard, President

Reagan's Program for Economic Recovery will make a substantial

contribution toward reversing (our declining compe:itive

position).
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"Second, we must preserve and strengthen the open and

fair trading system that we have been constructing for 35 years

and on which much of our prosperity depends. The contribution

of exports to domestic employment, agricultural production,

corporate profits, and a strong currency require us to pursue

further reciprocal trade liberalization. Protectionism can

only hurt us ... it will damage market opportunities for our

strong export sectors.... it will not provide...revitalization

of our presently weak sectors."

One year later, these conclusions are no less true.

With the passage of the President's Economic Recovery Program,

our nation has taken a first major step toward strengthening

its international competitive position. Incentives for

increased investment in research and development can only help

to make U.S. goods and services more attractive, in quality

and price, to foreign markets.

Yet, ehe challenge before us of preserving and strengthening
the open and free trading system is perhaps even more critical

today. Many factors, both positive and negative, are weighing

on the world trade system. On one hand, we are building momentum

to tackle some of the most restrictive practices still affecting

world trade, particularly in the areas of agriculture, services,
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and investment. On the other hand, the failure of past

efforts to open some foreign markets is causing increasing

frustration for U.S. exporters, in the Congress and in the

Administration. The trade pressures currently being generated

are more intense than at any time since the early 1970$.

The causes of the sense of frustration in U.S. are real.

The United States has the most open market in the world.

The opening of our market, however, has been predicated on

the expectation that similar opportunities would be created

for U.S. exports abroad. Our legitimate expectations,

however, have not been fulfilled. Worse still, protectionism

seems to actually be on the increase abroad.

With Japan we have an unequal trading relationship.

U.S. producers who are competitive elsewhere around the world

have made little headway in penetrating the Japanese market.

The Japanese economy continues to expand. This expansion

however is based on increasing Japanese exports while domestic

demand and imports stagnate. Our deficit with Japan in 1981

exceeded $16 billion and may worsen this year. Japan on the

other hand will run a surplus in its merchandise trade of
about $21 billion in 1981 and as much as 535 billion in

1982. Additionally, the surplus in Japan's current account
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is expected to triple this year (from $5.5 billion in 1981

to $17 billion in 1982). The announcements of Minister Abe

about the reduction of many import barriers is encouraging.

However, these measures were rather narrow in focus and

therefore, we are reserving judgment until we see what

comprehensive actions are finally taken.

While our trade problems with Europe are probably less

extensive, t.ey may prove more difficult to deal with.

Agriculture, steel, textiles and export subsidies are areas

of longstanding differences between ourselves and the community.

The next two years will be crucial for the world trading

system. We face a major challenge in preventing a serious

deterioration of the world trading system while at the same

time obtaining fair access to foreign markets for U.S. exporters.

What can we expect in the months ahead? On the agenda

are a series of meetings which will help us meet our goals.

The meeting of GATT Ministers in November of this year will

provide us with an opportunity to solidify our efforts for

freer and more fully reciprocal trade. The Ministerial will

help us focus the full attention on the urgency of resolving

the immediate problems facing us and of committing ourselves

to addressing the longer term major trade issues of the

1980s, like services and investment.
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The GATT Ministerial is not intended to lead to a major

new round of multilateral trade negotiations in the near future.

Neither the United States nor our major trading partners are

ready yet for such an undertaking. However, we do hope to

achieve international agreement on a work program on longer

term trade issues during the Ministerial as well as international

commitment to see that program carried out.

We will likewise be meeting with our major trade partners

to review the implementation of the Codes and Agreements which

were established as a result of the Tokyo Round. These provide

a major opportunity for reducing some of the most damaging

nontariff restrictions against U.S. exports in areas such as

product standards, customs valuation, subsidization and product

definition. These codes are, however, no more effective

than the extent to which they are implemented.

The success of this evolutionary process will be a

critical factor in determining the fairness of the trading

system of the eighties. Therefore, in shaping the GATT's

new code approach, the United States will be a most active

participant and aggressive in defending its rights.

95--755 0- 82- 18
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The Administration will continue its strict enforcement

of United States laws and international agreements relating

to international trade. Specifically, our antidumping,

countervailing duty, and similar structures are designed to

neutralize or eliminate trade distortive practices which injure

U.S. industry and agriculture.

We will continue to insist that our trading partners

live up to the spirit and the letter of international trade

agreements, and that they recognize that trade is a two-way

street. Accordingly, we will make full use of all available

channels under the GATT for assuring compliance.

In addition to multilateral initiatives, we will continue

to take up our trade grievances with individual countries in

bilateral consultations. Through such bilateral consultations

we will seek the fully reciprocal market access which is the

best guarantee for the future of the open world trading

system.

Some people have interpreted the recent emphasis on

reciprocal market access as a movement of the United States

away from the open market system. Nothing could be farther

from the truth. Reciprocity for the United States means
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resisting entrenched and mounting protectionism abroad and

nudging our trading partners forward to a level of market

openness more similar to our own. Improving U.S. economic

performance and U.S. export competitiveness and access to

foreign markets are top priorities in this Administration,

not restricting foreign imports.

Accordingly, exports need to become even more of a

national priority than they already are today. A decade ago

only 9 percent of the total U.S. production of goods was

exported. Last year over 20 percent, or over $240 billion

worth of goods, was exported and that figure will have to

move even higher if we are to reduce a trade deficit which

has exceeded $24 billion in each one of the last 5 years.

In meeting this challenge we not only promote our trading

interests but make a solid contribution to the restoration

of the health and vitality of our national economy.

This administration strongly stated its policy of free

and open trade based on mutually acceptable trading relations

and rules in its Statement on U.S. Trade Policy "white paper"

last summer.



270

I reiterate that principle and policy today.

But we make no contribution to the achievement of this

goal by ignoring attacks upon open trade by others. No

nation can hope to sustain public support for a policy

unless its people sense that there is equity for them in the

application of that policy. Thus, the 1980's will require

the United States to pursue vigorously more equitable trade

relations between nations. Such an effort, if undertaken

with resolve and solicitude, can only strengthen our world

trading structure and the GATT.

Of course we need to insist upon full implementation of

the Tokyo Round, but we also need a renewed and revitalized

trading system that is designed to deal with new barriers

and problems as they arise through changing global economies

and before they undermine past negotiating achievements.

During this past year, we have made a strong beginning

toward such a goal, both domestically and internationally.

As we respond to trade's message of change by adopting

forward-looking economic policies, which also preserve and

improve upon the system we have labored to create, I look

forward to cooperating with the members of this committee.



SOVIET GRAIN SALES

Representative RICHMOND. Thank you, Ambassador Brock.
Senator Jepsen, who had to leave for a vote on the floor and an-

other meeting, asked me to ask Secretary Baldrige--
Secretary Baldrige, in your statement, you say this administra-

tion has made clear from the beginning that our approach to trade
with the Soviet Union must be consistent with our political and se-
curity objectives.

Senator Jepsen wants to know whether you call paying off the
interest due in the Polish debts consistent with terminating negoti-
ations for grain sales.

Secretary BALDRIGE. If I understood the question-paying off the
Polish debt consistent with what?

Representative RICHMOND. Senator Jepsen, I believe, is very,
very anxious to make known his position that he would be dead
against any termination of the sales of American grain to the
Soviet Union and its satellites.

And he wonders how you reconcile our wanting to apply sanc-
tions in the Polish situation on the one hand, while we have just
paid off the interest bills, to the tune of some $80-odd million, cor-
rect?

Secretary BALDRIGE. Yes.
Representative RICHMOND. Senator Jepsen is particularly inter-

ested in what you plan to do about negotiations of grain sales.
Secretary BALDRIGE. Well, in the first place, we looked on that,

the CCC payments to the bank were actually transferring that debt
from the banks to the U.S. Government. It's still owed by Poland.
That's the first point. The second point is that those were guaran-
tees to the banks by the Federal Government, so it was proper to
do so. The third is that we feel it's a stronger action, at this time at
least, not to call Poland into default because we have more lever-
age over what happens there in the future if we keep this present
stand we have. It is reviewable every 3 months or less, but it gives
us more freedom and leverage with the Poles and the Russians
than a simple default would.

Now, the other part of this question on the agricultural or poten-
tial grain embargo, the President has not decided to do that yet.
That does not mean he will not in the future. I can't comment here
on whether if he did so decide, whether it would be in the context
of a complete embargo or not, but it is fruitless to speculate on that
right now because he has not decided to do that. That's not our
present policy.

Ambassador BRoCK. I can add one thought, Mr. Chairman. I
think the President made himself abundantly clear in 1980 on the
subject of a selective embargo in which he stated his opposition to
the limitation on one particular sector of the U.S. economy, to wit,
the farm sector, he suggested we should not ask them to carry the
entire burden of the U.S. foreign policy. I think that that state-
ment, while it was somewhat controversial during the campaign,
was in fact endorsed by the U.S. Congress in the Farm bill, when
you passed an amendment offered by Senator Jepsen suggesting
that selective embargoes were not a policy of the Congress either,
and that if any administration in the future were to impose an em-



bargo on farm goods without imposing an across-the-board embargo
under a national emergency determination, that in fact the parity
payments would go to 100 percent automatically and that would
cost $30 billion, and that's a rather stiff price to impose on the tax-
payers, and I think any administration would be somewhat cau-
tious about such embargoes in the future.

PROBLEM OF TRADE RELATIONS WITH JAPAN

Representative RICHMOND. Thank you, Ambassador Brock and
Secretary Baldrige.

Would you agree that probably our biggest problem in interna-
tional trade today is our relations with Japan? By and large, from
my own study of other trade relations, it appears that they are
coming along rather well. We are not getting equal treatment from
the Japanese and I don't see any other area where we're really
being discriminated against; am I right?

Ambassador BROCK. We have rather severe problems with
Europe, Congressman. And as I said in my statement, they may be
even more intractable because both sides honestly believe that they
are in the right and within the confines of international agree-
ments.

Representative RICHMOND. Do you think the Japanese honestly
believe that they are in the right?

Ambassador BROCK. No; but I think the possibility exists for reso-
lution of the problem with regard to Japan in a more expeditious
fashion.

Representative RICHMOND. Ambassador, you're doing an abso-
lutely herculean job. You finally got them to give in on 67 out of 99
miscellaneous items. Now, that sounds great, 67 out of 99. It sounds
marvelous, until you get to the bottom line. If you took all 67, and
didn't assume that the Japanese were going to get around us
through further regulations and God knows what, which they
always do, the maximum trade involved in those 67 items would be
$200 million. And you just said in your prepared statement that
our deficit with Japan this year could be $35 billion? When are we
Americans--

Ambassador BROCK. That's the overall trade surplus that Japan
could have, but not with the United States. That's overall.

Representative RICHMOND. Well, the United States can be, what?
$25 billion?

Ambassador BROCK. It could approach $25 billion.
Representative RICHMOND. With them only spending 0.9 of 1 per-

cent of their gross national product on national defense and letting
us do their defense job, and letting us do all their basic research to
boot.

Ambassador BROCK. I do not mean to understate the problem,
but I think if you're going to deal with the problem you have to
keep it in the context of what is, in fact, happening. Prime Minis-
ter Suzuki, in December, made an important statement and that is
that the Japanese Government was being directed to come to grips
with this problem. They have moved their tariff schedule ahead by
2 years. They have announced a series of answers on nontariff bar-
riers, as you mentioned, 67 out of 99. Some of those were duplica-



tive, some of those are not particularly relevant, some of them we
didn't even think were the right thing to do. But the fact is that
they have taken steps, and we believe that if the relationship is
going to continue, this must be one of a series of continuing steps. I
am encouraged that that is, in fact, the case, that we do have more
to hope for.

Representative RICHMOND. I just want to know when we're going
to get into big dollars and get out of little ones. There are so many
items of American manufacture and American production that the
Japanese people, the Japanese consumer would love to have. Take
American cigarettes. We know for a fact, from any number of sur-
veys we've done in Japan, that 40 percent of all Japanese cigarette
smokers would prefer to smoke American cigarettes, even though
they cost three times as much as Japanese cigarettes. Right now in
Japan, Japanese cigarettes made out of one-third American tobacco
cost roughly 40 cents a package. They charge for American ciga-
rettes $1.25 a package. Yet, the Japanese would prefer American
cigarettes if they could get their hands on them. But of their total,
what, 250,000 cigarette outlets they only allow our cigarettes to be
sold at 25,000 outlets.

Here's one item-and I don't smoke, but if the Japanese want to
smoke, I think it's fine. Here's one item alone that could come to
several billion dollars of trade, where we can supply the Japanese
market a lot cheaper than they can themselves, with a better qual-
ity cigarette, a cigarette the Japanese people want. yet, the Japa-
nese Government makes sure that we're not allowed to ship our
cigarettes in.

Ambassador BROCK. Please don't put me in the position of de-
fending Japan, Congressman. I have no desire to do that.

Representative RICHMOND. I just wanted to tell you how much I
sympathize with you and how I wish you had just a little more-a
few more weapons at your hand to negotiate somewhat.

PROGRESS BEING MADE WITH JAPAN

Ambassador BROCK. We may get some of those weapons and we
are not lacking in some now, and we have made progress. All I am
suggesting to you is I think the prospects for change are very real,
and if we stay on course, if we continue to exercise our maximum
leverage in active work and if we have the support of the leader-
ship of that government, Minister Abe, the Foreign Minister, I
think we can make a difference and make it in the next several
months. I hope so.

Secretary BALDRIGE. Congressman, may I just review the last
year, because I think this helps to put it in the proper framework.
A year ago there was no way that the Japanese Government was
inclined to talk much about open markets. You could talk about a
single case here, a single case there, negotiate for a while and so
forth. Since then, last fall, after the administration had gotten its
position together, some five Cabinet officers have been to Japan
carrying exactly the same message, among them Ambassador
Brock and myself. You now see this year, a year later, the Prime
Minister of Japan and many of his cabinet officers that have any-



thing to do with economics or trade, publicly calling for the need
for Japan to open their markets.

Now, the 67 points came out of that initiative. We are disappoint-
ed in the 67 points. Let me be specific, 19 of those 67 points had
already been acted on. Another nine were requests by Europeans
or third world countries. Six of them were individual, not generic
cases, so they just applied to one product. Five of the cases were
counted more than once, and 5 were possible future actions; so if
you took 44, which that adds up to, that leaves 23.

Now, of the 23, many of those measures approved by the Govern-
ment of Japan, which are of real potential benefit, we have to dis-
count rather heavily because the more traditionally conservative
administering agencies in Japan are still given a lot of leeway in
how those are applied. So we have to discount that.

Also, we were disappointed because the areas where the United
States could make immediate and substantial gains, you mentioned
tobacco, the quotas on beef, citrus, leather, controls on cigarettes,
cartel arrangements on soda ash, those are immediate and quite
sizable numbers. If those markets were open to us and it was a
completely free competition, you are not talking about $200 or $300
million. You're talking about-I don't have the exact figures here.

Representative RICHMOND. $20 billion, Mr. Secretary.
Secretary BALDRIGE. It would be over a billion.
Representative RICHMOND. $20 billion.
Secretary BALDRIGE. I'm talking about just those areas, now, the

ones I just mentioned. Then we could go on from there.
This opening of the markets is not enough to close anywhere

near the entire trade deficit. That isn't the point. The point is to
make enough of a dent in that so that we can continue to expand
both our two-way trade, recognizing the salient fact that Japani
must recognize, that they are the second largest Western industrial
economic power in the world today, and as the second largest
power, they have to face up to the responsibilities to open their
market to accept more imports, if they want to export more. I
think that's clear.

Representative RICHMOND. Mr. Secretary, I am told on good au-
thority, that here's a country half our size in population, the size of
the State of Montana geographically, that will exceed us, next
year, in industrial production so they will be the No. 1 industrial
producer of the world. And we foolish Americans will be sitting
back buying their luxury goods and allowing ourselves to be finan-
cially raped and doing nothing about it. What right do the Japa-
nese have to ship Japanese cars to the United States which sell at
the same price as they do in Tokyo, and charge 300 percent extra
taxes and duties on American cigarettes in Japan? It's totally un-
reasonable and improper.

FAIR TRADE WITH JAPAN ACT

I know you and Ambassador Brock and Under Secretary Olmer
are doing the best you can, but you're working against terrible
odds. As a result of this, I have a piece of legislation which I hope
will be acceptable to the administration. It gives the President the
right to demand that Japan ship us only half as much in luxury,



heavily manufactured goods as we ship them in basic commodities.
As you know, Canada and Australia, tradewise, are much smarter
than we are. They have positive balances of trade with Japan be-
cause for every dollar's worth of commodities Canada and Austra-
lia ship Japan, they only buy back 50 percent worth of relatively
unnecessary luxury goods.

The bill I have that's in the drafting stage now gives our Presi-
dent the same authority to invoke in dealing with the Japanese. I
think it's about time we really let the Japanese know that we are
badly off and they are far too well off for their own good. They
don't have any unemployment. They could lower the prices of food
for their consumers from 25 percent of their consumers' income to
18 or 16 percent, if they would trade more with us. Just because of
this little handful of farmers in the rural areas of Japan which
controls the Liberal Democratic Party, the Japanese consumer
who, as you know, lives in that great corridor between Tokyo and
Osaka is paying two, three, four times too much for his food.

BENEFITS TO U.S. ECONOMY

Now, when are we going to talk real hard turkey with the Japa-
nese and say this sort of nonsense has to stop? We can't afford it.
There are 500,000 American jobs that would be created-can you
imagine that-if the Japanese would treat us fairly. I have no ob-
jection to the buying of Japanese cars if American people think
they are better than American cars. I personally don't think Japa-
nese cars are better, but some people do. We're a free country. If
somebody wants to buy a Toyota, it's their business. I won't have
one.

On the other hand, if the Japanese would just buy those products
that we have that are clearly better than theirs, cheaper than
theirs, more nutritious than theirs, more efficiently produced than
theirs, this would make 500,000 American jobs. That would save
the U.S. Government $12.5 billion. That's the figure. Every million
unemployed persons costs our Government $25 billion. We could
put people back to work. We could start processing much of our
material that we're now shipping raw.

Then, the Japanese consumer would find his food bill in many,
many cases would go down by 50 percent. Instead of paying $15 a
pound for beef he could buy it for $3. We could sell him his rice at
half the price he's paying. We could sell him his dairy products for
half the price. We could sell him his cigarettes for a third of the
price. Why don't we demand equal treatment once and for all?

Ambassador BROCK. Congressman Richmond, you are preaching
to the choir today, you know. [Laughter.]

Representative RICHMOND. But somehow or another I have to
give you some ammunition so that you can go over there and
demand these things, because so far, they are just not taking you
seriously.

Ambassador BROCK. I want you to understand that I'm not sure
we lack ammunition. We've got a lot and it has been used, and
there have been some very, very frank conversations. There's noth-
ing that's been said in this room today or in the last 12 months
that hasn't been said in one-on-one conversations with a number of



different Japanese leaders, from the Prime Minister down. I be-
lieve that we can make a difference.

I believe we are going to make a difference. I believe it is impera-
tive that we make a difference. Let me raise one cautionary note,
though. This Nation has, for 50 years now, since 1923, adhered to a
principle established by law called "most favored nations." We
have consciously fought against selective application of U.S. trade
laws to any other single country, but rather have sought to deal
with the strengthening of international systems, the GATT to pro-
vide for reciprocity in a legitimate legal form. That commitment is
absolute today. It is maintained, and it would be, I think. extreme-
ly hazardous for the world system and for the well-being in the
United States, for us to act by statute in a fashion that was not
compatible with our legal agreement on with the GATT. And I
think any action against a particular country enforced by legisla-
tion which required us to violate those agreements, would be not
only detrimental to the United States, but to all that we believe in,
in the development of a liberal world trading system.

Representative RICHMOND. Except, Mr. Ambassador, never before
in these 50 years have we Americans seen ourselves living in the
"colony of the United States". The Japanese are very effectively
using us as a colony, and I object to it.

Ambassador BROCK. Congressman, we're not that bad off.
Representative RICHMOND. Mr. Ambassador, I think we're so

badly off I can't recall when we've been worse off, and I think if we
could at least get equity from the Japanese, it would help our na-
tional deficit to the tune of $20 to $30 billion, which I think would
be a wonderful thing to happen.

Ambassador BROCK. I'm absolutely confident that we're going to
get equity from the Japanese, because I don't think they can sur-
vive without us. And it isn't a matter of being presumptuous.

Representative RICHMOND. There's no question it is not.
Ambassador BROCK. I think we need each other badly, and I

think they understand that.
Representative RICHMOND. Mr. Ambassador, they need us a lot

more than we need them. Right now we're shipping them corn at
$2.50 a bushel, which if you index that back to the Great Depres-
sion, would be $0.36 a bushel. During the Great Depression, corn
was selling at $0.48 a bushel. So our American farmers today are
getting less per bushel of corn from Japan than they were selling
their corn at during the Great Depression. Soybeans the same
thing.

Ambassador BROCK. We're not getting any less from Japan than
we are from other countries. Let's look at the fundamental part of
the problem.

Representative RICHMOND. I don't want to ship them corn.
Ambassador BROCK. When we started putting on selected farm

embargoes, going back to our own administration in the early
1970's on soybeans, when a Republican administration made the
mistake of putting an embargo on soybeans, because prices were
too high in this country, and all of a sudden, we broke the faith of
the Japanese market in the United States as a reliable supplier,
and they started planting soybeans in Brazil. Now unless this Gov-



ernment starts acting consistently for a change, it's hard for our
trading partners to know where we're coming from next.

JAPANESE PROGRESS ON TRADE LIBERALIZATION

Secretary BALDRIGE. Congressman, can I add another word about
what Ambassador Brock and I think is going on in a very practical
sense and why we are against individual selective embargoes or
tariffs? There is major change in the policy of the Japanese Gov-
ernment. It did not come easily for them. That change has truly
been accomplished. That's the difference between this year and last
year. Now we want to see the results of that change. Both Ambas-
sador Brock and I think that when we testify here a year from
now, that we will have seen the practical results of this change, be-
cause we have seen the first step, although we have described it as
a disappointing step, we have seen the will behind that step of the
Japanese Government to make a change. That will has to be trans-
lated into a consenus that they must achieve politically, and they
are in the process of doing that now.

Part of these barriers are not even-you wouldn't even describe
them as nontariff barriers. They are cartel industry associations
who literally believe-I'm not sure "patriotic" is the right word,
but it's for the good of them all to "buy Japanese," in quotation
marks. All of that has to be changed as part of an overall approach
to get at this problem. If we try and go at them one by one with a
sanction here and a sanction there, we could be negotiating until
the year 2000 and still not get at them all. The list of potential
trade barriers you could paper this wall with. This has got to come
from the Japanese Government, getting their industry with them
and their people understanding why they are doing it.

And I've got to say on behalf of the Japanese, that is not an easy
task. After all of the years in recovery from World War II and
looking on themselves as a poor, small, struggling island economy,
now they're the second largest industrial economy in the world,
and the Japanese man in the street doesn't really understand it
that way. So that's a difficult thing to change. We think that is
definitely going to change more this year, and we're headed in the
right direction, but I don't think selective controls are going to do
anything to aid that problem.

OVERVALUED DOLLAR

Representative RICHMOND. Let me ask you one last question. My
time is up. I think it's both for Ambassador Brock and the Secre-
tary. Our dollar presently is terribly overvalued due to high inter-
est rates. I assume that is having a very detrimental effect on our
international trade. Can you quantify that at all and tell us how
many more billions of dollars in trade could we have if our dollar
weren't so totally overvalued?

Ambassador BROCK. I'm not sure it's possible to quantify that
precisely. Maybe Mac could do better than I, but I think what's
happened-in all honesty, we have done remarkably well with the
dollar going up as fast as it did in a short period of time. It's gone
up relative to some currencies as much as 30 to 35 percent. Cur-
rently, it's up 15 percent. The point is, we are competitively disad-



vantaged by a dollar that is strong and a yen that is, I think, un-
necessarily weak, and that's a matter of Government policy per-
haps.

Now it is true that we have held our exports on sort of a plateau.
We haven't had the increase, but our imports have absolutely
surged as a consequence of the shift in the valuation. I do think
one of the steps that could be taken would be some steps in Japan
to strengthen the yen, because I honestly believe it is substantially
undervalued, perhaps as much as 15 to 20 percent. That would
mean a great deal to us in trade terms, and very quickly so.

Secretary BALDRIGE. But we should hasten to add, Congressman,
that when there wasn't this difference that there is now with the
dollar strength of the yen, when the dollar was relatively weaker
to the yen, we still had a 25-percent increase in the deficit in those
years, as a fairly standard thing. So that is part of the answer.
That's a part of the answer that the Japanese will throw at us.
They have several things they'd say. One, "Well, you fellows aren't
productive enough, and the American businessmen don't come over
and work hard enough at it." And just let me take that point--

Representative RICHMOND. Ambassador Brock said that he thinks
the Japanese yen is unfairly low, and we know that the Japanese
Government controls their interest rates and keeps those interest
rates very, very low.

Secretary BALDRIGE. But I do not think that that would solve the
whole problem. It's a point, but that's not going to solve our prob-
lem. Their opinion that they throw at us, that we should be more
productive, our businessmen ought to work harder over there, and
we could crack that market, is just dead wrong. In the middle sec-
tion, let's say if you took high technology, medium technology, and
low technology, semiraw materials, they are excellent in the
middle ground. Automobiles, TV's, radios, and so forth. In high
technology we are ahead. In the semiraw material area, soda ash,
things like that, we're ahead.

We can't get into their markets there, that's our problem. They
can come over here. So, I reject that argument. As a matter of fact,
it makes my hair stand on end when I hear that you Americans
ought to work harder in getting in those markets. I know a lot of
American businessmen who work like hell at trying to get into
those markets, and there are too many barriers against their being
able to do it. That's not the answer. The value of the yen isn't the
answer. The answer is opening up those markets to us and let free
competition take hold.

Representative RICHMOND. Thank you. Mr. Chairman.

HIGH INTEREST RATES, OVERVALUED DOLLAR, AND DECLINING EXPORTS

Representative REUSs. Thank you, Congressman Richmond.
Ambassador Brock, you referred in the first page of your pro-

posed statement to what you said a year ago, and you quote what
you said. First you say that "the United States must act quickly
and decisively to reestablish a sound economy. In this regard,
President Reagan's program for economic recovery will make a
substantial contribution toward reversing our declining competitive
position." Whatever it's ultimate virtues may be, isn't it a fact that



the economic recovery program has, in fact-through a policy of
monetary restraint and through the prospect of future deficits-re-
sulted in an extremely high level of American interest rates, and
hasn't this resulted in an extremely overvalued dollar, and hasn't
this resulted, particularly in recent months, in a very alarming de-
cline in American export orders and a deterioration of our competi-
tive position?

Ambassador BROCK. No, sir, that is not correct.
Representative REUSS. Why am I in error? [Laughter.]
Ambassador BROCK. We had this discussion before, I'm sure. The

economic program that we proposed was for a tax reduction earlier
in the year and of larger consequence, to restore our incentive for
saving and for investment and for work. The Congress made its
own adjustments, which it has every right to do in that program,
but I do not think it is equitable then to say that the economic pro-
gram has not worked as intended. It isn't in place as originally de-
signed and won't be now until July of this year, when the second
stage tax cut takes effect.

Representative REUSs. We do now have, I'm sure we all agree,
exorbitantly high interest rates and we'd like to get them down.

Ambassador BROCK. Absolutely.
Representative REUSS. Our very high structure of interest rates

is in considerable part reflected in the inordinately high exchange
position of the U.S. dollar, not only vis-a-vis the yen but vis-a-vis
the deutsche mark, the Swiss and French francs, the lira, and
almost every other currency; is that not so?

Ambassador BROCK. I expect that is part of the problem.
Representative REUSS. Yes. There are other factors, but I think

that's an important one. And isn't it also a fact that in the past
few months export orders of major U.S. firms for sales of goods
abroad have declined very sharply?

Ambassador BROCK. In certain areas, they have.
Representative REUSs. Well, aren't those certain areas of goods

decline practically the entire spectrum, leave aside agricultural?
Ambassador BROCK. I don't think you can go that far.
Representative REUSS. Don't just take engineering products,

those things that are made in factories.
Perhaps Secretary Baldrige would like to answer.
Secretary BALDRIGE. Yes, there's been a slowing down in our

export rise. That's still a problem, but, Mr. Chairman, consider the
alternatives. In 1980, we had inflation touch 18 percent for awhile.
It averaged almost 13 percent for the year, 12.6, I think, 12.4, 12.6
percent. The inflation problem in the last 10 years has started to
drive our cost structure up, made us less competitive, has hurt us
much worse on the international trading market than any possible
strengthening of the dollar we have seen. And how do you get in-
flation down without some of the difficult measures we re taking?
We're going through some of the withdrawal symptoms now. But if
we want to be truly competitive, we have got to whip inflation, and
that's a much bigger curse on our efforts in international trade
than a strong dollar is now.

Representative REUSS. Your position, Mr. Secretary, is entirely
consistent with the economic report of the President, which came
out--



Secretary BALDRIGE. I thought that before I came down here to
Washington, Mr. Chairman.

Representative REUSS [continuing]. At noon today.
Ambassador BROCK. I would hope so, otherwise we're in trouble.
Representative REUSS. And it is said there, and I'm quoting from

page 47 of the report, "The decision to end inflation over a period
of several years will be sustained by this administration, even
though short-run costs will be suffered before long-term benefits
begin to accrue."

I think that's saying about the same thing that you just said.
Secretary BALDRIGE. We don't see an easy way out, no. I don't

know anybody that has one.
Representative REUSs. My question is simple. Maybe there is no

easy way out, but isn't one of the victims of this policy that seg-
ment of American industry which makes goods for export?

Secretary BALDRIGE. No, I don't think so at all. I think there
would have been much worse victims if inflation would have been
allowed to keep on. We just have to look right down at our south-
ern neigobors, Mexico. They have-I don't know what the exact
figure is now-somewhere around 25- to 30-percent inflation, and
their interest rates are 40 percent. If you're a small businessman
trying to start up or even a large businessman, you've got to pay 40
percent for your money. How are you going to hire enough people
and be competitive in the international export field, looking at fig-
ures like that?

MONETARY POLICY AND INTEREST RATES

Ambassador BROCK. Mr. Chairman, you know, implicit in your
question is the suggestion that the monetary policy has caused the
interest rate problem. I don't think anybody I know of can really
accept that when interest rates are predicated upon an inflation
base, as they invariably are and always have been and will be.

Representative REUSs. If that is so, Bill, how come we have got 8-
percent inflation and a 16-percent prime rate?

Ambassador BROCK. If that's so, then why don't we ask the other
question; Why didn't interest rates come down when the Federal
Reserve lost a little bit of control in December and the money
supply went up at an exorbitant rate of 14 percent? In your normal
theory that increase of supply would have pushed down the price of
money, but it didn't, it increased the price of money. The bond
market went down, the prices went back up again.

Representative REUSS. Let me just take off from that. It is true
that in the last month or two of 1982 and in January, M1 increased
at, I think, 13 percent. That was not good, was it? You didn't like
that?

Ambassador BROCK. No.
Representative REUSs. I now turn to my other friend, Secretary

Baldrige, and ask him about the following. I mentioned this before-
hand. While Bill Brock and President Reagan were deploring the
13-percent increase in M1, isn't it a fact that the Department of
Commerce was issuing its leading indicators and proclaiming to the
world that the leading indicators showed improvement, and guess
what the leading leading indicator was? The 13-percent increase in



Ml. I think we either should call these "misleading indicators" or
purge out of it that M1 thing. I think we don't want a leading indi-
cator which causes our friend, Bill Brock, to have fits, but which is
proclaimed as something good.

Secretary BALDRIGE. Mr. Chairman, I think you've got a point
there, but I don't think it's the leading indicator. There are some
10 leading indicators. That's one of the 10. The fact that the hous-
ing industry was picking up and some of the others had as much or
more impact, it is a fact that the increase in the money supply is
one of the leading indicators, and it's probably a fact that that was
a good leading indicator in days when the money rise was a little-
you know, was not as-perhaps as erratic.

Representative REUSS. It was constructed back in the 1930's and
1940's, I believe.

Secretary BALDRIGE. So I take your point that it ought to be re-
viewed. The leading indicators are not infallible, but they have had
a pretty good and consistent record of success, if their trend, for
whatever reason, has kept in the same direction for 4 or 5 months.
The leading indicators began improving in Sepetember, I think it
was minus 2.1 and then minus 1.6, then minus 2 or minus 0.6 and
plus 0.2. Now those are nc dramatic changes, but the change has
been there for 4 months, aind usually 4, 5 months after that kind of
a trend, you begin to see a recovery. As I say, they are not infalli-
ble, so we can't use that as a--

Representative REUSS. The mere fact that the other nine may be
not misleading, doesn't, it seems to me, justify the inclusion of one
that I believe is. Well, we can't settle it here.

Secretary BALDRIGE. I will take a look at it. You do have a point
there.

Representative REUSS. Would you? Because I think we would be
better off if we dropped that indicator. There are some 300 indica-
tors on the cutting room floor of your Department, 10 have been
selected. My point is, nine would be enough.

LONG-TERM CAPITAL MARKETS AND INTEREST RATE VOLATILITY

Ambassador BROCK. May I just have a moment to go to the
larger question, though, and express a pet peeve with these num-
bers as they come out, Mr. Chairman? We did design these econom-
ic bases back 30, 40, and 50 years ago, in some cases. Today the
long-term capital markets of the United States have suffered for
several years now just an incredible assault upon their continued
viability. When interest rates go to 21 percent, back to 10, back to
21, down to 13, back to 15 or 16, what you are fundamentally doing
is attacking the psychology of a long-term placement of funds in a
fixed investment. And at the same time that you do that, we've got
people so sensitive to the money market indicator that they make
market judgments, investment decisions, on a weekly disclosure of
the Federal Reserve System of money market numbers.

Now Mr. Chairman, that is a terrible way to make a decision on
a 30-year investment on 1-week release of a monetary figure.
Wouldn't it make more sense to stop coming out with all of these
things on a weekly basis and do a rolling average or at least try to
treat the thing in a broader and longer term perspective? But I
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don't see-I think your point is valid, in terms of the indicators,
simply because the market is reading weekly releases rather than
judging fundamental economic performance in its projection 20 to
30 years out. And I think that's a valid point.

Representative REUSS. Do I gather then, that you break with the
Federal Reserve and with Milton Friedman in their monetarist ap-
proach, which says that we aren't going to look at interest rates,
we're just going to look at the monetary aggregates? Good men
have.

Ambassador BROCK. I don't see how you can do either to the ex-
clusion of the other, to be honest with you. I think you have to
have a more balanced approach.

Representative REUss. Excellent. I agree. Well said. My time is
up.

Representative RICHMOND. Senator Roth.
Senator ROTH. Congressman Richmond, I apologize for being late.

I do have an opening statement, which I would ask to be included
in the record.

Representative RICHMOND. Without objection, Senator; and I
have also included Senator James Abdnor's opening statement.

RECIPROCITY LEGISLATION

Senator ROTH. I would like to welcome both the Secretary and
Bill Brock here today. And I would like to recapitulate what I was
going to say in my opening statement and then ask you a question.

I would like to focus, if I could, just a few minutes on this ques-
tion of reciprocity. I think both of you gentlemen know that I have
been a longtime strong supporter of free trade and measures to
promote it. I think it can be said, in all fairness, that the U.S.
market is the most open market in the world, at least of any major
market. The same, frankly, can't be said elsewhere. Bill, you were
on the Finance Committee when we were actively involved in
adopting the legislation that led to the last round of trade talks. I
enthusiastically supported those talks and multilateral agreements.
Once again, we were taking a major step toward opening markets.
What has concerned me, however, is that others have failed to
follow our lead.

For years, our international trading system has been based on
the principle that no country should be accorded less favorable
treatment than that given our most favored trading partner. While
I've been a strong supporter of that most-favored-nation-principle, I
find that with each round of negotiations, the MFN treatment ac-
corded by the United States is far more favorable than that grant-
ed by our trading partners. Moreover, I think our friends around
the world do not take us seriously. While I believe strongly in free
trade, it seems to me that we have to take some steps and meas-
ures to insure that markets in other countries are just as open as
our own. That is what I understand to be the purpose of reciproc-
ity.

Is there any reason why any country should fear reciprocity if
their own market is open?

Ambassador BROCK. Not at all.



Senator ROTH. Is there any reason any country should expect to
have the right to move openly into our market to bring their insur-
ance companies, their banks, or open department stores in the
United States, if we cannot do the same? What's unfair about our
asking the same rights? It seems to me that, if properly used, reci-
procity is a weapon for free trade. It all depends upon the objective
or goals. But in espousing or talking about reciprocity, aren't we
talking about using the incentives of our market to get other coun-
tries to do the same, so that we have the same open market oppor-
tunities overseas?

DEVELOPING COUNTRIES PROGRAM

Ambassador BROCK. Precisely. If you would permit me, maybe I
could elaborate just a little bit on my own view of this particular
subject, Senator, because it is an absolutely crucial subject and will
be for sometime now. I don't think that there is anything that you
have suggested that is unfair or unwise. I would like to make two
distinctions, though, as we approach the subject. One is that we
have a distinction between countries, and that is between the fully
competitive industrialized countries and those newly developed or
newly arrived. I think that is not only a wise, but an ethical and
moral thing to do. We have given preferential treatment to the de-
veloping countries. We give them special access to our markets
under the GSP program. We have been very forthcoming, more
than any country, in trying to take steps to help those less fortu-
nate than ourselves to have an opportunity for economic growth
and job creation by providing access to the U.S. marketplace.

GATr

So I think I would like to draw that distinction first. When we're
talking about reciprocity, we're talking -about reciprocity among
equals, not as a device to impose some new barriers to those who
have no other opportunity. Second, we have reciprocity available to
us in the goods area under the GATT. The whole purpose of the
international trading system, which to date, has been limited to a
trade in goods, was to devise a method of achieving equity among
equals, to provide a two-way street, if you will, and if there are dis-
putes among us, to provide a mechanism for the legitimate and
predictable and equitable resolution of those disputes.

.Now when Japan engages in a quota against beef, citrus, leather,
cigarettes, or whatever, they are acting in contravention of those
agreements, and we have a legitimate place to go to address the
problem.

So I would be particularly concerned if the use of the word reci-
procity were to become perverted into an attack upon the GAIT
and become, then, a device for bilateral treatment of our trading
problems. I don't think we ought to do that, become a device or eu-
phemism for protectionism. Where I think it has particular appli-
cations is the kinds of things that you mentioned: Banks; insurance
companies; financial institutions; capital flows; all of those things,
which, in fact, provide the ingredients for all trade. I don't see how
you can even talk about trade in goods, unless you have trade in
services or investments, and one of the fundamental inequities in
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our relationship with Japan, as an example, and there are other
countries. We shouldn't single them out, but they are the largest
problem' and that's what the chairman has said-is that we have
no access whatsoever to the capital markets, to the investment op-
portunities, to the services trades of that country. And in that
sense, reciprocity is something we have every right to seek and to
insist upon.

Senator ROTH. Well, I see reciprocity as a weapon to open up
markets, not close them.

Ambassador BROCK. Absolutely.
Senator ROTH. And I think that's the point that you and many of

us are trying to make.
I'll be candid, I think a lot of people look on the United States as

"Uncle Sucker," that our markets have been open, and they don't
really have to worry about it, fair trade practices, since we will
talk and we will complain, and a lot of smoke will be burned
around the Capitol, but nothing will happen. It seems to me
through reciprocity we are really adding a new dimension to try to
achieve the purpose of GATT. I agree with you on your comment
that it is right and proper to help underdeveloped countries with
preferential treatment.

I hope we will look at this whole concept of "most favored
nation," to determine how well it is working for us and for an open
market system throughout the world.

TRADE ADJUSTMENT ASSISTANCE

I have one other question. One of my concerns is that, in order to

get support here at home for trade and exports we have to make
certain that those who are adversely affected-and some will be
and are being adversely affected-have some kind of a policy to
protect them. They do not have this protection under this adminis-
tration. The dismantling of the trade adjustment assistance pro-

gram did not start this year or last, however. It started in the
Carter administration.

My question is, How can we expect the working people who are
adversely affected, to be supportive of a free trade policy, if we
don't have some kind of program that protects those who do suffer
because of a national policy?

Secretary BALDRIGE. Well, as you know, we do have trade adjust-
ment assistance. But I can't describe that program as a howling
success, as much as I would like to, Senator. When we came here
we had what I believe was the first audit of loans in our Economic
Development Administration, and I found it hard to believe the
audit which was done by our own people, so we hired an outside
firm to check up and we found in the actual trade adjustment as-
sistance loans, that 33 percent of them were in default. The EDA
loans were up to 40 percent. Now, it becomes a question of how
much good you are doing when you come up with figures like that.

It's a very tough thing for an old industry, noncompetitive any
more for whatever reason, to face up to the realities of trade and

you can go two ways. You can either give them money to keep
them alive, which in most cases just gets them further and further



behind as time goes on, or as happens in so many cases, the man-
agement has to adjust, do something, face up to the problem.

Our industrial evolution has been a history of that. We see terri-
ble troubles in trade now with some of the European communities
because they have tried to keep older plants alive with subsidies.
We have run into them exporting them to us. We have to counter-
vail or use antidumping. That's a very serious deterrent to freetrade, any kind of a subsidy program. I would be all for the trade
adjustment assistance increasing that, if it had a record of success,
but that's not a good record.

Senator ROTH. My time is up. The only closing comment I would
make, undoubtedly there are many weaknesses in what has beendone in the Trade Adjustment Assistance Program, but I think thisis something that we ought to put some of our best thinkers on ifwe want the support of the public at large.

Ambassador BROCK. I agree, and if I could just add one thought, Ithink the Secretary and I approach this almost identically from thesame point of view. When we had a program, it didn't work and itwas abused. Now we have tried to retrench substantially, but ifthere is an answer it almost has to come in the area of training,providing people with new skills because jobs always will change ina dynamic society.
Senator ROTH. That's what the Japanese have done.
Ambassador BROCK. The one thing we don't want to do in Amer-

ica is to freeze everybody in the same occupation. That would be adesperate mistake to do. And the one thing we can accept as a gov-ernmental responsibility is a better and more coherent effort in the
training efforts that we have.

Senator ROTH. Thank you, Representative Richmond.
Representative RICHMOND. Thank you, Senator Roth.
Congresswoman Heckler, our witnesses will be here for another10 minutes and it's your time.
Representative HECKLER. Thank you very much. I want to wel-

come our witnesses and apologize that another committee meeting
kept me from being here to hear your testimony, but I have re-viewed it.

TRADE BARRIERS WITH JAPAN

Secretary Baldrige, last year our trade deficit with Japan was$18 billion. Recently Japan published a list of 67 measures it plansto take, to make access easier to that country's market. Thesemeasures, which deal largely with restrictive standards and inspec-
tion requirements and burdensome custom procedures, fall short ofthe U.S. list of requests for trade liberalization. An article in theWall Street Journal recently stated that even if Japan were to do
all the United States is asking, the actions would only reduce $800
million from the bilateral trade deficit.

My question is, Do you agree with the Wall Street Journal's as-
sessment of what elimination of the formal trade barriers would
mean for United States-Japan trade? If not, what should we do?
How do we go beyond it? How do we affect this meaningful change
that you and your predecessors have expressed such concern about?



Secretary BALDRIGE. Well, honestly, I don't always disagree with
the Wall Street Journal, but I have twice in the last week, and
that's one of them; $800 million is not the right figure to use for an
estimate there. If you took beef, citrus, and tobacco-by tobacco I
mean cigarettes, because they buy a lot of tobacco from us but they
want to be the only ones that make up the tobacco into cigarettes,
if you just took those three items you are talking-and you have to
estimate market share and so forth. But to be very conservative,
you are talking about probably close to $2 billion just in those
three areas.

JAPANESE INDUSTRIAL POLICY

Now, the other areas, you know, besides just those three of
course would be above and beyond that figure. I would add, though,
that the openness of the Japanese markets is perhaps half of the
problem. The other half of the problem that we haven't addressed
here today, but I do think is tremendously important to mention it,
is the way in which the Japanese Government and their industry
target certain areas for takeover, certain of our markets for take-
over, world markets, but they happen to be ones that we are very
strong in.

In the semiconductor field they are the building blocks of the
whole high-technology industry. The Japanese decided to do that

-some years ago; clearly, we feel, used government subsidies to get
this start; are now in the process of expanding as a result, so that
they can come over and literally take over our market. We do not
subsidize in any way, shape, or form. It's worth it to them to prob-
ably lose money in that effort until they have market control, and
then they are able to compete more succesfully around the rest of
the world.

Now, that kind of consensus, building that kind of use of subsi-
dies, that kind of targeting on areas that are agreed on by all, is
the kind of competition that is most difficult for us to beat because
we don't have those kinds of subsidies in the United States. That's
the other part of the problem. It's not just their imports that they
would accept from us, but it's their exports and the way they get
there. The way they get there is far different from what we do and
is not what we would consider a free market at all.

HIGH TECHNOLOGY STUDY BY THE CABINET COUNCIL

Representative HECKLER. Mr. Secretary, is it possible that this
new study-by a segment of the Cabinet Council on Trade and
Commerce on the issue of competitive position of U.S. high-technol-
ogy industries-will result in any recommendations to Congress?
We've heard about the problems that you've mentioned so often-
and coming from a high-technology State, I'm extremely aware of
them. The points that you have raised have been mentioned to me
at home, by industry leaders. I've never heard an adequate re-
sponse. Is it likely that the Cabinet is going to make some recom-
mendations to the President or the Congress on that subject?

Secretary BALDRIGE. We'll have to see, Congresswoman, because
the trouble in the past has been isolated comments, studies, state-
ments on what actually happens. We have not been proceeding



from an overall fundamental base of known facts that we can all
agree are properly researched and studied. We are making a very
large step in that direction with this study. It won't be finished for2 or 3 months yet, and it's been going for 2 months.

So when we have those facts, then we will have to start to seehow we translate that into policy. But I always hate to make policywithout facts, and I think we have got to get those first, so we willhave to see what comes out of it before we make any recommenda-
tions.

EFFECT OF ANTITRUST LAWS ON FOREIGN TRADE

Ambassador BROCK. There is an additional problem that I wouldjust like to put on the record, and that is that we passed the Sher-man Antitrust Act 70-odd years ago, on the basis of competition
only within the United States. I think what we have failed to do isthat we recognize that we live in a world now not contained by thePacific and Atlantic Oceans, and it might be worth a look to see if,in fact our laws are adequately procompetition.

There would be a caveat to that. If, in fact, we are going to allowU.S. companies to cooperate, which they can't even do by law today
to compete in the international arena-and part of that we have
tried to address with the export trading company bill but it goesbeyond that-if we're going to allow them to get together for inter-national purposes, then we have to make an even more fundamen-
tal commitment to open markets. I think the two go together. Youcan't allow combinations unless you keep your markets open.

I do think that's a subject.that requires a good deal more studyas a part of not just high technology, but virtually all competitive
areas. We have simply not looked at our laws to see if, in fact, they
are adequate, and one of the frustrations I am sure Secretary Bal-
drige shares with me is with the Congress expressing all this con-cern about imports and exports in trade. This administration onthe basis of not just its recommendations but those of a former
Democratic administration, both of us have found barriers to tradethat are imposed by us on us. Export trading companies legislation,Foreign Corrupt Practices Act legislation are still stalled in theCongress of the United States, and if the Congress wants to dosomething about it they can start right there.

Secretary BALDRIGE. Amen-
Representative HECKLER. The ball can be shifted from one courtto another quite appropriately and fairly, I think. I am delightedthat you're doing this study on high technology, Mr. Secretary, butI think a lot of the material has been gathered that is not necessar-

ily essential. It is important to have the facts, naturally. But Iwould hope-bearing in mind that we're not going to subsidize
high-technology companies, no matter what their market sharehappens to be, or how diminishing the return becomes, but also re-alizing that there are avenues such as tax changes and antitrust
changes-what I would hope is that we would definitely develop
some hard recommendations. And I think those recommendations
should have your strength behind them, both of your strengthsbehind them, with the idea that the attitude in America haschanged.



We have considered our advocacy of free trade to the point
where we feel it has become extremely unfair toward the American
industries and to the American worker. We are very serious-this
is not rhetorical-in saying that the American worker is simply be-
coming fed up. They want fair trade. I think there is a time to ad-
vance something to go beyond the point of discussion. And hopeful-
ly you will have an agenda for action for the Congress.

Secretary BALDRIGE. Yes, I didn't mean to imply that we were
just going to do the study and not have any recommendations.
That's the purpose of this study.

BALANCE IN HIGH TECHNOLOGY TRADE, UNITED STATES VS. JAPAN

If I may just quote a couple of figures here because these are
very striking to me. If you took the cumulative trade balances in
technology-intensive-manufactured products from 1971 and 1975,
for the United States and Japan, the United States had a trade bal-
ance, 1971 to 1975, of $77 billion and in 1976 to 1980-that cumula-
tive 4-year period, so these stretch over the decade, the first and
the last half of the decade of the 1970's-we had $154 billion, so the
United States went from $77 to $154 billion. Japan had $37 billion
in the first half, and in the second half they had $275 billion. They
went in high technology intensive, or technology intensive-not all
of this is high technology, because part of it's automobiles-Japan
went from $37 billion to $257 billion between the first half and the
last half. We went from $77 billion when we were ahead, to $154
billion.

Those figures, translated into jobs, are startling; 3 million-plus
jobs, any way you want to measure.

Representative HECKLER. Congressman Richmond, I would hope
that we would have another meeting on the subject when the coun-
cil reports, because frankly, I just think the American people are
fed up. I really do think this is a terribly serious problem, that it's
not one that's relegated to just a few sophisticated industrial lead-
ers but is quite commonly understood on Main Street. It translates
into jobs at a time when our economy hopefully is seeing maybe a
little light at the end of the tunnel, because I have hope in your
figures. I have a lot of confidence in you. But I feel that American
workers feel there's a great deal at stake in trade negotiations
today, and they are following them closely. And frankly, I think
the Congress has the responsibility to do something.

Secretary BALDRIGE. We agree.
Representative RICHMOND. Thank you, Representative Heckler.
Ambassador Brock, Secretary Baldrige, Under Secretary Olmer,

thank you for coming. We always learn so much when you do
come. Thank you very much.

[A brief recess was taken.]
Representative RICHMOND [presiding]. Our next witness is Dave

Stockman. But before we proceed, I will include the opening state-
ments of Senator Hawkins and Senator Mattingly for the printed
record.

[The opening statements of Hon. Paula Hawkins and Hon. Mack
Mattingly follow:]
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OPENING STATEMENT OF SENATOR HAWKINS

I think it is very important that proper government action be taken to stimulate
necessary economic growth. To that end, I am a cosponsor, with Senator Kasten, of
a proposal to accelerate the tax cut.

It is time to get America back on its feet. Strong incentives for growth are neededto decrease interest rates and encourage economic growth.
Now some may say that this is no time to drive up the deficit; it's too big already.However, I believe it makes a difference how deficits are created. Interest ratescould go down, not up, when a deficit is created by cuttin taxes in ways that stimu-late savings. It has been called by some "crowding in." f accelerating the tax cutnow were to increase the deficit by $20 billion, while increasing savings by $30 bil-lion, then there would be $10 billion of net new funds to finance investment and

new jobs. We need to consider carefully all tax proposals which might achieve this.Thank you.

OPENING STATEMENT OF SENATOR MATTINGLY

Mr. Stockman, I welcome you to the Joint Economic Committee to testify on theadministration's efforts to revitalize our ailing economy. The administration's pro-posal is an aggressive, comprehensive, and equitable measure, one designed to re-verse the past policy failures.
We obviously did not get to the brink of economic bankruptcy overnight. Our cur-rent economic woes are the result of pr policy and plannin of ast administra-tions, both Republian and Democrat. Tne fiscal year 198 1 spen ing habits which thecurrent administration inherited were indicative of the extravagance and uncon-trolled spending habits of past administrations.
In order to return our economy to a state of economic sanity, we must continue toreduce the future growth of Government spending. Controlling Government spend-ing is a necessary step on the road to economic stability, one which has been totallyneglected during past decades. Clearly, the current recession, which has resulted inintolerably high unemployment and the rollercoaster economic conditions of ourpast, are the result of uncontrolled Government spending and are further aggravat-ed by the increasing Government confiscation of American workers' paychecks. Areversal of such trends was long overdue and addressed by the administration.
Mr. Stockman, I must admit that I, too, am concerned with the high deficit fig-ures projected for the next several years. I applaud the administration's efforts tocontrol these deficits, for without an aggressive and comprehensive budget savingsplan, the deficit would rise to even higher levels. We must continue to fight theproblem of high projected deficits. In doing so, I would suggest that the administra-tion go back to the drawing board and come up with additional larger reductions inthe bloated Federal budget.
I find it ironic that the Members of Congress hollering the longest and loudestabout the projected deficits are those who have advocated spend, spend, spend andtax, tax, tax in the past. If these "born again budget balancers" are so concernedwith present and future deficits, we welcome their contribution to reducing thegrowth of future Government spending. I am afraid the truth of the matter is thatthey are more interested in exploiting public opportunities for levying criticismthan bringing Government spending habits to a reasonable level. In fact, total pro-

poe spending for fiscal year 1983 is greater than that in fiscal year 1982. Thebudget reductions contained in the administration's package are not actual reduc-tions in Government spending as many of the horror stories we read in the paperstoday would indicate. Instead, it is an effort to control the future growth of Federalexpenditures. Such efforts on the part of the administration are aimed at bringingthe budget under control.
I am also concerned and dismayed at the rhetoric also coming from the opponentsof the administration's program which say that the way to fight deficits is to raisetaxes. Whether you raise taxes or delay future tax benefits, such efforts are only aretreat to the policies of the past decade which have proved to be a failure and haveproduced the economic woes which exist today.
The comprehensive tax reductions we passed last year were long overdue. Busi-ness production had been stifled because of out-of-date equipment and tools as theresult of out-of-date depreciation schedules. The Government hand in the hip pocketof the individual taxpayer had reached an unconscionable level. Such condi ionscould only lead to an economic stalemante, and that is exactly what happended. Thetax reforms of last year will reverse the economic stalemate and will stimulate sav-ings, investment, and business expansion, all of which are necessary to promote an



economic bonanza. Therefore, I hope the administration will stand firm in its com-
mitment to future tax reductions for individuals and businesses.

Mr. Stockman, I look forward to working with you and the administration in an
effort to return the American economy to one of economic growth and prosperity.
Last year's successes were only a step in the right direction toward this goal. Now is
not the time to undo our efforts of last year.

Representative RICHMOND. Good afternoon, Mr. Stockman. We
have your prepared statement, plus your addenda, which will
appear in the record in toto.

We would be most grateful if you would just make as many re-
marks for as long as you would like.

STATEMENT OF HON. DAVID A. STOCKMAN, DIRECTOR, OFFICE
OF MANAGEMENT AND BUDGET

Mr. STOCKMAN. Thank you, Congressman. I do have quite a
lengthy prepared statement, and I think it would be more useful to
you and other members of the committee, when they return, to
engage in the dialog here this afternoon, on the basis of this budget
and its contents. I would just ask that it be submitted for the
record and spend a few moments providing some highlights of the
budget policy proposals that I think would be useful to underscore
and stress. Then I would be happy to take your questions and the
questions of other members, as they arrive.

THE 1983 BUDGET FIGURES

I think the place to start is with the budget aggregates and with
the 1983 budget, because that is the live proposal before this com-
mittee and the Congress today. Of course, those numbers are well
known by now. The budget provides for outlays of $758 billion, re-
ceipts of $666 billion in 1983, and a deficit of $92 billion. The most
obvious characteristic of these numbers is that they are all numeri-
cally large, but I think the most important attribute rather than
simply the surface characteristic is how we get there, and I want to
spend a few moments describing some of that.

I think the first point to note is that the $758 billion outlay level
represents an increase of only $32 billion from the outlay level that
we're projecting for the fiscal year 1982 budget, an outlay level
that has been swollen in recent months by the impact of recession.
If we are able to implement all of the spending and entitlement re-
duction measures in this budget, we would, therefore, hold the ag-
gregate increase in spending in fiscal year 1983 to the smallest ab-
solute dollar increase since fiscal year 1974.

Second, while the deficit at $92 billion is too high, the fact re-
mains that it is substantially smaller, relative to GNP, than the
comparable recovery year deficit of fiscal year 1976. The deficit to
GNP ratio will be 2.7 percent in 1983, compared to the much larger
4 percent figure in 1976. If you were to superimpose that 4 percent
on the current size of the economy and credit markets, you would
be talking about a deficit somewhere in the range of $139 billion in
1976.



SOURCES OF THE LARGE PROJECTED DEFICIT

Congressman, this is not to say that even though this $92 billion
deficit is a transition deficit that merely reflects the first year
coming out of a severe recession and that has some built-in momen-
tum that takes time to correct. This is not to imply that a deficit of
this size is desirable or benign in any way. It only suggests that we
need to put this in perspective if we are to grapple with the prob-
lem that we face as an administration and a Congress, as we seek
to chart a fiscal course for this coming fiscal year and the future.
We need to understand its relative dimension, as well as its abso-
lute significance.

These numbers reflect that the runaway spending momentum we
had during the 1970's, in particular 1977 to 1981, has been decisive-
ly reversed. The budget is being brought under control for the first
time in more than a decade.

Proposed outlays for fiscal year 1983 are up 4.5 percent. That is
one-half of the 1982 increase in outlays, even with the recession
bulge, and only one-fourth of the peak spending growth rate of 17
percent recorded in fiscal year 1980, when spending was truly out
of control.

To put it in another perspective, the percentage increase in the
budget that we have proposed for fiscal year 1983 is the lowest
annual rate of increase that we have seen in any budget since
fiscal year 1969, which was a decade and a half ago.

The point here is simply to stress that, in the past, large deficits
have occurred automatically, and I think appropriately, equated
with the notion that the budget is out of control, and there is no
fiscal discipline nor fiscal plan. Clearly, present deficits can in no
way be equated with the kind of deficits that we had in the past,
insofar as their source, underlying momentum and contributing
factors are concerned.

PROPOSED BUDGET COMPARED WITH CURRENT SERVICES

I think the third point to underscore for this committee is the
fact that these numbers, as high as they are, are the aggregates for
fiscal year 1983, which can only be achieved with implementation
of a sweeping five-part program to close the budget gap. Without
these measures in the entitlement area, the discretionary area, the
user fees, the tax loophole closings, corporate minimum tax, and
the management initiatives that we intend to largely initiate from
the executive branch and will need some legislative change to sup-
port, the deficit would be a staggering $150 billion in fiscal year
1983, and would rise as high as $170 billion in 1984 and 1985.

The current services deficit projection, without new policy action
and without a determined and comprehensive effort to deal with
the fiscal circumstances we have at the present time, consists of
deficits that are incompatible with the economic recovery that we
expect and want. Rather than moving down steadily over time, the
underlying or built-in current services deficit is high and continues
to rise in future years. This signifies the importance of the plan
that is provided in this budget: To substantially reduce the initial
deficit level in 1983, and to keep it moving down as the savings



that we would realize from these initial measures become increas-
ingly larger in the future.

All told, this budget provides a pathway or a blueprint to reduce

$56 billion from that current services deficit in 1983, $84 billion in

1984, and nearly $100 billion in 1985. We seek the support and co-

operation of Congress on implementing more than $239 billion in
reductions over the next 3 years. The action plan is balanced and
across the board, addressing every front in the budget where sav-

ings or reductions are possible. The plan could reduce the current
services deficit by 50 percent over the next 3 years. It solves half of

the problem. That's why this program is so important and why we
so urgently seek the help and the support of the Congress again
this year.

A FIVE-PART PLAN TO CUT THE DEFICIT

The fourth point is that the proposed 1983 budget is a compre-
hensive and balanced plan to try to close the deficit gap wherever
action is possible, desirable, or justifiable. The $56 billion in sav-

ings for fiscal year 1983 encompasses five areas, and I would just
like to outline them very briefly for the committee. As you contin-

ue your deliberations, you may come up with different numbers or
a different mix, but we believe very strongly that this five-part
framework at least provides a conceptual framework in which the
job of quickly reducing these deficits can be pursued.

MANAGEMENT SAVINGS

Part 1 encompasses management savings of nearly $20.3 billion
in 1983. It includes intensified debt collection, for which we will
need action in Congress on legislation that we have had pending
for some time. It includes an aggressive and comprehensive effort
to dispose of surplus property, which will require legislation in
some cases. It includes the increased receipts that we will realize
from the accelerated offshore leasing program that has been insti-
tued by this administration. It includes strengthened IRS revenue
collection programs through changes in the law and increased
staff. It includes a Federal pay cap of 5 percent in fiscal year 1983:
a further effort to hold down total budget outlays.

ENTITLEMENT CHANGES

The second category of this five-part framework for closing the
budget gap includes nearly $12 billion in further entitlement re-
forms spread across almost the entire array of non-social security
entitlements. It includes additional steps that we believe can and
should be taken to tighten the food stamp program without depriv-
ing those who do need those benefits. It includes cost containment
measures in the medicare and medicaid program that will largely
fall on the provider side, but to some degree will also require in-
creased participation by beneficiaries. It includes long overdue caps
and reforms of the COLA for Federal military and civilian retirees,
as well as other measures that we can talk about in more detail at
a later point.



Moreover, fiscal year 1983 savings of $12 billion a year, which
result from law changes or changes in the structure of these enti-
tlements, will grow substantially, in the outyears. If these meas-
ures aren't adopted, approximately $52 billion will be spent over
the next 3 year.

DISCRETIONARY PROGRAM CUTS

The third area includes discretionary program reforms, cuts,
holddowns, and consolidations, which are outside the entitlement
structure of the domestic budget. If these measures are achieved in
the appropriations process, we could save $14.2 billion in 1983.

TAX CHANGES

The fourth area consists of the Tax Code revisions that the Presi-
dent has proposed. Those fall basically into two categories. The
strengthened corporate minimum tax would generate about $2.3
billion in receipts. Various loophole closing measures would elimi-
nate obsolete incentives in the Tax Code and would largely affect
businesses that are no longer relevant or timely, given the sweep-
ing restructuring of the business tax system that was adopted by
the Congress last year.

USER FEES

And finally, the fifth area includes a variety of proposals for user
fees, so that the Federal Government will recover costs from those
who benefit from services that are directly attributable to them.

The fifth point is an important point. The source of these defi-
cits, as large and undesirable as they are, is not uncontrolled
spending. Nor is it the traditional implication that spending will
continue to rise at rapid, uncontrollable, and unsustainable rates
in the future.

DEFICITS COMPARED FOR 1975-78 AND 1982-85 CYCLES

If we compare these deficits over the 1982-85 recession and re-
covery cycle with deficits over the 1975-78 business cycle, we see a
totally different pattern. This, I believe, is important to underscore.
The deficits over the 1975-78 period were driven by a rapid accel-
eration of spending growth and new budget commitments. The defi-
cits were driven from the outlay side, which increased the problem
of bringing them under control and reducing them in out years.

Total spending, after stripping away inflation during that 1975-
78 cycle, grew at nearly a 4-percent annual rate. Nondefense spend-
ing grew at a rate of more than 5 percent in real terms each year.
Enormous outlay momentum was built into the budget and the
prospect for controlling and reducing deficits, as the economy re-
covered, as business activity increased, as receipts recovered, was
much less promising.

The fiscal year 1982-85 deficits, by contrast, are driven primarily
by adjustments in the economy to the steady reduction of inflation
and by the slow process of paring back past spending commitments,
rather than by the creation of future spending liabilities.



In contrast to 1975-78, the real spending growth rate will aver-
age only 0.4 percent during the 1982-85 period if the measures I
have just outlined are adopted by the Congress. Nondefense spend-
ing will actually decline at an average real rate of 2.6 percent each
year over the next 4 years.

Thus, the 1982-85 deficits arise from an environment of economic
recovery, disinflation, and shrinkage of future budget commit-
ments. The outlay and revenue paths will converge over time,
rather than diverge, as they did in the 1975-78 period.

CONTRIBUTION OF RECESSION AND LOWER INFLATION TO CURRENT
DEFICIT

Representative Richmond, I have one final point. It concerns why
these numbers look so different and why the deficit problem is so
much more severe today than we expected a year ago as we
launched this program.

The large deficits currently projected, compared to the original
administration estimates of about a year ago, are entirely due to
changes in the economic assumptions and to the budgetary impacts
of the economy's transition to a path of lower inflation, sustained
real growth, and financial equilibrium.

In combination, the recession and the more-rapid-than-anticipat-
ed fall of inflation which has occurred this past year will substan-
tially reduce nominal GNP as compared to the administration's
original forecast.

Nominal GNP will be $176 billion lower in fiscal year 1983, and
$267 billion lower by 1986. That does not represent less expected
real growth and real prosperity. It represents primarily a one-time
downshift in the level of the economy that was caused by the 1982
recession, and a more-rapid-than-expected progress on the inflation
front, which reduces the inflation components of incomes, profits,
and the level of national income.

And as a result of these favorable changes, the level of projected
receipts in fiscal year 1982 and beyond will be lower because re-
ceipts are entirely driven by the level of nominal GNP.

Currently the tax bill is not based on real income. It is assessed
on nominal income, which is driven by a combination of inflation
and real growth. As a result of this substantially lower path of
nominal GNP, the receipt projections have been substantially re-
vised.

At the same time, the financial adjustments to a steady slowing
of money growth and of inflation rates will result in a slower de-
cline in interest rates than originally projected. This will add sub-
stantially to debt service costs for several years: $33 billion this
year, and substantially more in the future.

Also, even as inflation comes down faster than had been project-
ed or anticipated, the outlay savings that we can expect from lower
cost-of-living adjustments-COLA-will lag behind the fall of the
inflation rate and the fall of receipts. COLA's are determined by
base periods that are between 12 and 24 months preceding the
actual month in which these adjustments are paid and become cash
outlays on the budget.



The process of disinflation creates a temporary fiscal predica-
ment in which receipt growth slows immediately in response to
lower inflation components and taxable income, while the outlay
growth response is delayed by high debt service costs, the lag in
COLA adjustments, and the built-in momentum on the outlay side
of the budget equations.

Higher interest rates increase fiscal year 1983 outlays by $31 bil-
lion. Lower nominal GNP reduces receipts by about $51 billion,
shifting the budget from near balance to the $92 billion figure that
we have presented to the Congress.

Deficits beyond fiscal year 1983 are also entirely attributable to
these changes in the outlook through time and the performance of
the economy: for the level of nominal GNP and the level of real
and nominal interest rates.

In fact, the fiscal year 1983 budget provides more than the $30
billion for 1983 and the $44 billion for 1984 in future budget sav-
ings that were originally part of our plan and were essential to
keep it on track,

In the material that I have submitted to the committee, Repre-
sentative Richmond, we have provided alternative projections of
the budget, one with our current forecast, with deficits of $99 bil-
lion in 1982, $92 billion in 1983, $83 billion in 1984, and $72 billion
in 1985; and one with the original economic assumptions with defi-
cits of $42 billion in 1982, $2 billion in 1983, and surpluses thereaf-
ter.

Huge changes in the budget totals that result from economic
shifts seem rather hard to comprehend or believe, but that is pre-
cisely what has occurred.

As we move this economy from low growth, high inflation, and
worsening financial disorder to increasing financial stability, there
are going to be transition effects on the budget. The imbalance be-
tween spending commitments and the revenue structure that we
have to finance them occurs as this $31/2 trillion economy moves
from a clearly unacceptable path to one that hopefully will be
much more prosperous and stable in the future.

I know that this committee has a special interest in not only
macroeconomic policy, but also in the macrodimensions of fiscal
policy in the budget as a whole.

I would encourage this committee to take a very careful look at
the trends I have outlined today, and the new and unexpected
forces working through the budget, in order that you might better
guide your colleagues in the Congress in helping us come to a solu-
tion of what is a large problem, that can and might be in order to
keep the program on track.

Representative Richmond, those are my opening remarks, and I
appreciate very much your indulgence in permitting me the time
to go through them. I would be very happy at this point to take
your questions and questions from other members of the commit-
tee.

[The prepared statement of Mr. Stockman, together with the ad-
ditional material referred to, follows:]
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PREPARED STATEMENT OF HON. DAVID A. STOCKMAN

Mr. Chairman and Members of the Committee

Thank you for the opportunity to appear before your

Committee this morning to present the President's Budget for

Fiscal Year 1983.

It would be perfectly appropriate, Mr. Chairman, to

classify the President's Fiscal Year 1983 budget as the most

difficult set of budget options ever presented to the Congress.

In large part this difficult predicament is a function of the

unique interaction of inherited economic programs and redirected

national policy objectives which set the fiscal backdrop for this

year's budget presentation.

Previous government efforts to manage the economy

through a mixture of excessive spending, taxing, borrowing and

fine-tuning have exacted a heavy toll of lost economic growth.

The recession in which we find ourselves today is the inevitable

result of these past policy errors.
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In a practical sense it is reasonable to argue that

since early 1979 the economy has been mired in recession, where

the level of industrial production has fallen by 5.7%, annual

rates of real growth and productivity have advanced by only 0.4%-

and 0.5%, respectively, and unemployment has averaged an

unacceptably high of 7.4%.

In response to this inherited recession, the

Administration has consicously redirected economic policy toward

a new mix of strict budget control, incentive-minded tax

reduction, deregulation and moderate monetary growth. One of the

key objectives of this new policy -- and an area of significant

success in 1981 -- is the firm resolve to steadily lower the

inflation rate during the years ahead.

For the first time since 1976 the key inflation indexes

have shown sustained progress, where the consumer price index on

a fourth-quarter-over-fourth quarter basis declined from 12.6% in

1980 to 9.4% in 1981, and the producer price index during the

same interval eased from 12.5% to 7.2%.

Yet these two economic developments -- the first a

product of past failures and the second an early indication of

new policy successes -- have interacted to cause a major

deterioration in the Nation's fiscal position. The unexpectedly

large drop in inflation has generated a slower than anticipated

growth of nominal GNP and, therefore, a reduction in taxable

incomes and receipts.
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However, outlay benefits from lower inflation are

significantly delayed by locked-in costs of higher debt service,

the lag in COLA adjustments, as well as other sources of

carry-over spending momentum. Thus, when coupled with this

disinflation process, the forces of recession have released a

combined series of fiscal effects which are likely to worsen the

Federal deficit in 1982 by $32 billion in lost revenues, $17

billion in higher debt serv\icing expenses and $8 billion in

unemployment outlay increases.

As part of the Administration's firm resolve to continue

the fight against inflation, nominal GNP growth during the

1983-87 period is expected to show a moderate and steady decline,

corresponding to the moderate monetary policy expected to be

carried forward by the Federal Reserve, and the associated

decline in inflation premiums and interest rates.

This is a marked departure from past pump-priming

exercises, but it is an integral part of the President's

fundamental reordering of macroeconomic policies and priorities.

This process of disinflation, however, creates a difficult if

transitional fiscal predicament which will substantially reduce

future nominal GNP levels by $176 billion in 1983, aggregating to

$267 billion by 1986, in relation to last year's estimates.
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In total, as a result of economic influences 1983

estimates now have been revised to increase the projected deficit

by $90 billion, and by $91 billion in 1984 and $93 billion in

1985. This is despite the fact that the 1983 budget plan

provides more than the $30 billion in 1983 and $44 billion 1984

future budget savings originally targeted in the Administration's

1982 plan, and despite the fact that when the newly proposed

spending reductions are combined with those enacted last year,

the rate of growth of Federal outlays is expected to fall from

the 17.4% pace of 1980 to about 4.5% by 1983.

Further complicating the fiscal picture are two

additional key elements of the President's fundamental reordering

of economic policies and national priorities. First, since the

1970's the U.S. has allowed its military power to decline

relative to its national interest and the growth in military

power of the Soviet Union.

To correct for this serious underinvestment in national

security, the President has requested that the defense share of

the budget rise from a post WW II low of 24% in 1980 to 29% in

1983 and 37% in 1986. Total obligational authority in 1983 is

projected to rise by $43.7 billion to S258 billion, while outlays

are estimated to increase by $33.1 billion to a level of $215.9

billion.

95-755 0-82-20
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A second key element of the Presidential reordering of

priorities is the marked reversal in tax policy. To achieve new

incentives for saving, investment and productivity, without which

sustainable economic recovery would not be possible, the

Administration is firmly committed to keeping in place all of the

provisions of the Economic Recovery Tax Act of 1981. This pledge

includes the planned reductions in marginal tax rates, the

accelerated cost recovery system, the individual saving

incentives such as Keough and IRA accounts, and the permanent

indexation of future taxes starting in 1985.

These tax policies serve the dual purpose of removing

the inflated revenue base which permitted continued excesses in

Federal spending, thereby disciplining future spending, as well

as to improve the after-tax rate of return on investment and work

effort in order to foster new entrepreneurship, risk taking and

capital formations.

However, the economic combination of recession and lower

inflation, along with a fundamental reordering of national

priorities toward reduced government, continued anti-inflation

resolve, investment oriented tax incentives and a stronger and

more modern defense capability, has created what may be viewed as

the most difficult fiscal framework ever presented to Congress.

This difficult situation is well illustrated by a review of the

budget aggregates.
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THE BUDGET AT A GLANCE

FY'82 FY':3 FY'84 FY'8i
ITEM ESTIMATE ESTIMATE ESTIMATE ESTIMATE

RECEIPTS 627 666 723 797

OUTLAYS 725 758 806 868

DEFICIT -99 -92 -83 -72

First, the President's budget shows significant progress

toward restraining outlays. Between the budget of 1982, which

has been bloated by expenditures cause by the recession, and 1983

outlays, the increase is only $32 billion. That is the smallest

increase in the budget since 1974.

The deficit projected for 1983 is $92 billion. This is

a high figure, but it needs to be put in perspective in terms of

the size of the economy. It represents a substantially smaller

share of GNP than did the deficit during 1976, a similar recovery

year; 2.7 percent in fiscal year 1982 versus 4 percent in fisal

year 1976 when the economy was moving along almost the same

recovery path that we are projecting for fiscal year 1983.
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If the 4 percent deficit in 1976 were superimposed on

the size of the economy that we have today, it would have been in

the range of $139 billion.

The next chart indicates in more detail a point that we

think is crucial and significant about this budget, and that is

that it continues a process of dramatic decline in the spending

rate.

DRAMATIC DECLINE IN SPENDING GROWTH
1980-83

10 I-

FY '80 FY '81 FY '82 FY '83
PROPOSED
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The reason that I call this to your attention this

morning is that there has been a tendency in the past, and that

tendency probably was accurate and appropriate, to equate large

deficits with a generalized notion that the budget was out of

control evidencing runaway spending. This isn't the case in the

current climate with the projections and proposals we have made.

Instead, the spending trend, the outlay side of the budget, is

moving dramatically in the opposite direction.

If all of the outlay and entitlement savings proposals

we have proposed are approved, the spending growth rate will drop

to 4.5 percent in 1983. That is below the expected inflation

rate, which means that in real terms, federal spending is

declining. This is less than half the recession year 1982 growth

rate and almost a fourth of the peak spending growth rate that we

had in 1980 when the budget was truly out of control.

The major point is that the deficits we are projecting

have a different cause and a different significance. They arise

from a different fiscal environment. The deficit is largely a

product of the transition from past fiscal policy and economic

conditions to a wholly new economic environment in which

inflation will be declining steadily and growth will recover; in

which financial markets will slowly adjust and interest rate

premiums will slowly come down; and in which past spending

commitments will steadily shrink.
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Of course, that is the exact opposite of what happened

during the 1975-1978 cycle, when the inflation rate got steadily

worse, financial disorder got steadily worse, the spending growth

rate got steadily higher, and everything was moving in the wrong

direction.

The next chart captures in about nine numbers where the

budget would have been if no additional measures had been

proposed on either the outlay or the revenue side of the budget.

FIVE-PART BUDGET SAVINGS PLAN
uUaML Cu DOUAW

FY'W FY'4 FY6 M
DEFICIT WITHOUT
SAVINGS PLAN................ -147 -167 -171
FIVE-PART DEFICIT
REDUCTIONPLAN.............. +56 +84 +99

PROPOSED D WT
REDUCTION PLAN . - -.. -72
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The first line on the chart is the deficit that would

occur if no additional policy action were proposed. As you can

see, those deficit numbers are consistent with many of the dire

forecasts we have all heard recently. They compellingly point

out the consequences of continuing the current policy, and of not

taking further actions to close the gap.

With this budget, we are presenting a five-part plan to

steadily reduce that deficit gap after the recession year budget

of 1982 ends.

Total savings from the tax revisions, entitlement

reforms, user fees, management initiatives and discretionary

program holddown will rise from the $56 billion in savings we are

proposing for Fiscal Year 1983 to $99 billion by Fiscal Year

1985.



FIVE-PART BUDGET SAVINGS PLAN
-FY'83-
Amuous OFnana

TOTAL $i.

The next chart provides a quick overview of the

composition of the $56 billion savings. There are five distinct

categories, the first of which is a variety of management

initiatives. Some require legislation. Many do not. In

combination, they would produce $20 billion worth of savings in

current services.

They include intensified debt collection, surplus

property disposal, accelerated offshore 'oil-leasing, strengthened

IRS revenue collection programs, a five percent cap on Federal

pay increases, and a variety of other measures. *
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The second major category includes entitlement reform

and retargeting proposals. These proposals generate savings of

$11.7 billion in the first year. Most of these changes are very

small and involve many programs. The major elements are:

changes in the Medicare and Medicaid program, further changes in

the Food Stamp program, a cap on Federal retirement COLAs, and a

variety of other changes in the Guaranteed Student Loan and other

programs.

The third category, discretionary programs, involves

$14.2 billion in budget savings. It covers almost every area

subject to annual appropriation -- manpower, education, nutrition

business subsidies, energy subsidies, and a host of other areas.

The fourth category is the tax measures, which equal

$7.2 billion in 1983, and the fifth user fees, many of which we

proposed last year and are reproposing this year, and some of

which are new.

Before I go to the details of each of those slices of

the pie, I just want to make one additional comment about the

deficit path that we have charted in the budget proposals that we

are making.
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This chart is not necessarily a statement of policy,

because obviously all deficits to some degree are worrisome. But

it is a commentary about numbers, and about responsible

discussion of the deficit that I think is important to raise at

the onset of the discussion we will have over the FY 83 budget in

the ensuing weeks.

Many of the descriptions of the expected deficits that I

have ready are accompanied by horrific adjectives: staggering,

towering, gigantic, huge, et cetera. But those terms are

accurate only if you ignore the fact that there has been enormous

change in the scale of numbers that we worked with over the last

four or five years.

They are not huge in the context of a $3.3 trillion

economy. Rather than comparing these projections to the past,

they must be put in the context of the scale of numbers that we

have in the economy today.



DEFICITS AS A SHARE OF GNP
IN RECESSIONIRECOVERY CYCLES
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If we were to superimpose the last recovery and

recession cycle over the present one, you will see that the

deficits we are projecting after all of the policy action is

completed are actually smaller in almost each year except for the

recession years 1975 and 1982. In those years the difference is
marginal. But there is one other difference that has far more

significance than simply matters of scale. That is that deficits

we project for 83 - 87 occur for far different reason than during

the last recovery cycle.
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The 1975 to 1978 deficits were driven by the rapid

acceleration of spending growth in new budget commitments. The

total spending after inflation during that four-year

recession-recovery period grew at almost four percent.

Non-defense spending during that period grew at better than a

five percent real rate.

By contrast, during the current recession-recovery

period, for which we are projecting the budget, the real spending

growth rate in total will average less than four percent and

non-defense spending will actually decline at a 2.6 percent real

rate each year. As a result of that there are totally different

factors shaping the budget. There are totally different

implications for the budget in the future in terms of our ability

to control and steadily reduce the deficits.



REAL SPENDING GROWTH RATES
FY 75-78 VS. FY '82-85

The next chart provides the three-year budget numbers

the Congress will be dealing with very soon. It describes the

five major areas in the budget where we believe actions can be

taken to bring the deficit steadily down.



FIVE-PART BUDGET SAVINGS PLAN
-FY'83-5 -

WanONS OF DOLLAS

ENTITLEMENT REFORMS.........

USERFEES.....................

DISCRETIONARY
PROGRAM CUTS ...............

MANAGEMENTI mATIVES......

TAX REVIONS ..............

TOTAL .....................

FYW8 FY'84 FY'85

11.7 17.1 22.8

2.5 36 3.8

14.2 26.1 35.3

20.3 24.0 23.9

7.2 13.5 13.5

.S 84.1 99.3

I think you can see that this is a pretty large,

sweeping and impressive program, one that divides the

responsibility for bringing the budget into balance across almost

every area of the budget. Over the three years, it provides $239

billion worth of savings relative to what would happen if we

simply gave up now and allowed the budget to careen forward on

its own momentum.

I will now review these five major points of the budget

savings plan to give a closer look at the sorts of changes we are

proposing.

TOTAL SHARE

61.6 22%

9b& 4%

716 32%

6$1 28%

34, 1 14%

233-3 100%



ENTITLEMENT REFORMS
muom a OuA

FY I3 $11.7 FY '83-85: $51.6

In each of these charts, savings are shown for 1983,

then the cumulative savings over the three-year period are

provided. I will focus on 1983. Of the $12 billion of proposed

savings, S5 billion will come out of the medical programs. There

are four essential features of the numerous changes we are

proposing. One is a series of new measures to tighten

reimbursement controls on providers in the Medicare and Medicaid

program. We propose to reduce the projected increase in maximum

physician fees that Medicare will reimburse from 8 percent to 5

percent.
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We will reduce the otherwise applicable reimbursement

rate to hospitals under Medicare by 2 percent.

We will alter or revise the manner in which

radiologists, pathologists and other hospital-based physicians*

are reimbursed, and include a variety of other lesser changes to

contribute to the substantial volume of savings.

On the beneficiary side, there will be a proposal for

nominal copayments under the Medicaid Program to reduce

participation or excessive utilization, and a proposal to index

the deductible under Part B for Medicare to the inflation rate

each year.

A third major area in the proposed savings includes

coverage of Federal employees under the hospital insurance tax.

That would bring in about $600 million in 1983 and $900 million

by 1985. The reason for this is that, as time passes, Federal

employees are eligible for and benefit from the Medicare Program,

and we believe it is necessary now for them to start

contributing.

There will also be major changes proposed later in terms

of the fundamental reimbursement system that will be part of our

pro-competition proposal. That is not included in the budget

transmittal at the present time, but it is nearly completed after

a year's work and will be proposed later.
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In cash assistance, which is the next major proponent,
there will be some modest changes in the SSI Program to tighten

disability definitions, and changes in AFDC oriented toward

tightening the workfare provisions of last year, and broadening

the income test to include all household members and all

household income.

A third major category of the entitlement reforms is in
the area of Federal retirement. We propose a twofold test to

determine the annual cost-of-living adjustment.

First, the adjustment would be the lower of the actual

Federal pay raise granted during that year to active members of
the Federal Executive Service or the CPI, which we now use.

Second, caps will be proposed on the CPI for Federal

retirees who have benefits that are disproportionate to the

annuities that would be received by people retiring today.

In the Food Stamp and Nutrition area, there are a number
of changes. One change is to increase the expected food

contribution to 35 percent of net income.

The second change would be to eliminate the special

disregard of earned income in calculating benefit levels.

0R7RS n-92-21
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The third major reform would be mandatory job searches

for able-bodied food stamp applicants.

A smaller part of the entitlement reforms consists of

additional changes in the Guaranteed Student Loan program. Again,

reform would target the program to those with incomes under

$30,000 and who demonstrate a financial need. It would limit

access to the program for those who are beyond their

undergraduate years.

The next set of proposals involves user fees.

USER FEES
9amuu o mm

FY 13-M W4776FY 1IM $1487 .
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The most important initiative is the aviation user fee

we proposed last year and are proposing again. That is designed

to recover 85 percent of the cost of the air traffic control

system to those who benefit from it and have their safety

protected by it.

It would involve a 8 percent passenger ticket tax and

some increases in general aviation gasoline and jet fuel taxes.

The other major proposal is the Corps of Engineers

navigation fees, to recover the cost of construction and

operations and maintenance on the inland and deep draft

waterways.

A new proposal involves about $300 million a year that

would be collected from the electric utilities in order to fund

the radioactive waste disposal programs we are going to need in

the future.



DISCRETIONARY PROGRAMS
RIDs OF

TOTAL $14.2

The third area of the five-part plan covers additional

changes in discretionary programs. Since there are literally

hundreds of these, I will not attempt to go through all of them

here. Most of the $14.2 billion in savings are not a result of

new program cuts from last year's appropriated level for 1982,

but simply reflect the absence of a cost-of-living or inflation

increase for those discretionary programs in 1983; in other

words, we .are holding them at the 1982 level or slightly lower.
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The next table and chart covers the management
initiatives and, as I have indicated before, we will propose a
wide range of activities. The pie chart provides an overview of
the main areas where we believe significant savings can be
achieved.

MANAGEMENT INITIATIVES

FY U 0= FY '83-5 $62

The next chart shows the tax changes. As indicated on
the chart, we expect $7.2 billion in additional revenues from
these proposals in FY 1983.



TAX REVISIONS
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FY 83 $7.2

The next chart covers the Fiscal Year 1983 defense

program, and highlights what I believe to be a common

misunderstanding about the composition of the defense program.

IFY 11-115 $341



COMPOSITION OF FY '83 DEFENSE PROGRAM
(nA sau= s of ma

TOTAL 258

Over half of the defense budget is accounted for by pay,

by retirement and by basic operations and maintenance we can't do

without. Only about a third involves procurement of the major

weapons and communications systems needed as part of adequate

defense restoration.



27

It is important to note that these procurement programs

spend out very slowly. It takes years to build a ship. It takes

years to deliver an order of planes or tanks or other major

defense hardware. As a result, the outlay impact of the defense

restoration that we have underway is relatively modest in the

current year and in the near term in the 1983 and 1984 budgets.

The real budgetary impact in terms of cash outlays that

we must finance does not occur until farther down the road.

These occur in '85 and especially '86 and '87 period.

I think another background point that is important to

make here is that we are in fact substantially shifting the

composition of the budget, the internal priorities. The defense

share of the entire budget will be rising steadily this year and

in future years.

If set in historical perspective, however, you will see

that even as we complete the buildup by '86 or '87, the defense

share of the entire budget will be significantly smaller than it

was for most of the 25 or 30 years period before 1973, when the

decline of defense spending and the problem of underinvestment

and neglect got underway.



DEFENSE SHARE OF BUDGET
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I would like to call your attention to a couple of final

charts that show what we are funding in the budget of $758

billion in outlays. After all, most of the attention, and

properly so, has been given to the reductions and savings that we

have proposed.
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The major category we are funding is a steadily

increasing level of outlays to support the elderly population,

for a whole variety of purposes. These are building on Social

Security and the retirement support system, moving into Medicare,

and then include a variety of other programs that predominantly

and significantly benefit the elderly, including a good part of

Medicaid, a significant part of the Food Stamp program, and all

of the various older American-service programs.

The chart highlights the $15 billion increase in total

outlays in the programs that directly benefit the elderly in '83

over 1982, a doubling of the levels just since 1978. All

expenditures for all of those programs affecting the aged amount

to about $15,700 for each elderly couple in the United States
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FEDERAL OUTLAYS FOR NUTRITION - FY 83
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There will be considerable Controversy about some of the
changes we are Proposing in nutrition and in the Food Stamp
program. But, I think it is important to assess those changes
and their merits in the context of the entire effort and
financial commitment of the Federal Government to nutrition in
this bu dget, even after the proposed changes.

There will still be $14.5 billion committed in this
budget to the main federal nutrition programs. We will still
Provide and finance more than 95 million meals per day for those
who need nutritional assistance from-the Federal Government.
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It includes almost 19 million food stamp beneficiaries,

nearly 9 million students in the elementary and secondary schools

who receive subsidized or free lunches, and more than 600,000

meals per day for the elderly through the Older Americans Act

Program.

While we are making continuing efforts to refocus and to

target programs and to eliminate abuses or excesses in some of

the entitlement programs that are means tested or designed for

the lower income population, the total financial commitment to

those who need support from the government continues to rise in

the '83 budget and in future budgets. This substantially exceeds

the commitments that we made in the very recent past.

The next chart is designed to give some indication of

what all of this adds up to. It shows both the large changes on

the tax and outlay sides that we made last year, as well as the

further changes that we are proposing this year.



POUCY CHANGE - SPENDING TREND
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The next chart racks up the enacted savings that were

achieved in reconciliation last year, together with the savings

achieved in the appropriations process. It also shows the

proposed savings that we have in the budget. And as you can see,

relative to the built-in base of spending that we inherited in

January 1981, we have rather dramatically and rather

substantially shifted in a downward direction the growth path of

the budget.



328

33

In 1983 alone, spending will be $88 billion lower,.with

the proposed and enacted savings, than it would have been under

the previous spending path. These savings rise steadily above

$112 billion in '84 and to about $156 billion by '87.

Added together, the total of these initiatives would

amount to $630 billion outlay savings over the five years that

are in this budget.

POUCY CHANGE ?- TAX REVENUES

g -M IV- M ' * ""
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The next chart indicates, at least on a Static basis,
the revenue loss as a result of the tax program last year. The

charge was constantly made, which I believe is erroneous and was

never consistent with the basic fiscal plan we had, that the

losses on the revenue side drastically dwarfed any changes in

savings we were getting on the outlay side. We indicated last

year that the process of reducing the budget outlays was not a
one-year proposition but a continuing effort, that we would

provide at least $30 billion more in savings in '83 and $44

billion more in '84.

We have offered substantially more savings than that in

the 1983 budget. The total outlay savings between the '82

proposals enacted last year and what we are projecting for this
year bring the revenue reductions and the outlay reductions over

time into a much closer balance.

The bottom line of all.of this is where the budget as a

whole is heading relative to the rest of the economy, to the rest

of the governmental system, and to the rest of our society. That

is the touchstone of the entire program that the President

proposed last year to shrink the Federal spending share of GNP.

With this year's budget proposal the outlay share shrinks and the

tax share continues to decline as we move to each passing year in

the projection period.
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This concludes my prepared statement, Mr. Chairman.

would welcome any questions that Members of the Committee may

have about the President's budget proposals.

FY 7
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THE FY83 BUDGET TOTALS

o OUTLAYS INCREASE BY $32 BILLION TO $758 BILLION -- THE SHALLEST INCREASE SINCE
FY 74.

o REVENUES INCREASE BY $39 BILLION TO $666 BILLION -- REFLECTING THE RECOVERY OF
BUSINESS ACTIVITY AND EMPLOYMENT AFTER )ID-1982,

o TIlE DEFICIT AT $92 BILLI1N REMAINS IGHI -- BUT IS SUBSTANTIALLY SHALLER
RELATIVE TO GNP THAN THE COMPARABLE RECOVERY YEAR OF FY 76 (2.71 VS. 4.0%),



THE BUDGET AT A GLANCE
IBIWUONS OF DOS.LARS1

FY '82 FY '83 FY '84 FY '85
ITEM ESTIMATE ESTIMATE ESTIMATE ESTIMATE

RECEIPTS 627 666 723 797

OUTLAYS 725 758 806 868

DEFICIT -99 -92 -83 -72



DRAMATIC DECLINE IN SPENDING GROIIIIRAIE

o THE RUNAWAY SPENDING HOMENTUM OF FY 77-81 HAS BEEN DECISIVELY REVERSED -- T1E
BUDGET IS BEING BROUGHT UNDER CONTROL.

o TIlE PROPOSED 4,5% INCREASE FOR FY 83 IS ONE-HALF THE FY 82 RECESSION BUDGET
GROWTH AND ONE-FOURTII THE FY 80 PEAK SPENDING GlOWTII,

o THE FY 83 INCREASE IS THE LOWEST ANNUAL BUDGET GROWTH SINCE FY 69,



DRAMATIC DECUNE IN SPENDING GROWTH
1980-83
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F IVE-PAfT DUET SAVINGS PLAN

n WITHOUT AN AGGRESSIVE AND COMPREHENSIVE BUDGET SAVINGS PLAN, THE DEFICIT WOULD
RISE TO THE $150 1LLL0N RANGE DURING FY 83-85.

o THE PRESIDENT'S FY 83 BUDGET PROPOSES ACROSS-THE-BOARD MEASURES TO REDUCE THE
DEFICIT -- WITH SAVINGS OF 15J6 LLO IN FY 83 AND $239 BILLIfR| OVER THE NEXT
THREE YEARS.

o THESE BUDGET SAVINGS MEASURES REDUCE THE PROSPECTIVE THREE-YEAR DEFICIT TOTAL
BY 501.



FIVE-PART BUDGET SAVINGS PLAN
(BIWONS OF DOLLARS)

DEFICIT WITHOUT FY 83 FY 84 IY PM
SAVINGS PLAN..............,, -147 -167 -171

FVE-PART DEFICIT
REDUCTIONPLAN............,, +66 +84 +99



FIVE-PART BUDGET SAVINGS PLAN -- FY 83

A COMPREHENSIVE AND BALANCED PLAN -- PROVIDES $56 BILLION IN
SAVINGS IN ALL AREAS OF THE BUDGET WHERE REFORMS, CUTBACKS AND
OTHER CONTRIBUTIONS TO CLOSING THE DEFICIT GAP ARE POSSIBLE.

1. HANAGHENT SAVING OF $20.3 BILLION INCLUDE INTENSIFIED DEBT COLLECTION,
SURPLUS PROPERTY DISPOSAL, ACCELERATED OFF-SIIORE LEASING. STRENGTHENED IRS
REVENUE COLLECTION PROGRAMS. AND FEDERAL PAY RESTRAINT.

2. ENTIlLEMENLEEl SAVINGS OF $11.7 BILLION INCLUDE MEDICAL COST LIMITS,
FOOD STAMP REFORMS AND FEDERAL RETIREMENT COLA CAPS,

3. DISCHETIONM ROAM SAVINGSV OF $14.2 BILLION INCLUDE NEW PROGRAM
CONSOLIDATIONS IN MANPOWER AND NUTRITION, REDUCTIONS IN ENERGY, EDUCATION
AND BUSINESS SUBSIDIES, AND TIGIIT SPENDING LIMITS FOR MOST OTHER PROGRAMS.

A. TAX REVISIONS OF $7.2 BILLION INCLUDE A STRENGTHENED CORPORATE MINIMUM TAX
AND ELIMINATION OF OBSOLETE TAX INCENTIVES.

S. USER FEE SAVINGS OF $2.5 BILLION INCLUDE COST RECOVERY FROM AVIATION,
NUCLEAR, MARITIME AND OTHER INDUSTRIES.

7



FIVE-PART BUDGET SAVINGS PLAN
- FY '83 -

IIUONS Of DOLLANSI

TOTAL $55.9



DEFICIT SHARE OF GNP IN RECESSION/RECOVERY CYCLES

o WHILE LARGE IN ABSOLUTE TERMS, THE PROJECTED FY 82-85 DEFICITS ARE ACTUALLY
SHALLER AS A SHARE OF GNP THAN THOSE RECORDED DURING THE FY 75-78 RECESSION
AND RECOVERY CYCLE.

o MOREOVER, THEY STEM FROM A WHOLLY DIFFERENT SOURCE. WiTII SUBSTANTIALLY
DIFFERENT IMPLICATIONS FOR FUTURE FISCAL POLICY AND FINANCIAL MARKETS:

o THE FY 75-78 DEFICITS WERE DRIVEN BY A RAPID ACCELERATION OF SPENDING

StQMIl AND NEW BUDGET COHHITHENTS. TOTAL SPENDING AFTER INFLATION GREW
AT A 3.81 ANNUAL RATE. NON-DEFENSE SPENDING GREW AT A 5.21 REAL RATE.

o THE FY 82-85 DEFICITS ARE DRIVEN PRIMARILY BY ADJUSTMENTS IN THE
ECONOMY TO THE STEADY REDUCTION OF INFLATION AND BY THE SLOW PROCESS OF
PARING-BACK EASI SPENDING COMMITMENTS.

o IN CONTRAST TO FY 75-78, THE REAL SPENDING GROWTH RATE WILL AVERAGE
ONLY (I OVER FY 82-85. NON-DEFENSE SPENDING WILL DECLINE AT A 2ZA
REAL RATE.



DEFICIT SIIARE OF GNP IN RECESSION/RECOVERY CYCLES
(CONTINUED)

o THE FY 82-85 DEFICITS. THEN. ARISE FROli AN ENVIRONMENT -- ECONONIC
RECOVERY. DISINFLATION AND SHRIKWAE OF FUTURE BUDGET COD9ITHEiNTS -- INWHiCH TIE OUTLAY AND REVENUE PATHS WILL COfYiEBS OVER TIME -- RATHER
THAN DIVE86E AS IN FY 15-78.



DEFICITS AS A SHARE OF GNP
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11975-78 VS. 1682-851

4.0

3.0

o 2.0

.

1.0

0.0
1975 1982 1976 1983 1977 1984 1978 1985

FISCAL YEARS



REAL SPENDING GROWTH RATES
FY 75-78 VS. FY '82-85
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DIFFERENCE IN NON-DEFENSE
REAL SPENDING GROWTH RATES

1975-78 VS. 1982-85
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iHPACT OF CHANGE IN THE ECONOMIC OUTLOOK ON THE BUDGET PROJECTIONS

o THE LARGE DEFICITS CURRENTLY PROJECTED COMPMED TO TIlE ORIGINAL ADMINISTRATION
ESTIMATES ARE ENTIRELY DIJE TO CHANGES IN THE ECONOMIC OUTLOOK AND TO THE
BUDGETARY IMPACTS OF THE ECONOMY'S TRANSITION TO A PATH OF LOW INFLATION,
SUSTAINED REAL GROWTH AND FINANCIAL EOUILIBRIWl.

o IN COHBINATION, THE RECESSDIi AND MORE RAPID THAN ANTICIPATED
FALL Of INFILATION MILL SUBSTANTIALLY REDE2E FUTURE NWINAL GNP LEVELS,
COMPARED TO THE ADMINISTRATION'S ORIGINAL FORECAST, NOMINAL GNP MILL HE $176
BILLION LOWER IN 1983 AND $267 BILLION LOWER BY 1986. THIS SUBSTANTIAL
DOWNSHIFT OF PROJECTED GNP LEVELS AND FUTURE INFLATION RATES DRAMATICALLY
LOWERS RECEIPT PROJECTIONS.

a AT THE SAME TIME. TIE FINANCIAL ADJUSTMENTS TO A STEADY SLOWING OF HONEY
GROWIJI AND INFLATION RATES WILL RESULT IN A SOWER DECLINE IN INTEREST RATES
IIIAN ORIGINALLY PROJECTED. TIllS WILL ADD SUBSTANTIALLY TO DEBT SERVICE COST
FOR SEVERAL YEARS.

o ALSO, THE OUTLAY SAVINGS FROM LOVER COLA ADJUSTMENTS LAG BEIIIND THE FALL OF
INFLATION BECAUSE TIEY ARE DETERMINED BY A BASE PERIOD STARTING 18 tONTIIS
BEFORE f THE FISCAL YEAR.



IMPACT OF CHANGE IN THE ECONOMIC OUTLOOK ON THE BUDGET PROJECTIONS
(CONT INUED)

o THE PROCESS OF DISINFLATION, THEN, CREATES A TEMPORARY FISCAL PREDICAMENT IN
WHICH IIECEIPILQHLILSLQWS IMEDIATELY IN RESPONSE TO LOWER INFLATION
COMPONENTS IN TAXABLE INCOMES, WHILE TIE OUTLAY GROWTH RESPONSE IS ELAYED BY
IlGi DEBT SERVICE COSTS, THE LAG IN COLA ADJUSTMENTS AND OTHER SOURCES OF

CARRY-OVER SPENDING MOMENTUM.

o THESE fHANGE FROM THE ORIGINAL EOBECASI INCREASE FY 83 OUTLAYS BY $31BILLIN
BECAUSE OF IIIGiHER INTEREST. THEY ALSO REDUCE RECEIPTS BY $51 BILLION --
SHIFTING THE BUDGET FROM A NEAR BALANCE TO i92 BILLION DEFICIT.

o DEFICITS BEYOND FY 83 ARE ENTIRELY ATTRIBUTABLE TO THESE CHANGES IN THE
ECONOMIC OUTLOOK -- RATHER THAN POLICY SHORTCOMINGS.

o IN FACT, THE FY 83 BUDGET PROVIDES lilHlN THE $30 BILLION AND MillLL1ON
IN FUTURE BUDGET SAVINGS FOR 83 AND 84 SLATED IN THE ORIGINAL ADMINISTRATION
BUDGET PLAN.



IMPACT OF CHANGE IN ECONOMIC OUTLOOK
ON DEFICIT PROJECTION

(BILUONS OF DOLLARS)

CURRENT DEFICIT ESTIMATE ............

DEFICIT ESTIMATE WITH ORIGINAL
ECONOMIC ASSUMPTIONS ..............

SOURCE OF CHANGE:

HIGHER INTEREST AND DEBT...........

LOWER NOMINAL GNP E INFLATION.....

HIGHER UNEMPLOYMENT ...........
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FIVE-PART BUDGET SAVINGS PLAN
- FV'83-85-

IILUONS OF DOLLARSI

ENTITLEMENT REFORMS ........

USER FEES.....................

DISCRETIONARY
PROGRAM CUTS ...............

MANAGEMENT INITIATIVES ......

TAX REVISIONS ................

TOTAL ........................

FY '83

11.7

2.5

14.2

20.3

7.2

65.9

FY'84

17.1

3.5

26.1

24.0

13.5

84.1

FY'85

22.8

3.8

35.3

23.9

13.5

99.3

TOTAL SHARE

61.6 22%

9,8 4%

75,6 32%

68.2 28%

34.1. 14%

2393 ,100%



ENTITLEMENT REFORMS
(BILLIONS OF DOLLARS)

FY 83: $11.7 FY '83-85: 451.6 18



KEY ENTITLEMENT REFORMS

HEIlCALCARE

o PROVIDER REIMBURSEMENT SAVINGS

o CO-PAYMENTS AND INDEXING OF DEDUCTIBLE

o FEDERAL EMPLOYEE COVERAGE -- III TAX

o PRO-COMPETITION COST CONTAINMENT PLAN -- LATER TRANSMITTAL

CASH ASSISTANCE

o SSI -- MEDICAL DISABILITY AND 24 MONTH PROGNOSIS

o AFDC -- TIGHTEN WORKFARE, BROADEN INCOME TESTS

EEDERALREIlREMENI

o LOWER OF FEDERAL PAY RAISE OR CPI

o LIMIT COLA TO LESS THAN CPI WHERE ANNUITIES EXCEED CURRENT
RETIREMENT LEVELS



KEY ENTITLEHENT REFORMS
(CONTINUED)

[ODLSIP LANIL mIBmON

o RAISE INCOME CONTRIBUTION FOR FOOD FROM 301 TO 351

o ELIINATE EARNED INCOME DISREGARD

o BENEFIT ROUNDING, MANDATORY JOB SEARCH

o ELIMINATE SPECIAL MILK AND SUMMER FEEDING

C11

MINIEEIlLU0ENlAMS

o RAISE ORIGINATION FEE FROM 5X TO 102

o TIGHTEN AND APPLY NEEDS TEST TO ALL APPLICANTS

o ELIMINATE FULL INTEREST SUBSIDY FOR GRADUATE STUDENTS



USER FEES
(MILLIONS OF POLLARSI

BOAT
1) YACHT

FY '83- '85: $9,776FY '83: $2,487 .



USER FEE INITIATIVE

FIFTEEN NEW, INCREASED OR RE-PROPOSED USER FEES WOULD YIELD $2.5JHILLIDN lIN FY 83 RISING
T $3.8 BILLION BY FY 85

a AVIAIOUELEES TO RECOVER 85X OF AIR TRAFFIC CONTROL SYSTEM COSTS
FINANCED WTH 8 PASSENGER TICKET TAX AND INCREASED GENERAL AVIATION
GASOLINE AND JET FUEL TAXES

o CORPS OF ENGINFERS NAVIGATION FFES TO RECOVER NEW CONSTRUCTION AND
MAINTENANCE EXPENSES FOR COMMERCIAL PROJECTS

o Cl IAfLPJNULEAuIATEDISPOAL TO ESTABLISH AN INDEPENDENT AND
SELF-FINANCING WASTE DISPOSAL OPERATION -- $300 NILLION IN INITIAL YEAR

o COAST GUARD USFR FEES FOR LICENSES, INSPECTIONS, NAVIGATION AIDS AND
SEARCH AND RESCUE MISSIONS

o REREAlONIFES FOR PARK ENTRY AND USE OF FACILITIES

o fMIElM1AIJIAflEf BKfEES TO COVER APPLICATION PROCESSING COSTS AND TOOFFSET THE COSTS OF PATENT AND TRADEMARK OFFICE (PTO).



DISCRETIONARY PROGRAMS
IBILUONS OF DOLLARSI

TOTAL* $14.2



lifilLIillS OF DISCRETIONARY PROGRAI SAVINGS

ElilKliAItaOMENLA~nLIAlillH

o CONSOLIDATION OF EMPLOYMENT AND TRAINING PROGRAMS INTO BLOCK GRANT --
$1.9 BILLION SAVINGS

o TARGET PELL GRANTS TO LOWER INCOME STUDENTS

o REDUCE CAMPUS BASED AID PROGRAMS -- FOCUSE O WORK-STUDY

o IMPACT AID -- LIMIT PAYMENTS TO 'Am STUDENTS ONLY

o ELEMENTARY AND SECONDARY EDUCATION -- REDUCE GRANTS BY $1,8 BILLION

o VOCATIONAL EDUCATION AND REHABILITATION -- REDUCE GRANTS BY ONE-THIRD

iltilSING

o ELIMINATE NEW iELI1LN STARTS EXCEPT FOR 10,000 ELDERLY UNITS AND
REPLACE tiTII LESS EXPENSIVE CERTIFICATES -- 107,000 IN FY 83

o 301 RENT BURDEN FOR NEW TENANTS: COUNT FOOD STAMP INCOME, ELIMINATE
NEGATIVE RENT PAYMENT



HIGHLIGHTS OF DISCRETIONARY PROGRAM SAVINGS

(CONTINUED)

1NCOMESECURITY. SOCIAL SERVICES

o CONSOLIDATE WIC WITHII CH

o RE-TARGET LOW-INCOME ENERGY AID TO COLDER STATES

a REDUCE TITLE XX GRANTS BY 182

o CHILD WELFARE BLOCK GRANT

o NO FUNDING FOR LEGAL SERVICES

IBNESJRIAION

o REDUCE FUNDING FOR NON-INTERSTATE HIGHWAYS BY 211

o REDUCE MASS TRANSIT OPERATING SUBSIDIES BY 381

o REDUCE AMTRAK BY $185 MILLION -- INCREASED COST ABSORPTION BY LABOR.
PASSENGERS. LOCALITIES

25



IUifIGIiTS OF DISCRETIONAY PROGRAHSAVINGS

(CONTINUED)

EllRLA NATURAL RESOURCES -

o ELIMINATE REMAINING NON-NUCLEAR DEVELOPMENT, DEMONSTRATION AND
COMMERCIALIZATION FUNDING -- SAVE $900 MILLION

o TERMINATE STATE CONSERVATION AND LOW-INCOME WEATHERIZATION

o CUT SOIL CONSERVATION GRANTS 331
co

fillilESSISi 1111ES

o EXPORT-IMPORT BANK DIRECT LOANS 18! BELOW CURRENT SERVICES

o NO NEW MARITIME CONSTRUCTION OR OPERATING SUBSIDY CONTRACTS



MANAGEMENT INITIATIVES
(BILLIONS Of DOLLAltS)

FY '83-'85: $68.2 27FY '83: $20.3



IEHMENTNTIATES

IfLCOLLECam.- IINIJlliE NI

o 5200 ADDITIONAL IRS STAFF TO REDUCE DELINOUENT ACCOUNT BACKLOG, INCREASE
AUDIT COVERAGE OF LARGE COMPANIES, AND IDENTIFY NON-FILERS

o tIIIIIOLDING OF TAXES ON INTEREST AND DIVIDENDS

o ACCELERATION OF CORPORATE TAX COLLECTION TO 902 OF ESTIMATED LIABILITY

E[EERAL1EALRESIRAil

n LIMIT PAY RAISE TO 52

ACCELEFAIED OFF-SfIREIfASIi

o TilE ADHINISTRATION'S ACCELERATED OCS LEASING PROGRAM IS EXPECTED TO
RESULT IN AN AVERAGE OF 5.7 MILLION ACRES PER YEAR IN SALES, WiICII IS
MORE THIAN DOUBLE THE AVERAGE UNDER TIE CARTER SCHEDULE

a WILL RESULT IN INCREASED BONUS PAYMENTS THAT NEARLY DOUSLE PROJECTED
RECEIPTS FROM (CS BONUS AND ROYALTY PAYMENTS TO A TOTAL OF $1ILIJON
IN FY 83



HA EMENT INITIATIVES
(CONTINUED)

SURPLUS PROPERTY DISPOSAL

o SURPLUS GSA PROPERTY TRANSFERRED TO OTHER AGENCIES ONLY AT MARKET VALUE.
NOT FREE AS CURRENT PRACTICE

o HIGH-LEVEL PROPERTY REVIEW BOARD TO OVERSEE REAL PROPERTY MANAGEMENT.
IDENTIFICATION OF UNNEEDED HOLDINGS AND SPEEDY DISPOSAL WIEREVER
POSSIBLE

o DISPOSE OF TENS OF MILLIONS OF ACRES OF PUBLIC LAND WITH NO UNIQUE
WILDERNESS, RECREATIONAL OR HISTORIC SIGNIFICANCE, INCLUDING PARCELS 0

ADJACENT TO NEWLY URBANIZED AREAS. AND SHALL. ISOLATED TRACTS TOO COSTLY
TO MANAGE

DEBIlLLECIllN

o 24 AGENCIES WILL HAVE COMPREHENSIVE COLLECTION PLANS AND TARGETS --
INCLUDING INCREASED TRAINING. ACCOUNTABILITY AND IMPROVED TECHNIOUES

o NEW LEGISLATIVE AUTHORITY INCLUDING FURNISHING OF SOCIAL SECURITY
NUMBERS, BROADER AUTHORITY TO CONTRACT OUT, POWER TO ASSESS INTEREST AND
PENALTIES ON OVERDUE ACCOUNTS AND TO REFER INFORMATION ON DELINOUENT
DEBTORS TO CREDIT BUREAUS 29



TAX REVISIONS
(INAMOlIS OF DOUARSa

ENERGY CREDITS.
INDUSTRIAL REV.

BONOS. MODIFIED
C&INSURANCE

FY '83: $7.2 FY '83- '85: 34.1 I



TAX REVISIONS

CHANGES ARE DESIGNED TO ELIMINATE ABUSES, REMOVE OBSOLETE INCENTIVES, CORRECT UNINTENDED

LOOPHOLES, AND REQUIRE PROFITABLE BUSINESS TO CONTRIBUTE AT LEAST SOME MINIMUM FAIR SHARE.

o DISALLOW COMPLETED CONTRACT HETHOD OF TAX ACCOUNTING. TAXPAYERS WILL BE
REQUIRED TO USE EITHER THE PERCENTAGE OF COMPLETION METHOD OR THE
PROGRESSIVE PAYMENT METHOD OF ACCOUNTING FOR LONG-TERM CONTRACTS.

o REPEAL ALL BUSINESSENERGY.TAX MBSIDIES AND SPECIAL PROVISIONS ALLOWING
STATES AND LOCALITIES TO ISSUE TAX-EXEMPT INDUSTRIAL DEVELOPMENT BONDS
TO FINANCE CERTAIN ENERGY PROJECTS.

o ASSETS FINANCED WITH IAX-EXEHPT REVENUE ONDS ISSUED AFTER 1982 MUST BE
DEPRECIATED USING THE STRAIGHT LINE METHOD. TAX-EXEMPT REVENUE BOND
FINANCING WILL BE LIMITED TO BONDS THAT ARE PUBLICLY APPROVED AND AFTER
1985, RECEIVE A FINANCIAL COMMITMENT FROM THE LOCAL GOVERNMENT. SMALL
ISSUE INDUSTRIAL DEVELOPMENT BONDS WILL NOT BE ALLOWED FOR LARGE
BUSINESSES.



IAXLBEVISIONS
(CONTINUED)

a REPEAL UNINTENDED WINDFALL FROM HODIFED CO-IURANET ACCOUNTING

a AiORIlZECONSTRUCTION PERIOD INTEREST AND TAXES INCURRED BY CORPORATIONS
TO DEVELOP NON-RESIDENTIAL REAL PROPERTY, COSTS WILL BE RECOVERED OVER
TEN YEARS.

o TO THE ADD-ON HINIHUN TAX WILL BE REPLACED WITH A
LE AIlfJiMLiIRLIA THAT WOULD APPLY ONLY TO THOSE CORPORATIONS

THAT PAY VERY LOW REGULAR TAX RATES.



FEDERAL OUTLAYS
BENEFITING THE ELDERLY

. HIGHLIGHTS

* PROVIDE $7,850 PER AGED
AMERICAN IN FY '83 - AN
AVERAGE OF $15,700 FOR
EVERY AGED COUPLE IN
THE UNITED STATES

* PROVIDE HEALTH CARE
COVERAGE FOR 99% OF
AMERICA'S AGED
POPULATION

103.9

283.3

209.6

-OTHIER

-HEALTH

RETIREMENT
AND
INCOME SUPPORT

48.6

FY '72 FY '78 FY '83 FY '87



FEDERAL OUTLAYS FOR NUTRITION - FY '83
IBIUONS OF DOARS)

FOOD STAMPS

HIGHLIGHTS

* 05 MILLION MEALS PER DAY
9 9 MILLION SUBSIDIZED SCHOOL

LUNCH BENEFICIARIES
* 600,000 MEALS PER DAY FOR

THE ELDERLY
* 18.6 MILLION FOOD STAMP

IENEACIARIES

CHILD WIC
NUTRITION

W04
MEALS FOR THE ELDERLY

TOTAL $14.5



FEDERAL INCOME ASSISTANCE FOR THE POOR

FY '83 BEAKOUT

6 AFDCfSSI ................. 914.3
FOOD STAMPS& NUTlITION .. , 913.0
MEDICAID .. ........ 17, .I

50 HOUSINGEITCLIEA......... t.1.4
TOTAL .......... ,,....,.. S56.1

45
40

35-es4

.30 -*

25

20-

10 W et

FY'70 FY'77 FY '0 Y'8 Y 80 L .



POUCY CHANGE - SPENDING TREND

83 84 85 85 67

ENACTso SAVINGS 46 47 48 61 51
1,100 - PFROPOSED SAVWNGS 43 65 81 94 105

. TOTAL 0B 11 2 128 145 155

t o - PREVIOUS SPENDING PATH
WITH ADEQUATE DEFENSE

0

(0
z
O ADMINISTRATION3. BUDGET
i 00
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*POUCY CHANGE?. TAX REVENUES

JAB0 TAX HEDUCTON -70 -120 .- IN -212 -2M8 -3
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POLICY CHANGE - FEDERAL SHARE OF GNP
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REALISM OF BUDGET FIGURES QUESTIONED

Representative RICHMOND. Thank you.
Mr. Stockman, what bothers me mostly is the rosy assumptions

on which all of your budgets are built. You assume a deficit of
$98.6 billion for this year; that's only under the best possible condi-
tions.

I feel that the deficit will probably be closer to $150 billion. Why
do I feel that?

First of all, you were a Member of Congress. You know how hard
it's going to be for us to change tax legislation this year, an elec-
tion year, and change quickly enough to affect this year's deficit.
So, I think we really ought to look at a deficit of $150 billion.

Now, what does that mean? It means writing $150 billion worth
of Treasury bills, right?

Now, with $150 billion of new Treasury notes, on top of the $1
trillion debt that we have, how do you plan your interest rates to
go down to 11.7?

They won't. I figure your interest rates are going to stay at 15
percent.

So, here we have a deficit, the extent of which I disagree with
you, to the tune of $50 billion, on the grounds that there's just no
way this Congress can legislate the things you want fast enough,
even if the Congress wanted to do it.

Unemployment, I don't believe, is going to go down to below 8
percent that you folks suggest. I think our unemployment figures
are incorrect, to the tune of 1 million people anyway, because there
are at least 1 million people in the United States who have never
been listed as unemployed, who are relatively unemployable, since
they never applied for a job. I think unemployment in the United
States is closer to 10 million people.

Interest rates, as I said, I'm positive will be closer to 15 or 16 per-
cent, and not 11.7. It's going to make it almost impossible for your
inflation numbers to be anywhere below 9 percent.

Then, I worry about your tax revenues. This Nation is in a reces-
sion. American industry's decisionmakers are doing nothing to
modernize their factories. Here, under the Reagan tax bill, we gave
industry all sorts of tax benefits, in the hopes that they would mod-
ernize their factories.

What did they do? Machine tool orders last year were down, off
30 percent. Machine tool orders for the month of December alone
were off 50 percent.

Now, where are we going to make the money, in order to give
you the $627 billion worth of tax revenues?

I don't see it coming from industry. Heavy industry in the
United States is in the worst condition that I can ever remember.
Our steel industry is losing money; automotive industry is losing
money; agricultural equipment industry is gradually going bank-
rupt. The finest company in the United States, Caterpillar, is only
working part of the time. Our heavy industry is in a shambles in
the United States.

So, for all of these reasons, I just don't believe any of your projec-
tions are correct.



I think we're headed for a very, very serious recession, and I be-
lieve you refuse to recognize it. In order for us not to have a reces-
sion, every one of your projections has to be correct.

Now, I've been in business all my life. I don't see how your pro-
jections can be correct, when you know very well that we have all
of these unpleasant things happening right now.

The Secretary of the Treasury was here last week. He said that
he thought we would be coming out of the recession in the second
quarter. I indicated to him-I've known him for 25 years, and he's
one of the greatest businessmen in the world-he knows better
than that. Look at any company's backlog. Look at my own compa-
ny's backlog. It's terrible,

We're not going to come out of the recession in the second quar-
ter. I don't think we're going to come out of the recession this year.
And I think it's incumbent on you, particularly, to let the Ameri-
can people know the truth. I think the quicker we know the truth,
the quicker we'll all get back to work and realize this Nation is in
a really severe condition, and we all better pitch in and start doing
something about it.

Mr. STOCKMAN. First, Representative Richmond, let me point out
the fiscal year 1983 budget runs mostly during calendar year 1983,
which is about a year away.

Second, I admit the deficit in fiscal year 1983 would be $150 bil-
lion, if we didn't reform entitlements, implement some manage-
ment initiatives, or make an effort to hold down discretionary pro-
grams and-so forth. As an administration we are required, by law,
to present a budget that lays out an action plan for this Congress.
We propose-and now the ball is up here-and it is up to the Con-
gress to dispose.

You may not accept all of these measures. You may not think
it's realistic to do all of this work in 9 months. But we did as much,
if not more, last year. We've done it in the past. Given the urgency
of the situation, I believe we can do it now.

The difference between $147 billion and $92 billion consists of
the action on the part of the executive branch and on the part of
the Congress that we must undertake if we are to get the deficit
out of the danger zone.

Representative RICHMOND. Let me interrupt you for a second be-
cause we each only have 10 minutes for questioning. How do you
account to the fact that American industry is not responding to
Reaganomics by reinvesting, modernizing, and spending their
money on new--

OUTLOOK FOR BUSINESS INVESTMENT

Mr. STOCKMAN. My second point is that you assume the recession
will go on indefinitely. I believe this is a very classic business cycle
correction or recession in which certain forces have to unwind. The
natural forces of recovery will be augmented and stimulated by the
tax program that we put into effect last year. Why isn't business
investing right now, breaking ground, hauling in machinery, and
increasing the order book of the machine tool industry? Because
firms never invest during a recession; as their operating rates are



falling, they are liquidating investories and waiting for an upturn
in business and new orders.

Representative RICHMOND. Why don't you factor that into your
projections?

Mr. STOCKMAN. We have. Historic record shows very clearly that
recessions do not last forever. In our modern economy we have
built in forces and automatic stabilizers that will almost insure
that any recession is of limited duration. That's been the record of
recessions in 1958, 1960, 1970, 1975, and 1980. The economy will
begin to pick up later this year and move into a full-throttle recov-
ery next year.

Representative RICHMOND. You don't see a pickup in the second
quarter, do you?

Mr. STOCKMAN. I didn't say that. I said later in the year. Now, a
normal recession--

Representative RICHMOND. Don't you agree that before we have a
pickup a few things have to happen? Factories have to modernize,
labor contracts have to be changed, interest rates have to come
down? All of these things have to happen before you can have a
pickup. This Nation is built on housing and automobiles. You're
not going to have a pickup in housing and automobiles until inter-
est rates become reasonable.

Mr. STOCKMAN. I'll agree with that.

OUTLOOK FOR INTEREST RATES

Representative RICHMOND. With the type of deficit you're talking
about, I don't see interest rates getting reasonable in the foresee-
able future.

Mr. STOCKMAN. We would disagree strongly on that point. Credit
demand in the first 6 months of this year clearly shows the finan-
cial markets of this country can accommodate the current reces-
sion induced deficit.

Representative RICHMOND. What are Treasuries selling at right
now? Your last auction was 14 percent; right?

Mr. STOCKMAN. That's correct.
Representative RICHMOND. They're going to stay that way all this

year.
Mr. STOCKMAN. That's one prediction. I think anybody who

makes interest rate predictions ought to specify either the rate or
the date, but not both. Everyone who has tried to predict interest
rates has been wrong so badly so many times. However, if you look
at the pattern underway in the economy, interest rates fell steadily
as the recessionary forces began to work through the economy last
fall. They began to rise in the last 4 or 5 or 6 weeks, due to what
was feared in the money markets to be a temporary tightening of
liquidity as the Fed tried to correct for the enormous money supply
growth that occurred in November and December.

I don't think anybody has the answer to this. Before we make
grand conclusions and pronouncements about the course of int-
rates over a year or longer, we ought to recognize those extrE
short-term forces at work. If this is a temporary liquidity sqi
in the money markets resulting from short-term managemei
reserves, this uptick could well reverse. The process of reducing



terest rates that was underway, could once again proceed, thereby
creating the conditions for a recovery of the economy later in the
year.

There is no guarantee where rates will fall. One thing that could
interfere with that is a perception in the financial markets that
the administration and the Congress are incapable of working to-
gether to deal with the outyear deficits. I don't think the 1982 defi-
cit is bothering the markets. It's the outyear deficits. If we have
some clear indication through the budget process this spring that
we're bringing that under control, I see no reason why the interest
rate decline shouldn't continue and the recovery get underway.

Representative RICHMOND. Mr. Stockman, my time is up, but I
have a very, very good remedy for that $100 billion deficit. Let the
President use his mind-boggling power to get the Japanese to give
us equity in our trading relationship with them. You pick up $30
billion right now. Let's put in a share-the-burden budget and make
tax users pay for what they use, yacht owners, private plane
owners, people that use the Mississippi River. Let's repeal the de-
ductibility of consumer credit. Let's do whatever is necessary to
tighten up this Nation. We can save $44 billion with a share-the-
burden budget. I've sent you any number of copies. No, I can't get
anybody on your side of the administration to like it.

Mr. STOCKMAN. Congressman Richmond, may I respond to that
one? We have some of your measures in the--

Representative RICHMOND. Let's cut the Defense budget by $20
billion. I'm sure there's $20 billion you can cut. All of these meas-
ures I have just outlined mean that you pick up $100 billion. Then
your interest rates go down, Treasury bills go down, and suddenly
it becomes feasible for people to buy a house again and to go back
to work.

Thank you, Mr. Stockman. My time is up. Mr. Chairman.
Representative REUSS [presiding]. Senator Jepsen.
Senator JEPSEN. Go ahead, Mr. Chairman.

WHEN WILL THE RECESSION END?

Representative REUSS. Welcome, David. You have testified that
in your judgment, the recession will be over later this year. I think
that's what you said. If it ends on New Year's Eve you're all right
with that prediction; is that not so?

Mr. STOCKMAN. Before 11:30. I wouldn't call it any closer than
that. [Laughter.]

Representative REUSs. The Economic Report of the President re-
leased this noon, page 209, says, "The current recession is expected
to end early in 1982." Do you agree with that?

Mr. STOCKMAN. Well, I imagine that you could find a way to
define early, that would be reasonably compatible with what ap-
pears to be happening.

Representative REUSS. Let me have that again?
Mr. STOCKMAN. Congressman Reuss, I don't know what you mean

by early. I don't think it means January.
Representative REUSS. It wasn't my word. It was the Economic

Report.



Mr. STOCKMAN. I think I agree with it, but I reserve the right to
define early. [Laughter.]

Representative REUSs. Up to and including New Year's Eve?
[Laughter.]

Mr. STOCKMAN. No.
Representative REUSS. When does early cease to exist?
Mr. STOCKMAN. Congressman Reuss, you're one of the great stu-

dents of the economy in this Congress, and you know that to define
the end of the recession or the beginning of the upturn in some
technical sense isn't easy. Is it the time when inventories stop liq-
uidating and start increasing, even though there are many appar-
ent signs that the economy isn't moving upward? Is it the time
when consumer sales start rising? Is it the time when the housing
market, which usually leads the recovery, begins to move upward
as it is?

There are many different ways to define it. We're saying general-
ly, that the indicators in the last 3 months have all been pretty
flat. Some are turning up and few are going down any further.
That is a sign that we've hit the plateau and that the conditions
are being created for recovery.

VOLATILITY OF MONEY GROWTH

Representative REUSs. Flattery will get you someplace with that.
Let me turn now to money. Before this committee, on October 28,

you were asked what about the volatility, the variations in M1B,

and you replied, and I'm quoting from your testimony:
The measure of the money variable MIB being affected by changes in financial de-

posit practices for only a few weeks or a few months, doesn't really tell for only a
few weeks or a few months, doesn't really tell the story. I would at least suggest
that we look at a year, or at least the last 9 or 10 months. It seems to me that what
we ought to do is not quarrel with the monetary policy which is correct, but address
the problem that we are jointly responsible for, and that is the fiscal policy of the
budget and the deficit.

In our hearing earlier this year, Secretary of the Treasury Regan
asked about this same volatility of M1B, testified, and I quote:

MiB isolated from week to week in the 6 months from April to October, the net
change was a decrease of 0.1 percent. Such volatile money growth has very damag-
ing effects on the economy. It destroys the credibility of long-run monetary controls.

Do you agree with Secretary Regan?
Mr. STOCKMAN. Congressman Reuss, my primary responsibility is

the fiscal problem of the budget. I think any comments I might
make outside of that area are only my own general observations. I
don't think the two are entirely incompatible in the sense that we
have had enormous breaks in the path of MIs that are problematic.
I think that's what Secretary Regan has been pointing to. If you
look at changes in MB on a week-to-week basis you are probably
witnessing a recorded noise rather than something significant.

I do think that a drop in money growth from May to October fol-
lowed by a huge burst from October to January is not without sig-
nificance. That has had an impact on the financial markets and on
the real economy that is beyond the scope of what I was addressing
in my remarks last October.

Representative REUSs. When you said that what we ought to is to
look at a period of a year, or at least 9 or 10 months--



Mr. STOCKMAN. Yes, we should. From the longer run perspective,
I believe the Fed's policy and its implementation is moving in the
right direction. But enormous volatility in a shorter period of
time-not just small swings, but enormous volatility-can be prob-
lematic, given the present delicate state of financial markets and
the pervasive uncertainty that prevails.

CONFLICT BETWEEN VELOCITY AND NOMINAL GNP FIGURES

Representative REUSS. Let's now talk about your economic game
plan for fiscal 1983. Your budget calls for a nominal gross national
product to rise from 9.3 percent in 1981, to 10.4 percent in 1982, to
11 percent in 1983. The administration supports the Federal Re-
serve's target growth rate for the money supply for 1982 of 2.5 to
5.5 percent. Assuming the Federal Reserve hits the midpoint of the
target, which is about what the administration and the Fed want it
to do, this means that you have got to have a 6.5-percent increase
in velocity in 1982 which is twice the historic average of around 3
percent.

Furthermore, if the money supply falls to 3.5 percent in 1983,
which I think is what the administration wants it to do, velocity
would have to rise to 7.5 percent to support the nominal GNP.
What reasons do you have for expecting the sensational increases
in velocity, more than twice the historic rate?

Mr. STOCKMAN. Basically, Congressman, we don't expect them. I
think you're comparing year over year nominal GNP to the Fed
targets, which are fourth quarter to fourth quarter. Although that
sounds like a technical distinction it's very important.

Representative REUSS. If I may interrupt, the figures I gave you
were fourth quarter to fourth quarter. If I'm wrong, please correct
me.

Mr. STOCKMAN. What figure did you give for 1982?
Representative REUSS. The figure is fourth quarter to fourth

quarter of nominal GNP were 9.3 percent in 1981, 10.4 percent in
1982, and 11 percent in 1983.

Mr. STOCKMAN. In 1982, we support the Fed's target range of 2.5
to 5.5 percent. I don't think we have ever pinpointed a precise esti-
mate of money growth. Secretary Regan said on a number of occa-
sions that it ought to be in the upper third of the target range. If
money growth is about 5 percent. I don't think you're stretching
the historical experience to expect a velocity factor that would rec-
oncile the 1982 GNP growth.

Representative REUSS. The Fed says 4 percent. So said Volcker
this morning. But let's get back to the velocity. What is your
basis--

Mr. STOCKMAN. The fourth quarter of 1981 was depressed be-
cause GNP fell by a hefty 5.2 percent. The fourth quarter of 1982
reflects the first strong quarter of recovery in our forescast. On a
fourth quarter basis, it seems that there is a large change in GNP.
On a year over year basis, however, it is about 8 percent. I don't
think there's an iron rule that would track velocity and GNP on a
quarter-by-quarter basis. As a matter of fact, if you look at the first
quarter of 1981, you had about a 19-percent growth in nominal



GNP and you had a 5-percent growth in money, and you had a
huge velocity for a short period of time.

If you want to assess the compatability of what we have advocat-
ed on monetary policy with our forecast, look at it on a year-over-
year basis for the 1982-84 period. Take into account what we know
about the tendency of velocity to accelerate during a recovery.
Take into account the full range of the Fed monetary target, not
simply an arbitrarily chosen midpoint. I think you will find it is
generally compatible, although some of the monetary technicians
and the purists wouldn't like the fit. But frankly, if the Fed came
in with 2.5 percent in 1982, we wouldn't get out of the recession.
And if it came in with 2.5 percent during the 1983 recovery year
we wouldn't recover.

The point is the Fed has a target range, but also has some ability
to deviate within that range, in light of the other policy goals we
have in place.

Representative REUSS. Let's assume, however, that they do what
they said they were going to do and what the administration seems
to approve: Increase M at a rate of 4 percent. What kind of veloc-
ity to you need to validate your GNP target?

This is very important. It's just as important as the--
Mr. STOCKMAN. I suppose if you did some math, it would be in

the 5- or 6-percent range.
Representative REUSs. That's twice the historic average.
What financial events do you expect to take place, to produce

that quantum jump in velocity?
Mr. STOCKMAN. Well, Congressman Reuss, I would prefer not to

discuss this in any greater detail, because this isn't my primary
area of responsibility, nor the purpose that I agreed to come to tes-
tify before the committee.

First, I do not think the historic average should be used in refer-
ence to an economy that is undergoing a transition. Second, the
choice of a money growth projection, be it 4 or 5 percent, can result
in different conclusions. One must be extremely cautious when
measuring GNP from one quarter to another quarter, when the
economy is going through a cyclical swing.

DOES BUDGET IMPLY CONTINUED HIGH INTEREST RATES?

Representative REUSS. Sure. That's why I'm happy to look at it
on an annual basis with you. But let me ask you one more ques-
tion.

You, in your budget projections, project a happy-and oh, I hope
you're right-lowering of interest rates: 14 percent in 1981, 11.7 in
1982, and 10.5 percent in 1983. The one factor I know of which is
preeminent in making for greater velocity of money is high inter-
est rates. That causes people never to let a dollar to stop rolling,
because interest rates are high and they want to turn that dollar
over.

Could it be that your superhigh, hyperthyroid velocity projec-
tions indicate a lurking belief that we really are in for the regime
of interest rates, as far as human eye can see, at an intolerably
high level?



Mr. STOCKMAN. Well, it is not our belief, expectation, nor our in-
tention that anything of that sort would happen.

With a fertile imagination, you can probably string together all
kinds of assumptionsand numbers, and come to that conclusion. I
counter that by saying that these interest rates are part of an over-
all forecast. Embodied in the T-bill forecast is about a 4-percent
premium above the inflation rate for each of those years. A 4-per-
cent real rate of interest is historically high: over the last decade,
the real rate on the T-bill has averaged less than 1 percent, it has
been negative. Thus, I can say our interest rate forecast is not too
optimistic.

As this economy unwinds and inflation comes down there still
will probably be continued uncertainty in the financial markets.
There will be a higher-than-historic interest rate premium. Never-
theless, the rate is coming down, which is more than compatible
with our overall forecast.

I don't think you can look at just one variable at a time. You
must consider the total picture-money, GNP, inflation, growth,
and interest rates-and say, "Does it all stack up? Does it all fit
together?"

I think we have a pretty plausible case. But you can come at it
from any number of angles and say, "I have a different view." And
that, of course, is what this whole debate is about.

Representative REUSS. Thank you. Senator Jepsen.
Senator JEPSEN. Thank you.

SOIL AND WATER CONSERVATION SPENDING

First of all, let me commend you for your attention to detail in
the areas, especially, of soil and water conservation, which is very
near and dear to my heart, being from Iowa and being chairman of
that subcommittee.

I received some panic calls, in that the new budget shows a re-
duction of 10 percent in general in the soil and water conservation
service area. But after closer examination of the technical asis-
tance, which really hits home, for soil erosion in my State, I see it's
been increased by 8 percent in that figure, a $26 million increase.

To go into those small details in that big, thick budget and have
that type of industrious attention paid to what I consider to be pri-
orities, I think is certainly a great credit to you and your ability to
master and handle the entire budget.

ACCURACY OF PROJECTED BUDGET DEFICITS

Budget deficit forecasts, we know, are notoriously inaccurate. In
January 1978, for example, President Carter projected a deficit of
$61 billion in 1979; but the actual deficit turned out to be only $28
billion. And in January of 1981, the year that we just came off, in
the last fall, the outgoing Carter administration forecast a deficit of
$28 billion for 1982; that figure will be closer to a hundred billion,
as we all know now.

So, it does seem that one should hesitate before making too much
out of a number which can easily vary by many billions of dollars,
in either direction.



At the same time, we have to have guideposts, guidelines. And it
is my opinion in this budget-and I would like to comment on this
budget-that very, very conservative estimates were made by way
of income and changes in revenue, but very liberal estimates were
made of where the deficit might be.

Is that correct? Is the deficit really a figure that's pie in the sky?
Mr. STOCKMAN. Well, Senator Jepsen, I appreciate what you have

just cited, in terms of the notorious inaccuracy of past budget pro-
jections. However, the actual inaccuracy is even greater than you
mentioned.

If you look at the 1978 budget document, you will find a forecast
surplus of $85 billion for 1981, which turned out to be a $60 billion
deficit. That's a swing of $140 billion over a 3-year period.

In addition, the economy is in such an uncertain state that the
course over the next 2 years is difficult to predict. We have pro-
vided, in part 2 of the budget, alternative projections of this
budget, with all of the policy actions, cuts, and reforms, according
to different sets of economic assumptions.

If you want to be more pessimistic, we don't require you to go to
CBO; it's already in the budget. A lower real GNP growth rate, a
higher inflation rate, and higher interest rates generate much
higher budget deficits than we are proposing.

If you want to be more optimistic, we have also provided budget
projections which assume a higher growth rate, a lower inflation
rate, and a more rapid fall in interest rates.

EFFECT OF DIFFERENT ASSUMPTIONS ON DEFICITS

I would just like to call this to the attention of the committee. In
1985, we projected a $71 billion deficit, on the basis of the forecasts
that Representative Reuss and I have been discussing here. If real
growth is 1.2 percent higher and inflation is 1.2 percent lower, the
deficit would be only $24 billion in 1985.

On the other hand, if real growth is 1.2 percent lower and infla-
tion is 1.2 percent higher, then the fiscal year 1985 deficit would be
$120 billion.

The chart on page 211 of the budget compares assumptions for
real growth, inflation, GNP, unemployment, and interest rates, to
determine which assumptions you think are plausible based on
your notions concerning the economy and recast this entire budget
in terms of the outcome that you think is most appropriate.

In other words, the policy is the same. The spending commit-
ments are the same. The defense budget is the same. The entitle-
ments are the same. All policy is held constant. What is varied
here is the economic forecast, which has an enormous impact on
the budget. It can swing the deficit anywhere from $24 to $120 bil-
lion 3 years out, simply by a 1.2-percent change in the real growth,
inflation, and interest rates.

That is the difficult environment we are working in. Everyone
should understand that we're going to have to make the best call
possible. We did, and it is embodied in our forecast. The Congress
must do the same, as you write a budget resolution.

Everyone should recognize that, for the next several years, the
performance of the economy will drive the size of the deficit, more



than anything else. To maximize the performance of the economy,we ought to do everything we can to reduce the underlying imbal-ance of revenues and outlays.

ANTIRECESSION POLICIES NOW IN PLACE

Senator JEPSEN. The Congress did pass certain laws last year,that put in place the types of economic doctoring-or incentives, orwhatever you want to call it-that, in past history, have usuallynot been. acted on, or talked about, or even debated until a reces-sion was way down the line and we had been in for a while.Here we find ourselves at the front end of a recession, as itturned out, with all of these things in place. I think that shouldresult in a big plus as this thing does begin to turn around, don'tyou?
Mr. STOCKMAN. I agree. I think this is almost unprecedented, tohave most of the necessary measures in place ahead of time withno need for the kind of ill-considered and almost panicked legisla-tion action that we have had in times past.
Each time we have done this, the committee has undertaken areport 3 years later. The reports of this committee have proven,time and time again, that those emergency antirecession measuresdidn't work. They came too late, causing higher inflation duringthe recovery, rather than causing expansion during the recession.With that track record, I think we can consider ourselves fortu-nate that we have acted already, in that this recovery can pick upsteam once the business cycle forces have worked themselves out.

IS BUDGET BEING CUT?

Senator JEPSEN. One quick question. Over the last year, we haveheard a lot of discussion about the Draconian budget cuts from var-ious segments of our society.
What are the facts?
Is the Federal budget really being cut, or is it merely growing ata less rapid rate?
Mr. STOCKMAN. Senator, the answer is that outlays are growingat a less rapid rate. Some programs are being cut, but the budgetas a whole obviously continues to expand. Even after enacting ourproposed fiscal changes, you would still have spending of $758 bil-lion, compared to only $493 billion in 1979, only 2 years ago. Thebudget continues to grow as the expenditures continue to increase,even considering all of these changes.

REVENUES FROM SALE OF FEDERAL ASSETS

Senator JEPSEN. What initiatives, if any, are being considered to
dispose of Federal assets, to raise funds?

And what are the items most likely to bring the most revenue?Are we considering this?
Mr. STOCKMAN. Yes. We have a major component in the budgetthat would bring in $1 billion in additional revenues in 1983 and $4billion per year thereafter. Basically, it is premised on two guide-lines:
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First, stop giving it away free, which is what the Federal agen-
cies tend to do today. They have excess property-real or land-

and give it to another agency or a State or local unit of govern-
ment.

Second, stop holding it; start moving it. A property review board,
to be organized in the Executive Office of the President, will be in

charge of the coordinated effort to find those properties that can be

disposed of at market value in order to bring receipts into the

budget. The effort will be directed at both real property holdings of
GSA as well as unnecessary land holdings of the USDA and the In-
terior Department, without in any way impairing or impinging
upon important national assets-our forests, park lands, and wil-
derness areas.

Frankly, I can't go into all the details of this here. It is a very
complicated, far-reaching issue. We are confident, however, that
these numbers are conservative, because there is much that can be
done to improve the budget posture in this area.

Senator JEPSEN. I thank you. And I thank you for all the good
work you are doing.

Representative REUSS. Senator Proxmire.
Senator PROXMIRE. Welcome, Mr. Stockman. I am very happy to

see you before us.

CRITICISM OF THE BUDGET BY REPUBLICAN ECONOMISTS

Mr. Stockman, I am concerned about the fact that the economic

plan of the administration seems to have such very thin support. I
notice that yesterday three of the outstanding economists who had
served in previous Republican administrations really kicked in
hard against the budget and the GNP forecasts and so forth.

They included William Fellner, who was a member of President
Ford's Council of Economic Advisers; Herbert Stein, who was
Chairman of President Nixon's Economic Advisers; and Rudy
Penner, who was the Chief Economist at OMB in the Ford adminis-
tration.

These aren't Walter Heller or John Kenneth Galbraith. These

are your buddies, your friends. And it seems that the administra-
tion is pretty isolated as far as economic professionals are con-
cerned here.

Let me just give you some of the criticisms and ask your com-
ment.

HIGH GNP FORECASTS CONSISTENT ONLY WITH HIGH INFLATION

William Fellner said the administration is projecting about a 10-
percent annual increase in gross national product for several years.
That's nominal, of course. He said we have never had a period of
such increases that were not inflationary. Moreover, such large in-
creases in nominal GNP, which includes real growth in output and

inflation, are not consistent with the Federal Reserve's policy of re-

straining growth of the money supply.
What's your answer to that?
Mr. STOCKMAN. Well, Senator, I have observed that if you are on

the outside at AEI or some academic post, you tend to be more doc-
trinaire than when you're inside grappling with all kinds of varia-



bles as you try to reconcile and aggregate several different factors,whether it's to produce a forecast, a budget, or a policy.
And I think there are some monitors who are looking for suchmathematical precision in the forecast and in the path of Fedpolicy that they are ignoring some real-world factors. Those whohave responsibility for establishing policy for the well-being of thecountry and for progress on all of our goals, must take a more seri-ous and comprehensive look at these factors.
Senator PROXMIRE. These are pragmatic, practical, tried econo-mists who have served in these positions. They have served in theCouncil of Economic Advisers; they've served as the Chief BudgetOfficer of the United States. They're sympathetic with your posi-tion, they support Republican policies, and they're saying whatyou're doing won't work,
Mr. STOCKMAN. I don't think their points extended to the entirefundamentals of the economic program or this budget, but werelimited quibbling about the path of nominal GNP in this budget.And the only thing that I can say is that, compared to what hap-pened to nominal GNP in the last half of 1980 and 1981, when itwas growing at the inflationary rate of 15 percent, we're bringingit steadily down into single-digit range. That is supportive of themonetary policy and of the continued lowering of the inflation rate.If you want to get into mathematical precision, then there isroom for extended debate over a long period of time.

HIGH DEFICITS MEAN HIGH INTEREST RATES

Senator PROXMIRE. Without getting into mathematical precision,just taking a rough direction, Stein said the President relied on thehigh projected rate of economic growth in order to show the deficitdeclining from $98.6 billion this year to $53.2 billion in 1987. Andunder a constant instead of a rising economy, you would haverising deficits.
Furthermore, Fellner said that the $83 billion deficit forecast for1984 for instance-and that's a very optimistic assumption in myview and in his view-would absorb near 30 percent of the approxi-mately $280 billion of the net new savings by that year by individ-uals, corporations, and State and local governments.
Such a high percentage was reached only once so far in an eco-nomic expansion. That was in 1978. The administration has citedthat year as part of the fiscal policy excesses contributing to thecountry's current economic difficulties.
In other words, what he's saying is you're going to have so muchborrowing by the Federal Government that you're going to havehigh interest rates during this period, right through 1984 and later.Mr. STOCKMAN. I think, in terms of that general warning, it'ssomething we ought to keep in mind. If decisive action isn't takento reduce these deficits to the maximum degree possible, we in-creasingly run the risk of preventing the program from moving for-ward and the recovery from taking place.
I don't think you can talk about deficits or borrowing as an on-off, either-or phenomenon. It depends on their magnitude. Thehigher the magnitude, the greater the problem. We've reduced



them as far as we think is possible, given what the Congress would

be likely or capable of doing during the present budget period.
We have a $239 billion action plan on the plate. If we overload

the wagon, we'll get nothing. The resulting $150 to $180 billion

deficits would make that kind of academic criticism entirely moot.

BYRD PROPOSAL THAT BUDGET BE WITHDRAWN

Senator PROXMIRE. Let me ask you about a letter that was just
written today to the President from the minority leader in the

Senate, Senator Robert Byrd.
Senator Byrd makes an interesting suggestion to the President.

He says-he suggests that he withdraw his proposed fiscal 1983

budget, resubmit a budget that provides for much lower deficits,
and make use of more realistic assumptions.

He points out economists of all political stripes-and I've just
cited three of them-believe it contains economic assumptions that

are overly optimistic.
He also points out that in 1980 President Carter did exactly that,

he took the bold step of substantially revising his fiscal year 1981
budget.

Is there any prospect that in view of the overwhelming criticism,
the reaction by the financial markets, that the President may re-
consider and come in with a budget which would give us lower defi-

cits?
Mr. STOCKMAN. Senator, I don't think so, particularly on the

basis of that example.
As I remember, the budget was withdrawn because of policy con-

siderations. There were extended meetings in March and April,
and by May we had a new approach and a new budget. In June, we
had a budget resolution that was balanced for fiscal year 1981.

And it turned out to be $58 billion in deficit primarily because

the economic assumptions were worse than the first ones. So, I
don't think that that was a very productive precedent to harken
back to.

Senator PROXMIRE. I agree that we make mistakes, but the point
is we have a recent precedent where a President did revise his

budget.
Mr. STOCKMAN. I think the normal course, Senator, is that the

administration sends up a budget, which is then assessed, analyzed,
adjusted, and modified by the Congress. In my view, that is the

path that we ought to follow at this time, rather than going
through the formality of putting a different cover on it.

Legislative process this year will be difficult; several options will

develop. I think we ought to let the process take its course, not pre-
tend that we should start over. Because, frankly, although I hear

criticism that these deficits are too big or these entitlement cuts

are wrong or this defense increase is too large, I think when people
start to look at the practical options and alternatives, they will
find that they are few and far between.

SHOULD THE JULY I TAX CUT BE ACCELERATED?

Senator PROXMIRE. Let me ask you about another option. That's

the option proposed by a number of Members of Congress, includ-



ing some prominent members of this committee, including the
chairman and vice chairman, and that is the option that we move
the July 1 tax cut to January 1, 1982, make it retroactive, that is,
and provide for a stimulus, an immediate stimulus to the economy
to begin moving us out of the recession promptly. I do not support
that, but I'd be very curious to know what your position is on it.

Mr. STOCKMAN. I don't think that we have given any serious
analysis or consideration to that. Our budget is 3 days old. We
expect to defend it for a while before we take a look at 2-day op-
tions that have appeared from elsewhere.

As a practical matter, since it would take us.2 months to pass a
bill and longer to change the withholding tables, there wouldn't be
extra dollars in people's pockets before July anyway. People would
either receive a higher withholding rate for the rest of the year or
a rebate next April.

I don't see where anything could be done to spur the economy
right now, given the practical logistical framework and restraints
that we're under. You couldn't really change things this late in the
game.

Senator PROXMIRE. Recognizing it might take some time and it
might take a couple of months, the psychological effect of the Con-
gress working in that direction, the President calling for a sharp
reduction retroactive, wouldn't that be beneficial, or would it?

Mr. STOCKMAN. There's no reason why the recovery shouldn't goforward, propelled by the normal business cycle forces and by the
tax cuts that are now in place.

The worry in the financial markets is not the absence of some
kind of anti-recession antidote, but rather the threat of large
budget deficits in the future that aren't being addressed and cured
by the political process. If we want to do something to keep interest
rates trending down, and insure that recovery goes forward, we
must address ourselves not to 1982 but to the 1983 budget. We
must work on permanent policy measures that will substantially
reduce the gap between revenues and outlays.

Senator PROXMIRE. I agree with that.

PROPOSAL FOR SELECTED TAX INCREASES

Let me ask you why we couldn't give real consideration to some
revenue increases, some tax increases right now that would help
reduce the deficit?

Let me give you just a quick series that would add up to $18 bil-lion:
Repeal expensing of oil and gas drilling, $32 billion.
Liquor tax, $3.3 billion.
Windfall tax giveback, $1.6 billion-in other words, restore that.
Cigarette tax, $1.8 billion.
Luxury tax on furs, jewelry, and so forth, $2.5 billion.
Business entertainment expense-knock that out-$1.5 billion.
Leasing losses, which we provided, $2.8 billion.
And then an antipollution tax, which would help the EPA and

reduce our expenses, we estimate that at about $1 billion.
The other estimates come from the Treasury itself on the basis of

previous recommendations.



That's an $18 billion beginning.
And I don't have time-but maybe in the second round I can also

ask you about some further reductions in spending that would
help.

Why wouldn't that make a beginning toward reducing the deficit
and do it in a constructive way, without hurting people who have
already made sacrifices?

Mr. STOCKMAN. Well, Senator, in our budget, we have proposed a
somewhat different set of measures and numbers.

Senator PROXMIRE. I would add to what you've done.-
Mr. STOCKMAN. The feeling of the administration and the Presi-

dent is that additional revenues in this budget can contribute to
solving the problem. Such increases in revenues are very selective
and limited to eliminating obsolete tax incentives or strengthening
the minimum corporate tax that has simply not been effective.
That is as far as we should go in terms of solving this problem by
raising revenues.

What we need to do instead is look at the other four areas of the
budget in our five-point plan: User fees; entitlement reforms; asset
sales, and management initiatives, to provide the additional contri-
butions to close the budget gap.

So, we have provided the precedent, and that's part of the plan.
You must have a balanced policy to have a good mix. We think this
is the best mix that we can propose.

CUTS IN STATISTICAL PROGRAMS

Representative REUSS. Mr. Stockman, this morning the Joint
Economic Committee heard from a number of the Nation's leading
economists who told us how helpful the statistical program had
been known as "Survey of Income and Program Participation."

That program, conducted by a small group of statisticians, was
concerned with the measurement of income and wealth and also
with the measurement of waste which occurs when families and in-
dividuals are simultaneously receiving overlapping support from
more than one program.

One of the witnesses, Prof. James Smith of the University of
Michigan-Ann Arbor, had something to say-which, incidentally, is
very flattering to you. And I want to read it to you.

He laments the fact that this program apparently has been aban-
doned. And he and other witnesses told how serious a blow that is
to good statistics.

He says, and I'm quoting from Professor Smith, "I can only con-
clude that the program was terminated by an overzealous, lower
level bureaucrat, rather than by Mr. Stockman."

What do you know about that?
Mr. STOCKMAN. Well, Congressman Reuss, it must have been an

overzealous, lower level bureaucrat, because I haven't ever heard
of it. But I will go back and take a look at it.

I have to say that although we collect many statistics, I'm often
amazed that I never can get answers on the serious policy ques-
tions that we need to respond appropriately to Congress.

One area has been the overlap of benefits. I have asked, time and
time again, "Give me the crossbar between SSI and food stamps;



and housing subsidies and medicaid and medicare." And it can't bedone.
So, I suspect that maybe this was a worthwhile program. Unfor-tunately, thus far it has not produced relevant answers. We willtake a look and see why that happened. I'm sure that was a deci-sion made way down there in the bureaucracy.
Representative REUSS, You would gratify a lot of people if youcan rescue it. I believe it's a very cost-effective program, becausethe number of people it took to keep those statistics on wealth,income, and waste, by simultaneous overlap, was very small.So, I will appreciate your looking at it. And would you let thecommittee know--
Mr. STOCKMAN. I certainly will, Mr. Chairman.
Representative REUSS [continuing]. Whether you will be able toreinstate it.
I can say, for myself, that it has been enormously helpful.

INCOMES POLICY

Let me now turn to a fundamental question. As you said earlier,your main concern is with the budget, spending, and revenues, Andthat's as it should be.
I don't know how much you know about so-called incomes poli-cies-and that is not a budgetary problem-but we had some veryinteresting testimony before our committee in the last few monthsfrom people from Austria and people who had studied the incomespolicies of Finland and the Federal Republic of Germany, the netof which was that a good, well-thought-out incomes policy, on top ofsound fiscal and monetary policies, can make some useful contactwith inflation and bring it down.
I'm not going to ask you whether you believe in an incomespolicy. Just take it from me that us benighted Democrats think itwould be a help.
Now, would you turn to page 211 of the budget, because it's veryintersting. There is a table there called Effect on Deficit of Shift inthe Composition of Nominal GNP, and it contains two alternatecolumns: One, what happens to the deficit-and you and I don'tlike deficits-what happens to the deficits under the administra-tion program, and what would happen under a program of highergrowth and lower inflation.
And just following the two across the board, in 1982, it's aboutthe same. The administration's program is a $98 billion dedicitwhile the higher growth, lower inflation assumption has a deficitthat is almost as bad, $94 billion.
But then as you go out, a nice gap appears between the two-1983, it's $91 billion versus $74 billion. 1984, it's $82 billion versus$50 billion-making proqress here. 1985, $71 billion versus $23 bil-lion. 19 86-hallelujah, it s $66 billion on the administration's gameplan and a balanced budget, zero deficit, under the higher growth,lower inflation scenario.
From then on, it gets even better. But let's just settle for a bal-anced budget for a moment.
Could it be that if our democratic alternative of somewhat lessrestrictive money and an incomes policy to keep inflation down at



a time when only 73 percent of our resources are being used-could
it be that that policy might have something to be said for it? And if

something could be said for it, wouldn't it be a wonderful world if
we could bring that deficit down to zero by 1986 instead of stagger-
ing along with your $66 billion deficit?

What do you think?
Mr. STOCKMAN. Mr. Chairman, I think it would be a wonderful

world.
Representative REUSS. You are a clear-minded man.
Mr. STOCKMAN. I think it would be a wonderful world, but I

would point out that a higher growth scenario has an average GNP

growth rate of slightly under 6 percent for a 22-quarter period, be-

ginning in 1982 all the way through 1987. The average real GNP

growth rate since World War II has been 3.5 percent.
I checked out every 22-quarter period from 1947 to the present,

of which there are 118 such periods of 22 quarters, and not in one

period has there been anything above 5.9. And in the 118 periods,
it's been well below 5.9 percent.

Certainly we would like to see that kind of sustained growth,
which would improve the budget, but I fail to see how an incomes

policy could produce such a miracle.
Under the current economy, I don't believe that an incomes

policy is going to add anything to the fairly rapid reduction of the
inflation process in our economy. Inflation is coming down.

Representative REUSs. At the cost of 10 million unemployed,
which neither you nor I like.

Mr. STOCKMAN. I agree with that. We most certainly don't like

unemployment. It seems to me you are proposing a tradeoff, give
some faster money growth for a while and try tro keep the same

progress on inflation going foward with an incomes policy.
Representative REUSS. A fair statement. And what's wrong with

that?
Mr. STOCKMAN. Well, because I don't know how an incomes

policy manages all those millions of minds in the financial markets
that respond to what they think the Govenment is trying to do
with their money.

Now, we might be able to manage the wages of a few workers
who happen to be in the UAW or the Steelworkers Union, or the

prices of a few big corporations. But the inflation process consists
of the actions of millions of people every day, and I don't know how
we would change that if we go back to a policy that says we're run-

ning the risk of a return to rapid inflation and money credit
growth.

Representative REUSs. Suppose President Reagan and Chairman
Volcker had a press conference tomorrow and said, "Look, we can't

go on like this, the 73-pecent utilization of our industrial potential
is wicked. So, we're going to adopt a new policy," one where Mr.
Volcker has promised, "modest increases in the money supply nec-
essary, and not 1 penny more, to increase the rate of utilization to
80 percent."

"And for our part," President Reagan would go on to say, "we
are asking Chancellor Bruno Kreisky of Austria to come over here
and institute-tell us how to institute the kind of government,



business, labor-all for one, one for all, and for the common good
incomes policy that they have over there."

Do you think Wall Street would go bonkers at that announce-
ment anymore than it is this week?

Mr. STOCKMAN. Well, Mr. Chairman, I would like to think that itwould have a salutary effect, but I'm afraid it would evoke a yawn.
We've tried it before.

We had a gentleman in the previous administration who was
colorful and invented terms like "banana." He did his best for 2
years to talk down wages and to talk down prices. He had high-
level negotiations at the White House in which everybody said they
agreed to a noninflationary, collective-bargaining settlement orpricing policy. But everything got worse and the price level went
up because the monetary policy was wrong.

Representative REUSS. You, of course, are knocking out the two
props of my thesis; namely, that an incomes policy can work, in my
view, only if it is a gloss on a sensible fiscal and monetary policy.

Mr. STOCKMAN. That's different.
Representative REUSS. We didn't have that, I'll be the first to

admit.
Mr. STOCKMAN. That's different.
Representative REUSS. Well, I will end right there. Senator Mat-

tingly.
Senator MAPINGLY. Thank you. Mr. Stockman, its, good to seeyou.
I have an opening statement I would like to enter for the record.
Representative REUSS. It has been placed in the hearing record.
Senator MATTINGLY. Thank you.

IS THERE A NEED FOR ALTERNATIVES TO THE BUDGET

Now we will get to the germane part. I would like to welcome
you back to "Criticism Hill." I think that by the time we get backfrom recess you may have 535 budgets facing you, in addition toyour own.

Do you think that some of these might be helpful to you though?
Mr. STOCKMAN. Obviously the purpose of a President's budget isto lay out a plan; to lay out proposals that can get you there: and

then to give the Congress a chance to scrutinize and analyze, and
see whether there are any alternatives available.

We expect that to happen again this year, just as occurred
during the process last year. There will be useful and important op-tions developed, but I don't think anybody is going to come in with
a grand panacea, whereby they can simply wave one wand and
solve this problem with something that's radically different than
what we have proposed.

As I have indicated before, once you get away from the grand
level of abstractions and get down into the nitty-gritty details ofpolicy, budgets, and costs, the options are few and far between.

Senator MATTINGLY. But you are going to welcome the alterna-
tive--

Mr. STOCKMAN. Most certainly.



REVISIONS NEEDED IN THE CONSUMER PRICE INDEX

Senator MATTINGLY. Let ask you another question, do you agree
or disagree that there's no way to ever balance the budget of this
country until we control the entitlement programs?

Mr. STOCKMAN. That would be an essential precondition.
Senator MATTINGLY. You know, I have been very concerned with

the inaccuracy of the CPI, as far as calculating the cost-of-living ad-
justments for all Federal entitlement programs, because there is an
inaccuracy in those calculations, and inflation is definitely fueled
by that. Isn't that correct?

Mr. STOCKMAN. The CPI is a far from perfect measure. In the

past several years, it has tended to overstate the underlying or the
more broadly measured inflation rate. Having said that, I think

you also have to recognize that most of the alternatives that have
been proposed aren't that much better.

Senator MATTINGLY. But there are alternatives? There is a better

way than the usage of the current CPI, in order to have a true cal-
culation of the inflation rate that we index the entitlement pro-
grams and other programs with?

Mr. STOCKMAN. I think its would be possible.
Senator MATTINGLY. Does the administration intend to address

this issue?
Mr. STOCKMAN. Yes. I think we have. The President believes that

the bipartisan commission which has been appointed to look at all
of the issues regarding social security-the principal indexed pro-
gram-will provide constructive suggestions for the Congress to ad-
dress, and hopefully implement, in the relatively near term future.

This wouldn't be in time for this budget cycle, but certainly in
time to affect the 1983 or 1984 outyear budgets that we're also con-
cerned about.

Senator MATTINGLY. If there was a calculation that came up,
that was agreed upon by a large number of economists and people
across this country, would the administration be willing to accept a
new factor?

Mr. STOCKMAN. We would have to see it first, and would have to
achieve the condition you described, which I think would be hard,
but not impossible, to achieve.

Senator MATTINGLY. It's not going to be impossible, because I
intend to hold hearings this year on the subcommittee that I chair,
Congressional Operations and Oversight, because I am an optimist.

I think we can find a better factor than the current CPI, because

everybody admits that it's incorrect, and it's costing the Govern-
ment tremendous billions of dollars yearly.

There's no way you, as an OMB Director, can ever balance that

budget until those are controlled. Isn't that correct?
Mr. STOCKMAN. That and many other entitlement factors. That's

correct.
Senator MATTINGLY. Right. And I intend to help you out in that

area.

TAX POLICY AND ECONOMIC GROWTH

Now, second, there is the underlying argument that continually
goes on, of how this country is going to raise revenues to the Feder-



al Government. And there's two battles, you know. There is thebattle of the people that don't know any better; that means they
want to raise taxes.

Don't you agree that we should try to let this program of incen-
tives go into effect, to create the growth in the economy?

And isn't it true that the growth will create the jobs, which willcreate a broader tax base, which indeed will create more revenues
to our cities, counties, State, Federal Government?

Mr. STOCKMAN. That's precisely right. And I keep cautioning
people that say, "Well, solve this deficit problem by canceling thetax cut." But if you do that, you're going to have to change youreconomic projections as well. You're going to have to show lower
growth, much higher inflation, continued weakness in the econo-my; and that feeds back into the projections and puts the deficit
back on the table.

What you are saying is precisely right and it goes back to the
point that I made earlier: there aren't any easy solutions. Once yougo beyond simply totaling up numbers, and get down to more re-fined reasoning and calculations, you will find that some of these 2-day solutions that sound at first so simple are not going to hold upfor very long.

Senator MATTINGLY. There will be 535 other alternatives which
you will expect. But maybe there will be things which I think couldbe valuable, and which you might be able to pick out from them.

STABLE MONEY GROWTH

One last thing. I noticed you were not here to debate Volckerism.
But don't you agree that it would hurt-What do you think?-
would it aid or would it hurt, to have a stable M, growth rather
than an inconsistent growth of M1?

Mr. STOCKMAN. Obviously it would help, but at the same time,
we have to recognize that in the very short run, given the uncer-
tainty in the money markets today, it's not easy to achieve. Cer-
tainly, anything the Fed can do to make the hand on the steering
mechanism more steady, or the outcome more reliable, will help,because it will reduce uncertainty and thereby remove this great
hesitancy that we see in the money markets today.

Senator MATTINGLY. Thank you.

ADMINISTRATION PROPOSAL TO TAKE PENNIES FROM THE JOBLESS
Representative REUSs. Mr. Stockman, in his recent column in the

Wall Street Journal, Norman Miller, the Washington bureau chief,said, and I quote: "In perhaps the meanest line in the budget, the
administration proposed to take pennies from jobless people, by
rounding weekly unemployment compensation checks down to the
next lower whole dollar."

Is that true?
Mr. STOCKMAN. Congressman Reuss, last year the Congress

rounded down to the next lower whole dollar social security checks.
And as a result of that precedent for the elderly of this country, a
policy that was presumed to be certainly not harmful to anyone,
but a way of saving on the margin. We, following the lead of the
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Congress, have applied that same principle to the other Federal
benefit payment programs.

Representative REUSs. Well, in my view, last year's Congress was
one of the worst in history. So, I wouldn't want to generalize from
what they did.

I will just give you my view, which is that rounding benefits of

poor people down to the lower whole dollar isn't nice. And really, a
government of the people shouldn't do it. And to the extent that
Congress is a party to this act of meanness, shame on Congress.

I know that Senator Proxmire has several questions, but he is on
the floor. And I think it would be unfair to ask you to stay longer.
If he submits his questions, I know that you will be willing to
answer them for the record.

Mr. STOCKMAN. Most certainly.
Representative REUSS. Let me say that you, as always, have been

an excellent witness. We enjoyed having you with us, and I hope
you don't think that we have been too awful.

Mr. STOCKMAN. Thank you.
Representative REUSS. We now stand in recess until next week.
[Whereupon, at 5:15 p.m., the committee recessed, to reconvene

at 10 a.m., Thursday, February 18, 1982.]



APPENDIX

UNITED STATES DEPARTMENT OF

INTERNATIONAL
= %A H ha=ADMINISTRATION

WASHINGTON, D.C. 20230

U.S. TRADE AND INVESTMENT MISSION TO AFRICA
January 8-21, 1982

Mission Business Accomplishments

I. NIGERIA

(Agro-Tech Inenaioal

O Proposed high-yield cassava (100,000 tons per year on12,000 acres) animal feed processing plant in Nigeria(estimated value is $l0-12 million).

0 signed joint venture agreement for a breeder chickenfarm to produce 50 million chicks ($4-5 million).

(Read Steel Products)

o Will be signing in two weeks contract for $400,000 grainstorage project.

(Rice Council for market Development)

o Invited Ministers from Ivory Coast and Nigeria to U.S.for tour of rice-producing regions.

L PIC)

o OPIC President Nalen signed feasibility study financingagreement ($130,000) for potential investment of $22million for a hog breeding farm.

o OPIC signed an agreement for pre-invetment asaistance($10,000) to the Prince Company. It is exploring a
possible rice-based pasta plant in Lagos for a potential$15 million investment.

(Air Products and Chemicals)

o Is actively pursuing bid for Bonny LNG project inNigeria.

(391)



392

(Fru-Con International)

o Final stages of consideration for $100 million dam and

water treatment project in Nigeria.

(J. D. Allen Industries)

o Negotiating major joint-venture for 5 off-shore jack-up
drilling rigs and 8 land rigs. Includes management

contract.

(T-CAS America)

o Contract to be signed for weather radar system for Port

Harcourt Airport ($6 million).

II. CAMEROON

(Air Products and.Chemicals)

Has submitted bid for LNG process technology and heat
exchangers.

(Agro-Tech International)

o Feasibility study in Cameroon for integrated broiler

operation producing 3 million day-old chicks per year

(processing plant estimated $4-5 million).

(Read Steel Products)

o Submitted proposal in Cameroon for $500,000 grain
storage facility.

(Sherman R. Smoot)

o Tentative agreement for partnership in housing and
commercial construction in Cameroon with potential value

of $7.5-10 million (depending on local construction
costs).

o Land made available for two hotels and 40-bed medical

center. (Value included in above estimate.)

(J. b. Allen Industries)

o Within 60 days expect a joint venture for oil field
servicing equipment plus other major projects in
construction.
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III. IVORY COAST

(Charles T. Main)

o verbal contract for several small industrial plants inIvory Coast with industrial development group. (To beconfirmed in writing.) Estimated value is $1 million
for feasibility study; engineering and design could
increase value to $2-3 million.

(Gateway International)

o Has already sent a representative back to Abidjan to
discuss oil pollution clean-up equipment.

IV. MOROCCO

(Agro-Tech International)

o Signed feasibility contract ($75,000) for integrated
poultry operation (OPIC supported) in Morocco for
pototial investment of $5 million.

(Sherman R. Smoot)

o Partnership for export-import operation (rugs, brass,
copper, ornamental woodworking) with profits reinvested
in Morocco for housing construction.

(Systems Architects)

o Systems Architects will propose a feasibility study to
establish a nationwide data communications utility
(S250,000-$500,000).

.WEST AFRICA

(Rice Council for Market Development)

o Likely will establish Rice Council office in West Africa.
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PARTICIPANTS IN AFRICAN TRADE AND INVESTMENT MISSION JAN. 8-22, 1982

AGRICULTURAL COMMODITIES

Company Representative

American Soybean Association Dr. Kenneth L. Bader
Washington, D.C. Chief Executive Officer

Louis Dreyfus Corporation Harold E. House

Stamford, Conn. Executive Vice President

Rice Council for Market Development Bill Goldsmith

Houston, Texas Executive Vice President

Tidewater Grain Company Samuel M. Harrell
Indianapolis, Ind. Chairman of the Board

U.S. Wheat Associates, Inc. Milo Schanzenbach
Washington, D.C. Secretary-Treasurer

AGRIBUSINESS

Company

Agro-Tech Int'l., Inc.
Miami, Fla.

Allis-Chalmers Corp.
Milwaukee, Wis.

Mid-West Agricultural Trading Co.
Bushnell, Ill.

Read Steel Products
Birmingham, Ala.

CONSTRUCTION ENGINEERING,

Air Products & Chemicals, Inc.
Allentown, Pa.

Chas. T. Main Int'l., Inc.
Boston, Mass.

Concrete Housing Int'l.
Santa Rosa, Calif.

Fru-Con International, Ltd.
Houston, Texas

Representative

Dr. Francisco Hernandez
President

Frank E. Briber, Jr.
Vice President

Paul Fayhee
Representative

Thomas W. Read
Senior Vice President

SUPPLIES & EQUIPMENT

Representative

James F. Dempsey
Vice President, Int'l

George T. Lewis
Group Vice President

Amb. William Bradford
Partner

Alvan K. Gustafson
Pres. & Chief Exec. Ofc.



Compa y

Hagans Ent
Washington

Louis Berg
East Orang

Perini Corp
Framingham

Raymond in
Houston, Te

Sherman R.
Columbus, O

Company

Ecology & E
Buffalo, N.

Gateway Int
Washington,

J.D. Allen
Oklahoma Ci

2

CONSTRUCTION ENGINERING, SUPP LIES & EQUIPMENT

Representative

erprises Theodore R. Nagans, Jr.
D.C. Presient

er Int'l., Inc. Dr. Louis Berger
C, N.J. Chief Executive Officer

Joseph R. Perini
Mass. Vice President

t'l., Inc. Adm. James V. Bartlett
xas Sr. Group Vice President

Smoot Co., Inc. Lewis R, Smoot, Sr.
hia President

MINING & MINERAL EXTRACTION

Representative

:nvironmental, Inc. Ash. Armin H. Meyer
Y. Dir, of Int'l Relations

T. Moldings, Inc. Arthu R P. IsJay
D.C. President

Industries J. D. Allen
ty, Okla. President

TELECOMUINEICAT IONS

Cmpa ny

Motorola
Schaumburg, Ill.

Systems Architects, Inc.
Randolph, Mass.

T-CAS America, Inc.
Falls Church, Va.

Unity Broadcasting Network, Inc.
New York, N.Y.

1/8/82

Representative

Joseph V. Guido
Vice President

George S. Pan
President

James S. Stotsky
Chief Executive Officer

Eugene D. Jackson
President

95-755 O-82--26
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UNITED STATES DEPARTMENT OF

INTERNATIONAL
COMMERCE TRADE

ADMINISTRATION

WASHINGTON, D.C. 20230

CONTACT: Bonnie B. Whyte, (202) 377-3808 ITA 82-11

FOR IMMEDIATE RELEASE SUCCESSFUL TRADE MISSION
RETURNS FROM AFRICA

U.S. firms specializing in construction, transportation,

communications, mining, and agriculture will see the chief benefits

from the Reagan administration's trade mission to West Africa.

That's the message brought back by 70 members of a joint
business-government delegation which returned last week from a
14-day effort to scout new business.

"The countries of West Africa want and need the help of U.S.
businesses in building the modern foundations of strong economies,"
said Secretary of Commerce Malcolm Baldrige. "That means new
opportunities for American business," he said.

He said results from the African trade mission were reflected
in the numbers of contracts signed, and the new business leads
established by members of the delegation.

Administration officials and 26 corporate executives met during
the 14-days with trade and government officials of the Ivory Coast,
Nigeria, Cameroon, and Morocco. This was the first trade mission of
the Reagan administration and also the first to West Africa by such a
high-level U.S. delegation.

Baldrige said the most pressing need by countries of the West
African region was for construction of dams, communications
facilitations, and railroads and build up their agricultural base so
the people of those areas could become self-sufficient.

"These countries are building their infrastructure, improving
their farming, and need the most basic of services and in which
American firms specialize," he said.

Private businessmen accompanying the trade delegation said in a-

press conference Friday many sound business contacts were made by
the mission, and several contracts were signed.

"We accomplished in 14 days what it would have taken two years
and $2,000,000 to do by my company," said Dr. Francisco Hernandez,
president of Agro Tech International of Miami, Fla.

-over-
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Hornandez said he signed several contracts for his firm to
build plants producing up to 50 million chicks and 50 million
broilers annually. He signed 5 joint venture projects in 3
countries during the mission.

Baldrige said all businessmen on the trade mission paid their
own way, thus underwriting about 80 percent of the cost of the
14-day tour.

Baldrige and Agriculture Secretary John Block, also part of the
delegation, said West African nations wanted to diversify their
economic and political ties as developing countries, and look to the
U.S. for technical help in development.

"Officials of these countries realize they must make their
people self-sufficient, and their economic base solid as they
develop national resources," said Baldrige.

"We tried to bring the buyer and seller together for their
mutual benefit, because this Administration feels increased trade
means jobs, U.S. jobs, not just jobs abroad," he said.

"We must all realize American business should not lead or
follow the American flag, but must go abroad draped in the American
flag," said Baldrige. "We did that on this mission and the
immediate results are even better than we expected," he said.

Among the largest contracts signed by the trade mission were
for construction of feed mills, grain storage bins, and poultry
facilities.

"The agribusiness sectors of the American economy fared well on
this trade mission," said Block, "because the ingenuity of the
American farm economy is widely recognized as highly efficient and
productive.

A total of 6 contracts for food production facilities were
signed by members of the trade mission.

I2/
1/22/82
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UNITED STATES DEPARTMENT OF

INTERNADEONALuCPMME ROE TRADE
ADMINISTRATION

WASHINGTON, D.C. 20230

CONTACT: Malcolm Barr (202) 377-3142 ITA 82-7

FOR RELEASE SATURDAY, U.S. FIRMS OPEN NEW LINKS WITH
JANUARY 16, 1982 NIGERIANS ON TRADE VISIT

Major agricultural projects linking U.S. business with

Nigerians are being initiated as a result of -an American trade and

investment mission now in Africa.

Large-scale poultry and hog operations, an animal feed

development using cassava production, and a rice-based pasta

project are moving ahead, according to Commerce.Secretary Malcolm

Baldrige.

In a report from the Nigerian capital of Lagos, he described
these and other ventures of the business executives who are with
him on the mission as evidence of the interest of the U.S. private
sector in building up commercial ties with the developing nations.

Baldrige thus underscored the Reagan Administration's
increased reliance on the participation of American private
enterprise in its development aid programs for the Third World
countries.

Baldrige and Agriculture Secretary John R. Block head a group
of leaders of 26 U.S. companies or trade groups currently in
Africa on a four-nation visit. The mission also includes top
officials of the State Department, Agency for International
Development, Export-Import Bank and the Overseas Private
Investment Corporation.

Other projects actively discussed with Nigerians include a
poultry equipment manufacturing plant, a small tractor assembly
operation, construction of farm commodity storage bins, grain
elevators and port equipment, and a petroleum drilling service
unit.

-over-
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The Overseas Private Investment Corporation, which provides
investment Insurance for U.S. firms in the developing nations,
reported it has received applications from American companies for
additional projects in Nigeria. It estimated that these covered
investments in the range of $225 million.

Secretaries Baldrige and Block met with Nigeria's Vice
President Alex Ekwueme, and had discussions with Nigeria's
ministers of agriculture, mines and finance and other top
officials, emphasizing particularly the U.S. commitment to the
country's agricultural development. The U.S. w.ill participate
formally for the first time at the Kadena Trade Fair; 50 U.S.
firms are expected at this February event.

Earlier, in Abidjan, Ivory Coast, the mission met with
President Felix iouphouet-Boigny. Members expressed support for
the Ivorian free market economy and noted the stability and growth
In that country and its opon door for American ivestment.

The mission is now in Yaounde, Cameroon. The members meet
Monday, Jan. 18, with President Ahmadou Ahidjo. Before concluding
its work Jan. 21, the mission will also visit Morocco.



UNITED STATES DEPARTMENT OF
INTERNATIONAL

COMME CM'MTRADE
ADMINISTRATION

WASHINGTON, D.C. 20230

CONTACT: Bonnie B. Whyte, (202) 377-3808 ITA 81-211

FOR IMMEDIATE RELEASE HIGH-LEVEL U.S. TRADE AND INVESTMENT
MISSION TO AFRICA SUPPORTS
PLEDGE TO DEVELOPING COUNTRIES

The White House announced today a joint business-government mission

will be sent to Africa in January as the Reagan Administration's first

follow-up on pledges made at the Cancun economic summit talks.

The high-level trade and investment mission will be headed by Commerce
Secretary Malcolm Baldrige and Agriculture Secretary John R. Block. The
two-week mission will include chief executives of 30 American firms
interested in expanding trade with the African nations of Cameroon, Ivory
Coast, Nigeria and Morocco.

Officials of the State Department, Agency for International Development
(AID), the Export-Import Bank, and the Overseas Private Investment
Corporation will accompany Baldrige and Block.

White House officials said the Jan. 8-21 mission will focus on
increasing trade in five product lines -- farm commodities, agribusiness,
construction engineering equipment and supplies, telecommunications
equipment, and mining and mineral extractions equipment.

Only 4 percent of U.S. total exports now go to Africa, and U.S.
investment in Africa is only 3.2 percent of total U.S. foreign investment.

"At the Cancun summit talks, President Reagan renewed America's
commitment to help developing countries achieve self-sustained growth
patterns, and this trade mission is designed to spur that effort," Baldrige
said.

In addition to Baldrige and Block, government members of the mission
will include Lionel H. Olmer, under secretary of commerce for international
trade;

William H. Draper, III, president and chairman of the
Export-Import Bank; Craig A. Nalen, president and chief executive officer
of the Overseas Private Investment Corporation; and Elise duPont, assistant
administrator, Bureau of Private Enterprise, AID.

11/2-5/81
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UNITED STATES DEPARTMENT OF

INTERNATIONAL
ADMINISTRATION

WASHINGION. D.C. 20230

CONTACT: William Scouton, (202) 377-3259

FOR IMMEDIATE RELEASE CALIFORNIA COMPANY EXPLORES
BUSINESS OPPORTUNITIES
DURING MISSION TO AFRICA

Concrete Housing International, Inc., of Fairfield, Calif., is

moving forward with joint ventures in Ivory Coast and Cameroon that

it explored on a recent U.S. Trade and Investment Mission to Africa.

The company, represented by Ambascador William G. Bradford, a

partner, also investigated business opportunities in Nigeria and

Morocco during the two-week trip.

The 70-member joint business-yovernment mission, headed by
Secretary of Commerce Malcolm Baldrige and Secretary of Agriculture
John R. Block visited the African nations of Ivory Coast, Nigeria,
Cameroon and Morocco Jan. 8-21. It was the largest U.S. trade and
investment mission ever to visit Africa, and the first of the Reagan
Administration,

Executives of 25 companies from 17 States and the District of
Columbia took part in the mission. They represented agribusiness;
agricultural commodities; construction engineering supplies and
equipment; telecommunications; and mining and minerals extraction.

"The countries of Africa want and need the help of U.S.
businesses in building the modern foundations of strong economies,"
Baldrige said. "That means new opportunities for American business."

The mission was a follow-up to pledges made at the Cancon
economic summit talks last October by President Reagan. The
President stated at Cancun that economic freedom and private
initiative are the keys to self-sustaining growth in the developing
nations.
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UNITED STATES DEPARTMENT OFCM MIElRCE INTERNATIONAL
L.;OM ERCETRADE

ADMINISTRATION

WASHINGTON. D.C. 20230

CONTACT: William Scouton, (202) 377-3259

FOR IMMEDIATE RELEASE MASSACHUSET.TS CONSTRUCTION FIRM
FINDS BUSINESS OPPORTUNITIES
DURING MISSION TO AFRICA

Perini Corporation of Framingham, Mass., is pursuing several

construction opportunities in Africa that it explored on a recent U.S.

Trade and Investment Mission to that continent.

The firm is investigating the long-term possibilities in Ivory Coast
of developing hydroelectric power and a major bridge. It also is
following up on two large hospital projects and a railroad extension in
Cameroon and the early stages of hydrodams, port expansion and railroad
extension in Morocco. In Nigeria, Perini is making further inquiries
about a wide range of development projects.

Joseph R. Perini, senior vice president and treasurer, represented
the firm on the trip.

The 70-member joint business-government mission, headed by Secretary
of Commerce Malcolm Baldrige and Secretary of Agriculture John R. Block
visited the African nations of Ivory Coast, Nigeria, Cameroon and Morocco
Jan. 8-21. It was the largest U.S. trade and investment mission ever to
visit Africa, and the first of the Reagan Administration.

Executives of 25 companies from 17 states and the District of
Columbia took part in the mission. They represented agribusiness;
agricultural commodities; construction engineering supplies and
equipment; telecommunications; and mining and minerals extraction.

"The countries of Africa want and need the help of U.S. businesses
in building the modern foundations of strong economies," Baldrige said.

"That means new opportunities for American business."

The mission was a follow-up to pledges made at the Cancun economic

summit talks last October by President Reagan. The President stated at

Cancun that economic freedom and private initiative are the keys to -
self-sustaining growth in the developing nations.
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UNITED STATES DEPARTMiENT OF

INTM MATIEONAL
ADMINISTRATION

WASHINGION DC 20230

CONTACT: William Scouton, (202) 377-1259

FOR IMMEDIATE RELEASE PENNSYLVANIA COMPANY
IMPROVES PROSPECTS
ON U.S. MISSION TO AFRICA

Air Products and Chemicals, Inc., of Allentown, Pa., improved its

prospects for obtaining a contract to provide technology and heat

exchangers for a liquified natural gas project in Cameroon during a U.S.

Trade and Investment Mission to Africa.

James F. Dempsey, vice president-international of the firm, said

that, as a result of the mission, Air Products is in much bettOr position

to put together the competitive financing package it needs to secure the

contract.

Dempsey, who took part in the Mission, also found interest in Africa
in his company's waste-water technology and water purification systems.

The 70-member joint business-government mission, headed by secretary
of Commerce Malcolm Baldrigo and Secretary of Agriculture John R. Block
visited the African nations of Ivory Coast, Nigeria, Cameroon and Morocco
Jan. 8-21. It was the latgost U.S. trade and investment mission ever to
visit Africa, and the first of the Reagan Administration.

Executives of 25 companies from 17 states and the District of
Columbia took part in the mission. They represented agribusiness;
agricultural commodities; construction engineering supplies and
equipment; telecommunications; and mining and minerals extraction.

"The countries of Africa want and need the help of U.S. businesses
in building the modern foundations of strong economies," Bal.drige said.
"That means new opportunities for Americani business."

The mission was a follow-up to pledges made at the Cancun economic
summit talks last October by President Reagan. The President stated at
Cancun that economic freedom and private initiative are the keys to
self-sustaining growth in the developing nations.
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UNITED STATES DEPARTMENT OFCM M C_ INTERNATIONAL
Ll;"M ". RE"CETRADE

ADMINISTRATION

WASHINGTON, D.C. 20230

CONTACT: James F. Rourke, (202) 377-2253

FOR IMMEDIATE RELEASE . ALLIS-CHALMERS FINDS
AFRICAN TRADE POTENTIAL

Allis-Chalmers Corp. of Milwaukee has found strong possibilties

for U.S. participation in hydro-electric power projects in Cameroon

and Morocco as a result of a recent U.S. trade and investment

mission to Africa.

Company vice president Frank E. Briber, Jr. represented

Allis-Chalmers on the trip.

The 70-member joint business-government mission, headed by
Secretary of Commerce Malcolm Baldrige and Secretary of Agriculture
John R. Block visited the African nations of Ivory Coast, Nigeria,
Cameroon and Morocco Jan. 8-21. It was the largest U.S. trade and
investment mission ever to visit Africa, and the first of the Reagan
Administration.

Executives of 25 companies from 17 states and the District of
Columbia took part in the mission. They represented agribusiness;
agricultural commodities; construction engineering supplies and
equipment; telecommunications; and mining and minerals extraction.

"The countries of Africa want and need the help of U.S.
businesses in building the modern foundations of strong economies,"
Baldrige said. "That means new opportunities for American business."

The mission was a follow-up to pledges made at the Cancun
economic summit talks last October by President Reagan. The
President stated at Cancun that economic freedom and private
initiative are the keys to self-sustaining growth in the developing
nations.
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UNITED STATES DEPARTMENT OF

COMAM EP;CE IN TERNA I ONAL

-- -- ADMINISI RATION

- WASHINGION, D.C. 20230

CONTACT: James F. Rourke, (202) 317-2253

FOR IMMEDIATE RELEASE STAMFORD EXECUTIVE
ENDS AFRICA MISSION

Louis Dreyfus Corp., of Stamford, Conn., intends to increase

shipments of U.S. corn and soybean aal to the Ivory Coast after

returning from a recent U.S. Trade and Investment Mission to Africa.

The firm's executive vice president, Harold E. House,

represented Dreyfus on the trip.

The 70-member joint business-government mission, headed by
Secretary of Commerce Malcolm Baldrige and Secretary of Agriculture
John R. Block visited the African nations of Ivory Coast, Nigeria,
Cameroon and Morocco Jan. 8-21. It was the largest U.S. trade and
investment mission ever to visit Africa, and the first of the Reagan
Administration.

Executives of 25 companies from 17 states and the District of
Columbia took part in the mission. They represented agribusiness;
agricultural commodities; construction engineering supplies and
equipment; telecommunications; and mining and minerals extraction.

"The countries of Africa want and need the help of U.S.
businesses in building the modern foundations of strong economies,"
Baldrige said. "That means new opportunities for American business."

The mission was a follow-up to pledges made at the Cancun
economic summit talks last October by President Reagan. The
President stated at Cancun that economic freedom and private
initiative are the keys to self-sustaining growth in the developing
nations.
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UNITED STATES DEPARTMENT OF

INTERNATIONALC00EWE M - PR E TRADE
ADMINISTRATION

WASHINGTON, D.C. 20230

CONTACT: Daniel Landa, (202) 377-2253

FOR IMMEDIATE RELEASE U.S. WHEAT GROWERS GROUP
UNCOVERS NEW MARKETS DURING
W. AFRICAN TRADE MISSION

U.S. Wheat Associates Inc., overseas market development arm of the

U.S. wheat industry, uncovered significant new potential markets for its

members as a result of participating in a U.S. Trade and Investment

Mission to Africa sponsored by the U.S. Department of Commerce.

Milo Schanzenbach, secretary-treasurer, who represented the group,
also noted that the trip helped promote good will towards U.S. growers
and their product.

U.S. Wheat Associates is a Washington-based organization with state
member groups including South Dakota, North Dakota, Washington, Oregon,
Montana, Idaho, Nebraska, Minnesota, Oklahoma, Kansas, Texas, Wyoming and
Colorado.

The 70-member joint business-government mission, headed by Secretary
of Commerce Malcolm Baldrige and Secretary of Agriculture John R. Block
visited the African nations of Ivory Coast, Nigeria, Cameroon and Morocco
Jan. 8-21. It was the largest U.S. trade and investment mission ever to
visit Africa, and the first of the Reagan Administration.

Executives of 25 companies from 17 states and the District of
Columbia took part in the mission. They represented agribusiness;
agricultural commodities; construction engineering supplies and
equipment; telecommunications; and mining and minerals extraction.

"The countries of Africa want and need the help of U.S. businesses
in building the modern foundations of strong economies," Baldrige said.
"That means new opportunities for American business."

The mission was a follow-up to pledges made at the Cancun economic
summit talks last October by President Reagan. The president stated at
Cancun that economic freedom and private initiative are the keys to
self-sustaining growth in the developing nations.
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UNITED STATES DEPARTMENT OF

INTERNATIONAL

- - -- ADMINISTRATION

- WASHINGION, D.C. 20230

CONTACT: Jarmes F. Rourke, (202) 3/7-2253

FOR IMMEDIATE RELEASE ALABAMA COMPANY
SUCCEEDS ON U.S.
MISSION TO AFRICA

Read Steel Products of Birmingham, Ala., is preparing to sign a

$400,00 contract for a grain storae project in Nigeria after

returning from a U.S. Trade and Investment Mission to Africa.

The firm also has submitted a proposal for a $500,000 grain

storage facility in Cameroon and has excellent business leads in

Ivory Coast and Morocco.

Senior vice president Thomas W. Head represented the Birmingham
company on the mission

The 70-member joint business-government mission, headed by
Secretary of Commerce Malcolm Baldrige and Secretary of Agriculture
John R. Block visited the African nations of Ivory Coast, Nigeria,
Cameroon and Morocco Jan. 8-21. It was the largest U.S. trade and
investment mission ever to visit Africa, and the first of the Reagan
Administration.

Executives of 25 companies from 17 states and the District of
Columbia took part in the mission. They represented agribusiness;
agricultural commodities; construction engineering supplies and
equipment; telecommunications: and mining and minerals extraction.

"The countries of Africa want and need the help of U.S.
businesses in building the modern foundations of strong economies,"
Baldrige said. "That means new opportunities for American business."

The mission was a follow-up to pledges made at the Cancun
economic summit talks last October by President Reagan. The
President stated at Cancun that economic freedom and private
initiative are the keys to self-sustaining growth in the developing-
nations.
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UNITED STATES DEPARTMENT OF

INTERNATIONALC 0 M .WF E WQ CE, TRADE
- -_ ADMINISTRATION

WASHING10N, D.C. 20230

CONTACT: Felix Cotten, (202) 377-4654

FOR IMMEDIATE RELEASE RICE COUNCIL SEERS TRADE
CONTRACTS IN WEST AFRICA

The Rice Council for Market Development is seeking to develop trade

relationships with the West African countries of Ivory Coast, Nigeria,

and Cameroon in the hope of making sales contracts in those countries.

Bill Goldsmith, executive vice president of the council, says the
organization, which represents rice growers of Louisiana, Texas,
Mississippi, and Arkansas, will follow up with its membership to pursue
tentative trade contracts and develop an import or agency relationship.

Goldsmith was one of the American executives who recently made a
trip to African countries in the interest of trade and investment
promotion. Invitations have been extended to ministers of the Ivory
Coast and Nigeria to visit Washington and the U.S. rice-producing regions.

Information relating to contacts made during the course of the
mission, Goldsmith says, will be distributed to Council members in the
hope that follow-up action will be taken and trade relationships
established. The Council is considering the possibility of establishing
an office and representation in Africa.

The 70-member joint business-government mission, headed by Secretary
of Commerce Malcolm Baldrige and Secretary of Agriculture John R. Block,
visited the African nations of Ivory Coast, Nigeria, Cameroon and Morocco
Jan. 8-21. It was the largest U.S. trade and investment mission ever to
visit Africa, and the first of the Reagan Administration.

Executives of 25 companies from 17 states and the District of
Columbia took part in the mission. They represented agribusiness;
agricultural commodities; construction, engineering supplies and
equipment; telecommunications; and mining and minerals extraction.

"The countries of Africa want and need the help of U.S. businesses
in building the modern foundations of strong economies," Baldrige said.
"That means new opportunities for American business."

The mission was a follow-up to pledges made at the Cancun economic
summit talks last October by President Reagan. The President stated at
Cancun that economic freedom and private initiative are the keys to
self-sustaining growth in the developing nations.
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UNITED STATES DEPARTMENT OF

COMMERCE IN rERNATIONAL

ADMINISTRATION

-~ ~ WASHINGION, DC. 20230

CONTACT: James F. Rourke, (202) 377-2253

FOR IMMEDIATE RELEASE MISSION TO AFRICA
BRINGS SALES LEADS

The U.S. Trade and Investment Mission to Africa generated so

many sales leads that, "if no sale-, result, the fault clearly will

be our own," cays Paul Fayhee of Midwest Agricultural Trading Co.,

Bushnell, Ill.

Fayhee represented Midwest Agricultural on the trip.

The 70-member joint business-government mission, headed by
Secretary of Commerce Malcolm Baldrige and Secretary of Agriculture
John R. Block visited the African nations of Ivory Coast, Nigeria,
Cameroon and Morocco Jan. 8-21. It was the largest U.S. trade and
investment mission ever to visit Africa, and the first of the Reagan
Administration.

Executives of 25 companies trom 17 states and the District of
columbia took part in the mission. They represented agribusiness;
agricultural commodities; construction engineering supplies and
equipment; telecommunications; and mining and minerals extraction.

"The countries of Africa want and need the help of U.S.
businesses in building the modern foundations of strong economies,"
Baldrige said. "That means new opportunities for American business."

The mission was a follow-up to pledges made at the Cancun
economic summit talks last October by President Reagan. The
President stated at Cancun that economic freedom and private
initiative are the keys to self-sustaining growth in the developing
nations.
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UNITED STATES DEPARTMENT OF

INTERNATIONALC 0 MI# P ' E TRADE
ADMINISTRATION

F - ~ WASHING]ON, D.C. 20230

CONTACT: Daniel Landa, (202) 377-2253

FOR IMMEDIATE RELEASE FALLS CHURCH FIRM EXPECTS
MAJOR NIGERIAN CONTRACT

An engineering and construction firm located in Falls Church,

Va., today reported that it expects a major sale as a result of

participating in a U.S. Trade and Investment Mission to Africa

sponsored by the U.S. Department of Commerce.

During the mission, T-CAS America, Leesburg Pike, consulted
with Nigerian government officials on several projects, including a
weather radar system that would eventually encompass all of
Nigeria. The company expects over the next several years to obtain
contracts worth several million dollars.

"The mission helped us make important contacts," James S.
Stotsky, chief executive officer, said, "and we are delighted with
the results."

The 70-member joint business-government mission, headed by
Secretary of Commerce Malcolm Baldrige and Secretary of Agriculture
John R. Block visited the African nations of Ivory Coast, Nigeria,
Cameroon and Morocco Jan. 8-21. It was the largest U.S. trade and
investment mission ever to visit Africa, and the first of the Reagan
Administration.

Executives of 25 companies from 17 states and the District of
Columbia took part in the mission. They represented agribusiness;
agricultural commodities; construction engineering supplies and
equipment; telecommunications equipment; and mining and minerals
extraction.

"The countries of Africa want and need the help of U.S.
businesses in building the modern foundations of strong economies,"
Baldrige said. "That means new opportunities for American business."

The mission was a follow-up to pledges made at the Cancun
economic summit talks last October by President Reagan. The
president stated at Cancun that economic freedom and private
initiative are the keys to self-sustaining growth in the developing
nations.
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UNITEb STATES DEPARTMENT OF

IN f I 1~" IEONA LC~~ M EVI R%/ C E T TRADE
ADIM IN ST RAT ION

- WASHINGON, D.C 20230

CONTACT: William Scouton, (202) 377-3259

FOR IMMEDIATE RELEASE ILLINOIS COMPANY FINDS
BUSINESS OPPORTUNITIES
ON AFRICAN TRADE MISSION

Motorola, Inc. of Schaumburg, Ill., is working on several

proposals to sell communications oquipment in Ivory Coast after

returning from the U.S. Trade and Investment Mission to Africa.

The firm found excellent prospects in Nigeria for private
sector coiiunications. It will sponsor a seminar in that country
within six months on technical spectrum managemont for industry and
the Ministry of Communications.

Motorola also is looking into sales prospects in Camoroon in
connection with port expansion, railroad extension, highway
construction and private communications.

Joseph V. Guido, vice president of Motorola's Communications
International Group, represented the company in Africa.

The 70-member joint business-government mission, headed by
Secretary of Commerce Malcolm Baldrigo and Secretary of Agriculture
John R. Block visited the African nations of Ivory Coast, Nigeria,
Cameroon and Morocco Jan. 8-21. It was the largest U.S. trade and
investment mission ever to visit Africa, and the first of the Reagan
Administration.

Executives of 25 companies from 17 states and the District of
Columbia took part in the mission. They represented agribusiness;
agricultural commodities; construction engineering supplies and
equipment; telecomunications; and mining and minerals extraction.

"The countries of Africa want and need the help of U.S.
businesses in building the modern foundations of strong economies,"
Baldrige said. "That means new opportunities for American business."

The mission was a follow-up to pledges made at the Cancun -
economic summit talks last October by President Reagan. The
President stated at Cancun that economic freedom and private
initiative are the keys to self-sustaining growth in the developing
nations.

95-755 0-82-27
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UNITED STATES DEPARTMENT OF

INTERNATIONAL
COMOWMERCETRADE

ADMINISTRATION

WASHINGTON, D.C. 20230

CONTACT: James F. Rourke, (202) 377-2253

FOR IMMEDIATE RELEASE MASSACHUSETTS
EXECUTIVE ENDS
AFRICA MISSION

Systems Architects of Randolph, Mass., whose president,

George S. Pan, has just returned from a U.S. Trade and Investment

Mission to Africa, will propose a feasibility study to establish a

nationwide data communications utility in Morocco.

The 70-member joint business-government mission, headed by

Secretary of Commerce Malcolm Baldrige and Secretary of Agriculture

John R. Block visited the African nations of Ivory Coast, Nigeria,

Cameroon and Morocco Jan. 8-21. It was the largest U.S. trade and

investment mission ever to visit Africa, and the first of the Reagan

Administration.

Executives of 25 companies from 17 states and the District of

Columbia took part in the mission. They represented agribusiness;
agricultural commodities; construction engineering supplies and

equipment; telecommunications; and mining and minerals extraction.

"The countries of Africa want and need the help of U.S.

businesses in building the modern foundations of strong economies,"

Baldrige said. "That means new opportunities for American business."

The mission was a follow-up to pledges made at the Cancun

economic summit talks last October by President Reagan. The

President stated at Cancun that economic freedom and private

initiative are the keys to self-sustaining growth in the developing

nations.
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UNITED STATES DEPARTMENT OF

INTERNA r(ONAI

ADMINISTRA ION

WASHING1ON, D.C. 20230

CONTACT: James F. Rourke, (202) 377-2253

FOR IMMEDIATE RELEASE HOUSTON EXECUTIVE
RETURNS FROM U.S.
MISSION TO AFRICA

Fru-Con International of Houston is in the final stages of

consideration for a multimillion dullar project in Nigeria atter

returning from a U.S. Trade and Investment Mission to Africa.

Company president Alvan K. Gustafson represented the Texas
company on the mission. Selected by his peers as the business
spokesman for the mission, Custafson said the private sector
participants would form their own follow-up group to work with theCommerce Department. In a Washington press conference, he said he
was impressed with the Reagan Administration's efforts to helo
husiness export in developing countries.

The 70-member joint business-government mission, headed by
Secretary of Commerce Malcolm Baldrige and Secretary of Agriculture
John R. Block visited the African nations of Ivory Coast, Nigeria,
Cameroon and Morocco Jan. 8-21. It was the largest U.S. trade and
investment mission ever to visit Africa, and the first of the Reagan
Administration.

Executives of 25 companies from 17 states and the District of
Columbia took part in the mission. They represented agribusiness;
agricultural commodities; construction engineering supplies and
equipment; telecommunications; and mining and minerals extraction.

"The countries of Africa want and need the help of U.S.
businesses in building the modern foundations of strong economies,"
Baldrige said. "That means new opportunities for American business."

The mission was a follow-up to pledges made at the Cancun
economic summit talks last October by President Reagan. The
President stated at Cancun that economic freedom and private
initiative are the keys to self-sustaining growth in the developingnations.
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UITED STATES DEPARTMENT OF

INTERNATIONAL
COMMERCE TRADE

ADMINISTRATION

WASHING10N, D.C. 20230

CONTACT: Daniel Landa, (202) 377-2253

FOR IMMEDIATE RELEASE HOUSTON FIRM UNCOVERS
MAJOR- BUSINESS POTENTIAL
DURING W. AFRICAN MISSION

A major international construction, engineering and

manufacturing company located in Houston, Texas, today reported that

it uncovered several projects of major potential as a 
result of

participating in a U.S. Trade and Investment Mission to 
Africa

sponsored by the U.S. Department of Commerce.

Admiral James V. Bartlett (Ret.) who represented Raymond

International Builders, Inc., said that the company will compete for

such projects as development of ports and harbors, fabrication 
and

installation of offshore oil and gas platforms, hydroelectric power

development and minerals extraction and development.

"Our participation in the trip was highly worthwhile," Admiral

Bartlett said.

The 70-member joint business-government mission, headed by

Secretary of Commerce Malcolm Baldrige and Secretary 
of Agriculture

John R. Block visited the African nations of Ivory Coast, 
Nigeria,

Cameroon and Morocco Jan. -21. It was the largest U.S. trade and

investment mission ever to visit Africa, and the first of the Reagan

Administration.

Executives of 25 companies from 17 states and the District of

Columbia took part in the mission. They represented agribusiness;

agricultural commodities; construction, engineering 
supplies and

equipment; telecommunications; and mining and minerals 
extraction.

"The countries of Africa want and need the help of U.S.

businesses in building the modern foundations of strong economies,"

Baldrige said. "That means new opportunities for American business."

The mission was a follow-up to pledges made at the Cancun

economic summit talks last October by President Reagan. The

President stated at Cancun that economic freedom and private

initiative are the keys to self-sustaining growth in the developing

nations.



415

UNITED STATES DEPARTMENT OF

INTE RNATIONALCOMMVERCE TRADE
ADMINISTRA1 ION

WASHINGTON, D.C. 20230

CONTACT: Daniel Landa, (202) 377-2253

FOR IMMEDIATE RELEASE DULLES AIRPORT COMPANY
REPORTS AFRICAN MISSION
HAD IMPORTANT RESULTS

Gateway International Holdings, Inc., Dulles International

Airport, today reported results frein its participation in a trade

and investment mission to West Africa sponsored by the U.S.

Department of Commerce.

During the mission, the company began consultations with IvoryCoast government officials about providing oil pollution equipment.
Gateway International executives have returned to the Ivory Coast to
continue the discussions.

"We are very optimistic as to their outcome," Arthur P. Ismay,Gateway president, said. "The mission helped us make high levelcontacts that would have been difficult for us to achieve on our
own."

The 70-member joint business-government mission, headed by
Secretary of Commerce Malcolm Baldrige and Secretary of Agriculture
John R. Block visited the Atrican nations of Ivory Coast, Nigeria,
Cameroon and Morocco Jan. 8-21. It was the largest U.S. trade andinvestment mission ever.to visit Africa, and the first of the Reagan
Administration.

Executives of 25 companies fromr 17 states and the District ofColumhia took part in the mission. They represented agribusinmsm;
agricultural commodities; construction engineering supplies and
equipment; telecommunications; and mining and minerals extraction.

"The countries of West Africa want and need the helo of U.S.businesses in building the modern foundations of strong economies,"
Baldrige said. "That means new opportunities for American business."

The mission was a follow-up to pledges made at the Cancun
economic summit talks last October hy President Reagan. The
President stated at Cancun that economic freedom and private
initiative are the keys to self-sustaining growth in the developingnations.
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UNITED STATES DEPARTMENT OF

I MEC ll II!IINTERNATIONAL
ADMINISTRATION

WASHINGTON, D.C. 20230

CONTACT: Felix Cotten, (202) 377-4654

FOR IMMEDIATE RELEASE J. D. ALLEN NEGOTIATING
OIL PROJECTS IN AFRICA

J. D. Allen Industries, Inc., Oklahoma City, Okla., is

negotiating a number of projects in West Africa, including

negotiations for a major joint-venture for drilling rigs in Nigeria.

J. D. Allen, chairman, says the firm is also negotiating a

joint venture for oil field services and supplies in Cameroon. In

Morocco, after the National Oceanic and Atmospheric Administration

conducts a marine study, a possible fishing and processing operation

may be developed.

J. D. Allen Industries Inc., also has affiliate offices in

London, Zurich, and Hong Kong.

Mr. Allen was one of the American executives who recently made

an extensive trip in Africa in the interest of trade and investment

promotion.

The 70-member joint business-government mission, headed by

Secretary of Commerce Malcolm Baldrige and Secretary of Agriculture

John R. Block, visited the African nations of Ivory Coast, Nigeria,

Cameroon and Morocco Jan. 8-21. It was the largest U.S. trade and

investment mission ever to visit Africa, and the first of the Reagan

Administration.

Executives of 25 companies from 17 states and the District of

Columbia took part in the mission. They represented agribusiness;

agricultural commodities; construction engineering supplies and

equipment; telecommunications; and mining and minerals extraction.

"The countries of Africa want and need the help of U.S.

businesses in building the modern foundations of strong economies,'

Baldrige said. "That means new opportunities for American business."

The mission was a follow-up to pledges made at the Cancun

economic summit talks last October by president Reagan. The

President stated at Cancun that economic freedom and private

initiative are the keys to self-sustaining growth in the developing

nations.
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UNITED STATES DEPARTMENT OF

IN IERNTIONAL
ADMINISTRATION

WASHINGTON, D.C. 20230

CONTACT: Daniel 1,anda, (202) 377-2253

FOR IMMEDIATE RELEASE SOYBEAN GROUP UNCOVERS
MAJOR EMERGING MARKETS
THROUGH W. AFRICAN TRIP

The American Soybean Association has uncovered important

emerging markets for its industry and its members as a result of

participating in a U.S. Trade and Investment Mission to Africa

sponsored by the U.S. Department of Commerce.

Dr. Kenneth L. Bader, chief executive officer of the St. Louis,

Mo., based group, said: "Our industry will reap substantial

benefits from this mission.

"We foresee dramatic increases in the markets we explored. We
are now alert to the need to help some of these countries overcome
certain problems of storage, processing and utilization, so that the
sales can be made by U.S. firms rather than by other countries."

The 70-member joint business-government mission, headed by
Secretary of Commerce Malcolm Baldrige and Secretary of Agriculture
John R. Block visited the African nations of Ivory Coast, Nigeria,
Cameroon and Morocco Jan. 8-21. It was the largest U.S. trade and
investment mission ever to visit Africa, and the first of the Reagan
Administration.

Executives of 25 companies from 17 states and the District of
Columbia took part in the mission. They represented agribusiness;
agricultural commodities; construction, engineering supplies and
equipment; telecommunications; and mining and minerals extraction.

"The countries of Africa want and need the help of U.S.
businesses in building the modern foundations of strong economies,"
Baldrige said, "That means new opportunities for American business."

The mission was a follow-up to pledges made at the Cancun
economic summit talks last October by President Reagan. The
President stated at Cancun that economic freedom and private
initiative are the keys to self-sustaining growth in the developing
nations.
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UNITED STATES DEPARTriENT OF

INTF RNATIONAL

ADMIINIST1RATPON

WASHINGION, D.C. 20230

CONTACT: Daniel Landa, (202) 377-2)53

FOR IMMEDIATE RELEASE BUFFAO FIRM FINDS NE A SAKEOS
BY PARTICIP'ATING IN TPtADF MISSION

A Buffalo, N.Y., firm has founl important new markets tot its

consulting services as a result of earticipation in a U.S. Commerce

Department Trade and Investment Mission to Africa.

Ambassador Armin H. Myer, director of international relations,

Ecology and Environment, Inc., who represented the company on the

mission, said that the four countrios visited by the mission

recognize the importance of fightino pollution and that his company

will explore opportunities to servne as a consultant in pinpointing

and identifying pollution problems and solutions.

The 70-member joint business-joverCnment mission, headed by

Secretary of Commerce Malcolm Baldri.ge and Secretary of AnricuIttire

John R. Block visited the African nations of Ivory Coast, nigeria,
Cameroon and Morocco Jan. 8-21. It was the lagest U.S. trade and

investment mission ever to visit Afr ica', and the first of the Reagan

Administration. -

Executives of 25 companies from 17 states and the Distr ct of

Columbia took part in the mission. Thry represented agriltosness;

agricultural commodities; construct ion engineering supplies and

equipment; telecommunications; and mining and minerals extraction.

'The countries of Africa want and need th'. help ofU.

businesses in building the modern 1 inundations of strong ec:~onief ,".

Baldrige said. "That means new opportunities for American business.",

The mission was a follow-up to pledges made at the Cancun

economic summit talks last October by President Reagan. Time

Pres ident stated at Cancun that economic freedom and private

initiative are the keys to onsf-su.tmining grcth in the civeloping

nations.
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UNITED STATES DEPARTP -ENT OF

INI1FQOTIONAL.

WASHING N DC 2023t)

CONTACT: Daniel Landa, (202) 377-2253

FOR IMMEDIATE RELEASE M]AMI COMPANY
RP'PORTS M;AJOE SALES
AFTErI? AFRfrA;l MIF'SSION

A leading Miami company Agro-Tsch International, has reported

that it has achieved significant siles through participatin n

U.S. Trade and Investment fMission to A!irica spinsored by the U.S.

Department of Commerce.

"We accomplished in 14 days whit would have taken two years and

$2,000,000 to do by my company," said Dr. Francisco J. Hernandez,

president of Agro Tech International of Miami, Fla,

Hernandez said he signed several contiacts for his firm to
build plants producing up to 50 million chicks and 50 mil i on
broilers annually. He signed 5 joint venture projects in 3
countries during the mission.

The 70-member ioint business-government mission, headed by
Secretary of Commerce Malcolm ialdrige and Secretary of Aaciculture
John R. Block visited the African nations of Ivory Coast, Nigeria,
Cameroon and Morocco Jan. 8-21. It was the largest U.S. trade and
investment mission ever to visit Africa, and the first of the Reagan
Administration.

Executives of 25 companies from 17 states and the District of
Columbia took part in the mission. They representcl agribusiness;
agricultural commodities; construclion enginecting supplien and
equipment; telecommunications; and mining and minerals extraction.

"The countries of Africa want and need the help of U.S.
businesses in building the modern fiundations of strong economies,
Baldrige said. "That means new oppYrtu'nities for American business."

The mission was a follow-up to pledges made at the Concun
economic summit talks last October by President Reagan. The
President stated at Cancun that economic freedom and private
initiative are the keys to self-sustaining grocwth in the developing
nations.
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UNITED STATES DEPARTM0ENT OF

INTERNATIONAL
C 0 M F RrTRADE

ADMINISTRATION

WASHINGlON, D.C. 20230

CONTACT: William Scouton, (202) 377-3!59

FOR IMMEDIATE RELEASE BOSTON RGINZEi{ FIRM
FINDS OPPORTUNITIES IN
AFRICA ON TRADE MISSION

Charles T. Main International, Inc., of Boston, 'Mass., a large

consulting engineering firm, obtained a verbal contract to design 
several

small industrial plants and facilities in Ivory Coast during a U.S. Trade

and Investment mission to Africa.

George T. Lewis, Jr., group vice president of the firm, said that

top-level contacts made during the mission gave 
him a comprehensive

rundown of the needs of four African for developing hydroelectric plants,

rural electrification and irrigation.

The firm is doing follow-up work on two major projects in 
Africa

that may lead to contracts within the next three months.

The mission was successful in giving us the "who, where, what and

when" in doing business in Africa, Lewis said.

The 70-member joint business-government mission, headed by Secretary

of Commerce Malcolm Baldrige and Secretary of Agriculture 
John R. Block

visited the African nations of Ivory Coast, Nigeria, Cameroon and Morocco

Jan. 8-21. It was the largest U.S. trade and investment mission ever to

visit Africa, and the first of the Reagan Administration.

Executives of 25 companies from 17 states and the District of

Columbia took part in the mission. They represented agribusiness;

agricultural commodities; construction engineering 
supplies and

equipment; telecommunications; and mining and minerals extraction.

"The countries of West Africa want and need the help 
of U.S.

businesses in building the modern foundations of strong economies,"

Baldrige said. "That means new opportunities for American business."

The mission was a follow-up to pledges made at the Cancun 
economic

summit talks last October by President Reagan. The President stated at

Cancun that economic freedom and private initiative are the keys to

self-sustaining growth in the developing nations.
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UNITED STATES DEPARTNMENT OF

INTE RNA IO0NAL
ADININ!STRATiON

- WASHINGION, D.C. 20230

CONTACT: Felix Cotten, (202) 377-4651

FOR IMMEDIATE RELEASE SHERMAN H. SHIOOT CO.
EXPLORING TRADE
PROSPECTS IN AFRICA

The Sherman R. Smoot Co., Inc., Columbus, Ohio, has made tentative

agreements with partners in Cameroon For a housing development, and for

construction of two hotels and a 40-bed medical center for which land has

been made available.

The company has made similar arrangements with partners in Morocco
for establishment of an export-import operation, profits from which would
be reinvested in Morocco for housing construction.

Lewis R. Smoot, Sr., president of the company, says that completion
of these agreements will depend on feasibilty studies and the arransement
ot tinancing. The Cameroon and Morocco partners are expected to visit
the United States in coming months to work out further details.

Mr. Smoot was one of the executives comprising a recent trade and
investment mission to West Africa.

The agreements made by Mr. Smoot on this trip were among the many
achievements of this mission, which was the largest U.S. trade and
investment mission ever to visit Africa, and the first of the Reagan
Administration.

The 70-member joint tusiness-government mission, headed by Secretary
of Commerce Malcolm Baldrige and secretary of Agriculture John R, Block
visited the African nations of Ivory Coast, Nigeria, Cameroon and Morocco
Jan. 8-21.

Executives of 25 companies from 17 states and the District of
Columbia took part in the mission. They represented agribusiness;
agricultural commodities; construction, engineering supplies and
equipment; telecommunications; and mining and minerals extraction.

"The countries of Africa want and need the help of U.S. businesses
in building the modern foundations of strong economies," Baldrige said.
"That means new opportunities for American business."

-over-



THE 1982 ECONOMIC REPORT OF THE
PRESIDENT

THURSDAY, FEBRUARY 18, 1982

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,

Washington, D.C.
The committee met, pursuant to recess, at 10:05 a.m., in room

2128, Rayburn House Office Building, Hon. Henry S. Reuss (chair-
man of the committee) presiding.

Present: Representatives Reuss, Mitchell, Richmond, and Rousse-
lot; and Senator Sarbanes.

Also present: James K. Galbraith, executive director; Louis C.
Krauthoff II, assistant director; Betty Maddox, assistant director
for administration; and William R. Buechner, Mark R. Policinski,
and Richard Vedder, professional staff members.

OPENING STATEMENT OF REPRESENTATIVE REUSS, CHAIRMAN

Representative REUSS. Good morning. The Joint Economic Com-
mittee will be in order for another session of its annual hearings
on the President's Economic Report.

POLICIES OF PRESIDENTS REAGAN AND HOOVER COMPARED

With the prime rate up again, the level of industrial production,
of housing and the stock market down again, we meet today to
assess the 1982 Economic Report of the President. It is 50 years
after the onset of the Great Depression and there are certain re-
semblances between Herbert Hoover and Ronald Reagan. Confront-
ed with 10 million unemployed in 1932, the Hoover administration
was confident that prosperity was just around the corner. Confront-
ed by 10 million unemployed today, Ronald Reagan, while viewing
"the current recession with concern," says he's "convinced that our
policies, now that they are in place, are the appropriate response to
our current difficulties," Economic Report of the President, page 9.
The economic advisers add that "The current recession is expected
to end early in 1982, followed by a resumption of growth my mid-
year," ibid., page 209.

TRICKLE DOWN POLICIES

The policies referred to by the President are high interest rates
to fight inflation, huge tax cuts for the affluent to fight unemploy-
ment, and drastic budget retrenchment for the needy to teach
them self-reliance, the politics of trickle down, the politics of greed.

(423)



Herbert Hoover also believed deeply in trickle-down economics.
As he said: "The sole function of government is to bring about a
condition of affairs favorable to the beneficial development of pri-
vate enterprise." Aided by his Secretary of the Treasury, Andrew
Mellon, huge tax cuts were given the wealthy. The depression
ensued. As banker Frank D. Vanderlip said, to explain the Depres-
sion, "Capital kept to much and labor didn't have enough to buy its
share of things."

In his acceptance speech at the Chicago convention in 1932,
Franklin Roosevelt met the trickle-down theory head on when he
said: "The theory of government that helps a favored few and
hopes that some of their prosperity will leak through to labor, to
the farmer, to the small businessman, has been discredited."

STATE AND LOCAL GOVERNMENTS TO BE RESPONSIBLE FOR THE NEEDY

A second salient feature of President Reagan's economic program
is his belief that the problems of the unemployed and the needy
can best be handled by private charity and by State and local gov-
ernment. If only each church in America would adopt 10 poor fami-
lies, he says, "our welfare problem would be solved." Under the
New Federalism, aid for families with dependent children and the
food stamp program are to be turned over to state and local gov-
ernment.

Herbert Hoover, confronted with his 10 million unemployed 50
years ago, also preferred rugged individualism to Federal action.
Mr. Hoover said: "This is not an issue as to whether people shall go
hungry or cold in the United States. It is solely a question of the
best method by which hunger and cold shall be prevented. It is a
question as to whether the American people, on one hand, will
maintain the spirit of charity and mutual self-help through volun-
tary giving and the responsibility of local government, as distin-
guished, on the one hand, from appropriations out of the Federal
Treasury for such purposes."

RETURN TO THE GOLD STANDARD

The third, and final, link between the economics of Mr. Reagan
and the economics of Mr. Hoover was put into place only last week.
Before the Gold Commission, Treasury Secretary Regan and Eco-
nomic Advisers Weidenbaum and Jordan, members of the Gold
Commission, chose this time of crisis to bring gold to the rescue.
These gentlemen proposed the creation of a gold coin to be sold by
the U.S. Treasury and to be exempt from all capital gains taxes,
thus giving gold speculators an opportunity not available to them
in the Kruggerand and the Maple Leaf.

The beleaguered Herbert Hoover also viewed gold as the rescuer
of his collapsed economy, declaring that gold is a metal "enshrined
in human instincts for over 10,000 years." He boasted as having
saved the gold standard 50 years ago, in early 1932, saying, "Never
was our Nation in greater peril."

So runs the parallel between Reagan economics and Hoover eco-
nomics. But one should not impute evil either to President Hoover
or to President Reagan.



President Hoover was a poor boy fishing for perch with a bent
pin in an Iowa stream. In his early years, his outlook was liberal,
his devotion to civil liberties intense, his high ideals everywhere
apparent. But later on, he came under different influences. The
eminent Republican editor from Kansas, William Allen White, re-
porting in 1932, noted that Mr. Hoover complained privately of the
greed of the millionaires who were running the country, but added,
"But because he had worked for 30 years with men of wealth, he
could not publicly scold a million dollars, much less a hundred mil-
lion."

Ronald Reagan also started life as a poor boy. His father knew
unemployment during the Depression and finally got a job through
FDR's New Deal. Four times, in 1932, 1936, 1940, and 1944, Ronald
Reagan voted for Roosevelt. He was the fighting head of his labor
union and a leader of progressive veterans. But 30 years ago, he
went to work as a publicist for General Electric, and since then,
like Mr. Hoover, he has kept the company of millionaires.

Mr. Hoover, meet Mr. Reagan.
We will now hear of the President's economic program from Mr.

Weidenbaum, Mr. Jordan, and Mr. Niskanen.
Congressman Mitchell, did you have an opening statement?

OPENING STATEMENT OF REPRESENTATIVE MITCHELL

Representative MITCHELL. Yes, thank you. It is certainly not as
eloquent as yours. I just wanted to refer to an old sociological
theory of propinquity. The basic assumption of the theory is that
the closer you are physically to people, the more frequently you are
close physically to people, the better will become the interpersonal
relationships.

PICTURE OF HERBERT HOOVER

I would request that this be moved away just a little bit [indicat-
ing] because it flies in the face of that sociological theory of propin-
quity. So if one of the staff would just, so I can see in that direc-
tion, just give me a little more distance. I'd appreciate it. [Laugh-
ter.]

IMPACT OF THE RECESSION

What can I say in an opening statement except that, as I travel
around this country and as I talk with people of all persuasions at
all socioeconomic levels, they're being devastated. The small busi-
ness community, the small businesses around this Nation, are just
on the phone or writing to me every day, saying, we are being de-
stroyed. The unemployment lines grow longer each day.

One day this week I visited a senior citizens home and went
door-to-door talking to the people and in the elevator one woman
said to me, "I'm thinking about killing myself, because if, indeed,
this man continues to threaten my retirement benefits, I'm going
to have nothing left and I should die."

I'm going to tell you that it's the economic policies, coupled with
an attitude toward those of us who are black, brown, and Hispanic,



these two things are creating an atmosphere of absolute
despair.

REAGAN POLICY TOWARD AFFIRMATIVE ACTION

The administration has made it clear that it has no patience
with, nor support for, affirmative action. Now as our minority
people go into the various agencies of government to secure certain
benefits that they are entitled to under the law, lower level bu-
reaucrats are telling them that this is a new ballgame and you're
not a part of it, even though there's a law.

And I think that that kind of contumacious climate obviously is
traceable to perceptions or misconceptions being the kindest thing,
of statements that are eminating from the White House and from
the hierarchy that there is in the White House.

Just one last brief statement, Mr. Chairman. People often accuse
me of being too outspoken and-not radical-but liberal. And
maybe I am. I am a liberal. I can't help it. I always will be. But my
concern it that every people, I don't care who they are, every group
has a toleration level for frustration. And I greatly fear that in our
cities, with unemployment reaching the astronomical proportions
that it is, with the despair that is just racking our communities,
I'm afraid that people are being pushed to their toleration level for
frustration. And the sad thing is they see no immediate sign, no
sign that this situation will be cured at any time in the near
future.

I respect the Office of the President. I disrespect the policies that
are being pursued, both in terms of economics and in terms of civil
rights and civil liberties. And I am grossly, grossly concerned that
a large segment of our American population is now reaching the
point where it is so despairing, so bereft of hope, that is might initi-
ate untoward activities which I don't want to see happen. I dont
want that to happen. I've lived through that. But, my God, some-
body, somewhere has got to become aware of the fact that you
cannot put people in this crucible. You cannot continue to turn the
screw on them and deny them jobs, threaten whatever programs
they have, and at the same time, evidence an attitude of content
toward the minorities of this Nation.

Thank you for letting me make my opening statement.
Representative REUSS. Thank y6u Representative Mitchell. Our

colleague, Congressman John Rousselot of California, has an open-
ing statement, which I'll be glad to read.

OPENING STATEMENT OF REPRESENTATIVE RouSSELOT

Representative REUSs [reading]. "I'm delighted to welcome you,
gentlemen, to today's JEC hearing and look forward to your testi-
mony. You have just issued your first annual report and it is an
impressive document. Unlike previous reports that have been ob-
sessed with short-run problems dealing with the business cycle,
your report deals in an intelligent fashion with the long-run prob-
lems facing the economy-excessive inflation, too much Govern-
ment spending, oppressive Government regulation, and inadequate
capital formation and savings. These problems reflect monetary
growth that over the past decade has been too excessive and errat-
ic, and a tax system that in the past has penalized productive activ-
ities while encouraging less productive ones.



"I concur with your view that the 1981 tax cut is an important
step in relieving our problems and that Government intervention
in the economy, more often than not, tends to destablize it and
lower the rate of economic growth. I agree with your arguments in
favor of reducing the regulatory burden that too often confers few
benefits on society, but involves enormous costs. I also agree with
your call for steady but moderate amounts of monetary growth.

"In short, generally I like what you have said in your annual
report and look forward to your testimony and your comments."

Congressman Richmond, did you have any opening statement?
Representative RICHMOND. No, Mr. Chairman.
Representative REUSs. All right, Mr. Weidenbaum, we're delight-

ed to have you. Your prepared statement will be received in full
into the hearing record, as is the Economic Report of the President
itself,' and would you proceed in whatever way is congenial to you.
STATEMENT OF HON. MURRAY L. WEIDENBAUM, CHAIRMAN,

COUNCIL OF ECONOMIC ADVISERS, ACCOMPANED BY WILLIAM
A. NISKANEN, MEMBER; AND JERRY L. JORDAN, MEMBER
Mr. WEIDENRAUM. Thank you, Mr. Chairman, and members ofthe committee. With the inflation rate down again, housing per-

mits up, home sales up, durable good orders up, the leading indica-
tions up, and with the employment ratio at historical high levels, Iam pleased to appear before this committee this morning to discuss
the 1982 Economic Report of the President and the report of the
Council of Economic Advisers. I am accompanied by my fellow
Council members, Mr. Jerry Jordan and Mr. William Niskanen.

While there are many important and interesting matters covered
in these two documents, I would like to deal with just the critical,and the key issues this morning.

ACHIEVEMENTS OF THE REAGAN ADMINISTRATION
First of all, I thank the chairman for the history lesson. I would

suggest that some modern history is also instructive. For example,
I noted that at the beginning of the previous administration, the
prime interest rate was 6%. At the end of the previous administra-
tion, it was 21/2.

Representative REUSs. For which sins there was a change of ad-
ministration. [Laughter.]

Mr. WEIDENBAUM. I am certainly not going to enter a theological
discussion----.

[Laughter.]
Mr. WEIDENBAUM [continuing]. But point out that our sense of di-

rection, I think, is a bit better. The prime rate is not as low as youor I would like, but considerably lower than it was at the beginning
of this administration. I notice that the Consumer Price Index rose
from a 5 -percent rate in January of 1977 to the double-digit rate in
January 1981, and, of course, as I point out, we have turned around
that escalating double-digit inflation rate.

In terms of the unemployment rate and especially the high un-
employment rate that has characterized our central cities and our

'The 1982 Economic Report of the President may be found in the committee rles.
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minorities for some time, I, not without some sadness, report that

despite the tens of billions of dollars of well-intentioned outlays, on
the part of so many Federal agencies during the 1960's and during
the 1970's, those unemployment rates in our minorities, in our cen-
tral cities, expanded and grew during that period.

Therefore, it is quite clear, in my judgment, Mr. Chairman, mem-
bers of the committee, that the status quo that we inherited patent-

ly didn't work. And, very frankly, I feel no compulsion to defend
those well-intentioned, but obviously ineffective, programs of the
past.

NEED TO REVISE GOVERNMENT ROLE IN ECONOMY

As Mr. Rousselot said in his opening statement, this is a long-
term economic program, and it's in that spirit that my colleagues
and I have written the Council's annual report. Throughout the
short Presidential statement which leads off that report, one funda-
mental thing is clear-the need to redefine the role of the Federal
Government in our economy.

As the President has made clear on numerous occasions, his eco-
nomic program is designed to deal with the long-run problems
which have been afflicting the U.S. economy for a decade and
more: High inflation; low saving and investment; stagnant produc-
tivity; and insufficient jobs.

Many of these problems, in our view, are connected with poor
Government policies of the past, policies which sought to involve
the Federal Government at both the macro and the micro level.

This administration has taken a fundamentally different ap-
proach. As the President's report states: "Economic policy must
seek to create a climate that encourages the development of pri-
vate institutions conductive to individual responsibility and initia-
tive." While there is a range of appropriate activities for the Feder-
al Government, we believe that if we are to have a healthy and
growing economy, the Federal Government's role will have to be
considerably changed from the past.

SUMMARY OF TOPICS IN THE ECONOMIC REPORT

I would now like to summarize the key statements made in the
Council's report as they appear in chapter 1, and I will just give
the highlights.

First of all, production and employment in 1982 are expected to
increase at a moderate rate in the second quarter and at a brisk

pace through the rest of the year, probably in excess of a 5-percent
annual rate. Inflation is likely to continue to decline and to aver-

age about 7 percent for the year, with further progress in 1983 and
beyond.

I should like to remind the chairman and members of the com-
mittee that just one year ago, inflation was the No. 1 problem on
the mind of the American public. Every public opinion poll demon-
strated that. And therefore, the accomplishment in reducing that
inflationary situation, I-think deserves some attention.

We believe that the policies currently in place-recent and pros-
pective tax cuts, a lower rate of inflation, and a continuing advance
in defense activity-provide the basis for a strong second half.
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The second point, prospective budget deficits, reflect the effects
of the recession, as well as lower inflation, tax law changes, and
the need to rebuild our defenses.

The third point, that the Fed's targets for money growth are not
compatible with the vigorous upturn in economic activity we envi-
sioned later in 1982, are unjustified. It appears, some suggest, that
the upturn will lead to a sharp upswing in interest rates and choke
off recovery. This sentiment, while understandable on the basis of
previous history and policies, is unjustified in light of current poli-
cies and the administration's determination to carry them through.

Point four, the economy in 1981 reflected the policies of the past
and the transitory effects of the necessary changes in those poli-
cies. Since the administration's economic policies are designed to
increase long-term economic growth and to reduce inflation, they
were not expected to have immediate favorable impact.

The primary policy element that affected economic conditions in
1981 was the reduction of the growth in the money supply relative
to the record high rate of 1980.

Point five, the speed with which the economy adjusts to the ad-
ministration's policies is closely connected to the extent to which
individuals believe the administration will maintain, unchanged,
its basic approach to personal and business taxation, federal spend-
ing and regulation, and monetary policy.

Point six, the greater the degree of cooperation between the ad-
ministration, the Congress, and the Federal Reserve in continuing
to support the consistent, credible anti-inflation policy, as embodied
in the administration's program, the more rapidly will real growth
and employment increase,

I would like to just cover the very highlights of the remainder of
the report. In chapter 2, we analyze the economic rationale for gov-
ernment intervention and discuss the arguments for limiting the
Federal role. We explore federalism as the way to achieve greater
efficiency and greater individual freedom.

In chapter 3, we discuss the legacies of the past and explain the
nature of the inflation process and the costs and benefits of reduc-
ing inflation. We demonstrate the fallacies of policies based on the
"Phillips Curve" notion of a trade-off between inflation and unem-
ployment.

And the chart that is in my prepared statement was not pre-
pared by Rube Goldberg. That is a statistical rendition, as accurate-
ly as we could, of the relationship between inflation and unemploy-
ment in recent years.

We also examine monetary policy and have some observations on
how the gold standard operated in the past.

In chapter 4, we discuss many of the implications of the fiscal
year 1983 budget and also discuss the impacts of the defense bill.

In chapter 5, we review the economic implications of the 1981
Tax Act. Incidentally, we show in passing how overly rapid expan-
sion of the money supply can act as a tax.

In chapter 6, we analyze the progress that's been made in re-
forming Government regulation and some of the additional prog-
ress that needs to be made.

Chapter 7 covers the international area and international effects
of the domestic programs,



Finally, in chapter 8, we examine economic conditions in 1981,
showing the extent to which they reflected the policies of the past
and the necessary corrections to them. We show how current poli-
cies and conditions provide the basis for anticipating strong recov-
ery in the second half of 1982.

In this chapter, we review employment developments during
1981. We conclude with a discussion, as required by the Humphrey-
Hawkins Act, of important economic trends out to 1987, and that
information is contained in table 2.

BUDGET DEFICITS

I would like to turn to the question of budget deficits. To be
blunt, the current deficit is higher than I would like it to be. But
given the recession, I believe that the sensible approach is to plan
carefully for reducing the deficit in the years.that follow.

The economic impact of deficits depends on the context in which
they occur. The relative size of the deficit is far more important
than the dollar magnitude. The effects of a deficit will be relatively
small in a large economy and large in a small economy. From an
historical perspective, in absolute size the projected deficit for fiscal
years 1982 to 1984 surely are substantial, yet they are not unprec-
edented when we measure them against the size of the economy or
of the budget, or of the pool of private saving available to finance
them.

As shown, in table 3, in the 1975-76 time period, the relative size
of the deficit was larger than we are projecting today. Specifically,
the deficit was 4 percent of GNP in fiscal 1976. That compares to
our current estimate of 3.2 percent in 1982 and 2.7 in 1983.

Similarly, as a percentage of private saving, the deficit was over
22 percent in fiscal 1976, compared to 19 percent this year and a
shade under 15 percent in 1983. As a percentage of the total
budget, the deficit was almost 14 percent in fiscal 1975 to over 18
percent in 1976, and we expect it to be under 14 percent this year
and about 12 percent in 1982.

I would note that the 1976 deficit occurred during a period of eco-
nomic recovery. In the year ending June 1976, GNP rose 12 per-
cent, real growth increased 6 percent, and interest rates, although
fluctuating, were essentially unchanged.

The condition of the economy, as well as its size, is also relevant
for considering the economic effects of deficits. Given the historical
experience I have just described, it is important to reduce the defi-
cit financing of the Government in fiscal 1983 from this year's
level. Next year is a period in which we expect the private sector,
and its financing requirements, to be expanding significantly.
During a period of recession, such as now, the borrowing require-
ments of business and consumers are relatively small. At such a
time, a given deficit can be financed with less pressure on interest
rates, and therefore, less danger of "crowding out," than when the
economy and private demands for credit are strong. But in fiscal
1983 and beyond, when we expect a period of rapid growth in the
economy, reductions in the budget deficit, and in off-budget financ-
ing will be very much in order, and will be needed to attain the
levels of growth and employment that we project.



Financing budget deficits may decrease the amount of private
savings and foreign capital inflows that otherwise would be availa-
ble to the private sector. But I do note that foreign capital has been
used frequently in the past for financing portions of the Federal
deficit.

MONETARY POLICY AND INTEREST RATES

A lower rate of private investment, of course, would tend to
reduce the economy's long-term growth. The Federal Government's
demand for funds is insensitive to changes in interest rates; thus,
weak and marginal borrowers may be "rationed" out of the market
by higher interest rates if savings flows are not adequate, which of
course explains our emphasis on tax cuts which provide such
strong incentives to saving.

By the way, a higher volume of Federal borrowing to finance
deficits makes the Fed's task of monetary restraint more difficult.
But, and this is a fundamental difference, for the inflationary po-
tential of deficits to be realized, they must be monetized by the
Fed. This administration strongly supports a policy of gradually re-
ducing the growth in the supply of money. I believe that the Feder-
al Reserve System is determined to maintain such a policy.

FINANCING GOVERNMENT SPENDING

The fundamental policy question facing both the administration
and Congress is simple, but not easily solved. Government spending
can never be costless. That is why the first challenge is to get
spending under control. The second challenge is to determine the
best combination of ways to finance that spending. All methods of
paying the Government's bills, whether it is rasing money by taxes,
issuing Government bonds, or expanding the monetary base,
impose real costs on the economy. The choice involves which in-
volves the lowest costs, or on which imposes the most appropriate
pattern of costs over time.

The 1983 budget reflects the administration's answer to this diffi-
cult question of how best to finance Federal spending. We have
made it clear to the Federal Reserve that we are not interested in
financing Government spending by excessive growth in monty.
Thus, in addition to our targeted spending cuts, our budget in-
cludes proposals that will result in added revenues of $34 billion
over the next 3 years. The remainder of the spending gap will have
to be financed with Government securities acquired by a wide vari-
ety of domestic and financial institutions and individuals.

We believe that this administration's plan, with its combination
of spending cuts, revenue-raising measures, and the declining pat-
terns of borrowing, minimizes the cost to the economy in terms of
long-run economic growth, employment, and inflation. In other
words, given the economic realities that we face, the President's
1983 budget represents the proper balance of spending, taxing, and
borrowing during a difficult period of transition.

Thank you very much.
[The prepared statement of Mr. Weidenbaum follows:]
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PREPARED STATEMENT OF HoN. MURRAY L. WEIDENBAUM

Mr. Chairman and Members of the Committee:

I am pleased to appear before you this morning to discuss

the 1982 Economic Report of the President and the Report of the

Council of Economic Advisers. I am accompanied by my fellow

Council members, Dr. Jerry Jordan and Dr. William Niskanen.

While there are many important and interesting issues

covered in these two documents, I would like to summarize some

of the critical issues that we raise.

The Role of the Federal Government

Throughout the President's Report one fundamental theme is

clear: the need to redefine the role of the Federal government

in our economy. As the President has made clear on numerous

occasions, his economic program is designed to deal with the

long-run problems which have been afflicting the U.S.economy

for a decade and more - high inflation, low saving and

investment, stagnant productivity,and insufficient jobs. Many

of these problems, in our view, are connected with poor

government policies of the past, policies which sought to

involve the Federal government at both the macro level

("fine-tuning") and at the micro level (as exemplified by the

extraordinary growth in Federal regulation).

This Administration has taken a fundamentally different

approach to economic policy. As the President's Report states,

"Economic policy must seek to create a climate

that encourages the development of private institutions

conducive to individual responsibility and initiative." While



433

-2-

there is a range of appropriate activities for the Federal

government, we believe that if we are to have a healthy, growing

economy, the Federal government's role will have to be

considerably changed from the past.

Six Key Points

Let me now summarize some of the key statements made in

the Council's Report to the President, as they appear in

Chapter 1.

output and employment in 1982 are expected to increase

at a moderate rate in the second quarter and at a brisk pace

through the rest of the year, probably in excess of a 5 percent

annual rate. Inflation is likely to continue to decline and to

average about 7 percent for the year, with further progress in 1983

and beyond (see Table 1).

Table 1--Economic Outlook for 1982

Item 1981 1/ Forecast range
1982

Growthfourth quarter to
fourth quarter (percent):
Real gross national product........ 0.7 3.0

Personal consumption
expenditures...................... 1.2 2-1/2 to 3-1/2

Nonresidential fixed investment.. 1.4 6-1/2 to 7-1/2
Residential investment........... -21.9 24 to 27
Federal purchases................ 6.6 -2 to -1

State and local purchases........ -2.0 -1-1/2 to -1/2

GNP implicit price deflator........ 8.6 7 to 7-1/2

Compensation per hour 2/........... 9.3 8 to 9

Output per hour 2/................. -.5 1 to 1-1/2

1/ Preliminary.
T/ Private business, all employees.

Sources: Department of Commerce (Bureau of Economic Analysis),
Department of Labor (Bureau of Labor Startistics), and Council of
Economic Advisers.
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We believe that the condition and policies currently in

place -- recent and prospective tax cuts, a lower rate of

inflation, and a continuing advance in defense industry

activity -- provide the basis for a strong second half in the

economy.

2. Prospective budget deficits reflect the effects of

the recession, lower inflation,tax law changes and the need to

rebuild our defenses. Although the prospective deficits are

undesirably high, they are not expected to jeopardize a revival

in business investment, and will show a declining trend.

3. Concerns that the Federal Reserve's targets for money

growth are not compatible with the vigorous upturn in economic

activity envisioned later in 1982 are unjustified. Fears that

the upturn will lead to a sharp upswing in interest rates and

choke off recovery, while understandable on the basis of

previous history and policies, are unjustified in light of

current policies and the Administration's determination to

carry them through.

4. The economy in 1981 reflected the policies of the

past and the transitory effects of the necessary changes in

those policies. Since the Administration's economic policies

are designed to increase long-term economic growth and to

reduce inflation, they were not expected to have immediate

favorable effects.

The primary policy element that affected economic

conditions in 1981 was the reduction in the growth of the money

supply relative to the record high rate of late 1980. That

monetary restraint reduced inflation and short-term interest
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rates, but also influenced the general contour of economic

activity in late 1981.

5. The speed with which the economy adjusts to the

Administration's policies is closely connected with the extent

to which individuals believe the Administration will maintain,

unchanged, its basic approach to personal and business

taxation, Federal spending and regulation, and monetary

policy. When public expectations fully adjust to this

commitment, a necessary condition for both reduced inflation

and higher growth will be fully established. In other words,

what some people have referred to as "monetarism" and

"supply-side economics" are two sides of the same coin --

compatible and necessary measures to both reduce inflation and

increase economic growth.

This emphasis on expectations has particular relevance for

the trend in interest rates during 1982 and beyond. Interest

rates, after more than a decade of rising inflationary

pressures, still contain sizable premiums to compensate lenders

for the anticipated loss in value of future repayments of

principal. Those premiums will continue to decline throughout

1982 and beyond, even while "real" (inflation-adjusted)

interest rates remain high as a result of private and public

sector credit demands. Thus, market rates of interest are

likely to continue trending downward, even though short-run

fluctuations in the trend can be expected. A critical

assumption is that inflationary expectations will, in fact,

continue to recede. If they fall at a relatively fast rate,

market rates of interest will decline significantly, wage
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demands will continue to moderate, and the pro-inflationary

biases that have developed throughout the economy over the past

decade will quickly disappear.

6. Thus, the greater the degree of cooperation between the

Administration, the Congress, and the Federal Reserve in

continuing to support a consistent, credible anti-inflation

policy, as embodied in the Administration's program, the more

rapidly will real growth and employment increase.

Chapter Summary of the Report

Let me now present the highlights of the remainder of the

Council of Economic Advisers' Annual Report.

Chapter 2 - Government and the Economy

After discussing the links between political freedom and

economic freedom, we analyze the economic rationale for

government intervention and discuss the arguments for limiting

the Federal role in the economy. We explore Federalism as a

way to achieve both greater efficiency in the provision of

public services and greater individual freedom and choice.

We conclude Chapter 2 with a discussion of the principles

guiding the President's program: emphasis on personal

responsibility, reform of regulation, strengthened federalism,

the need for a long-run focus, and increased reliance on the

market.

Chapter 3 - Monetary Policy, Inflation and Employment

We begin Chapter 3 with a discussion of the "legacies of

the past" (the belief in fine-tuning the economy, stagflation,

and the trend of rising inflation). We explain the nature of

the inflation process and the costs and benefits of reducing
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inflation with particular attention to how those adjustment

costs can be reduced by making policy consistent and credible.

We demonstrate the fallacies of policies based on the "Phillips

Curve" notion of a tradeoff between inflation and unemployment

(see Figure 1).
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We also examine monetary policy and review Federal Reserve

operating procedures. In a short discussion of the gold

standard, we show how price and output levels were unstable

during the 19th century. we conclude with a discussion of the

nature of a monetary rule and-the importance to the world

economy of the United States bringing inflation fully under

control.
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We discuss the implications of the defense build-up for

the economy. We also explain how a reorientation of the

Federal budget can help strengthen State governments and the

Federal system. We conclude with a discussion of why Federal

deficits matter, a subject that I will discuss in more detail

in a moment.

Chapter 5 - Tax Policy and Economic Growth

In this chapter we review many of the economic

implications of the Economic Recovery Tax Act of 1981. We

begin with a discussion of recent trends in economic growth and

the economy's future potential, and review our knowledge of the

causes of declining productivity growth. Our discussion of the

economic effects of tax policy includes an examination of

changes in effective personal and business tax rates through

1986. We also show how overly rapid expansion of the money

supply can act as a tax.

Chapter 6 - Reforming Government Regulation of Economic
Activity

In this chapter we examine the growth of Federal

regulation and the Administration's program for regulatory

relief. We analyze pollution control and health care as

examples of how market-oriented approaches can be preferable to

detailed regulation. We then review regulatory questions in

selected areas, including financial institutions,

agriculture and telecommunications.

Chapter 7 - The United States in the International Economy

In this chapter we cover three areas important to U. S.

international economic policy: the role of the dollar in the

international monetary system, the increased importance of

international trade and finance for the U. S. economy, and the
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evolving role of international institutions in promoting a more

open economic environment.

Our analysis emphasizes how sound economic policies at

home can lead to an expanded role for the dollar in world trade

and finance and a more stable international monetary system.

We also explain the basis for our policy of non-intervention in

foreign exchange markets.

Chapter 8 - Review and outlook

In our final chapter, we cover economic developments in

1981 and the extent to which they reflected the policies of the

past and the necessary corrections to them. We show how

current policies and conditions provide the basis for

anticipating strong recovery in the second half of 1982.

In this chapter, we review employment developments during

1981. We conclude with a discussion, as required by law, of

important economic trends out to 1987. Table 2 summarizes this

information.

Item

Table 2--Economic Projections, 1982-1987

1982 1983 1984 1985 1986

Level

1987

Employment
(millions) 1/

Unemployment rate
(percent)

Federal outlays as
percent of GNP
(fiscal year basis)

Consumer prices
Real GNP
Real disposable
income

Productivity 2/

1/ Includes 1980 cens
2/ Real GNP per hour*
Source: Council of Ec

100.9 103.8

8.9 7.9

106.2 108.6 110.9 113.0

7.1 6.4 5.8 5.3

23.5 22.1 21.3 21.0 20.4 19

Percent change, fourth quarter to fourth
quarter -

6.6 5.1 4.7 4.6 4.6 4
3.0 5.2 4.9 4.6 4.3 4

4.3 4.1 2.7 4.6 4.0 4
.6 2.3 2.7 2.6 2.6 2

us benchmark.
worked.
onomic Advisers

.7

.4

.3

.0

.6
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Financing Those Deficits

I now would like to turn to the question of the budget

deficits and how they will be financed. To be blunt, the

current deficit is higher than I would like it to be but, given

the recession, I believe the sensible approach is to plan

carefully for reducing the deficit in the years that follow.

The economic impact of deficits depends on the context in

which they occur. The relative size of the deficits is far

more important than the dollar magnitude. The effects of a

given deficit will be relatively small ih a large economy and

large in a small economy. From an historical perspective, in

absolute size the projected budget deficits for fiscal years

1982-1984 are substantial. Yet they are not unprecedented when

measured against the size of the economy, or of the budget, or

of the pool of private saving that will be available to finance

these deficits.

As shown, in Table 3, in the 1975-76 time period, the

relative size of the Federal deficit was larger than we are

projecting. Specifically, the deficit was 4.0 percent of GNP

in fiscal 1976 compared to our current estimate of 3.2 percent

in fiscal 1982 and 2.7 percent for the budget now under review,

fiscal 1983. Similarly, as a percentage of private saving, the

deficit represented 22.5 percent of total private saving in

fiscal 1976, compared to 19.1 percent this year and 14.9

percent in 1983. Also, the deficit as a percent of total

budget outlays was 13.9 percent in fiscal 1975 
and 18.2 percent

in FY 1976. This is in contrast to the anticipated 13.6

percent in FY 1982 and 12.1 percent in FY 1983.
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Table 3

The Deficit in Perspective

Budget Deficit
Percent of Percent of

Fiscal Billions Percent Private Budget
Year of $ of GNP Saving Outlays

1972 -23.4 2.1 12.8 10.1
1973 -14.8 1.2 7.2 6.0
1974 -4.7 .3 2.0 1.8
1975 -45.7 3.1 17.8 13.9
1976 -66.4 4.0 22.5 18.2

1977 -44.9 2.4 14.5 11.2
1978 -48.8 2.3 14.1 10.9
1979 -27.7 1.2 7.1 5.6
1980 -59.6 2.3 14.1 10.3
1981 -57.9 2.0 12.5 8.8

1982 estimate -98.6 3.2 19.1 13.6
1983 estimate -91.5 2.7 14.9 12.1
1984 estimate -82.9 2.2 11.6 10.3
1985 estimate -71.9 1.7 n.a. n.a

It is worth noting that the 1976 deficit occurred during a

period of economic recovery. In the year ending June 1976, GNP

rose 12 percent, real growth increased 6 percent and interest

rates, although fluctuating occasionally, were essentially

unchanged.

The condition of the economy, as well as its size, is also

relevant for considering the economic effects of deficits.

Given the historical experience I have just described it is

therefore important, in my judgment, to reduce the deficit

financing of the Federal Government in fiscal year 1983 from

this year's level. Next year is a period in which we expect
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the private sector -- and its financing requirements -- to be

expanding significantly; During a time of recession, such as

the present, the borrowing requirements of business and

consumers tend to be relatively small. At such a time, a given

deficit can be financed with less pressure on interest rates,

and therefore less danger of "crowding out", than when the

economy and private demands for credit are strong. But in

fiscal 1983 and beyond, when we expect a period of rapid growth

in the economy, reductions in the budget deficit -- and in

off-budget financing -- will be very much in order.

Financing budget deficits may decrease the amount of

private saving and foreign capital inflows that otherwise would

be available to the private sector. A lower rate of private

investment, in turn, would tend to reduce the economy's

long-term growth prospects. The Federal Government's demand

for funds is insensitive to changes in interest rates; thus

weak and marginal borrowers may be "rationed" out of the market

by higher interest rates if saving flows are not adequate.

A higher volume of Federal borrowing to finance deficits

makes the Federal Reserve's task of monetary restraint more

difficult. But for the inflationary potential of deficits to

be realized, they must be monetized by the Federal Reserve.

The Administration strongly supports a policy of gradually

reducing the growth in the supply of money. I believe that the

Federal Reserve System is determined to maintain such a policy.
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The fundamental policy question facing both the

Administration and Congress is simple, but not easily solved.

Government spending can never be costless. That is why the

first challenge is to get spending under control. The second

challenge is to determine the'best combination of ways to

finance that spending. All methods of paying the government's

bills -- whether it is raising mney by taxes, issuing

government bonds, or expanding the monetary base impose real

costs on the economy. The choice among financing mechanisms

depends on which involves the lowest costs, or on which imposes

the most appropriate pattern of costs over time.

The 1983 Budget reflects the Administration's answer to

this difficult question of how best to finance Federal

spending. We have made it clear to the Federal Reserve that we

are not interested in financing government spending by

excessive growth in money. Thus, in addition to our targetted

spending cuts our budget includes proposals that will result in

added revenues of $34 billion over the next three years. The

remainder of the spending gap will have to be financed with

government securities that will be acquired by a wide variety

of domestic and foreign institutions and individuals.

We believe that our plan, with its combination of spending

cuts, revenue raising measures, and declining patterns of

borrowing, minimizes the costs to the economy in terms of

long-run economic growth, employment, and inflation. In other

words, given the economic realities that we face, the

President's 1983 budget represents the proper balance of

spending, taxing and borrowing during a difficult period of

transition.

95-755 0 -82--29



TIMING OF REAGAN POLICY MEASURES

Representative REUSS. Thank you, Mr. Weidenbaum. We shall
now inquire under the 10-minute rule.

On page 36 of the report, I note your criticism of fine-tuning, and
that is repeated in your prepared statement today, where you say
on the first page that fine-tuning policies are connected with poor
government policies of the past. Considerable real tax increase on

the great body of Americans right now-the January increase in

the payroll social security tax paid by everybody who works, and
the inflationary bracket creep which continues for moderate
income people, all of this tax increase at a time of severe unem-

ployment and recession. And then when you project a booming
economy and the dangers of renewed inflation; namely, in July
1983, you're fine-tuning in an inflationary tax decrease of 10 per-
cent, without coming to any final judgment as to the wisdom or un-
wisdom of fine-tuning. Isn't this kind of perverse fine-turning about

as poor a policy as can be devised? In other words, intensify the
recession by your fine-tuning and heat up the inflation.

Mr. WEIDENBAUM. Of course not. First of all, I think the chair-
man is excessively generous in allocating the credit for the increase
in the social security tax.

Representative REUSS. We tried to get President Reagan to

change and alter that. He refused.
Mr. WEIDENBAUM. I believe that tax was enacted as a necessary

financing of the social security system. But my knowledge of
American history tells me that it was the Congress that enacted
those benefits, it was the Congress that passed those taxes. I think
it's perfectly in order. But for you to try to give the President sole

credit for the taxes that you levied and you to take the sole credit
for the benefits paid out in those taxes, is a bit ingenuous, I would
suggest.

But, in any event, I can't characterize a long-term tax program
as fine tuning. If anything, the notion of passing a tax program for
the 1980's avoids the stop-and-go policies of the past. It reduces the
uncertainty that bedevils financial markets. On the contrary, the

10-percent tax cut scheduled for July 1 is not fine tuning, but part
of a long-term program to reduce the share of the national income

going to the Federal Government. And the result will be, quite
clearly by any standard, a tax reduction for every taxpayer at

every income level. In fact, it is a 10-percent across-the-board tax

cut or every personal taxpayer in this Nation.

ECONOMIC STRUCTURE AND POLITICAL FREEDOM

-Representative REUSS. In your second chapter, you turn to the

pleasures of philosophy. On page 27, you say:

No nation in which the government has the dominant economic role, as measured
by the proportion of gross national product originating in the government sector,

has maintained broad political freedom.

Well, I have the impression that a number of countries in which

the government plays a dominant economic role-Austria, France,

Tory Great Britain, for example-that they aren't slave states.



They still have broad political freedom. Can you get one of your in-
house historians to give me a rundown on that?

Mr. WEIDENBAUM. Oh, by all means. We had in mind, of course,
all of these Soviet bloc nations, where the government sector domi-
nates the GNP.

Representative REUSS. You were talking, then, just about the
Reds, eh? [Laughter.]

Mr. WEIDENBAUM. I wouldn't exclude them from the analysis.
Representative REUSS. You got any Pinks that you'd like to in-

clude in your list?
Mr. WEIDENBAUM. Excuse me?
Representative REUSS. Any non-Soviet bloc countries that you

wish to stigmatize?
Mr. WEIDENBAUM. Not particularly, but I would like to call upon

my distinguished colleague, Mr. Niskanen--
Representative REUSS. And Mr. Jordan. Let's see if we can make

a little list.
Mr. WEIDENBAUM [continuing]. To see if he has any observations

on this subject.
Mr. NISKANEN. The important observation is that a private

market appears to be a necessary, but not a sufficient criterion, for
political freedom. The particular statement here is based upon the
proportion of the gross output for a country that originates in the
government sector. That is a smaller proportion in most countries
than the relative size of the government budgets because a great
deal of the government budgets are in the form of transfer pay-
ments.

This statement is accurate with respect to that particular statis-
tic. It is also important to recognize that a private market is not a
sufficient guarantee of political freedom. It does appear to be a nec-
essary guarantee.

TRUCKING DEREGULATION

Representative REUSS. Well, to turn to something, and there are
some things where I find myself in agreement with you, I commend
you in general for the blow you strike for competition. It's a good
thing.

Mr. WEIDENBAUM. Thank you, Mr. Chairman.
Representative REUSS. I'm for it.
Mr. WEIDENBAUM. We appreciate your support.
Representative REUSs. On page 162, for example, you very large-

ly track the bipartisan recommendations made by this committee
recently when we were very disturbed by the backsliding by the In-
terstate Commerce Commission on trucking deregulation. For a
while, it looked as if they'd come to their senses and were going to
introduce competition. But since then, they've gone back to cartel-
izing it.

You say on page 162 sort of the same thing:
More recently, however, the pace of regulatory reform has slowed. Restrictions onthe scope of new certificates have increased and some applications for rate reduc-tions have been rejected by the ICC. Discounts offered to shippers have been calledblatantly illegal.



Good for you. I think your vision is excellent. As advisers to the
President, have you shown him this and urged him to call the pres-
ent leadership of the Interstate Commerce Commission before him
and tell them to drop their cartelization penchant and work, in-
stead, for competition?

Mr. WEIDENBAUM. We are mindful, of course, that the Interstate
Commerce Commission, as determined by the Congress, is an inde-
pendent regulatory agency.

Representative REUss. All I ask is the same kind of thing which
the President did with that other independent regulatory agent,
Paul Volcker, yesterday. Have a little stimulating chat with Chair-
man Reese Taylor.

Mr. WEIDENBAUM. I've had a stimulating chat with Chairman
Reese Taylor.

Representative REUSS. I think very highly of you, but evidently
Reese Taylor doesn't because he's keeping on doing what he's been

doing. But the President appointed him. Wouldn't it be a good idea
if the President called Mr. Taylor in and told him to fly straight?

Mr. WEIDENBAUM. I'll be pleased to relay that recommendation
to the President.

Representative REUss. I thank you very much. Take another--
Mr. WEIDENBAUM. I was not aware that the President and Mr.

Volcker had a meeting yesterday-Monday.

ANTITRUST LAWS AND THE BEER INDUSTRY

Representative REUSs. Monday. I stand corrected. On page 32,
you turn your attention to the antitrust laws, and there you say,
with some pride:

This Administration has already made some changes in policy in the administra-
tion of federal anti-trust laws, changes based on economic analysis. First, a merger
between two firms which have a relatively small share of the market should be al-

lowed, for there is little danger of monopoly.

I agree. Good sense. Good for you. However, how do you account
for the fact that the Department of Justice, just a few months ago,
threatened to sue Heileman and Schlitz, which controls 6 to 8 per-
cent, respectively, of America's brewing industry? They wanted to
combine so they could run with the giants, Anheuser Busch and
Miller, who, between them, control the lion's share of the industry.
I'm not sure that you were aware of what the Department of Jus-
tice did. But now that you are made aware of it, could I ask you to
make it your business at your earliest opportunity to ask the Presi-

dent, as his economic adviser, to call in the Department of Justice
and tell them to reverse themselves, withdraw their opposition,
and pat these two little competitors on the back for wanting to get
together and give the biggies some competition.

Mr. WEIDENBAUM. I appreciate the suggestion, Mr. Chairman,
but frankly, I do not intend to do that. The distinguished Milwau-
kee company that you mentioned--

Representative REUSs. Which one? Miller, the big one or Schlitz,
the little one?

Mr. WEIDENBAUM. I'll let you--
Representative REUSs. We've got them all. [Laughter.]



Mr. WEIDENRAUM. Will have to enjoy the opportunities of compe-
tition as they remain in that competitive market.

Representative REUSs. But then, why did you say that a merger
between two firms which have a relatively small share of the
market should be allowed? Do you withdraw that statement?

Mr. WEIDENBAUM. No, I do not. That is the position that the
Council took.

Representative REUSS. Well, you can't have it both ways. Either
advise the President to advise the Department of Justice that
they're going wrong, or withdraw the statement.

Mr. WEIDENBAUM. Mr. Chairman, I stand behind the statement. I
think it's a fine statement.

Mr. NISKANEN. Chairman Reuss, I think our most direct answer
is that we do not understand the position of the Justice Depart-
ment on this particular case.

Representative REUSS. You don't understand it or I don't?
Mr. NISKANEN. We do not.
Representative REUSS. Well, let me tell you, it's very simple.

They sent a one-line letter to Heileman and Schlitz saying, if you
merge, we'll sue you under the antitrust laws.

Mr. NISKANEN. We understand what the outcome was. We do not
understand the basis of the outcome.

Representative REUss. Well, would you, as advisers to the Presi-
dent, make it your business to try to understand it? And if you
agree with my analysis, and with the statement you made, advise
him that he should tell the Department of Justice to review the
matter? Fair enough?

Mr. WEIDENBAUM. Very frankly, the subjects that it is appropri-
ate for the Council of Economic Advisers to advise the President on
cover a wide terrain. But the management of specific departments
is the ultimate responsibility of the Cabinet officer reporting to the
President.

Representative REUSS. A moment ago, I cheered you when you
said you'd be willing to ask the President to tell an independent
agency, the Interstate Commerce Commission, to stop cartelizing. I
don't see why you can't tell them to tell his appointee, a noninde-
pend4nt agency, to stop cartelizing.

Mr. WEIDENBAUM. If you press me, as you are, Mr. Chairman, I
must respond then.

Representative REUSs. I didn't mean to press you.
Mr. WEIDENBAUM. The President's time being limited, I thought

that there ought to be some judgment on my part as to how many
different matters I broach at any time.

Representative REUss. Surely. Congressman Mitchell.
Representative MITCHELL. Thank you. Mr. Niskanen, I under-

stand and I'm sympathetic with your position when you say you
did not understand what the Justice Department's position is-not
to be sympathetic-because we have a similar occurrence in which
the Treasury Department made an extremely venal move with
regard to racist schools and the administration didn't understand
that.

So, Mr. Chairman, I don't think that you ought to press too hard
on that. There are many things that the administration does not
understand.



SHORT TERM EFFECTS OF REAGAN PROGRAM

Mr. Weidenbaum, I just want to comment briefly on your state-
ment about the change with reference to providing programs in
jobs for people that did not solve the minority and employment
problem and need help. I would like to say that the policies that
have been instituted by this administration have exacerbated the
problem. They haven't reduced it any; it's gotten worse, not better.

Now I think every economist, no matter what his or her persua-
sion might be, is in agreement that if your program goes through,
it's going to take some time. There's no doubt about that.

The problem is what happens to the lives of people in the inter-
im. Suppose it takes 2 years before we see any salutary results. Is
the administration so bereft of compassion and caring? Is it pre-
pared to treat people as expendable items, waiting for these salu-
tary developments to take place?

Mr. Weidenbaum, that's my only concern, really-that the ad-
ministration does appear to be absolutely callous toward people in
the interim. I hope your program will work. I hope that it will.
Maybe it will work. I don't think so, but I hope it will.

But in the meanwhile, we've got to do something to prevent
people from being almost psychologically destroyed.

Let me put one question to you and then you respond as you will.
I have two questions to lead off. Inflation is down. No question
about it. Yet, I went to one of the national publications which said,
the number one problem for America right now is unemployment.

Have we increased unemployment to bring down inflation? It
seems fairly obvious to me that if people are out of work, they're
not going to be purchasing very much. And if they're not going to
purchase much, then the rate or the price of goods and services
will decrease.

Is this really not a sort of quid pro quo tradeoff, where we agree,
or you have agreed, to let unemployment reach a certain point and
then properly claim credit for reducing inflation?

Mr. WEIDENBAUM. Congressman Mitchell, I'd first of all like to
point out that, contrary to what may be an impression, this admin-
istration is spending rising amounts, rising shares of the Federal
budget to provide income support to those who are dependent upon
the Government, to the needy. For example, on page 3-34 of the
1983 budget, there is an interesting table of budget outlays by func-
tions. Take the income security category. rhat is the category that
includes social security, unemployment compensation, and food and
nutrition assistance and you see steadily rising outlays for every
year in the future.

Representative MITCHELL. Well, that's being done only because
you're creating additional numbers of people needing the salaries.
The President came in and asked for $2.1 billion for unemployment
benefits, and I voted for it. But the reason for that is-that's
almost a forced expenditure.

Mr. WEIDENBAUM. But if you're concerned about the compassion
of this administration, let me assure you that devoting a rising
share of the budget during a period of budget restraint to these
programs is our true measure of compassion.



Representative MITCHELL. If you take it from that position to
vote for an increase, it may well be that the administration is com-
passionate. On the other hand, to create the conditions which cause
people to need this, is a noncompassionate myth.

Mr. WEIDENBAUM. May I respond, please?
Representative MITCHELL. Sure.
Mr. WEIDENBAUM. If you're concerned with who caused the con-

ditions, it's quite clear to me that the excesses of the past-that is,
the policies that generated the economic environment that we in-
herited-are the fundamental cause.

Representative MITCHELL. That's the overall traditional response
of every spokesperson--

Mr. WEIDENBAUM. It's true, believe me.
Representative MITCHELL. If I may, please-of every spokesper-

son for the administration. Now I will be the first to admit that
there have been some things that have been done wrong in the
past. But I think it's totally and terribly wrong to suggest that this
is the sole reason for the serious economic condition that grips this
Nation right now.

Now I only have a little bit of time. Could I shift to one other
point that I wanted to ask you?

Mr. WEIDENBAUM. Am I going to have a chance to respond, be-
cause it's quite clear to me that if in the second half of 1980 wehadn't witnessed the fastest rise in money growth in modern times,
we wouldn't have inherited an escalating double-digit inflation. Wewouldn't have been faced with dealing with that situation.

Representative MITCHELL. Then you just corrected yourself be-cause you were suggesting that it was simply the Government's
spending, but it's not just that. It's the policies of the Federal Re-serve. That's the point I was trying to make and you've aided me
in making that point clear.

Mr. WEIDENBAUM. Fine.

IMPACT OF MILITARY SPENDING ON THE ECONOMY

Representative MITCHELL. With $1.5 trillion to be spent on themilitary over the next 4 or 5 years, who should tell me what is theproductive capacity of the military industrial complex right now?
Are the factories operating at 70 percent, 80 percent, 90 percent?

Mr. WEIDENBAUM. As a long-term student of that subject, I have
to report that there isn't a single comprehensive measure. But ifyou look at the major defense-supplying industries, like the aero-space, they have more excess capacity than manufacturing in gen-eral.

Representative MITCHELL. My point is that, having served on thiscommittee and on the now-defunct Joint Committee on Defense
Production, time and time again we've seen the appalling statistics
about the amount of money that has already been appropriated tothe military over the years, the appalling amount that we simply
have not spent.

I don't recall what the last figure is, but I think it was something
like $11 billion, or much more than that. Maybe 10 times thatmuch.

Mr. WEIDENBAUM. Oh, it's much more than that.



Representative MITCHELL. Yes, $100 billion, maybe, in unobligat-
ed money and nonexpended money. Now why do we keep throwing
good money after bad? The assumption is, of course, that much of
this goes into R. & D., research and development, and it takes 5
years to come up with something.

Mr. WEIDENBAUM. Yes, sir.
Representative MITCHELL. The counter, the response to that ar-

gument is that by the time we come up with something new, the
new tank, the new aircraft, the new nuclear weapon or something,
by that time it's already obsolete, as has been reported in the case
of some of the tanks that are being manufactured right now.

I would simply say that I think that it's a very foolish position to
take to just throw money into the military without any careful
planning as to how that money can be spent wisely.

Let me just give you one illustration and then I'll let you re-
spond.

A gentleman got a contract from the military. I forget what it
was for. He had been striving for a couple of years to get that con-
tract. He came in to me just gleeful that he had gotten this con-
tract. And he said, the colonel who had signed off on it said, Oh, let
him have it. We've got to get rid of the money, anyway.

This shoving money into the military creates, really, an attitude
to waste. Mr. Weidenbaum, do you care to respond?

Mr. WEIDENBAUM. I'll let Secretary Weinberger respond on the
details of the military budget. But it's quite clear to me that, given
the shortcoming of military funding in the past, there's a lot of
catchup that needs to be done. And the sooner we restore the
needed strength of our military establishment, not only the sooner
will we strengthen our national security, the lower that bill will be.

But in our report, we urge multiyear procurement as a more eco-
nomic device. And yes, that does mean that Congress appropriates
early in the cycle the large sums needed to produce a weapons
system during its production life. And the result is those large, un-
expended balances that you've described. I think that that makes
for a far more effective production program than we saw too fre-
quently in the past-annual increments which resulted in unecono-
mical production rates.

Representative MITCHELL. I understand that I have 1 minute left.
My position is that you can't unbuild standards. If you're going to
take that position with the military, then you ought also to take
that position with some of the social programs, which we never
guarantee that they will miraculously solve problems in 5 years or

10 years-the long haul that the administration always talked
about.

So I am just perplexed. I am perplexed.
Mr. WEIDENBAUM. I don't know why because if you look at the

permanent appropriations, the indefinite appropriations-I'm using
technical budget terminology now, you recognize-virtually all of
the so-called uncontrollable outlays in the Federal Government are
in the social, in the welfare area. It's the Department of Defense
that has to go to the Congress each year for appropriations, for ev-
erything except retired pay. It's so many of the social programs
that are insulated.



Representative MITCHELL. You're telling me that those social pro-
grams are not on the President's hitlist? Yes, they are. Thank you.
My time is expired.

Mr. WEIDENBAUM. I'm not familiar with any hitlist. I'd be glad to
review any if you had any.

Representative REUss. Thank you. The gentleman from Califor-
nia, flanked by two other great Californians this morning.

Representative ROUSSELOT. Thank you, Mr. Chairman, and I
didn't know that we were going to have pictures today. Is this
show-and-tell day? [Laughter.]

We just celebrated his birthday and I remember how many great
programs he brought to this country, including the incarceration of
the Japanese just a few blocks from my home, against the Constitu-
tion. I remember that, specifically.

I appreciate your bringing the pictures. Are we to bring pictures?
Representative REUSS. Optional.
Representative ROUSSELOT. Oh, optional. [Laughter.]
Mr. Weidenbaum, I appreciate the chance to review your testi-

mony. My chairman has been gracious enough, I understand, to
read the statement that I had. So I guess my thoughts have already
been partially expressed.

PROPOSAL TO RESCIND THE JULY 1983 TAX CUT

There's been a great deal of discussion, as you know, by some of
my colleagues here to change the tax bill to raise more revenue, I
think is their purpose, in the third year. That is, to somehow vote
this year to rescind the 10-percent reduction that, for the personal
income tax, will go into place in July of 1983. Now we all know
that the Democratic proposal in the House included a 5-percent re-
duction for October 1, a 10-percent reduction for July 1, of this
year, so I assume that they're not going to go back on that now.
But I'll leave that to my colleagues to handle.

What is your comment about the impact that that might have on
savings and investment and et cetera, if we were to do that this
year. In other words, make the decision to change taxes for 1983, if
somehow we got that through in 1982?

Mr. WEIDENBAUM. Very frankly-and I'll ask Mr. Jordan if he
cares to add to the response-I've been concerned, and I've ex-
pressed my concern consistently, about a perception of the return
to a stop-and-go policy. This came up in our earlier discussion this
morning.

Representative ROUSSELOT. Yes.
Mr. WEIDENBAUM. I'm a strong adherent-I have been for many

years-to multiyear tax cuts so that consumers and business alike
could plan to crank into their planning the future tax system that
they'll be operating under. That's why I think it's important to
maintain the schedule in the 1981 Tax Act and I do worry that
changing the schedule might have an adverse effect on the private
sectors decisionmaking and not have, therefore, the consequences
on savings or investment that you might otherwise anticipate.

Representative ROUSSELOT. You already have the tax increases
that will be in place for social security. I suppose you commented
on that, too.



Mr. WEIDENBAUM. Yes. The chairman tried to give the President
credit for that and I--

Representative ROUSSELOT. That was voted by a Democratic Con-
gress. I remember that very well. That was in 1977. We all remem-
ber that.

Mr. WEIDENBAUM. Yes, indeed.
Representative ROUSSELOT. To increase social security taxes. Of

course. I suppose it was to save the system. It's in deep trouble, as
we all know.

Will that have an affect, too? I mean, will the personal income
tax reduction proposed for 1983, be offset by the Democratic social
security increase that was passed in 1977?

Mr. WEIDENBAUM. The total, the net effect is to reduce the tax
burden on the average citizen.

For 1983 as a whole, the tax burden of the average citizen will be
lower than it is in 1982. And that, of course, is a very basic goal of
this administration. Mr. Jordan.

Mr. JORDAN. I think that the multiyear concept followed by in-
dexation is one of the great achievements of this Congress.

TAX CUT EFFECT ON MARGINAL TAX RATES

Representative ROUSSELOT. Well, you know, there have been a lot
of voices raised that it was a terrible thing to reduce the taxes be-
cause of the great problem with the deficit.

Mr. JORDAN. We think that this tax legislation will have a very
stimulative benefit to real growth, to savings, to investment, which
I think everyone agrees needs to be done. But we've also pointed
out in chapter 5 in the report, that for the same real income levels,
even with the multiyear tax reduction, in 1984, individuals with
the same real income levels will be paying about the same margin-
al tax rate. Any decision to delay, postpone, or cancal that third
year of the tax cut would be a real increase in taxation. It would be
an increase in the real tax burden on the American people, and I
think that it would have an adverse effect upon growth, employ-
ment, and on investment.

Mr. NISKANEN. Congressman Rousselot, let me follow up on that.
It's important to recognize that the personal tax cuts in the 1981
law are barely sufficient to maintain constant marginal rates on
real income, given what else is going on. In the absence of those
personal tax cuts, marginal rates on people with a family income of
$20,000 in 1979 would have gone up from 30 percent to 39 percent,
exclusive of the social security tax.

Representative RoUSSELOT. You mean that that would have hap-
pened in 1982.

Mr. NISKANEN. That would have happened in the absence of the
tax cut. The personal tax cuts in 1981 across the board are really
barely sufficient to maintain constant marginal rates on real
income, given what else is going on. I would regard it as a great
tragedy if, in the name of fine tuning, again, we decided to defer or
to modify the personal changes that we put in place last year.

Representative ROUSSELOT. Well, I think in the Economic Report
of the President which was given to us in February, on page 119
there is a table to show that the effect of those personal income tax
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reductions benefits very substantially the people in the lower
brackets.

So, Mr. Chairman, I ask unanimous consent that we put into therecord at this point some of the figures that we just referred to in
table 5-3 on page 119 of the report because it relates to that com-
ment.

Representative REUSS. Without objection, it is so ordered.
[The table follows:J

TABLE 5-3.-COMPARISON OF MARGINAL PERSONAL INCOME TAX RATES BY REAL INCOME LEVEL
UNDER THE ECONOMIC RECOVERY TAX ACT OF 1981 AND OLD LAW, 1979-861

[Percent]

Real iiuome (1979 dollars) 1979 1980 19812 1982 1983 1984 1985 1986

Single:
$10,000

Old law......... ...... ..... 21 21 21 24 24 24 24 26New law................... .......... 21 22 19 18 18 18
$20,000

Old law................. ... 30 30 34 34 34 34 39 39New law .............................. 34 31 28 26 26 26$30,000
Old law......... ........... 39 39 39 44 44 49 49 49New law ........ . . ...................... 39 40 36 38 38 34

$50.000
Old law ...... ............... 49 50 so 50 50 50 50 50New law . ........ ...................... 49 50 45 48 48 48Married, two workrers

$10,000
Old law... ....... ........... 16 16 18 18 18 18 18 18New law................ ............. 18 16 15 14 14 14£20,8000
Old law ............ ........ 21 24 24 24 28 28 28 28New law.............................. 24 22 19 22 18 18$30,000
Did law..... ............... 28 32 32 32 37 37 37 43New law.............................. 32 29 26 28 28 28$50,000
Od law..... .... .......... . 43 43 43 49 49 49 49 49New law.............. ....... ......... 42 44 40 38 38 38

Excudes social security taxes and State end local income taxes.2 Tax rates for 1981 under new law rounded to earest wotle percent
Source~ Deartment of the Teasury, Office of Tax Analysis.

Representative REUSS. Earlier, the entire report was placed in
the hearing record.'

Representative RouSSELOT. Yes.
Representative REUSs. But the gentleman's reference will be pre-

served.
Representative ROUSSELOT. I just thought that we ought to focus

in on it since it was mentioned.
Representative REUSS. Yes.

SPENDING FREEZE PROPOSAL

Representative RoUSSELO. Mr. Weidenbaum, you may not want
to get into this, but since there's been a lot of focus from Congress

'The 1982 Economic Report of the President may be found in the committee files.



on ways to save money, especially from the other body, talking
about taking expenditures and freezing them, have you had a
chance to look at the impact of that on the economy? I'm so de-
lighted to see so many of my colleagues on the other side now con-
cerned about the deficit. When I used to offer my balanced budget
resolution, they never voted for it. But I'm delighted to hear of
their concern now.

Mr. WEIDENBAUM. Mr. Rousselot, I think it's fascinating that the
folks who invented deficit financing are finally learning the dan-
gers of deficit financing.

Representative RoUSSELOT. Yes, I am, too.
Mr. WEIDENBAUM. I think we should welcome the zeal of the

newly converted, no matter how late it has come.
Representative RoUSSELOT. They're born-again balanced budget

people. We're delighted to have them onboard.
I was wondering if you could comment, what is your analysis of

the impact on the general economy if we were, in fact, to somehow
forge or fashion a budget resolution that did somehow freeze, in-
cluding defense, some of the substantial expenditures of the Feder-
al Government, freeze them either at the 1982 level or slightly
above? What was your judgment on the impact of that?

Mr. WEIDENBAUM. Congressman Rousselot, we haven't made a
specific analysis of such proposals. I can tell you offhand that such
a freeze could produce many inequities-such as programs that
have outlived their usefulness, and should be reduced, if not termi-
nated-and those inequities would be maintained.

On the other hand, high priority and new programs would not
have the opportunity to be expanded. As you know, we are working
on the enterprise zone concept--

Representative RouSSELOT. Yes.
Mr. WEIDENBAUM [continuing]. As an innovative way of dealing

with the problems of the central cities.
Representative RoUSSELOT. By the way, this committee had hear-

ings in Los Angeles and other places on the enterprise zone and we
had a lot of good testimony.

Mr. WEIDENBAUM. I'm delighted to hear that. However, a freeze
would prevent the establishment of an important innovation such
as the enterprise zone concept.

Representative RouSSELOT. But is it totally off the wall for us to
think about the concept, and I'm not talking about the programs
that maybe Congress agrees should be phased down. We should go
ahead with that process. But maybe taking a look at the idea of
freezing some of these expenditures.

Mr. WEIDENBAUM. It strikes me that the basic advantage of that
approach is to focus, and this is so badly needed in my judgment,
public attention on the difficulties and the problem of controlling
what has been too great an increase in Government spending.

Representative RoUSSELOT. Right.
Mr. WEIDENBAUM. I personally welcome the increased attention

that I sense on both sides of the aisle now to the important prob-
lem of restraint in the fiscal 1983 budget. And I hope that the Con-

gress can join with the administration and work together in achiev-

ing the necessary reductions in outlays and in the deficit because,



as we point out in our economic report, the health of the economy
depends so much on sound Government policy.

Representative ROUSSELOT. My time has expired. Thank you for a
very complete statement.

Mr. WEIDENBAUM. Thank you.
Representative REUSS. Congressman Richmond.

REAGAN PROGRAM AND OUTLOOK FOR SECOND HALF

Representative RICHMOND. Thank you. Mr. Weidenbaum, we've
had so many dialogs, all apparently getting us nowhere. I'm not
going to sit here and belabor you over the fact that this administra-
tion obviously has very little sensitivity to the needs of the 40 mil-
lion poor people in the United States, that the cuts you have made
in many of the programs are so totally counterproductive-cuts in
job-training programs, women's, infants and children nutrition pro-
grams. These cuts are so counterproductive. What you're doing is
costing us billions and billions of dollars in crime and health care
and all the other things.

I mean, I'm not even going to begin to discuss it with you be-
cause there's no point. I know that down deep in your heart, you
agree with me.

Mr. WEIDENBAUM. Now, you referred to a dialog--
-Representative RICHMOND. Never in my life have I read anything

containing as many misstatements as this document. You can't pos-
sibly believe these things. You can't possibly believe that produc-
tion is going to go up by 5 percent this year.

Mr. WEIDENBAUM. This must be a monolog.
Representative RICHMOND. Mr. Weidenbaum, did you read the

figures in January? Now you say for the year production is going
to go up 5 percent? I tell you that it's not going to go up 5 percent.

Mr. WEIDENBAUM. I did not say that production for the year
would go up 5 percent.

Representative RICHMOND. You said that in your opening state-
ment and it's here in the book.

Mr. WEIDENBAUM. I said in the second half of the year.
Representative RICHMOND. Mr. Weidenbaum, let me tell you that

the second half is not going to be much better than the first half.
You know how I know? I know because, as I told you repeatedly, acompany in which I have some stock manufactures products forend users. It is typical of many, many American companies that
supply machine tools and other equipment to the Fortune 500 com-
panies. Our backlogs of orders are going down, they're not going
up. That means only one thing to me. It means we're in a severe
recession.

Mr. WEIDENBAUM. No, no.
Representative RICHMOND. And the recession is going to get more

severe.
Mr. WEIDENBAUM. I guess it means that your competitors are

doing better than you are.
Representative RICHMOND. No, no, that's not what it means at

all. [Laughter.]
We happen to run a very, very efficient, clean, and profitable

company. The fact is there is no business. One of the greatest com-



panies in the world has closed down. Do you know that the John
Deere Co., the greatest agricultural equipment company in the
world, was closed down in the month of January? Do you know
that Caterpiller, the greatest off-the-road equipment company in
the world, is virtually closed down? Do you know that many of our
major corporations in the United States are teetering on the brink
of bankruptcy?

Now if your tax plan was so good, if your budget plan was so
good, if everything was so great, how come nobody in a policymak-
ing position in these companies is willing to modernize their com-
pany? How come industrial investment went down instead of up?
How come United States Steel, instead of taking that $6 billion
that they happen to have-and which is precisely the amount of
money they needed to fix up their own mills-went out and bought
Marathon Oil?

Mr. WEIDENBAUM. You missed one. How about almost 100 mil-
lion people are at work today?

Representative RICHMOND. How about the 10 million people that
are not working today, Mr. Weidenbaum? How about all the other
people who are not even listed as among the unemployed, who
haven't even applied for a job?

Mr. WEIDENBAUM. I do think you should look at the donut and
not just the hole. And I think you are just looking at the hole and
not the donut, and the donut's much larger.

BUSINESS INVESTMENT

Representative RICHMOND. Well, let me just ask you just a couple
of specific questions. With this enormous Federal deficit, forcing us
to print money-our prime rate went up again yesterday to 17 per-
cent-and I sit here and tell you that the prime rate is going to go
up to 20 percent before you know it. It has to go up because the
Federal Government is running at such a gigantic deficit, that it
must use up all of the money that's available.

Now, I just want to know one thing from you, just one thing.
Why are American manufacturers, who are so cozy with the Presi-
dent-you know, big business and the President are virtually syn-
onymous.

Mr. WEIDENBAUM. That's news to me.
Representative RICHMOND. How come they're not modernizing

their factories? How come they're not buying machine tools? How
come they're not using this period to really spend money to im-
prove their factories?

You say they're spending money and I can tell you that they're
not.

Mr. WEIDENBAUM. Now how much time do I have to correct those
misimpressions? I don't want to overstay my welcome.

Representative ROUSSELOT. Equal time. We believe in equal time
here.

Representative REUSS. The chairman will respond.
Mr. WEIDENBAUM. I thank the members of the committee and

the chairman. Congressman Richmond, you must have been read-
ing a different document. If you read our report, the one that we
submitted, I think you will find a very balanced statement. First of



all, we know that business investment is traditionally a lagging in-
dicator. It's the last major sector of the economy to turn down. It's
running true to form.

Representative RICHMOND. But you say it's going to go up 6'/2
percent this year. The Commerce Department says that it's going
to go down by a half percent. Make up your mind.

Mr. WEIDENBAUM. We are very consistent. If you look at--
Representative RICHMOND. Well, what about the Commerce De-

partment that says it is going to go down by a half of 1 percent?
Mr. WEIDENBAUM. As you point out, at the 5-percent figure--
Representative RICHMOND. But you said 61/2 in your study.
Mr. WEIDENBAUM. But earlier, you said real growth, 5 percent

per year.
Representative RICHMOND. You said production, 5 percent.
Mr. WEIDENBAUM. We said real growth in production, 0.2 percent

increase for the year.
Representative RICHMOND. I'm talking about business invest-

ment. Mr. Weidenbaum, you yourself said that business investment
was going to go up 6% percent, your own statement.

Mr. WEIDENBAUM. We have a range.
Representative RICHMOND. All right. The Commerce Department

says that it's going to go down by a half percent. Now somebody's
got to be wrong.

Mr. WEIDENBAUM. You appreciate the Commerce Department
surveys your largest companies, an art which apparently you're en-
amored with. Our data cover all businesses, large and small. So we
do have different numbers of course. And we're talking about the
fourth over fourth, the fourth quarter over quarter.

I suggest, Congressman Richmond, that our value judgments
may be different, but in terms of information, if you read the
report carefully, you will see that it's a fairly balanced appaisal of
where we've been, where we are. It doesn't have easy answers.

Representative RICHMOND. That's the opposite of what's actually
happening, Mr. Weidenbaum. That's my big problem.

Mr. WEIDENBAUM. Now Congressman Richmond, Congressman
Richmond--

Representative RICHMOND. We all refuse to say, we'd better
change what we're doing.

Mr. WEIDENBAUM. That's not true. On the contrary--
Representative RICHMOND. You know what I think the smartest

thing--
Mr. WEIDENBAUM. I thought I had equal time.
Representative RICHMOND. All right.

WHEN WILL THE RECESSION END?

Mr. WEIDENBAUM. On the contrary, this is not the administration
that calls a downturn a growth interruption or a sidewise waffle or
a banana. This is the administration whose leader, the President,
called the recession a recession, right off the bat. So much for truth
in economics.

Representative RICHMOND. Except you say that we're coming out
of it. The Secretary of the Treasury was here and he said we're
coming out of it in the second quarter. You at least say it's going to



be in the second half. I assure you that we're not going to come out
of it this year.

Mr. WEIDENBAUM. Now if we say, as we do, that real GNP will
rise 0.2 percent in 1982, that is not exactly a boom. And to say that
we forecast a boom is a tad exaggerated.

Representative RICHMOND. How can you say that on real GNP
and also say that production is going to go up 5 percent, inflation is
going to go down to 7 percent, and business investment is going to
go up 6 percent?

Mr. WEIDENBAUM. I suggest, Congressman Richmond, that, and
you'll find this very instructive, you look at the recent report of the
Congressional Budget Office, what they expect for 1982.

Now, as you know, for real GNP from the fourth quarter of 1981
to the fourth quarter of 1982, we are assuming a 3-percent in-
crease, fourth to fourth. They have a range from 1.8 percent to 3.8
percent. If you look at the following year, again, they have a large
and upward range.

We are not alone in projecting a strong economy in the second
half. In fact, not only do I have lots of company; the great majority
of economic forecasters do anticipate and are telling their clients
that the second half of 1982 will be a prosperous period.

Representative RICHMOND. You're wrong, Mr. Weidenbaum, for
one reason. They're wrong because running the Federal Govern-
ment at a $150 billion deficit this year, which it's going to run, is
going to--

Mr. WEIDENBAUM. I don't know where you get those numbers.
Representative RICHMOND. Well, I disagree with $100 billion. I

feel that it's going to be $150 billion. And I go on record, I guaran-
tee it's going to be $150 billion if we don't do something.

Mr. WEIDENBAUM. I think $99.8 is large enough. I don't think we
need $150 billion.

Representative RICHMOND. Mr. Weidenbaum, all I say is it's
going to suck up all the money supply. It's going to force interest
rates up. It's going to make it impossible for people to borrow
money at any reasonable rate, meaning the housing industry is
going to stay down, the automotive industry it going to stay down,
companies will not invest money in new equipment. I think until
we balance the Federal budget--

Mr. WEIDENBAUM. Oh, no, no, no.
Representative RICHMOND [continuing]. We just can't get out of

the recession.
Mr. WEIDENBAUM. How you can make a flatout statement, com-

panies won't invest.
Representative RICHMOND. They can't afford to at 20 percent,

Mr. Weidenbaum.
Mr. WEIDENBAUM. You just quoted with great approval--
Representative RICHMOND. Commerce said it's going to go down a

one-half of 1 percent.
Mr. WEIDENBAUM. That's a lot of investment. Look at how much

investment the Commerce Department is forecasting for this year.
Representative RICHMOND. It's not enough, though.
Mr. WEIDENBAUM. And when you say that companies won't

invest--



Representative RICHMOND. For us to keep up with Germany,
Japan, it's not nearly enough.

Mr. WEIDENBAUM. I'll agree, which is precisely why we've been
advocating our program of tax cuts, of regulatory relief, and wel-
come your support.

Representative RICHMOND. OK, so we gave United States Steel so
much regulatory relief and such a nice tax cut, what did they do
with it? They went out and they bought Marathon Oil. They didn't
use it to fix their own mills. How do you account for that?

Mr. WEIDENBAUM. Now the regulatory relief, I assure you, is not
connected with acquisitions. Quite clearly, it enables a steel compa-
ny to stay in production. And to say the companies can't invest, my
goodness, if you look at the tax chapter, chapter 5, of our report,
we show what a powerful incentive the new tax law provides to
companies to invest.

Representative RICHMOND. But they're not investing. That's my
problem with your report.

Mr. WEIDENBAUM. To say that companies are not investing at a
time when billions and billions of dollars, tens of billions of dollars
of commitments are being made for new investment is patently in
error.

Representative RICHMOND. And we both agree that they're not
investing nearly enough, Mr. Weidenbaum, in order to keep in
competition in the world today. And that's the big serious problem
in the United States. And they're never going to invest until they
have more confidence in our Government and our budget. Busi-
nesses have to run on a balanced budget and I believe that this
Government has to run on a balanced budget.

Representative ROUSSELOT. Fine. Offer the amendment.
Mr. WEIDENBAUM. We welcome your support for reducing the

deficit and for eliminating deficits. I must say, I learn a lot listen-
ing to you, Congressman Richmond. And to hear your support of a
balanced budget, welcome aboard.

Representative RoUSSELOT. Terrific. He's going to offer it this
year.

Representative RICHMOND. And I wouldn't do it on the backs of
the poor people, either, Mr. Weidenbaum.

Mr. WEIDENBAUM, Agreed.
Representative RICHMOND. That's counterproductive. In addition

to being cruel, it's also not good business.
Mr. WEIDENBAUM. Agreed, which is why I urge you to support

our program that is designed to create millions of new jobs in the
private sector in support of unemployed and underemployed
people, who will be the major beneficiaries.

Representative RICHMOND. Why don't you take a good look at
Lane Kirkland's program that was announced at the Bal Harbor
meeting, the AFL-CIO program? I think it has so many brilliant
ideas in it that we could really use in our current affairs. Have you
examined it?

Mr. WEIDENBAUM. I did and the brilliant part escaped me.
[Laughter.]

Representative RICHMOND. It's a lot more brilliant than the ad-
ministration's program.

Representative REUSs. Senator Sarbanes.
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ADMINISTRATION FORECAST QUESTIONED

Senator SARBANES. Gentlemen, you're all professionals by train-
ing and experience. Given that, I'd like to pick up off the closing
paragraph of the chairman's statement, where he talks about
"Given the economic realities that we face." And I'd then like to go
to the table on page 2 with respect to the economic outlook.

Philosophy is one thing; facts are another. I'm concerned about
the enormous gap that seems to exist between how you see the
world, the economic world, and how many others see it.

What do you expect the real GNP to do in the first quarter of
1982?

Mr. WEIDENBAUM. Now, traditionally, councils of economic advis-
ers do not, as you know from your own experience, if I recall, issue
formal quarterly forecasts. That may be a limit of the state of the
art. It may be sheer caution.

So I want to be responsive, but I hope you can keep that in mind.
Senator SARBANES. I'll respect that. Let me phrase the question

differently. In this morning's Washington Post, pointing out the
worst decline since 1975, as U.S. production drops 3 percent,
Walter Heller and George Perry have revised downward their fore-
cast for 1982. In a joint forecast released yesterday, they said the
decline in GNP this quarter should come close to the last quarter's
decline of 5.2 percent annual rate.

Would you take issue with that?
Mr. WEIDENBAUM. Oh, yes. I think that the decline in this quar-

ter will not be as large as the 5.2-percent decline in the fourth
quarter of last year. However, depending on the severity of the
weather, and I'm not a meteorologist, by a long shot, I think that
this will be the last quarter of negative growth.

Senator SARBANES. How much do you expect us to decline?
Mr. WEIDENBAUM. I don't have a specific number, but significant-

ly less than--
Senator SARBANES. Do the other two members of the Council

agree with that? What is their view on how the real GNP will
move in the first quarter and the second quarter of 1982?

Mr. JORDAN. I think that within the second quarter, there will be
a pattern of generally improving economic activity. A wide variety
of monthly measures will show improvement within the quarter,
and I think that, on balance, the second quarter will show a gener-
al expansion. As you know, not all industries move down at the
same time, not all industries move up at the same time.

.Senator SARBANES. Do you expect there to be a growth in real
GNP in the second quarter?

Mr. JORDAN. Yes, I do.
Senator SARBANES. Do you expect a decline in the first quarter?
Mr. JORDAN. Well, that is partly a function of how we end the

prior quarter. As you know, the way quarterly average data are
gathered, and the way something like the weather affects the early
numbers in January, pretty much determines quarterly average.

So you can have an expansion in February and March, which I
fully expect, but that does not dominate the effects of the quarterly
average. The first month of the quarter does. And I think that we



have already seen the low point in this cycle and a general expan-
sion is getting underway.

Mr. WEIDENBAUM. I think we all agree that the second quarter
will be the turning point. We will see in the second quarter of this
year the various indicators-not leading indicators, but coincident
indicators-turning up.

Senator SARBANES. Will the second quarter show an increase in
real GNP?

Mr. WEIDENBAUM. That is my current expectation, yes.
Senator SARBANES. By what amount?
Mr. WEIDENBAUM. Less than the 5-percent-plus that we antici-

pate for the second half. You can see the pattern. The fourth quar-
ter of 1981, the period of deepest decline, less decline in the first
quarter--

Senator SARBANES. Let me pursue those figures a little bit. As I
understand your table, residential investment in 1981 declined 22
percent; is that correct?

Mr. WEIDENBAUM. That's right, in dollars. These aren't starts.
These are dollars.

Senator SARBANES. And you expect it to grow in 1982 by 24 to 27
percent.

Mr. WEIDENBAUM. Yes, Sir.
Senator SARBANES. You expect it to go from minus 22 to plus 24

to 27; is that right?
Mr. WEIDENBAUM. That's right.
Senator SARBANES. Now, nonresidential fixed investment grew

1.4 percent in 1981. And you expect it to grow in 1982, 61/2 to 7%
percent; is that right?

Mr. WEIDENBAUM. Yes. You will appreciate, these are fourth
quarter over fourth quarter figures, not calendar year over calen-
dar year, as the table shows.

Senator SARBANES. Mr. Chairman, I'd like to include in the
record at this point an article by Hobart Rowen.

Representative REUss. Without objection.
[The article referred to follows:]

[From the Washington Post. Feb. 14, 1982]

REAGAN'S EcONOMIC PLAN CouRTs DISASTER

(By Hobart Rowen)
Let's say it up front: President Reagan has presented Congress and the nation

with an economic program that is irresponsible: its parts don't add up, its fiscal and
monetary assumptions are contradictory, its expectations exceed credibility, based
on historic experience, and it pushes the nation to the edge of financial disaster.

Last year Sen. Howard H. Baker Jr., the Republican majority leader, labeled the
first Reagan budget "a riverboat gamble." This one is even worse: It shows that the
president is out of touch with reality, transformed from the chief exponent of bal-
anced budgets to the biggest deficit-spender in history.

Over the five years fiscal 1983 through 1987, Reagan asked for authority to spend
$1.644 trillion on defense. That works out to $900 million every day, including Sun-
days, for those five years. George C. Wilson, the Washington Post's veteran Penta-
gon reporter, uncovered an estimate (the one that prompted lie-detector tests) that
the real bill would be closer to $2.4 trillion. That works out to more than $1.3 billion
every day.

Can the nation afford this kind of excess?
"No clear economic rationale exists for the persistence of deficit spending year

after year," the Congressional Budget Office notes. The president pokes fun at liber-



als who-he says-are suddenly deficit-conscious. But earlier budget problems "pale
by comparison with the problems that face the country today," the CBO adds. More-
over, there is nothing in Keynesian doctrine that endorses chronic deficits in a
period when the private economy is supposed to be strong.

On the stump in Minnesota, the president last week assailed "paid political com-
plainers" who challenged his budget. And in his hortatory and highly defensive
budget message to Congress, the president paused to lambaste "the voices of doubt,
retreat and rejection [that] are beginning to rise."

He failed to mention that prominent among those doubters, who urged an adjust-
ment in his policy, were Treasury Secretary Donald Regan, OMB Director David
Stockman, White House advisers James Baker and Ed Meese-in fact, the entire
White House inner circle except for domestic policy assistant Martin Anderson (who
since has resigned).

As conservative economist Rudolph Penner observed, it's not unusual for presi-
dents to make optimistic predictions. What's different this time is that "he [Reagan]
doesn't have a margin for error." In the long run, Penner points out, former budgets
always showed a big surplus. But Reagan, with a $750 billion tax cut over five years,
and the staggering military budget, has wiped out the ability of the economy to gen-
erate a surplus for the foreseeable future.

Reagan thus has staggering budget deficits penciled in as far as the eye can see
(even assuming he gets what he wants from Congress). The budget never reaches a
balance-according to Stockman, it won't be possible until sometime beyond 1988.

President Reagan ignored his own team's advice to raise tax revenue. But that
would have been an admission that last year's supply-side tax cut was too big. So
Reagan "held" the budget deficit to a "mere" $91 billion for the coming year not
only by claiming $56 billion in "savings" that a dubious Congress is sure to reject in
large part, but also by adding in $39 billion in revenues reflecting a brisk recovery
that is virtually impossible in the face of higher interest rates that have the econo-
my in an exhausting bind.

This is more than the cosmetic fix-up of budget numbers that presidents Johnson,
Nixon, Carter et al. practiced from time immemorial. It is based on a rigid commit-
ment to an ideology that brushes aside reasonable questions and demands adher-
ence to Reagan's economic faith in the simultaneous application of a stimulative tax
cut and a restrictive monetary policy.

"Fears that the upturn will lead to a sharp upswing in interest rates and choke
off recovery, while understandable on the basis of previous history and policies, are
unjustified in the light of current policies and the administration's determination to
carry them through," says the Economic Report of chief economic adviser Murray
L. Weidenbaum.

Isn't this more of the same bland assurance given last year, that if the public has
faith in Reaganomics, the program will work? Weidenbaum was asked.

His response: "The sooner the public sees all of the elements of the program work
their way through the economy, and understands that the economic environment of
the '80s is going to be different from the years that preceded, the sooner the public
sees this, the sooner the adjustments will be made."

That's not very convincing. The president promises the kind of rapid economic
growth that liberals and conservatives alike reject as dream-world stuff-given cur-
rent high interest rates. In an unguarded moment, even Treasury Secretary Regan,
when asked at the National Press Club how the recovery could proceed in the face
of high interest rates, mumbled under his breath: "That's a good question."

But good soldier Regan, beating the drums for the budget as proposed by the
president, labeled as "conservative" the estimate for real economic growth averag-
ing 4.7 percent 1982 through 1987, because it is lower than the 5.4 percent average
recorded in 1961-66. What Regan failed to point out was that in the 1960's neither
the administration nor the Federal Reserve of that era was in bondage to a strict
monetarist from pointing out the internal inconsistencies of the Reagan forecast.

The AEI's William J. Fellner, for example, hoping against hope that the adminis-
tration will eventually "do the right thing" by raising taxes, pointed out to report-
ers that the Reagan prediction of more than 10 percent growth in the average value
of the Gross National Product over the next five years doesn't square with his pre-
diction for declining inflation at the same time.

"We've never had an expansion [of nominal GNP] like this when it wasn't during
an inflationary period," Fellner said.

If the Fed keeps money growth rates to its 4 percent target of this year, the only
way for nominal GNP to get up to 10 or 11 percent is for money to churn over faster
in the economy, at a 6 or 7 percent rate. The technical word is "velocity." This is



twice as high as the average for the past 28 years, and exceeds even the highest
peaks recorded in single years.

"If we get a big increase in velocity," Feliner said, "then the Fed should tighten
up, instead of going along with an increase in nominal GNP. This [inconsistency be-
tween the Fed's restrictive money policy and the high GNP growth forecast by
Reagan] leaves me with a feeling of uncertainty."

You don't have to be an economist-merely a cynic-to figure out that the admin-
istration needed to have a big nominal GNP in its tables in order to "collect"
enough tax revenue to make it appear that the budget deficits won't be even worse.

The Economic Report does not contain the monetary policy assumptions for 1983
and beyond. And Weidenbaum refuses to say what velocity rate the administration's
budget and other projections depend on. But he promises that enough velocity will
be there, and insists there can be an economic expansion without inflation, while
interest rates are falling, and the money supply growth is steadily decreasing.

Most observers outside the administration just don't believe Weidenbaum. They
argue that high interest rates are inevitable, in the face of the deficits projected, as
business competes with the Treasury for available funds. The White House rebuttal
is that there will be a huge "pot" of savings in the private sector-supplemented by
investment funds from abroad-with which to finance the enormous federal deficits,
along with business demand.

The financial markets don't believe it. Neither does Fellner. He pointed out that
even if the administration gets its program through Congress, and even if the nomi-
nal GNP balloons as forecast, the relative drain of the proposed deficits to the net
amount of savings would about equal past records. And those records were set when
the economy was in an advanced stage of recovery-an environment the Reagan
team used to criticize as dangerously inflationary.

Regan and the rest of the team players are now saying that big deficits won't
cause a run-up in interest rates-which will come down as inflation comes down.
But that's what the Reaganites promised last year, and it didn't work: Reaganomics
I was a bust.

So here we are at Reaganomics II. The promise that its supply-side tax program
would pay for the huge military build-up and yield a balanced budget with low in-
terest rates and reducted inflation having bombed out, Reaganomics II abandons the
goal of a balanced budget, but stubbornly clings to a huge tax cut and hawkish com-
mitments to the Pentagon.

Lyndon Johnson found out that he couldn't have guns and butter without infla-
tion. Ronald Reagan can't have a $750 billion tax cut and a $1.6 trillion military
build-up at the same time. The nation is in desperate need of Reaganomics III,
which will give up something of one or the other. If Reagan won't write a new script
that way, Congress must.

Senator SARBANES. It is entitled "Reagan's Economic Plan Courts
Disaster." And I'd like to quote the first paragraph of it:

Let's say it up front: President Reagan has presented Congress and the Nation
with an economic program that is irresponsible: its parts don't add up, its fiscal and
monetary assumptions are contradictory, its expectations exceed credibility, based
on historic experience, and its pushes the Nation to the edge of financial disaster.

Now the budget projections include about $40 billion in revenues
that would ostensibly come from this tremendous upsurge in eco-
nomic activity; is that correct?

Mr. WEIDENBAUM. Yes, sir.
Senator SARBANES. If that upsurge doesn't happen, the deficit

problem will be compounded; would that be correct?
Mr. WEIDENBAUM. Yes; but I recall a year ago being criticized for

a rosey scenario for 1981. In 1981, it turned out that we underesti-
mated the growth. We overestimated the inflation. We overestimat-
ed the unemployment.

So I think the first time at bat we demonstrated we are on the
cautious side. We didn't claim too much.

Senator SARBANES. You told us about the expectation for the
policy, that policy would produce immediate results.



Mr. WEIDENBAUM. I never said that. I said that 1981 would be a
soft and soggy year. I said that from the outset. I never said imme-
diate results.

Senator SARBANES. As distinguished from other members of the
administration?

Mr. WEIDENBAUM. I have a long-term policy of not commenting
on the comments of my colleagues. That increases my productivity
about 20 percent. [Laughter.]

Senator SARBANES. Can I ask how often you meet with the Presi-
dent to discuss economic policy as the Chairman of the Council of
Economic Advisers?

Mr. WEIDENBAUM. I'm in meetings with the President, typically,
many times in a given week, sometimes many times in a given day.
It will vary. I also provide, at his request, of course, a steady-I
won't say barrage-flow of information, material, analysis.

Representative REUSs. He's a good reader.
Mr. WEIDENBAUM. There's a hard literacy requirement at the

White House. If that's what Congressman Rousselot is referring to.

REAGAN PROGRAM ASSUMPTION ABOUT MONEY VELOCITY

Senator SARBANES. Now what do you think of Mr. Fellner?
Mr. WEIDENBAUM. Mr. Fellner is a distinguished economist,

former president of the American Economic Association, someone
who I often agree with. Not universally, of course.

Senator SARBANES. He says that the prediction of more than 10
percent growth in the average value of the GNP over the next 5
years does not square with predictions of declining inflation at the
same time. "We've never had an expansion of nominal GNP like
this when it wasn't during an inflationary period," Fellner said.

He points out that the velocity of money to meet all of these tar-
gets would have to be twice as high as the average for the past 28
years. In this article, Mr. Rowen then says:

You don't have to be an economist, merely a cynic, to figure out that the adminis-
tration needed to have a big nominal GNP in its tables in order to collect enough
tax revenue to make it appear that the budget deficits won't be even worse.

What's your response to that?
Mr. WEIDENBAUM. First of all, I find it instructive that the atten-

tion to velocity tends to ignore, and I'd be glad to make this chart
available for the committee--

Representative REUSS. Without objection, it will be received at
this point.

Mr. WEIDENBAUM. If someone would take it up to the Senator, I'd
be grateful.

[The chart referred to follows:]
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DATA ARE QURRTERLY 1970 TO 1981:1



Mr. WEIDENBAUM. As you can see, to say that velocity over the
years has operated like a yo-yo may not be terribly far from merely
describing what's happening. Now we have maintained a tradition
in the past of not projecting monetary growth or velocity; that is,
private scholars, such as Professor Fellner, are free to make their
estimates of what monetary growth path and what velocity accom-
panying that growth path would be anticipated in connection with
our nominal GNP figures. We forecast nominal GNP.

You will notice nominal GNP after this recovery declines stead-
ily. The growth rate of nominal GNP declines steadily. This is our
fundamental basis for anticipating continued progress on inflation.

Senator SARBANES. Do you think it's reasonable for you to
assume with respect to velocity--

Mr. WEIDENBAUM. It's going to be higher than the average.
Senator SARBANES [continuing]. That its going to be twice as high

as the average for the past 28 years and exceed the highest peaks
recorded in single years. Is that a reasonable premise?

Mr. WEIDENBAUM. I do not think that we'll make any new re-
cords in the computations that I have seen, and you have to, as I
say, make assumptions as to precise monetary growth paths. But,
quite clearly, we will not be necessarily hitting, much less exceed-
ing, for an extended period, peak velocity of past years.

CRITICISM THAT REAGAN BUDGET AND ECONOMIC FIGURES AREN'T
REALISTIC

Senator SARBANES. Mr. Chairman, I see that my time is up. I
simply want to close with this observation. In the article that I in-
serted in the record is the following statement with respect to the
various economic numbers that the Council is laying out before us:

This is more than the cosmetic fixup of budget numbers that Presidents Johnson,
Nixon, Carter, et al. practiced from time immemorial. It is based on a rigid commit-
ment to an ideology that brushes aside reasonable questions and demands adher-
ence to Reagan's economic faith in the simultaneous application of a stimulative tax
cut and a restrictive monetary policy.

Gentlemen, I really appeal to the professionalism in you when I
suggest that we're in deep trouble if we can't get figures to work
with that, as you say in the closing paragraph of your statement,
"adhere to the economic realities that we face."

No objective outsider took your budget when you submitted it
and your economic program and said, "That's a game plan for the
future." Leave the Democrats out of it. Leave the politicians out of
it. Leave the Congress out of it, even though it's the people on your
own side of the aisle that express distress. Take the objective ob-
servers in the economy. They didn't see it as a game plan that
would work the economy out. They can see the internal contradic-
tions.

James Schlesinger has written that not projecting much bigger
deficits on the basis of what you all are putting forward is unrealis-
tic.

Mr. WEIDENBAUM. I would like to request that Mr. Jordan
answer that. But I would like to point out that Professor Rowen is
a fine journalist, but I do not take him as a peer in terms of eco-
nomic analysis, as you appreciate.



Senator SARBANES. You can put down Bart Rowen that way, if
you want. You've got a lot of other extremely able people telling
you exactly the same thing.

Mr. JORDAN. Senator, if I might respond, our nominal income
projection for 1982 and the assumption for 1983, by coincidence, are
right in the middle of the range projected by the Congressional
Budget Office. Their range goes considerably higher than our num-
bers. Other top rank forecasters-Data Resources, Chase Economet-
rics, Townsend-Greenspan, Wharton Economic Associates, Profes-
sor Kline at the University of Pennsylvania-all have higher nomi-
nal income growths in 1983 than the administration. A year ago,
there was a problem with communication between the administra-
tion and the Congress over having varying economic assumptions.
It turned out that our economic assumptions were much better
than the Congressional Budget Office.

Senator SARBANES. What are the assumptions on inflation to
which those nominal growths are related?

Mr. JORDAN. Last year, the Congressional Budget Office--
Senator SARBANES. No, no, the CBO assumption on inflation, re-

lated to the nominal figures you've just given me, is not as optimis-
tic as yours, are they?

Mr. JORDAN. They have a range that surrounds ours on both real
output and on inflation. And in terms of putting together a budget,
it's the nominal income growth that matters. As far as having a
dialog with the Congress on economic policies and programs, we
have a set of assumptions--

Senator SARBANES. The consistency between their projection on
the nominal growth and the inflation expectation, over their range,
is better by far than the consistency that you're projecting with re-
spect to those two figures.

The point we're trying to make is the inconsistencies within the
economic framework that you're projecting.

Mr. WEIDENBAUM. But Senator, you question our nominal GNP
growth, which for 1983 is 11.5 and CBO's is 11.9.

Senator SARBANES. That's related to your inflationary expecta-
tions. It's no answer to say that your nominal GNP growth com-
pares with someone else if their inflationary expectations are not
as optimistic as yours.

Mr. WEIDEN3AUM. I suggest on the basis of performance, that we
are a creditable source. In 1981, as I said, our first year at bat, we
didn't overestimate progress on inflation; we underestimated prog-
ress on inflation.

Senator SARBANES. No, I'm talking about the consistency of what
you're projecting right now. No one is looking at your figures and
accepting them as being a realistic view of the economic situation.
The consistency of the comparisons you're trying to make is much
stronger in terms of their internal framework than yours is.

Mr. WEIDENBAUM. I don't acknowledge that, Senator. First of all,
if you take the real growth that we projected for the recovery
period, it averages 4.8 percent. If you take the real growth for the
recoveries in the post-World War II period, it averages in excess of
5 percent.

So we are below the average for real growth during post-World
War II recoveries.



Senator SARBANES. You keep slipping off of it. Mr. Chairman, to
underscore this point I'd like to insert in the record at this point a
table showing economic forecasts, 1982 to 1986, containing the ad-
ministration's, the CBO baseline and the DRI, which I think makes
the point I'm making, that the internal consistency between their
various projections is clearly more realistic, I think, as most observ-
ers would see it, than the ones being made by the Council.

Representative REUSS. Without objection, it will be received.
[The table referred to follows:]

TABLE 1-2.-ECONOMIC FORECASTS, 1982-86
[Percent changes, unless noted]

1982 1983 1984 1985 1986

Real GNP growth (annual averge):
Adm inistration............................................................................. 0.2 5.2 5.0 4.7 4.4
CBO baseline............................................................................... - 0.1 4.4 3.6 3.5 3.5
DRI.............................................................................................. - 0.7 4.1 3.5 4.7 3.7

GNP deflator:
Administration............................................................................. 7.9 6.0 5.0 4.7 4.6
CBO baseline............................................................................... 7.5 7.3 6.6 6.0 5.7
DRI .............................................................................................. 7.5 7.7 7.2 8.4 7.3

CPI:
Administration............................................................................. 7.3 6.0 4.6 4.8 4.6
CBO baseline............................................................................... 7.5 6.9 6.9 6.4 6.0
DRI ............................................................................................. 7.6 7.9 7.6 7.8 7.6

Unemployment (annual average):
Adm inistration............................................................................. 8.9 7.9 7.1 6.4 5.8
CBO baseline............................................................................... 8.9 8.0 7.4 7.2 6.9
DRI.............................................................................................. 9.2 8.3 7.6 7.0 6.6

91-day T-bill rate:
Adm inistration............................................................................. 11.7 10.5 9.5 8.5 7.0
CBO baseline............................................................................... 12.0 13.2 11.3 9.4 8.7
DRI ............................................................................................. 11.7 11.6 10.9 9.9 10.4

Budget deficit (fiscal year; dollars in billions):
Administration............................................................................. $98.6 $91.5 $82.9 $71.9 $66.0
CBO baseline............................................................................... $109.0 $157.0 $188.0 $208.0 $234.0

INCONSISTENCIES IN FORECASTS OF RECESSION END

Representative REUSs. Mr. Weidenbaum, in the Economic Report
which came out 8 days ago, it was said on page 209, "The current
recession is expected to end early in 1982." Yesterday, Budget Di-
rector Stockman, testifying before the Budget Committee, testified
that the economy will start to come out of the recession in summer
or fall. Has the administration changed its position in the last
week?

Mr. WEIDENBAUM. No, Sir.
Representative REUSs. How can you explain the inconsistency?

Or doesn't Mr. Stockman speak for the administration?
Mr. WEIDENBAUM. He was providing his personal views. I am de-

fending the estimates. It is our expectation that late spring, early
summer, depending, very frankly, on the progress that we make in
bringing down those high interest rates, that the upturn will be
visible.

Representative REUSS. Well, have you ever known Mr. Stockman
to be wrong?



Mr. WEIDENBAUM. Dave Stockman's a mortal man. Mortal men
err on occasion. He is very mortal.

EFFECT OF REAGAN'S PROGRAM-QUICK OR LONG TERM?

Representative REUSS. On another subject, you say on page 3 of
your prepared statement, Mr. Weidenbaum, "Since the administra-
tion--

Mr. WEIDENBAUM. What page are we on?
Representative REUSS. On page 3 of your prepared statement this

morning.
Mr. WEIDENBAUM. Thank you.
Representative REUSS. "Since the administration's economic poli-

cies are designed to increase long-term economic growth and to
reduce inflation, they were not expected to have immediate favor-
able effects."

Now you've testified, in response to a question by Senator Sar-
banes, that you never made such a statement and I fully accept
your exculpatory answer.

On March 10, 1981, President Reagan, in his message to Con-
gress, said, and I quote: "Our tax proposal will, if enacted, have an
immediate impact on the economic vitality of the Nation, where
even a slight improvement can produce dramatic results."

Are you suggesting that the President was deliberately trying to
deceive the American people?

Mr. WEIDENBAUM. Oh, not at all, and let me give you the hard
evidence of the accuracy of the President's forecast. In the first
three quarters of 1981, the personal savings rate averaged 5 per-
cent. In the fourth quarter of the year, the quarter following the
enactment, the effective date of the first installment of the tax cut,
the savings rate rose to 6 percent. From 5 to 6 percent increase in
the personal savings rate.

And it's quite clear that savings was one of the key objectives of
the tax program. There you have as rapid a response as anyone
could expect.

Mr. JORDAN. If I may, Mr. Chairman--
Representative REuss. If I could just interrupt, Mr. Jordan.

When the tax bill was passed around August 1, there were 2 mil-
lion less unemployed than there are today. Do you call that a great
burst of economic vitality?

Mr. WEIDENBAUM. No, I would not call that a great burst of eco-
nomic vitality. Mr. Jordan.

Mr. JORDAN. I was going to make a comment about the Presi-
dent's proposals a year ago. He had proposed a 10-percent personal
tax reduction effective July 1, of last year. As we know, it was only
5 percent beginning on October 1. We had a significant continuing
inflation last year, even though it was coming down slightly. For
the year it was even less than we said it was going to be. Real tax-
ation rose significantly in 1981, and it will not be until July of this
year before we have a real tax cut for the American taxpayer.

GOLD COMMISSION DECISION TO ISSUE A GOLD COIN

Representative REUSS. Thank you. On another subject, I alluded
earlier to gold and to President Hoover's infatuation with it. I was



very happy to see in your report, pages 69 to 73, an excellent refu-
tation of the gold myth. I congratulate you on it. You point out
that in the heyday of gold, there were greater fluctuations in infla-
tion and growth and higher unemployment than at other times. I
read that 8 days ago and was very pleased and reassured.

However, I was astounded Friday, when, before the Gold Com-
mission, you Mr. Weidenbaum, and you, Mr. Jordan, as members of
the Gold Commission, provided the two crucial votes in an 8 to 6
decision of the Gold Commission to ask Congress to authorize the
minting of a gold coin, which, unlike the Kruggerand and the
Maple Leaf and other pieces of gold, would be entirely exempt from
the capital gains tax. The stock market is a shambles. What we
need, I suggest, is the restoration of confidence in the stock market.

If somebody buys a high-technology, high-productivity common
stock and makes a profit on it, be must pay a 20-percent capital
gains tax on that profit. If your recommendation goes through-
and I tell you right now, I'll fight it as hard as I can-if that goes
through, why should anybody invest in common stocks when he
can invest in a Government gold piece, and when the price of gold
increases, as it inevitably will because it's fluctuated vastly in the
last couple of years, escape a capital gains tax?

Why did you do a thing like that?
Mr. WEIDENBAUM. As someone who does not own any gold

coins--
Representative REUSs. I was not suggesting personal skulduggery

in any way. [Laughter.]
Mr. WEIDENBAUM. That is a relief. [Laughter.]
My concern, very frankly, was that those who do purchase gold

coins be encouraged to purchase U.S. gold coins rather than Krug-
gerands, Maple Leafs, and other more exotic versions. But having
seen the value of gold plummet from approximately $800 an ounce
to $400 an ounce. I really don't view this as a major source of in-
vestment.

If our citizens, our residents of the United States want to buy
gold coins, I think that they should have an adequate opportunity
to buy them from our Treasury.

Representative REUSs. Why did you and Mr. Jordon make that
recommendation?

Mr. WEIDENBAUM. I can't speak for Mr. Jordan.
Representative REUSS. Well, let's hear from you and then we'll

turn to your colleague.
Mr. WEIDENBAUM. I assure you, in terms of my vote, this had

nothing to do with the gold standard. It was just recognition of re-
ality, that Americans, to some degree, are buying gold coins. They
should have adequate opportunity to buy American gold coins.

Representative REUSS. Were you unaware that an administration
favorite, Senator Helms, has been plumping for such a capital
gains tax-free gold coin for sometime now?

Mr. WEIDENBAUM. We play no favorities.
Representative REUSS. Just answer the question.
Mr. WEIDENBAUM. Sir? Was I aware that was the Senator's posi-

tion.
Representative REUSs. Senator Helms.



Mr. WEIDENBAUM. I don't recall. If I had that information, it cer-
tainly was not a factor in my vote. I make up my own mind.

Representative REUSs. When did you make up your own mind?
Mr. WEIDENBAUM. When I filled out the questionnaire that the

committee circulated, in the privacy of my office, with Mr. Jordan,
if I recall, the only other person present.

Representative REUSS. Had you, before that time, conferred
about your vote with any other administration figure?

Mr. WEIDENBAUM. Never on any subject before that Commission.
Representative REUSS. You weren't in touch with Secretary of

the Treasury Regan on this point?
Mr. WEIDENBAUM. No, there is no administration caucus, I assure

you.
Representative REUSS. Well, would you just answer the question?
Mr. WEIDENBAUM. I did not know in advance hov Don Regan

would vote. He didn't know in advance how I would vote.
Representative REUss. Mr. Jordan, yours was the other critical

vote.
Mr. WEIDENBAUM. By the way, the acid test here is check how

Mr. Jordan and I voted. You will find as eminently sensible econo-
mists, we generally agree, but we occasionally disagree in our
voting on the Gold Commission.

Representative REUss. Mr. Jordan, why did you do this thing?
Mr. JORDAN. Well, in response to your last question to Chairman

Weidenbaum, I didn't even know that Secretary Regan was going
to vote, let alone how. I think attention to the section of chapter 3
that you referred to is deserved. We think that we have a set of
policies that will reduce inflation over time, but we think that the
American public needs to engage in a dialog about how do we
insure that inflation will stay down once we get it down? And I
was very impressed by the analysis done by the Treasury Depart-
ment about some of the costs of the current capital gains taxation
of gold coins or gold medallions. There's also balance of payment
implications if the American people want to own pieces of gold, to
import it from abroad, rather than from our own gold stock.

I think that Congress, by at least considering the issue and let-
ting some of the analysis that was done by the Treasury Depart-
ment have greater exposure, can help to inform the American
people on some of the costs and benefits both of change in policies
or continuing with the present policies.

Representative REUSS. Yes, but you voted for it. You didn't just
ask Congress to consider it. You voted to recommend it. In fact, you
provided the crucial vote, together with your associate, Mr. Wei-
denbaum.

Mr. JORDAN. Because I think that congress should consider it be-
cause I think that the process that's done in congressional delibera-
tions and hearings is educational.

Representative REUss. Well, should we consider it favorably and
further torpedo the stock market and productive capital invest-
ment by putting another loophole in the tax system? Do you recom-
mend that?

Mr. JORDAN. I'm not convinced at all that it would torpedo the
stock market. I think that that question needs to be raised and de-
veloped. That there were a lot of things that have been considered.



For example, other measures to encourage saving, and investment,
and the concern that you mentioned about the inpact on real in-
vestment and common stock.

One of the things that has been done recently by Congress in the
name of promoting savings, I think may have been counterproduc-
tive. What we wanted to do in that section of the report was to say
that there have been problems in the past with the way that the
gold standard operated, so people now have other proposals. There
are proposals about monetary rules. We have no answers or poli-
cies to recommend to these at this time. We want to continue the
discussion, both with the American people and with Congress, to
come up with a set of policies to insure that once we have eliminat-
ed inflation, we have institutional arrangements to insure that
price stability is maintained.

Representative REUSs. Well, if all you wanted to do was to con-
tinue discussion, why didn't you simply recommend that Congress
continue to consider, as I'm sure Senator Helms would have us con-
sider every day the granting of a Bunker Hunt type loophole to
gold speculators? Why did you recommend that we enact such a
crazy law?

Mr. JORDAN. Not that it be enacted, but that Congress hold hear-
ings to consider the enactment of this, as well as a number of other
things we recommended Congress consider during the discussions
on Friday. It was all in the vein that this is a congressional Gold
Commission, making the recommendation that Congress consider
certain proposals. And my attitude on that whole Commission has
been that nothing we do is binding. All we are doing is recommend-
ing that Congress continue to consider certain types of proposals
that we think would be instructive.

Representative REUSs. Well, you're backing down on this now
and I'm glad you are backing down. It discloses the fraudulent
nature of those Gold Commission recommendations. It turns out
that you didn't intend, you've just testified, to recommend to Con-
gress that we issue a tax-exempt gold coin. You just wanted us to
discuss it.

Mr. JORDAN. I may recommend that. I may come down on that
side. I was very interested in the Treasury study which said that
having the so-called capital gains taxation is costing the Treasury
money because people make deductions when gold prices go down,
but they don't always reliably and honestly report when gold prices
go up. Therefore, an end to the capital gains taxation might save
the Treasury some money. I thought that that was very inform-
ative. And I haven't made up my mind. But I think it is important
that that discussion continue.

Representative REUSs. Well, it's interesting that the caster of the
decisive vote now tells us that he hasn't made up his mind. I would
nominate the Gold Commission for the theater of the absurd award
of the year.

Turning now to--
Mr. WEIDENBAUM. I suggest that each voter was the marginal

voter.



ASSISTANCE TO THE POOR

Representative REUSs. Turning now to another topic, on page 43,
at the top of the page in the Economic Report, you point out that
things like public housing, food stamps, and medical care are, in a
phrase that Herbert Hoover used to love, "inefficient." And then
you go on to say: "Poor people, given money, can best determine
for themselves what goods to buy."

Well, I don't think that that statement is all bad. It has a lot to
be said for it. It evokes memories of Pat Moynihan's and Nixon's
negative income tax, of George McGovern's "Demogrants." But
where in the President's program are you giving all this money to
poor people? You persuaded me, but I don't find a line item in the
budget on this.

Mr. WEIDENBAUM. First of all, this report is designed to be in-
structive. I'm glad that you take it in that light and I hope that all
of our readers take it that way. That was our effort, to strive as
best we could for economic analysis.

Now it turns out that the great bulk of assistance, of the income
maintenance category, is in the form of cash. Not all of those out-
lays are in the form of cash. And yes, we provide some economic
analysis to help you evaluae that.

I hope you take it in that spirit.

HARM TO PRODUCTIVITY CAUSED BY RECESSION

Representative REUss. On page 114 of the Economic Report is a
discussion of productivity, a subject, as you know, of great biparti-
san interest to this committee. But I don't find anywhere in your
discussion of productivity any mention of a factor which this com-
mittee finds to be a tremendous inciter of a good productivity per-
formance; namely, operating the economy, not at the pathetic level
of 70 percent of industrial productive capacity, which it's limping
along under nowadays, but at a much more realistic rate, thus
spreading the fixed costs over a larger number of units and increas-
ing productivity.

Any reason why that wasn't mentioned?
Mr. WEIDENBAUM. Well, first of all, before I turn to my colleague,

Mr. Niskanen, I'd like to point out that fundamental to the entire
Reagan program is increasing the growth rate of the American
economy, and that's a subject that is so very amply treated
throughout this document.

In this chapter, we are dealing with some of the more specific
measures that have more specific impacts on productivity. But I
find nothing to quarrel with your basic notion, and I share your
view that restoring the growth of this economy will be a very posi-
tive factor in restoring productivity.

Representative REUSs. Mr. Niskanen.
Mr. NISKANEN. Mr. Weidenbaum is entirely correct in pointing

out that a lot of our productivity problems are a consequence of
stop-and-go policies, of policies that the taxpayers, consumers, and
workers cannot count on over a period of time, and highly volatile
fiscal and monetary policy in the past. A very large part of the
theme of this report has been to try to get away from stop-and-go



policies and provide a stable policy environment in which individ-
uals can make their own economic decisions.

This particular chapter focuses in on the longer term contribu-
tions to productivity, but I don't think it's appropriate to charge
the report for failing to address the problems of stop-and-go poli-
cies. A very large part of the report addresses this as a problem.

DISCUSSION OF ROLE OF GOVERNMENT IN ECONOMY

Representative REUSS. Surely. In the opening pages of your Eco-
nomic Report, you attribute the stagnation and inflation and un-
employment, the declining performance of the American economy
over the past 15 years, to the growth of the Federal Government
and its role in the economy.

Mr. WEIDENBAUM. The page, Mr. Chairman?
Representative REUSS. It runs throughout. I'll ask staff to busy-

body through the report and give me a page citation. But I don't
misrepresent your views, do I? Aren't you against grossness and
bigness in government, and for a smaller--

Mr. WEIDENBAUM. Yes. I'm against grossness, bigness, baldness,
all those things.

Representative REUSS. Good. Well, while staff scavanges a refer-
ence, how do you account for the fact that, when the Federal Gov-
ernment was lean in the administration of Herbert Hoover, that
things were so badly managed that we got into the Great Depres-
sion? That was a small government.

Mr. WEIDENBAUM. I could say before my time, but I was in dia-
pers at the time. My memory is a little hazy. If one of my col-
leagues wishes to respond, not that that indicates that they are of
greater age, just of more information.

Mr. NISKANEN. Mr. Chairman, I think it's important to focus on
what has happened during the postwar period. The rapid growth in
the money supply beginning in the mid-1960's has been associated
with both higher inflation and higher unemployment. Rapid
growth in all kinds of programs to assist workers and jobseekers
and so forth has been associated with higher unemployment and,
unfortunately, particularly higher unemployment among minor-
ities.

Back in the 1950's, for example, the unemployment rate among
minorities was a good bit lower than it is now. These programs
have not proved to be effective in accomplishing those aims that
people may have intended. It is not so much that they have enor-
mously contributed to those conditions, as they have not been effec-
tive in correcting those conditions to which they were intended.

Going back to your early remarks in comparing Mr. Reagan and
Mr. Hoover, if our program is moderately successful, we will be
successful in bringing the role of the Federal Government back to
the period of about John Kennedy. Let me remind you that in
1965, we had about 18 percent of GNP channeled through the Fed-
eral budget, about 7 percent of the GNP specifically for defense.

If we are fortunate in achieving all of our budgetary and econom-
ic objectives, we will not quite meet the conditions prior to the,
Vietnamese war. This was a period of time in which inflation rates
were 2 percent, unemployment rates were 4 to 5 percent. The Fed-
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eral Government was a substantially smaller share of our output
than it is at the present time.

I think that the conditions that existed under the Kennedy ad-
ministration are worthwhile and commendable targets for the poli-
cies of the Reagan administration.

Representative REUSS. Yes, staff has now provided me with those
citations with which I love to embellish whatever I say. See pages
27, 28, 29, and 37, passim. How do you like that?

Mr. WEIDENRAUM. I'm duly impressed.
Representative REuss. But particularly on page 37. "This chapter

has summarized the theoretical reasons for a limited role of the
Federal Government in the economy," et cetera, et cetera, et
cetera.

PROJECTED DEFICITS AND NEED FOR A TAX INCREASE

One last question, Mr. Weidenbaum. There is a widespread feel-
ing among responsible Republicans in both the Senate and the
House that the Congress will have to produce some kind of a tax
increase this year in order to reduce the horrendous 1983 projected
deficit. I'm well aware of the President's position on this. But if
Congress wanted to raise revenues substantially this year, let's say
in the $20- to $40-billion range, what revenue-raising measures
would you find the least objectionable?

In other words, if we can make you happy and do the right thing,
I'd much sooner make you happy.

Mr. WEIDENBAUM. I'm pleased to call the chairman's attention to
the revenue-raising measures contained in the fiscal 1983 budget.

Representative REUSS. Right. But the Republicans are talking
about something far, far bigger and somewhat different. So outside
of what's in the budget, and we'll stipulate that you're for that--

Mr. WEIDENBAUM. But that's my concern.
Representative Reuss. If our Republican leaders in the Senate

who wear the pants, if they come forth with an alternative pro-
gram, what kinds of initiatives by those Republican leaders would
be the least objectionable to you?

Mr. WEIDENBAUM. As an economic adviser to the President, I
don't think that it would be appropriate for me to suggest to others
alternatives to the President's program. I strongly welcome the
growing attention on both sides of the aisle in both Houses of Con-
gress-the entire administration does-we welcome the growing at-
tention to the serious problem of restraining outlays and curtailing
the deficit.

I urge you to focus as much as you can on the expenditures side
of the budget. As someone who is intimately involved in the review
of the appropriation requests of the various departments and agen-
cies, I'm always reminded of Harry Truman's famous dictum: He
never saw a budget that couldn't be cut.

So I urge your attention, rather than to increasing taxation-the
tax burden is quite high, as history points out, by any standard-to
the expenditure side of the budget.

As Mr. Niskanen pointed out in his statement a moment ago,any substantial reduction in spending will still mean that we
devote as a nation a larger share of our GNP, of our economy, to

95-755 0-82-- 31
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Government spending than through most of American history,
until just a few years ago.

Representative REUSS. And I would reply to your nostalgic refer-
ence to Harry Truman with one very similar, which has a little bit
of Will Rogers in it. I've never met an economic adviser I didn't
like. And that applies to you three gentlemen. You've given us an
interesting morning. Thank you very much for your patience. And
we will now stand in recess until tomorrow when we shall look at
the effects of the Reagan program on the cities.

Mr. WEIDENBAUM. I would thank the chairman and in regard to
Mr. Sarbanes' earlier question, I hope that I'm not too late for my
meeting with the President.

Representative REUSS. Splendid, because I've suggested a couple
of things that you can whisper into his ear.

So we will now stand in recess.
Mr. WEIDENBAUM. Thank you.
[Whereupon, at 12:10 p.m., the committee recessed, to reconvene

at 10 a.m., Friday, February 19, 1982.]
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The committee met, pursuant to recess, at 10 a.m., in room 2154,Rayburn House Office Building, Hon. Henry S. Reuss (chairman ofthe committee) presiding.
Present: Representatives Reuss and Mitchell; and Senator Sar-banes.
Also present: James K. Galbraith, executive director, Louis C.Krauthoff II, assistant director, Betty Maddox, assistant directorfor administration; William R. Buechner and Deborah Matz, profes-sional staff members.

OPENING STATEMENT OF REPRESENTATIVE REUSS, CHAIRMAN

Representative REUSS. Good morning. The Joint Economic Com-mittee will be in order for a continuation of its annual hearingsinto the President's economic program.
We are privileged this morning to welcome a strong panel, in-cluding representatives of our cities and the students of our cities.The staff is to be commended for producing a broad spectrum. Wewelcome Mayor Joseph Riley of Charleston, who I believe is a regu-lar Democrat-a southern Democrat.
Mayor RILEY. Very regular.
Representative REUSS. Mayor Schaefer of Baltimore, who is aprogressive Democrat. Would that include you?
Mayor SCHAEFER. I don't know what I am.
Representative REUss. And our old and esteemed colleague, BillHudnut, mayor of Indianapolis, who, when I knew him, was aconservative Republican, and I guess still is.
You all have been outstanding mayors of your cities. You haveseen the American cities generally and, in particular, your ownCharleston, Baltimore, and Indianapolis, defy the critics of 15 or 20years ago who said that the American city was on its way to beinga scrap heap. You have shown us in your own way that the citywas capable of great regeneration, and the question before us thismorning is: How are you doing, and what do you see on the roadahead, and how we on the Joint Economic Committee can benefitfrom the academic world?
We have two gentlemen who have been of great assistance tothis committee and, in a previous incarnation of mine, in the Sub-



committee on the Cities, you were both-you, Professor Bahl of
Syracuse and Professor Nathan of Princeton-always ready to help
us, and I'm delighted to have you with us today.

Before starting the panel, let me say that we have your prepared
statements, and, under the rule and without objection, they will be
included in full in the record.

Now, I would like to call upon Senator Sarbanes for his special
welcome.

OPENING STATEMENT OF SENATOR SARBANES

Senator SARBANES. Thank you very much, Mr. Chairman. I am
pleased to welcome the panel here. Mayor Hudnut and I are old
friends, undergraduates together in days long gone by. Mayor
Riley, I guess that's a blessed name in South Carolina, isn't it, it
seems to me?

Mayor RILEY. It's catching on.
Senator SARBANES. So I see. And the few people here from the

academic world, Professor Bahl and Professor Nathan-are from
my alma mater.

I particularly want to take a moment to welcome Mayor
Schaefer. I live in your city, Mr. Mayor, and so I think I'm in a
position to speak from firsthand knowledge about the extraordi-
nary leadership which you have provided Baltimore. Mayor
Schaefer is now in his third term as mayor of the city. Before that
he was president of our city council and before that a councilman.
Much has been made of Baltimore's renaissance now. I think it's a
prime example of the ability of an older city to renew itself and
bring back a spark of vitality that we have always associated with
urban civilization. But such renewal doesn't simply happen, and it
calls above all for the very skillful, committed, and dedicated lead-
ership of a mayor and other public officials.

Mr. Chairman, I just want to say we in Baltimore, with any dis-
paragement of the other mayors here this morning, think we have
the best in the country. I am very pleased that Mayor Schaefer is
with us this morning to share his own perceptions and observations
with the committee and with the Congress.

Representative REUSS. Since I have been treated with great cour-
tesy and hospitality in all three cities in my day, I suppose I won't
make any judgments, but I do have to say I share your great admi-
ration for your hometown.

All right, gentlemen, Mayor Riley, would you kick off, please.

STATEMENT OF HON. JOSEPH P. RILEY, JR., MAYOR, CITY OF
CHARLESTON, S.C.

Mayor RILEY. Thank you all very much, Mr. Chairman, Senator
Sarbanes. I greatly appreciate this opportunity to testify briefly
before you this morning and appreciate the leadership that both of
you have given for the cities of our Nation in the Halls of Con-
gress. I have submitted a prepared statement for the record, but
would prefer this mirning just to speak informally and briefly for a
few moments.

The favorite story of Chinese baseball is being bandied around
right now, and its fits, the difference in Chinese baseball which, as



you know, is in American baseball we move the ball and in Chinese
baseball they move the bases. To understand Chinese baseball you
need to keep your eye on the bases. I think it's important now inthe discussion of the budgetary issues and new Federalism that we
don't get locked into an agenda or a dialogue and be unable to
watch the bases, or to stand back and maintain an historical per-
spective of the needs and role of cities in our country.

Question: What has changed in terms of needs of our cities in the
past year or year and a half? What has happened to take us from a
nation that has just forged a national urban policy into a nation
where the leadership says we need no national urban policy? What
has happened? What has changed factually?

Nothing has changed. I resent personally and from an historicalperspective the fact that mayors are often thrust into the role ofbegging, asking for charity for our cities. We are rather asking for
what is our due. Someone has written recently that we are a
nation of great wealth at the national level and great poverty at
the local level, and, as luck would have it, everybody lives at thelocal level. [Laughter.]

As a nation, we ask our cities to house, support, and to provide
services for the institutions of culture that are a part of it. We as a
nation ask our cities to house, support, and provide services for the
institutions of education which are vital to us and neither of which
pay any taxes. We ask and demand our cities to provide services
for our hospital complexes which pay no taxes, We ask and demand
our Nation's cities to provide housing for the poor that moved infrom the rural areas to our cities as a part of the great caravan
that occurred in the 1940's, 1950's, and 1960's.

We ask our Nation's cities to provide a park system, play-
grounds, and open spaces for urban America. We ask our cities toprovide spaces for the churches, auditoriums, and concert halls. We
as a nation expect our Nation's cities to provide that and at thesame time we are told that we must repair the pockmarked centralbusiness districts; we must restore the rundown residential neigh-borhoods; we must rebuild our infrastructure which Nation's Busi-
ness said 6 weeks ago was one of the critical problems facing ourcountry. And yet we are now being told to do it with our own re-sources.

Telling our Nation's cities to rebuild themselves with their own
resources is no different than asking someone who has lost an armto grow it back on their own. It simply won't happen. The obvious
facts that impelled our Nation's Government-our Federal Govern-
ment-to develop urban strategies, those facts haven't changed,
Mr. Chairman. The facts are that the wealth of our Nation moved
from the cities to the outlying areas. If you think back and thenext time you go-whether it's in Baltimore, Philadelphia, Chicago,
or one of our older cities-and look at their institutions that were
created 50, 60, 70, 80 years ago, you see the obvious marks of awealthy government back then that had the resources because
cities were self-contained. They are no longer. Because of what has
been recommended and passed in the 1983 budget, it very severely
constricts the ability of my city to meet our needs.

We are very proud of the housing restoration projects that wehave in our city, block by block, border by border. Yet from 1976 to



1982 the costs of housing rehabilitation in my city doubled-dou-
bled. The community development block grant-the quintessential
block grant, the New Federalism which was given to us just a few
years ago, has shrunk by about 40 percent adjusted for inflation.
Section 312 we used to rebuild apartments, and provide housing for
the aged and for the infirmed, is gone. Our CETA program is being
cut. We have used this program very effectively, particularly title
VII, to work with the most innovative new programs in the part of
our city that is plagued with extraordinary high pockets of unem-
ployment. We used it to work with the Control Data Corp. and
their inner-city venture, and as a result we are going to provide
about 1,500 new jobs for the unemployed and structurally unem-
ployed. Without title VII, it would not have been possible.

The urban parks recovery program now gone, was once a hope to
rebuild the old urban spaces in our country. The Land and Water
Conservation Fund, quintessentially; the block grant automatically
went back to the States and in our State 50 percent of it went to
the local governments for them to set priorities. We rebuilt 16 play-
grounds in our city. Now that program is gone. Public housing
maintenance has been cut.

Finally, Mr. Chairman, on the issue of the New Federalism we
all at this table, certainly the mayors support more responsibility.
We don't back away from that. We pick up our garbage, we answer
citizens' complaints. We are the closest level of government respon-
sibility. That's nothing new to us, and we welcome it. But those
programs that fit into that dialogue of the New Federalism-reve-
nue sharing, community development, block grants-are proposed
to come back to us and in a few years the resources to be pulled
away.

The city of Charleston has already had invested $16 million in
private investment in a program that went with $8 million worth
of UDAG funds, 1,600 new jobs. Without the ability to generate
that critical mass, through New Federalism, the resources eventu-
ally will be taken away, and that capability of cities is gone. The
urban parks program again gone. Land and water conservation,
CETA, Mr. Chairman, as of now proposed is not a sorting out of
responsibilities, giving what we can back to the local level; rather
it is sending us responsibilities but eventually removing the nation-
al resources that we alone can't generate to do the job, and in re-
building our cities it is going to be essential that we have contin-
ued strong federally shared resources.

And that is simply, Mr. Chairman, a way of allowing the city of
Charleston to get the support from the entities that are 20 and 30
miles out that wouldn't be there but for our hospitals, but for our
colleges, but for our universities, but for our art museums, but for
our symphony, but for the essentials of an urban nation. But for
what they have in the city of Charleston and that wealth-that
generated wealth capability-wouldn't be there. The existing Fed-
eral partnership enables us to garner some of that generated
wealth and have it put into the institutions that make my area and
make every metropolitan area a place worth living.

We have not, in conclusion, Mr. Chairman, asked for the Federal
Government to do our work. Only to share the resources. We will
do the difficult work. Perhaps our generation's most challenging
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domestic job. But we will do the planning, we will do the consensus
building. We will do the neighborhood redevelopment. We will do
the backbreaking work. We will take the risk and we will take the
flap. We ask only in rebuilding our cities block by block, house by
house, neighborhood by neighborhood that the wealth of this great
Nation continues to be shared with the cities of this great, great
Nation.

If we don't do that, if the New Federalism as proposed sends
back additional responsibilities but with no resources-and getting
back to the Chinese baseball, getting back to the broad historical
perspective-we will have something that 20 or 30 years from now
is completely indefensible-a nation of wealth and strength, an
urban nation-the most urban nation in the world abandoning its
urban institutions.

Mr. Chairman, we ask that you and this committee continue to
provide the leadership to enable the cities of our country, with the
help of Federal resources, to do the work that we, as the locally
elected public officials, are most willing to do. Thank you very
much.

[The prepared statement of Mayor Riley follows:]
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PREPARED STATEMENT OF HON. JOSEPH P. RiLEY, JR.

I appreciate the opportunity to speak to you this

morning about the New Federalism and the effects of the

proposed Fiscal Year 1983 Federal Budget on the City of

Charleston.

The basic problem, I believe, is that the Reagan

Administration does not have an urban policy. The urban

programs now threatened by the proposed 1983 budget are

the result of a developing and learning process stretching

over the last three decades. This process has produced a

notable number of successes, both nationwide and in my city

of Charleston.

Federal grants from the Department of Housing and Urban

Development have enabled us to rehabilitate nearly 350 housing

units, through Community Development Block Grant funds and

Section 312 monies. Eight million dollars in Urban Develop-

ment Action Grant funds will create 1600 new permanent jobs,

more than 60 million dollars in new private investment, and

will be the catalyst for downtown revitalization. The Land

and Water Conservation Fund and the Urban Parks Program have

helped us to renovate or construct 16 parks in the city.

-These successes are, however, but a beginning. Much,

much more remains undone. I know that mayors are accused

of chronic complaining at this time every year, but look at

our problems. Cities do not have the tax base or the income

to meet their needs. America is an unusual nation. At the
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national level there is great wealth, at the local level--

great poverty; and as luck would have it, everyone lives at

the local level. The taxing ability of cities is severely

limited by the states. Hemmed in by the suburbs and the

flight of residents and economic development, cities have

watched their infrastructure deteriorate. Urban decay is a

national problem and national resources will be required to

rebuild our cities.

The dilemma facing you is two-fold: the short-term

impacts of the proposed 1983 Fiscal Year Federal Budget and

the long-term implications of the New Federalism.

In Charleston, our Community Development Block Grant has

been reduced for the past two years by a cumulative rate of

38%, adjusted for inflation. These cuts can perhaps be

better viewed in concrete terms. Renovation of a housing unit

on the City's depressed East Side cost $12,000 in 1976. This

same renovation would cost $24,300 in 1982. Yet our Community

Development funds are being cut. Revenue Sharing funds have

bought increasingly less over the last ten years.

Without the CETA Title VII program, the City of Charles-

ton could never have afforded the innovative City Venture

program that has attracted a major investment on the East

Side by the Control Data Corporation and will provide 1,500

new jobs in that depressed neighborhood during the next

five years.

Are these efforts and a dozen others to be dropped? My

city does not have the resources to pick up the full costs

of these initiatives.



-3-

As for the New Federalism, I see nothing wrong with

trying to sort out responsibilities among the federal,-state

and local levels of government. Yet the federal level must

make the resources available to the cities to meet our

responsibilities.

We took you at your word over the last few years that

you would forge a national urban policy to use the wealth of

our nation to see that our cities did not die.

We did not ask you to do the work but only to share

the national resources. We will do the back-breaking work--

the planning, the consensus building, taking the risks,

struggling to stay in the black. We at the local level were

willing to do perhaps the generation's most difficult.task,

to rebuild our nation's cities--house by house, block by block,

neighborhood by neighborhood.

The pledge to the nation's cities has been broken, the

faith has not been kept. We, as a nation, can afford huge

tax breaks to big oil companies, but we cannot help rebuild

our cities. How will history view that policy a hundred years

from now?



Representative REuss. We are off to a very strong start. Thank
you, Mayor Riley. Your suggestion when you said that as some sci-
entists, you know, talk about the greenhouse effect caused by the
burning of fossil fuels and the leak of carbon dioxide into the at-
mosphere and pointed out that if we allow that to get out of hand,
the Antarctic ice cap might melt and Charleston, Baltimore, and
our other great cities of the east coast would be 30 feet under
water.

I take it what your suggestion is, that even without such a green-
house effect, if the Government of the United States defaults on its
obligations to keep our strong cities, they are going to be under a
similar kind of drowning water.

Mayor RILEY. Exactly, Mr. Chairman.
Representative REUSS. Mayor Don Schaefer.

STATEMENT OF HON. WILLIAM DONALD SCHAEFER, MAYOR,
CITY OF BALTIMORE, MD.

Mayor SCHAEFER. Mr. Chairman, I hope you will grant me the
latitude of being able to wander around for a bit. First, Mr. Chair-
man, let met thank you very much for inviting me over. I listened
to the mayor of Charleston and he almost said it all. I'd like to call
your attention to a number of things.

First, why am I here? Your invitation asked me to discuss the
fiscal condition of the city of Baltimore, what our problems are,
and what that New Federalism means.

I appeared here in March 1981, and I came over not with the in-
tention of saying to you or to anyone everything that's proposed is
wrong. I didn't come over for that. What I came over for was to tell
you what would happen to cities like Baltimore, if the Federal
budget is cut.

What will happen to a city like ours? I said that I was for re-
duced spending, I want to reduce the deficit and reduce the interest
rate, want to involve the private sector, I want to do all those
things and all those things are important. But I also wanted to call
to your attention what would happen to the poor, to the handi-
capped, to the unemployed, to the senior citizens in our city and
every city in the United States similar to Baltimore. And I was re-
ceived and listened to, but I don't think the impression that I
wanted to make was there.

But what has happended since the time that I come over a year
ago? One, the weakened safety net that was proposed. What does
that mean, in so many words? A 25 percent cut in the basic pro-
grams, health, summer jobs, medicare, child care, and education.
Two, a severe blow to our economic development initiatives, direct
loans, loan guarantees, and IRB's. All of the things that were nec-
essary to keep a city like ours moving. Like the mayor said, the
initiatives that we had in moving our cities to successful cities are
being cut.

I also said that there would be a tremendous loss of purchasing
power in the Baltimore metropolitan area-about $350 million. How
can that come about? You know, when you have a job, when you
are secure, you really don't have to worry too much. But within a
couple of months 3,000 public service employees that were doing
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productive work were let go. When you look at the total United
States, and you say well, it's only- 3,000. But that's 3,000 people
that were working, taking care of families, taking care of mothers,
older people, whatever it might be, and they are putting money in
the economy and they are gone. And since that time, more and
more of those people have been laid off and the jobs are lost. This
is of great concern to me.

I suggested when I was here that when you change direction
you've got to know what the outcome will be. All of a sudden we're
going along in one direction and a complete and radical change
occurs. Overnight, people are out of jobs, day care centers changed
and closed, EDA grants are lost, loan programs are lost. It is a com-
plete change. And what we suggested was not quite so fast a cut-
back, a little bit slower if you have to. We can help you make those
decisions from our experience.

We weren't listened to and a radical change was made which had
a very severe effect on our city.

When I came over before I said I lived in a world of reality, and
then I was showed where the city of Baltimore was. Mr. Chairman,
you were very kind to us-and I talked about the things we have
done with Senator Sarbanes and our congressional delegation from
our State and all the aides. We took a city that had lost its pride
and we built the city into what I think is a very fine city, a city
that has concentrated efforts first in its neighborhoods and its
people and then rebuilt the inner harbor and all the rest of these
things that are called glamorous. But the beginning was in the
neighborhood with people, and we worked hard to do that and we
took our Federal money and our State money and we utilized it for
the city, and we asked you to come down and take a look at what
we did.

But I still live in a world of reality. Baltimore city houses most of
the poor, most of the unemployed, most of the disadvantaged, most
of the handicapped, most of the senior citizens that need assistance,
and we are surrounded by a very wealthy county. The poor are
confined to the city, and that has not changed. If anything, it's
more so right now.

Let's look at the world of reality in 1982: 45,000 unemployed, up
about 2,000 or 3,000 from the last time I was here; 40,000 minority
youths out of work, black youngsters; 40,000, up about 15,000 from
when I was here before; and 138,000 public assistance recipients
dropped due to tighter eligibility, but some of the people need help.
All of the people are still there; 44,000 seeking subsidized shelter.
When I say seeking subsidized shelter, we provide the public hous-
ing for people. The counties don't provide it. The counties are per-
fectly willing to let the city do it, and we don't mind doing it, if we
have the resources to do it.

All of a sudden, if you take away the ability for us to provide
housing, it won't be built in Baltimore County. Rehabilitation of
subsidized housing, where are we going to get money for rehabili-
tating subsidized housing?

Let me tell you about the composition of the city in one other
respect. One-third of the people pay taxes, one-third of the people
pay some taxes. By some taxes, I mean they pay enough to pay the
property tax and maybe educate one child. But if there are three



children, someone else pays the taxes. And one-third are tax recipi-
ents.

I said to my county executive, why don't you help us out? And I
pled and pled, and they said if you live in this world of reality, do
you think we could go to our people and say we've going to take
care of Baltimore City? Live in a world of reality; 27,000 unem-
ployed insurance recipients, $2.8 million paid out per week on un-
employment insurance recipients. If those people had been working
in some respects, rather than $2.8 million being paid our per week
it would have been better for employment.

And the last thing, the property tax rate that's $5.97. Now, re-
member what I said, one-third pay taxes, one-third pay some taxes,
and one-third pay no taxes. The surrounding county tax rate is ex-
actly $3.25. Our's is almost $6. And when you say send it back to
the local area in order to let them take care of the poor, who are
they? That one-third? That one-third is going to say goodby, I'm
sympathetic, but I'm not going to pay a $10 to $12 tax rate in order
to take care of the poor people.

And it slightly worries me. That's Baltimore City in a world of
reality today.

Let me talk to you about private and public partnership-can it
fill the gap? Anyone that thought in the very beginning that the
private sector was goin to be able to step in and say we're going to
hire all the people, we re going to be able to do all this in a very
short time, they weren't living in the world of reality. What you
have to do is, you have to work with the private sector in order to
fill the gap.

Let me cite just summer jobs. Two years ago we had 16,000 sum-
mers jobs. This year we'll have 5,000 in a city where there are
40,000 unemployed minorities alone. This year we're asking the
private sector to come up with 1,000 summer jobs, and you're going
to say to me that's a modest number. They wanted to come up with
600-and I'm not critical of the private sector, because in the city
of Baltimore I think they're doing a great job. We're stimulated to
get out jobs, so you go from 16 or 10 down to 5 and you add 1, and
there's still a gap of a tremendous amount of young people that
will be unemployed this summer. And you might say well, what
difference does it make that the kids are employed or not? If you
lived in a wealthy area where the families could be taken care of,
it wouldn't make any difference. But I stepped out of my office one
day and I saw a little girl at 5:30 and she said, "Mayor, I wasn't
paid."

And I said. "Well, what difference does it make? Can't you wait
until Monday?"

She said, "No, that money means that I'm allowed in my house."
It's the difference between living and not living. And you know,

that made an impression on me. That really makes a difference as
far as kids are concerned. They use it for clothing, they use it for
helping their families, they use it for going to school the following
year. And now these summer jobs you're talking about, with the
high unemployment, are not beginning to compete with the people
out of jobs. And when you're out of a job at my age, around 50-
and I'm older-50 or 55, and I'm older than that-60, and I'm older
than that-when you get to that age and someone says to you



you're going to go out and I'll help you, you know what I'm going
to do? I'm going to get a psychologist for you, I'm going to to tell
you what happens to you when you're 55 years of age and laid off.
The first month you're depressed; the second month you want to
jump in the bay; the third month you want to kill yourself, and
that's not exaggerating.

What I'm saying, unemployment in cities like ours is very impor-
tant. We lost $8 to $9 or $10 million in our public sector jobs. We
asked the private sector to come in with the blue chips, pick up
some of the programs. They did. They came up with $500,000 which
is a lot of money from the private sector all of a sudden to be
called upon to do. They came up with jobs in the public sector and
they took on such programs as weatherization, reading for the
blind, lead paint protection and all the rest. And what we did, we
got the business sector and said: here are all the programs lost as a
result of the Federal cuts. This is what we would like you to pick
up.

And we got the business community to pick up some of it. We're
going to get enterprise zones. We're one of the first cities that will
have an enterprise zone that will qualify whether it qualifies under
the Federal Government or not, because we are going to make our
own enterprise zone. Foreign trade zones, we are going to do our
own Federal foreign trade zone.

What I am trying to say is we are struggling in doing it, but we
still need assistance from the Federal Government. You know what
I said this winter to the cabinet, the people I have? You know what
I said? Three basic things I want you to do: I want you to provide
homes; I want you to provide warmth; and I want you to buy food
for our people, and those are your priorities. Those are the prior-
ities in Baltimore this year. Survival for people in need of food so
no one in the city of Baltimore starved. And we did it. We provided
for the first time an area for the homeless.

Mr. Standy over there, I told him you get me an old school, an
abandoned school, and open up a homeless shelter for the people.
Now, how long would it take the private sector to do that? Six or
eight months. You know how long he had? He had 6 days and he
opened it up, not to bring people other than overnight, just over-
night. And he opened it up.

You know what our priorities for the summer are? Summer jobs.
Get kids employed in the city of Baltimore. That's a high priority.
Other programs like the adopt a family, where we say to poor fami-
lies: if you tell us, we'll try to get a family to adopt you and we
adopted 1,500.

Smoke detector programs where poor people weren't able to buy
smoke detectors, we had 17 deaths in 21 days. We set up emergen-
cy shelters.

What's ahead? What's ahead for us? No new subsidized housing.
Now, you might say, mayor, you have most of the subsidized hous-
ing in the city of Baltimore now. Why are you worried about more
subsidized housing? There are 44,000 people on a waiting list for
subsidized housing in the city of Baltimore, and I repeat, the coun-
ties will not provide it.

Slash the job training by 50 percent. More plant closings and
massive layoffs as EDA and IRB's disappear. Pantry Pride is



closed, Two Guys closed, General Motors cut back, Eastern Stain-
less Steel, Bethlehem, Chevron Chemicals, Sears, A. & P., Mary-
land Shipbuilding, the loss of more than 10,000 jobs. Now, the thing
that worried me was the one thing that the President said last
night. I'm not trying to be supercritical of the President. We were
going on the presumption that the recession will be over in about a
year or 18 months, and I said what do you do between now and the
18 months. Those people have not disappeared from South Carolina
and Indianapolis; they're still there. But if that recession has no
termination date, what do we do? What happens while we are wait-
ing for that recession to terminate? And that worries me.

And we also find that transit fares will be increased for people
getting to jobs; 85 percent reduction of food stamp, loss of 44 teach-
ers of the handicapped, and more cuts to follow.

Another thing that worries me, take it to the State. Well, I don't
know about other mayors, but if it goes directly to the State rather
than to the cities, it's a disaster as far as the cities are concerned.
And I have told everyone, including the President, that it's the
wrong place to go. From my own experience, we will not have the
political clout to be able to say that the programs will come to us.

Of the State poor, 65 percent are in Baltimore, 33 percent of the
elderly, 45 percent of minority youths, 36 percent of unemploy-
ment. We are 18 percent of a total State population. Paul was one
of my good friends in the State legislature, I remember him being
there. We went through the State legislature. We will be compet-
ing with the rural areas. We will say we should get part of it, and
it's absolutely essential that money come directly to the city and
that the formulas be written in such way that they go to areas of
need. There is no reason in the world for part of this money-Fed-
eral assistance-going to counties that do not need it. And the po-
litical reality is it will be distributed on a per capita basis, which
will be a disaster as far as Baltimore City is concerned.

And I can tell you this because we had to go to court on educa-
tion. That was a serious decision that I had to make and I went.
OK.

What do we propose? We are not asking for a miracle. We are
asking for a couple of things-ongoing Federal commitment to
invest in people, human capital, people training the work force. Ab-
solutely essential for cities like ours to have training for the work
force.

I see our good Congressman is here, and he's heard this speech so
many times he could make it for me. You must have a training of
the work force. If an enterprise zone is to work, you must have a
training component built in. There are people that live in our city
that don't know what a job is. They have never had a job. They
don't know they're supposed to work 5 days a week, and you say
well, they're supposed to know that. I'm telling you, a training
force is absolutely essential in expanding economic development in
cities like ours. We've got to have special help as far as economic
development is concerned because industry is only going to go to
areas where there is a profit.

Delegating responsibilities directed to large, urban areas with
the concentration of problems. Flexibility to do the kind of pro-
grams to fit local needs.



What I'm saying in so many words is our plight has not gotten
better in the last year, and the cities should not be the only area of
suffering. People in those cities need assistance and help, and the
Federal Government can't just say we're going to get out of the
business of caring for people. They've got to help areas like Balti-
more where those poor are located.

My 10 minutes are up.
Representative REUSs. Quite a 10 minutes. Thank you very

much.
Mayor Hudnut of Indianapolis.

STATEMENT OF HON. WILLIAM H. HUDNUT III, MAYOR, CITY OF
INDIANAPOLIS, IND.

Mayor HUDNUT. Thank you very much, Mr. Chairman.
It's a pleasure to be here, along with my distinguished col-

leagues, to be invited to testify before the Joint Economic Commit-
tee during this most challenging time in government.

You asked what is happening now in terms of the impact of the
administration's economic program. I am not going to elaborate
greatly on what is happening in Indianapolis now because I have a
prepared statement I would like to read into the record, although I
would hope in the dialog perhaps some other things would come
out.

You asked for our views on the new federalism and the economic
recovery program of the administration.

I think it is important to say at the beginning that I support and
applaud the President's fundamental and commendable goal of re-
ducing the cost and size of the Federal Government. His approach
has been twofold:

First, through the series of spending and taxing cuts proposed
and approved by the Congress last year, to curtail the rapidly esca-
lating outlay of taxpayers' dollars; and second, through what is
now being called the new federalism, to restore balance to a severe-
ly overloaded intergovernmental system.

I would like to deal with the federalism issue first.
Lord Acton once described the genius of the American Constitu-

tion as follows:
By the development of the principles of federalism, it has produced a community

more powerful, more prosperous, more intelligent and more free than any other the
world has seen.

As originally conceived, and as experienced in practice until
recent times, federalism could be described as follows:

First, under authentic federalism, most government responsibil-
ities were the exclusive province of the States which, in turn, dele-
gated many responsibilities to local units of government. That, of
course, promoted flexibility and experimentation.

Second, most of the decisions that directly affected the daily lives
of the citizenry were made by those levels of government closest to
them. The public was far more capable of, and diligent about,
watching local and state officials, and the result was a meaningful
participation by the public in the governmental process.

Third, the role of the Federal Government was limited to those
,matters which were generally considered to be national in scope,



reducing the number of opportunities for the National Government
to dominate the States and the people who live within them.

As we all know, things have changed a great deal since then.
And while we can all agree that the category of responsibilities
generally considered to be of national importance has broadened a
great deal since Jefferson's time, it is also probably safe to say that
most of the major complaints we hear about government today-
that it is just too big, too bureaucratic, too arrogant, too inefficient;
that it taxes too much, spends too much, and regulates too much-
can be traced back to the withering away of a federalism in which
governmental roles and responsibilities were more clearly defined
and respected.

President Reagan is attempting to reduce the Federal overload
by consolidating categorical grants into block grants; by returning
authority and responsibility to State and local governments along
with money, we hope, to pay for them, and so on.

Those efforts I support entirely in principle. And as a member of
the President's Federalism Advisory Council, I hope to be able to
contribute to the strategic plan that will be needed to get from
here to there.

Of course, there are some obstacles in the way, not the least of
which is the rhetoric currently making the rounds. Arguments that
returning authority to State and local governments will restore
"States rights" to its buzzword definition strike me as being unfair.
Other protestations concerning "winners" and "losers" are at best
premature, and based upon fear rather than on hard evidence.

Now, this is not to say that "new federalism" is without its chal-
lenges. Many of the fears expressed are, indeed, based on historic
experiences, and as this process evolves in the coming months and
years, care must be taken to insure as much as possible that the
mistakes of the past will not be repeated.

Personally, I see at least three problems for the new federalism:
First, it may exacerbate the fiscal disparities problem-Mr.

Schaefer alluded to this-which is to say it may favor the strong at
the expense of the less strong, the Sun Belt at the expense of the
Snow Belt. Who knows-yet? But I think your committee rendered
a helpful service by flagging this issue, with your survey of 48
cities and your conclusion that it is those cities which have lost
population in the last decade and are now suffering the highest
levels of unemployment-for the most part, recession-plagued cities
of the industrial Midwest and East-that have had their Federal
aid cut most deeply, and are now being forced into the most painful
tax increases, service cuts, or both.

Commonsense would suggest that if the new federalism is going
to work, these inequities should be taken into account, adjusted for,
and rectified. Governor Snelling of Vermont has suggested, for in-
stance, that the new federalism be expanded to phase III, and that
after 1991 a Federal trust fund be set up to correct any disparities.
That sounds like an idea worthy of study.

Second, the new federalism will not work without strong State
and local governmental cooperation. As you know, many cities
around the country are of the opinion that they will not get a fair
shake from State legislatures which tend to be dominated by more
rural and suburban interests. We just heard Mayor Schaefer say
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this. But I hope that a new era in State-local cooperation is dawn-
ing, and I believe that the States are more sensitive and responsive
to the needs of cities than perhaps they were in the past.

Nonetheless, the suspicion and mistrust of yesterday continue to
be reminders today that a lot of work has to be done. The Presi-
dent has promised a mandatory "passthrough" mechanism to local
governments of portions of the trust fund he proposes to set up be-
ginning in fiscal year 1984, and we look forward to working with
him, the Congress, the Governors, and the State legislators to write
the language that will make that promise a reality.

As I said when I spoke to the National Governors Association
last summer, we are all in the same boat together, so we had better
start rowing together.

The third problem for federalism that I see has to do with politi-
cal leadership-political courage or the lack thereof. Do State and
local officials have the courage to make the tough decisions that lie
ahead regarding whether or not to raise taxes to make up for Fed-
eral shortfalls or to eliminate some programing? Are we willing to
tell the people who live in our cities and States that while we
might all applaud reduced Federal spending and taxing, the result
is likely to be either a reduction in local services or some increased
local taxes? That is a question that has not yet been thoroughly
analyzed, and I think in fairness to the people of this country, it
must be.

For example, the city of Indianapolis is losing about $4 million of
FAU money due to the cuts coming out of the Federal Government
here in Washington. We have a taxing mechanism that is optional
for us that we could put in place to restore that $4 million to our
local DOT budget. We have 3,100 miles of streets and 660,225
chuckholes, at last count, that we are responsible for. But in order
to enact the surcharge that has been authorized for us as an option
by the State legislature, I need to get 15 votes out of 29 on the city
council. I don't know whether that s possible or not because nobody
likes to be saddled with raising taxes. So the result is, if we don't
make up that shortfall, is to reduce services, that is, not to fill the
chuckholes.

Let me turn now to the fiscal year 1983 budget proposal.
During last year's round of budget cutting, the cities, by and

large, went along with the big cuts in aid from the Federal Govern-
ment. We could not overlook the fact that, according to U.S. News
& World Report direct assistance to cities had quadrupled in the
1970's and that some of the programs had not succeeded.

We feel now, however, that we have taken our fair share of the
budget reductions. It's time to look elsewhere for further savings.
Two-thirds of the first round of cuts last year, including social and
human service programs, were taken by the cities. We are glad
that in the current budget proposals, general revenue sharing,
urban development, action grants, and community development
block grants are still alive. But we are distressed by the never-
ending speculation that more cuts are yet to come. I would recom-
mend that a great deal of thought be given to Senator Domenici's
proposal to freeze Federal aid to State and local governments at
fiscal year 1982 levels and establish a huge megablock program in
lieu of categorical assistance.



Even more to the point, I think that is the time that the entitle-
ment programs and the defense budget be given the same kind of
microscopic scrutiny that urban programs have received-not to
mention various kinds of subsidies, which is another question.

With regard to entitlements, the food stamp program rose 1,800
percent in the 1970's. Non-social-security entitlements have risen
dramatically, from $8 billion in 1955 to over $180 billion currently.
Federal civilian and military pensions are indexed to inflation at
taxpayers' expense. Federal pension outlays, spurred by rising pay
and cost-of-living increases, have more than doubled in the last 6
years-from $7.1 billion in 1975 to $17.6 billion in 1981, and are ex-
pected to hit $65.3 billion by the year 1999. And we cannot forget
that the three social security trust funds have been losing money
since 1974, and that they are currently losing $18,800 per minute,
even though social security taxes soared by 2,011 percent between
1950 and 1980-four times faster than real wages and three times
faster than the Federal income tax.

When President Johnson came into office, Federal spending on
human resource programs stood at $34 billion, about 28.8 percent
of the total budget; now, it is my understanding that 53 percent of
current spending-almost $350 billion-goes for such programs.
Ever since the New Deal, Mr. Chairman, the trend has been to
boost Government-assistance programs, but those days are over.
The train has got to be slowed down. We must stop going to Wash-
ington with a tin cup in our hands, always wanting more.

In my opinion, the time has come to deindex the benefit pro-
grams. Would it not be more fair, for example, to index some of
these programs to the average wage increase during the year? Such
indexing would have saved the Federal budget more than $10 bil-
lion, according to some calculations we ran in my office during
fiscal year 1980. During 1980, while the CPI rose 13.5 percent, enti-
tlement benefits rose 14.3 percent, or more than inflation, while
the average person's wage increased only 9 percent. Figuring $2
billion per inflation point, that 5.3-percent differential amounts to
$10.6 billion.

On the defense side of the budget, I have no quarrel with the
notion that we must improve our military readiness, and I certain-
ly would not want to be a party to giving the Soviet Union the
wrong impression about our resolve. Nor do I have the expertise to
know whether or not we should have a given weapons system.

I cannot understand why the price of 47 weapons systems rose by
some $47 billion during a 3-month period, as they did in 1980. Nor
can I understand how the Pentagon made purchases of nonweapons
goods and services in 1980 totaling $30 billion without so much as
taking a bid. The wisdom of tolerating rivalries among the armed
services that costs billions annually and subsidies of lobbying for
defense contracts that cost millions annually escapes me. And I
cannot see how the Soviet threat retreated 1 inch when the De-
fense Department spent $500,000 to improve a bowling alley in Ar-
kansas and another $500,000 to build a wet-bar at a base in
Hawaii. I do know that those last two projects would have resur-
faced 20 miles of pothole-filled streets in Indianapolis or any other
city.



Now I know that many people are saying the Federal budget is
being balanced on the backs of the poor, the elderly, and the handi-
capped, and I know that President Reagan has indicated very little
flexibility when it comes to talking about the defense budget.

But the point is that we are never going to reduce the deficit or
get the national economy going in the right direction until liberals
start talking about capping the entitlements programs and conser-
vatives start talking about capping defense. It's easy for liberals to
support social service programs and criticize the military-industrial
establishment and for conservatives to do the opposite. But not
until conservatives honestly recognize that the Pentagon should be
run on a more businesslike basis and that waste and mismanage-
ment there should be curbed; not until liberals honestly recognize
that ever-escalating entitlement programs will require outlays that
the American economy will not be able to sustain; and not until
these two groups engage in a responsible dialog and forge an effec-
tive bipartisan coalition, will we be able to disenthral our country
from the debilitating effects of political rehetoric and focus on find-

.ing a solution to the grave fiscal problem of restraining the growth
in government spending that vexes us all. Liberal claims that the
President and conservatives are mean-spirited and insensitive to
the problems of the poor, the needy, the disadvantaged and the el-
derly, are unfair, and so are the conservative allegations that any
liberal who questions spending or demands accountability at the
Pentagon is unpatriotic or "soft" on the Soviet Union.

All of us in government, at all levels of government, must learn
to practice creative frugality. However, this process goes beyond
mere reductions in spending and total taxes. It also involves what
might be called the 'weaning of America"-a process in which the
people of this Nation reduce their expectations of government at
all levels, stop looking to government for solutions to all their prob-
lems, and begin to take some of the responsibility for those prob-
lems upon themselves.

These are tough times. As a mayor who has to balance his city's
books, I am troubled by the thought of deficits in the $90-$100 bil-
lion range-that's for the country and not Indianapolis. [Laughter.]

I also worry that such deficits are crowding out private investors
who have the capability of rejuvenating urban America, and I
wonder if those deficits and recently enacted protions of Federal
tax policy are destroying the municipal bond market which needs
to be healthy if urban America is to provide the infrastructure that
economic renewal will need. Thoughts here in Washington-I have
heard rumors about-of eliminating the tax exemption on munici-
pal bonds frighten me even more and will make investors even
more leery of investing in those bonds.

But in it all and through it all, I think it is important that we
not lose hope. I have heard Mayor Schaefer say at the U.S. Confer-
ence of Mayors meeting in Louisville last summer that the cities
are going to survive whether it's 10 percent less, 20 percent less, or
30 percent less. And he got a standing ovation.

The goals of the President's economic programs are to expand
the private economy, bring down inflation and interest rates, and
boost output and create real, not make-work jobs for the future.
These goals cannot be achieved overnight. Many of our problems



have been accumulating over a 50-year period and will not go away
because the President or someone else waves a magic wand.

We must have enough faith in the future to try this approach
and have confidence that, in time, we will be moving again down
the path to growth and prosperity. Thank you.

Representative REUSs. Thank you, Mayor Hudnut.
Mr. Bahl.

STATEMENT OF ROY BAHL, PROFESSOR, MAXWELL SCHOOL OF
CITIZENSHIP AND PUBLIC AFFAIRS, SYRACUSE UNIVERSITY,
SYRACUSE. N.Y.
Mr. BAHL. Thank you. I would like to highlight some of the

issues that I think are raised by the New Federalism and the ad-
ministration's programs, just briefly.

It seems to me there are three premises behind the administra-
tion's programs. The first is that it is necessary for great amounts
for defense; the second is that it is necessary to reduce taxes to
stimulate capital formation and investment; and the third is that
social service expenditures are nonproductive and really should not
be allowed to contribute to a Federal deficit.

I think it is these three premises that lead to what we now hear
as New Federalism, composed of the turnback and swap. The best
interpretation of it is probably that you get government closer to
the people. The worst interpretation is that the Federal Govern-
ment really did not think through the reactions of State and local
governments, and they are simply attempting to offload part of the
Federal Government onto them. And if that's right, then the conse-
quences may be quite severe for the administration's policy.

Either way, my reading of the administration program suggests
to me it wasn't very well thought through. Not only do the num-
bers not appear to add up, but a lot of the consequences of the pro-
gram don't appear to have been anticipated.

I'd like to talk about just four things: first, the consequences for
income distribution in the economy; second, the consequences for
regional competition within the country; third, city financial prob-
lems; and fourth, the question of the effect of the New Federalism
on overall capital formation.

First, I would just like to say something about this question of
the assignment of functions. Academicians have studied this for
100 years and haven't agreed very much on which level of govern-
ment should supply which functions, with one exception, and the
one exception is that pretty much everyone agrees that income
transfers belong at the Federal Government level. If you move
them down to a lower level and you attempt to subsidize low-
income people with transfers then you attract low-income people to
the community and drive away high income taxpayers that support
these transfers, and it just doesn't work. It strikes me as strange
that the cornerstone of the New Federalism really is to turn back
the responsibility for at least a part of income transfers to the
State and local government level.

On the question of income redistribution, I haven't seen good es-
timates of what the overall administration program means. The
Federal tax cuts in the broadest sense, if they do what they're sup-



posed to, are unlikely to be regressive. Certainly, we think that
cuts in social services will have regressive impacts, particularly in
the cities, but the overall effect depends on what the State and
local governments do.

Now if the State and local governments respond by raising social
service expenditures, if they're able to do that, then it will in some
way offset the regressivity of the Federal program. But on the
other hand, we will have substituted progressive Federal income
taxes for that. We will have substituted more regressive State sales
or property and even income taxes. So no matter how you cut it,
there's a worsening of distribution of income. How bad, I think we
really don't know.

The second issue is regional competition. We all know what is
happening between the Sun Belt and the Snow Belt, that an in-
creasing share of population, jobs, and income is moving out of the
older regions of the country to the newer regions. We're just begin-
ning to understand the implications of the comparative advantage
of the resource-rich States and what they might be able to do to
hasten that outmigration.

One policy might have been not to say that it should be slowed,
that the sorting-out process probably has to occur, but that Federal
Government has a responsibility to make the transition a bit
easier. Indeed, the New Federalism, I think, would probably accel-
erate this outmigration. First of all, it raises a problem of the com-
parative disadvantages of central cities who will bear these cuts
very heavily, and it would encourage a great deal of the industrial
subsidies' policy that we have seen in recent years. I don't see how
anyone could argue that that would be in the national interest.

Third, is the city financial problems issue. In the best of times
this kind of program would have been tough on cities; but in a time
of the recession when central cities are so hard pressed, it could be
disastrous. We have learned a lot in the mid-1970's about what re-
cession does, not just to the quality of life in a city, but to the
budget of the city, and I know, Mr. Chairman, you have talked
many times about estimates of revenue loss associated with reces-
sion in central cities. It also raises expenditures requirements sub-
stantially, and that's accelerated even more by the tightened eligib-
lility requirements for certain programs. So where is the relief
going to be for cities over the next couple of years? Certainly, it's
not going to be at the Federal level, because there's less aid, in gen-
eral, and because the kind of safety net programs during a reces-
sion like this, like CETA, aren't with us anymore. In addition,
there doesn't appear to be any kind of turn back program, because
one doesn't see the Federal revenues for the turn back problems
adding up to the same amount of money as the cities were getting
before.

Maybe the cities could look to the State governments. But the
State governments are going to be cut, and anyway the States don't
have that good a track record in terms of allocation of money be-
tween central cities and suburbs. The more likely place that cities
will look is to declining service levels further which they will cut
back and to deferred infrastructure.

Another question raised with respect to cities is what about
bankruptcy? Is it inconceivable that these kinds of cuts, combined



with the recession, will push some cities to the edge, like we saw
during the last recession in the mid-1970's? If that is so, what does
the administration program suggest about dealing with bailout
problems?

On the question of capital formation, just a couple of points. The
administration program to reduce taxes is particularly geared to
stimulating investment and increasing the rate of capital forma-
tion. Now the idea is that by various kinds of tax reductions and
incentives, we can increase the rate of return to owners of capital.
But what if the State and local governments react by picking up
some of the slack and increasing taxes? At their disposal, they do
have direct taxes on business, nonresidential property taxes and to
some extent, income taxes, all of which could work to reduce the
rate of return to owners of capital.

So in a sense, part of the whole supply-side argument could be
dampened by the reaction of State and local governments-whether
State and local governments do raise taxes or whether they don't
raise taxes, and whether infrastructure investment is increased.

The administration would argue-and I think correctly-that it's
important that State and local governments invest in roads, bridges,
machines and plant and equipment is important, but isn't it also
important that State and local governments invest inroads, bridges,
ports, and public utilities? Don't we run the risk of creating some
kind of bottleneck to increase productivity in the economy if we
don't encourage investment by State and local governments?

The New Federalism and the administration approach does a
couple of things. It gives less money to State and local govern-
ments, less discretionary money to spend for capital formation. The
large deficit creates a credit squeeze which may squeeze many
State and local government borrowers out of the market, and the
interest costs are high, all of which suggests that there will be a
substantial reduction in the rate of capital investment by State and
local governments.

Finally, what about human capital investment? Didn't we learn
somewhere along the way that there was some productivity associ-
ated with that? I have one good thing to say about the New Feder-
alism that I read so far. Better than its predecessor, or in one way
at least, it addresses the question of what will be the role of the
various subnational units of government, and it seems to make the
case that State government will be the key factor in the State and
local government sector. It doesn't go very far in telling us what
that means, and it doesn't have any provision to tell us how States
should behave toward cities and toward suburbs, but at least it at-
tempts to make the statement.

I think in general the problem with the New Federalism, as I
have read about it so far, is that it says a great deal about the Fed-
eral Government, but it has very little to say about the anticipated
reaction of State and local governments to this program.

[The prepared statement of Mr. Bahl follows:]
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PREPARED STATEMENT OF Roy BAHL

The Administration's program to protect, restructure and stimulate the

growth in the U.S. economy seems to be built on a few basic premises: heavy

increases in defense spending are necessary to keep up with the Russians; Federal

tax reductions are necessary to stimulate investment and capital formation in

the private sector; and Federal spending on the social services is not pro-

ductive and ought not to be allowed to contribute to Federal budget deficits

and inflation. Together, the premises have lead to the newest Federalism,

an emerging program which is aimed at transferring a larger share of the

responsibility for delivering and financing public services back to the state

and local government level. The new program is not spelled out in any great

detail by the Administration, and some bothersome inconsistencies and ommis-

sions seem apparent.1 One wonders how much thought lies behind so bold an

initiative as this.

I would like to address myself to the implications of this newest

Federalism for the state and local government sector in particular, and for

society in general. My view is that the societal costs of this program will

be very great indeed. The distribution of income will be worsened, regional

competition for jobs and resources will be encouraged, and a new round of

urban crises could ensue. One result of these problems is that the chief

benefit of the Administration program--increased investment and capital

formation--may be considerably dampened by state and local government actions.

Each of these issues is briefly discussed below.

IThe only information I have on the new Federalism is the Adminis-

tration's release, "The President's Federalism Initiative: Basic Frame-

work," (January 26, 1982).
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THE ASSIGNMENT OF FUNCTIONS BETWEEN THE FEDERAL, STATE AND LOCAL
GOVERNMENT LEVELS: THE ISSUE OF INCOME DISTRIBUTIVE SERVICES

Scholars and policy analysts have long been intrigued by the question

of the proper assignment of functions between levels of government. Which

functions of government should be the financial responsibility of which level

of government, and where should decisions be made regarding the level and

type of services delivered.

The conventional wisdom has been particularly clear on the question of

who should provide income transfers. Distribution is properly a Central

Government function. State and local governments cannot take on major re-

sponsibility for transfer programs aimed at improving the distribution of

income. This is because Lax bases (people and businesses) are mobile and

may move to other jurisdictions to escape the burden of financing redistri-

butive services. At the same time, low income families may move coward

areas where subsidies are greatest or at least be held in chose areas

rather than migrating to regions where jobs might be more plentiful. To

be sure, state and local governments do make decisions about taxation and

the provision of services (such as education) which may have profound

effects on the real income position of poor citizens, but few would argue

that sub-national governments can maintain an efficient system of Income

transfers.

The actual trend in expenditure growth in the U.S. would seem to reflect

a general belief that this reasoning is correct. A dominant trend in the

American fiscal system has been the continuing increase in the budget claim

of health, education, and welfare expenditures. The increase in public ex-
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penditures at all levels of government as well as the shift toward an in-

creasing Federal share has been largely due to increased health, education,

and welfare expenditures. At the Federal government level, the expenditure

increases in the past two decades have been dominated by increased grants to

state and local governments and increased Social Security expenditures. The

trend has been quite dramatic. Combined Federal grants and direct expendi-

tures for social welfare functions have increased from 66 percent of total

Federal/state/local expenditures on those functions in 1950 to 78 percent

in 1975.

The Administration's proposals would seem to both reject the notion that

income redistribution is more properly a Federal than a state/local function

and reverse the trend of the last 20 years. With respect to the latter, a

clear implication is that an increasing share of spending for social services

will occur at the state and local government level.

The Administration's program would appear to call for a $50 billion

transfer of Federal programs to states over an eight-year phased transition.

The major components of this program are a "swap" of Medicaid in exchange

for state takeover of foodstamps and AFDC, and a "turnback" of approximately

43 Federal, social, health and nutrition programs. It is clear that the

intention is to charge states with making the decision about the kinds of

services to be delivered. The Federal program outlines a financing scheme

to support the "turnback" in the early years and then assume increasing

state financial responsiblity after 1987. The implication is quite clear:

the Administration sees income redistribution as being an increasing re-

sponsibility of the state and local government sector.
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IMPLICATIONS FOR INCOME REDISTRIBUTION

The Administration's programs will likely worsen the distrihution of

income in the U.S. I have not yet seen a thorough analysis of the impact of

the Administration's tax cuts on the overall distribution of tax burdens, but

one could believe that the distribution of these burdens is regressive. The

cuts have come in the most progressive U.S. tax, the Federal Income Tax, and

wore structured so as to maximize investment incentives. Assuming that the

Administration was able to properly design their system of tax cuts to achieve

desired objectives, the distributional impact is almost certainly regressive.

On the expenditure side, there is a substitution of defense spending for

social service spending. Since most of the social cuts appear to be coming

in health, education and welfare programs, with programs for the disadvantaged

being hit especially hard, a regressive pattern of impact is assured. Such

a program cannot but harm the distribution of real income in the U.S.

To the extent that some of these social service cuts will be made up by

increased stato and local government taxes, the impact on the tax system will

ilso be regressive. The same is true even if the Federal government finances

the turnback with excise taxes. In effect, we will have substituted state

and local government sales, income, and property taxes, or Federal excise

taxes, for Federal personal income taxes. I can think of no research that

suggests such a trade would do anything but worsen the interpersonal dis-

tribut ion of income.
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IMPLICATIONS FOR REGIONAL COMPETITION

For the past ten years there has been a growing competition among

the states for jobs and Federal favors (e.g., Federal grants, direct Federal

expenditures, favorable Federal regulations). The well-documented sun-belt-

snowbelt shifts that have occurred during the past decade have fueled this

competition. The states in the Southeast and Southwest have gained an in-

creasing national share of population, jobs and income. Their representation

in Congress has strengthened and consequently their share of Federal assis-

tance is thought to have grown. On top of all this, there is the issue of

the rising cost of energy and the comparative advantage of the resource-

rich states.

Per capita personal income disparities have been narrowing at such a

rate during the past ten years that most projections suggest a comparative

advantage for the growing states of the Southeast and Southwest by the end

of the century. The declining states' comparative disadvantage could be

accentuated even more to the extent energy-rich states make us of severance

taxes and export these burdens to the Northeast and Midwest. Moreover,

reductions in Federal assistance could reduce public service levels in the

Northeast and Midwest while driving up relative tax burdens in those states.

It is interesting to note that after several years of substantial tax reduc-

tion, the Governor of New York is proposing a one percent increase in the

retail sales tax to deal with the revenue shortfall.

In the face of these pending disparities and with national economic

growth slowing, one response would have been for the Federal government to

attempt a program to ease the transition for both declining and growing
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states. Instead, much responsibility has been turned hark to the states

and competition will be heightened. The temptation should be greater than

ever for states to provide tax incentives to attract business. This could

result in unnecessary revenue losses in the Northeast where resources will

be especially scarce in any case. From a national perspective, there is

little to be gained from competitive subsidies.

CITY FINANCIAL PROBLEMS

As several analysts have pointed out, the impact of the new Federalism

will be particularly severe on large central cities in the declining regions

of the country. Many will face substantial reductions in revenues--shortfalls

that cannot easily he made up in today's economy. In a sense, these central

cities are doubly-damned by the Administration's programs. First, their

economies suffer dramatically from increasing national unemployment rates.

These increases in unemployment have familiar effects on the public sector,

i.e., social problems such as increasing crime rates are observed, revenue

potential is off, the demand for social services is increased, etc. At the

same time, these cities will be hit hardest by the Administration's cutbacks

of social services. Traditionally, central cities have not been able to look

to the state governments to provide relief for this problem. States may be

even less sympathetic with city/suburb disparities now, not only because of

suburban dominated Legislatures, but because the newest Federalism also

shrinks the flow of Federal aid to state governments.

The Administration seems to have overlooked the implications of three

particularly imoortant problems. The tirst is that the problem of a deter-

iorating infrastructure could grow even worse. High interest rates, less
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discretionary revenues available for local and state government capital

projects, and the need to use scarce resources to meet social service

priorities all will work in the direction of continued postponement of

capital construction and maintenance. Moreover, the substantial borrowing

needs occasioned by Federal budget deficits will have severe implications

for the bond market faced by state and local governments.

A second important problem, perhaps overlooked by the new Federalism,

is what posture will be taken toward municipal bankruptcy? It would not

seem reasonable to assign this problem to state governments at a time when

state government resources are being reduced dramatically, but the Adminis-

tration's philosophy gives every indication that state and local governments

will be left on their own. An admittedly rough accounting of the funding

involved in the "swap" and "turnback" programs suggests not only a restruc-

turing but a substantial reduction in the total financing available. The

hardest-pressed central cities may well be the hardest hit. This is indeed

an uncertain area which ought to be addressed by national urban policy.

Finally, there is the question of the role of state governments. The

Reagan Administration's program is to be applauded at least for facing the

issue and apparently making a decision that state governments will play a

key role in the Federal system. Moreover, to the extent that direct aid

flows to local governments will be reduced, it seems clear that the inten-

tion is to place more and more responsibilities with the state. However,

many of the implications of this decision have not been directly addressed.

For example, what mechanisms will insure that state governments will act to

deal with central city-suburban disparities, what will be the state responsi-

bility in the event of bankruptcy or default, etc?
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THE IMPLICATIONS OF FEDERAL TAX CUTS

The reductions in the Federal personal income tax were argued on a

basis of increasing capital formation in the economy. However, the

new Federalism proposals may offset some of those investment gains by

inducing increased state and local government taxes. With Federal aid

cutbacks as substantial as they are, state and local governments will

likely respond by increasing retail sales, personal income, business, and

property taxes. Certainly the increased income taxes on the highest marginal

rate payers, increased business income taxes, and increased non-residential

property taxes, could work to lower the effective rate of return to capital

in some states. Moreover, the "price" of Lax cuts to state and local govern-

ments will have risen as a result of Federal tax reductions, i.e., the

deductibility benefits are now less valuable to Federal income tax payers

because of their lower marginal tax rates. As a result, middle and upper

income tax payers are able to pass a smaller share of every dollar of state

and local government tax increases along to the Federal government, and

are therefore more resistent to state and local government tax increments.

Another consideration is that public as well as private investment

adds to the productivity of the economy. is it not reasonable to believe

that further deterioration of the capital infrastructure in urban areas--

e.g., roads, public utilities, ports--can impede productivity increases?

Could not a similar statement be Made about investments in human capital,

i.e., education and health services?
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NATIONAL URBAN POLICY

It was pretty clear to most observers that the national urban policy

of the Carter Administration did not address many of the important issues.

In particular, the followingweremore or less ignored: whether the Federal

government ought to attempt revitalization of declining areas or compensation

for their losses during a period of financial adjustment; whether inflation

and recession ought to be viewed as a part of intergovernmental policy;

what roles should state governments play in the intergovernmental system;

and what will be the Federal policy toward big city financial disasters?

The Reagan "new Federalism" seems to address one of these problems.

It identifies the state governments as the key actors in the state and local

government sector. On the other hand, 'the Administration does not go very

far in spelling out the meaning of this role.

Like its predecessor, this Administration has not dealt with the other

three issues. On the one hand, there are discussions of enterprise zones as

methods of urban revitalization but no consistent policy regarding how to

deal with regional disparities has emerged. Surely the Federal government

has a major role to play in this area, i.e., the regional allocation of

substantial increases in defense spending, the allocation of Federal grants,

deregulation of energy, the method of taxing energy resources, etc.

Finally, the Administration is making no statement about intentions

to compensate state and local governments for the effects of inflation and

recession. Indeed, the Administration has increased the hardships on state

and local government budgets associated with increasing unemployment. Unemploy-

ment compensation benefits have been altered to the detriment of local

government areas with substantial amounts of unemployment, state 
and local

governments will be left to their own devices to finance a larger share of

welfare-related costs, and countercyclical assistance and public works pro-

grams have been eliminated.



Representative REUSs. Thank you very much.
Mr. Nathan.

STATEMENT OF RICHARD P. NATHAN. PROFESSOR. WOODROW
WILSON SCHOOL OF PUBLIC AND INTERNATIONAL AFFAIRS,
PRINCETON UNIVERSITY. PRINCETON, N.J.
Mr. NATHAN. Thank you very much, Mr. Chairman.
I would like to start off by quoting a line of Will Rogers. He once

said, "Things will get better despite our efforts to improve them."
This is a quite grim period for urban public finance and for the

economy. I have been before your committee before, and usually
am very optimistic and bright and cheerful, but I don't feel that
way today. So I start off on that note.

What I would like to do, Mr. Chairman, is to briefly mention re-
search that we are conducting at Princeton University, and I have
asked to insert a prepared statement that describes our research,
rather than go into detail about what we are doing. We are con-
ducting a national study of the effect of what we call the Reagan
domestic program over the 4-year period 1981 through 1984. Rather
than give you details, which are in my prepared statement, let me
mention three figures.

We are studying 54 governments. We have 36 field researchers,
economists, and political scientists, all around the country. And I
am grateful to be able to say this for the first time because it's just
been made public-we have received $908,400 from the Ford Foun-
dation to conduct this research. The research is underway. It's
been underway for about 3 months and it's too early for me to say
very much to this audience about what we see as the results so far
of the dramatic changes in American domestic policy by the Feder-
al Government under the Reagan administration. But I would like
to make a couple of generalizations by way of early ideas on my
part of what I see from our studies, as we now have preliminary
data from our 54 jurisdictions.

First of all, I think it's helpful to have a little framework of how
you think about the effects of budget cuts. Budget cuts can affect
cities in four ways. They can be ratified, that is, the city can say
we're not going to make up the money and whatever program is
cut, we're going to cut that program or that service or to be that
person off of welfare or food stamps so that the cut is ratified and
the private sector becomes bigger and the public sector becomes
smaller.

A second thing that can happen is that you have what I call a
compounding effect, which is that a local government or a State
not only ratifies a cut by making that cut, but compounds it by cut-
ting deeper into the same service.

A third thing that can happen is what you would call a replace-
ment effect; that is, that a State or a local government can replace
the cut.

A fourth thing that can happen is that they would augment the
service that is cut and actually increase spending for it.

As you can see, the first two are negative for the domestic public
sector and the second two are positive in terms of State and local
services, if you want to look at it that way on a balance sheet.

95-755 0-82--33



What I think I can tell you so far, Mr. Chairman, is that the first
two definitely prevail; that what we are finding and what I think
we are going to find quite consistently in our studies is that the
cuts that the national Government has made are being ratified,
that the services and the benefits are being cut by State and local
governments.

The second thing that I can say is that we already see some of
what I would call this compounding effect, and let me give you two
hypotheses. One hypothesis is that when the Federal Government
cuts, that State governments will plunge in and will make up these
services and give leadership or that local governments will do the
same. And another hypothesis is that if its popular to cut in Wash-
ington, it's going to be popular to cut out there in the State and in
local jurisdictions.

What I think we are finding so far-and this is tentative-is that
there is more mimicry in the system than there is a kind of leader-
ship response. That is to say, there are more "We'll cut the same
thing and show you we can do it, too" reaction than there are reac-
tions in terms of picking up the service and putting up more
money at the local and State levels into what the Feds have cut.

The second point I did make as a general point so far about the
cuts that had been made in the reconciliation act last year, is the
cuts have more effect on people than they do on government, more
effect on food stamps, AFDC, medicaid recipients, than they do on
the treasuries and governments, and that the big effect is on the
working poor and that you could generalize and say the most af-
fected by the cuts made so far in the Reagan domestic program are
poor people and poor cities, poor governments.

Let me say a word about poor cities and the way in which its
been discussed here-by poor, I mean fiscally poor, hard-pressed
cities that are having a very hard time providing the basic services
that city governments provide.

What we are finding is that something called dependence-Fed-
eral aid to dependents, being hooked on Federal aid works like this.
If you're a hard-pressed government, you're fiscally troubled, you
take every dollar you can get, including those Federal aid dollars,
and you put those Federal aid dollars as best you can by all kinds
of very subtle, sophisticated, and legal tactics, into the services that
city governments are supposed to provide-their basic services. If
you are better off and more conservative, you take those Federal
grants and you put them off to one side and you say we don't want
to have these Federal grants mixed up in our treasury because
those guys-those people in Washington, pardon me-are so unpre-
dictable they'll change the rules and they'll pull back the money.
We don't want to be tied to those Federal aid dollars. We don't
want to have strings going that way, so to speak.

What I find in our research is that the cities with the most seri-
ous problems are going to be the most affected in terms of their
vital function, affected by these cuts because they are the ones who
are dependent behaviorally, that is, they use Federal aid money to
keep body and soul and vital services together.

Mr. Chairman, if I could very quickly make two other points.
One is I brought a table with me today that we printed out last
night at 9 o'clock, and this shows in a most wonderful but elabo-



rate way how current services in 1983 and 1982 are affected by the
Reagan program. This is a new table that will be part of our analy-
sis base line, which will be published as a book in about 6 months,
and I am offering a prize today to anyone who can understand it. If
anyone would like, I will go through and explain it, but I have not
time in my 10 minutes to do anything but say I have a new table
and it shows just what I said is true, that the cuts have been and
continue to be predominately in the welfare program areas and in
social program areas that affect primarily people. But certainly in
a larger setting or in a larger way, the poor and particularly the
working poor.

And the budget says that. I'm not telling you something that is a
secret. It's right in the budget. I can read to you in the budget
where, in chapter 6, page 27, in a very nice way, very technical but
clear way, the President says exactly what I just told you.

Finally, I was invited in your letter to say something about
swaps and turnbacks, and I want to say something very quickly on
the New Federalism swaps and turnbacks. Roy Bahl said that ex-
perts have been working on turnbacks and sorting out functions for
100 years. I think he was referring to me. I have been working on
this for 100 years.

To pick up on what Roy said, let me say I agree with everything
he said, and I would like to quickly make a proposal. I think there
is a much better way to sort and turn back that would have the
following four elements: First of all, food stamps ought to stay
right where they are. I don't see why food stamps shouldn't contin-
ue to be primarily federally financed and structured for policy pur-
poses. I don't understand why that's in the package.

Second of all, the swap ought to be between AFDC and the turn-
back program. But the swap ought to work in the following way:
We ought to move on what Professor Bahl said is the historic path
we have been on of more national responsibility for income trans-
fers by gradually phasing in more Federal responsibility for AFDC
and, if that costs money to the Federal Government, they would
then cut back turnback programs to even out that exchange. And
let me say that's good, conservative philosophy. I think a Republi-
can-a conservative-would say if you believe in the market,
people ought to vote with their feet. And if you want people to vote
with their feet and go where the jobs are, you can't have the kind
of artifical barriers you would have if every Government had a sep-
arate welfare system and they competed to push out the poor and
to keep the benefits down.

Third, Mr. Chairman, medicaid really belongs in another box.
That belongs in a box with medicare. We don't have a welfare
mess. The welfare rolls are not growing. We have a medicaid mess,
a health care policy mess, and what we really ought to do is re-
think our health care programs. And President Ford had a much
better proposal than any I have seen to do exactly that. It could go
back. This whole business of New Federalism and sorting out func-
tions, in my 100 years of working on it, is not so new. We have
been working on these things for a long time, and further, the
whole idea of a grassroots trust fund, I don't see any need for that.
The Federal Government's got everything it can do to come even
somewht closer to reducing its deficit. It's got to reduce the deficit,
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and I would leave that out. So it seems to me to be a simpler way
of doing this.

I have to end on a quote that I always use. I always quote your
man, Mencken, Mayor Schaefer, who said, "For every human prob-
lem there is a solution which is simple and wrong." [Laughter.] I
apologize if mine is in that category.

[The prepared statement of Mr. Nathan follows:]
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PREPARED STATEMENT oF RICHARD P. NATHAN

In 1981, the Reagan administration proposed and Congress
enacted the largest peace-time redirection of federal
budgetary policy since the New Deal. Domestic spending was
sharply reduced; fifty-six categorical grants were combined
into nine block grants, the intention of the block grants
being to give state governments greater control over many
federal programs. Further cuts and basic changes in the
domestic programs of the federal government are proposed in1982 for fiscal year 1983.

This redirection of spending, combined with efforts to
shift the control of many programs from the federal
government to the states, will have important repercussions
for domestic government in the United States. Four types of
effects are likely to be of great interest;

* effects on the finances of state and local governments
and the nonprofit organizations that have been
receiving federal funds;

* effects on the services these governments and
organizations provide;

* effects on particular population groups and geographic
areas and,

* effects on institutions and processes of state and
local governments.

Information on these four types of effects will beimportant not only in evaluating the Reagan administration's
domestic program but also in gaining a deeper understanding
of the workings of the American federal system.

This statement describes a field evaluation study being
conducted by a network of political scientists and
economists on the effects of the Reagan policies on the
policies, processes and operations of state and local
governments. The first phase of the study is supported by agrant of $908,400 from the Ford Foundation. The planned

- 1 -
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research period will extend through fiscal year 1984, which
ends September 30, 1984.

The researchers are studying changes in the budgets,
service levels, and political and institutional arrangements
of a representative sample of state governments and local
governments in both urban and rural areas. Researchers in
the field use a common reporting format; their efforts are
coordinated by a central staff. The sample of fifty-four
governments is structured to yield generalizations about how
the Reagan program affects different types of jurisdictions,
while at the same time covering a large enough proportion of
the national population to permit analysts to draw major
conclusions about the effects of the Reagan domestic program
for the country as a whole.

U.S. DOMESTIC PROGRAMS

Researchers who study the effects of federal domestic
programs must begin with a clear understanding of the nature
of those programs. Less than 10 percent of the domestic
activities of the federal government involve direct
expenditures. The other 90 percent are conducted
indirectly, through payments to individuals and grants to
institutions. This larger portion of the federal domestic
budget can be described in rough terms as three parts
payments to individuals (primarily social security) and one
part grants-in-aid to state and local governments and
nonprofit institutions. The recipients, not the federal
government, make decisions about the purchases of goods and
services made with these funds.

The nature of grants-in-aid presents a special challenge
for analysts studying their effects. A grant-in-aid
consists of three things: (1) authorization and
appropriation laws; (2) administrative regulations; and (3)
the behavior of the people who carry out these laws and
regulations. The third factor, which comprises the behavior
of both federal officials and the people on the receiving
end of grants, is often neglected but can be the most
important of all.

- 2 -
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FIELD NETWORK EVALUATION RESEARCH

In this complex and fluid policy setting, no existing,
uniform data set can be used for the nation as a whole to
answer questions about the services reduced as a result of
the Reagan administration's domestic policy changes, and the
groups affected by those changes.

The best way to find out about the effects of the
domestic budget cuts and block grants is to go out and look.
This is what researchers who will participate in the
proposed project have been doing for the past decade. In
1972, the Ford Foundation provided a grant to The Brookings
Institution for a study of the effects of the general
revenue sharing program that had just been enacted. Since
then, three other field evaluation studies have been
conducted, both at Brookings and Princeton University, of
the community development block grant (CDBC) program, the
public service employment (PSE) component of the CETA
program, and of all federal grants-in-aid received by eleven
major cities in fiscal 1978.

These four studies used a field network evaluation
method, as does the new study. This approach has the
following elements:

* Field research associates study the effects of a
federal program or programs in selected state and local
jurisdictions. Some of the associates are political
scientists, others are economists. All live in or near
the jurisdictions they study; none is connected with
the governments studied. They focus on how the federal
program in question has affected each jurisdiction's
finances; the level of services it provides; population
groups in the jurisdiction; and the government's
institutions and political processes. Although each
associate works independently, they use a common
analytical framework and submit program and financial
data according to standard formats.

* A central staff coordinates the activities of the
associates.

* Reports are published on the associates' findings. In
the case of the studies on revenue sharing, CDBG, and
PSE, a core group consisting of a central staff and
some of the field associates prepared overview reports
drawing on the findings of all the field associates.
For the eleven federal aid case studies of major
cities, each associate prepared his or her own report
according to a common framework.

- 3 -
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* Except for the case studies, the evaluation studies
have been longitudinal, permitting analysts to study
program effects over time. The case studies present
findings for fiscal 1978.

* In the revenue sharing and PSE studies, a parallel
econometric analysis was conducted that built on the
experience gained in the field. Linking the two
research approaches in this way allows them to
complement and reinforce each other.

Field research of this type is needed to study the
effects of the Reagan domestic program because the data
available from other sources are not adequate. Federal
budget data do not provide the needed information on the
state and local programs and activities affected. Census
data on state and local government expenditures provide only
limited information on the response of states, localities,
and nonprofit organizations to national policy changes.
Likewise, budget documents and financial reports from state
and local governments do not provide detailed information on
the services and groups affected by national policy changes.
Moreover, these state and local government documents do not
present data in a comparable form.

Records and reports of particular state and local
agencies provide a great deal of the needed detail, but they
must be interpreted and augmented by analysts who are
familiar with the local situation and can interview the
officials involved in administering the programs being
studied.

THE SAMPLE

The sample for this study is a structured, representative
sample that will permit generalizations for different types
and sizes of state and local governments facing varying
economic and fiscal conditions. Fourteen states have been
selected, and within them fourteen major cities, along with
twenty-six smaller suburban and rural jurisdictions. The
states and large cities, shown in the table on the next
page, are in every region and vary economically and
demographically. The cities include some that are fiscally
distressed and others that are growing and relatively well
off.

This sample is based on states so that researchers can
take into account the ways in which state government
responses to the Reagan program affect local governments
within the state. In the case of the municipalities and
townships in the sample, we will study all major federally

- 4 -
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Sample States and Major Cities

States and Cities

Arizona
Phoenix*

California
Los Angeles*

Florida
Orlando

Illinois
Chicago*

Massachusetts
Boston*

Mississippi
Jackson

Missouri
St. Louis*

New Jersey
Newark

New York
Rochester*

Ohio
Cleveland*

Oklahoma
Tulsa*

South Dakota
Sioux Falls

Texas
Houston*

Washington
Seattle

* A 1978 federal aid case

1980 Population
Region (in thousands)

Southwest 2,718
790

West 23,669
2,967

Southeast 9,740
127

Midwest 11,321
2,970

Northeast 5,737
563

South 2,521
202

Midwest 4,917
453

Northeast 7,364
329

Northeast 17,557
242

Midwest 10,797
574

Southwest 3,025
361

Midwest 690
81

Southwest 14,228
1,594

Northwest 4,130
494

study was conducted in this city.

-5-
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aided services and activities in the area, including those
provided by overlying state, county, and special district
governments, and by nonprofit institutions.

ORGANIZATION

The central staff for this study consists of three
senior-level professionals, plus research assistants and
students at the Woodrow Wilson School, Princeton University.
Richard P. Nathan, professor of public and international
affairs and director of the Princeton Urban and Regional
Research Center, is the project director, assisted by Robert
F. Cook, economic analyst for the Center. John W. Ellwood,
an expert on the federal budget currently serving as a
fellow at the Woodrow Wilson School, is supervising the
analysis of the 1982 and 1983 federal budgets. Philip M.
Dearborn, an expert on municipal finance, and Clifford A.
Goldman, formerly Treasurer of the State of New Jersey, are
also serving as senior staff members for this study.
Charles F. Adams, Jr., a field associate for Ohio, will
conduct an econometric analysis along with Dr. Cook, using
statistical and field data on a complementary basis to study
the effects of the Reagan domestic program. As in previous
projects, other field associates will be called upon for
selected analysis and writing duties. David L. Aiken,
director of publications at the Princeton Urban and Regional
Research Center, will edit the papers and reports on this
research. A list of the field research associates and study
jurisdictions is available from the Center.

An initial report on this study will be issued in
mid-1982 based on preliminary analyses from the field
associates. A full report on the effects of the Reagan
domestic program in federal fiscal year 1982 will be issued
next year, along with special reports.

Four books on previous field network evaluation studies
have been published by The Brookings Institution; other
publications on the findings and methodology are also
available. A list of books and papers on the findings and
methodology of the overall research program is available
from the Center.

THE PRINCETON URBAN AND REGIONAL RESEARCH CENTER
The Woodrow Wilson School

Princeton University
Princeton, New Jersey 08544

- 6 -



PRINCETON UNIVERSITY URBAN AND REGIONAL RESEARCH CENTER
PRELIMINARY JOINT ECONCMIC COMMITTEE, FEBRUARY I9, 1982

TABLE 1: BUDGET AUTHORITY REDUCTIONS FOR FISCAL YEARS 1982 AND 1993 FOR SELECTED
PROGRAMS AFFECTED BY OMNIBUS RECONCILIATION ACT OF 1981 ( )

FY 1952 Change from PY 1982 FY 1983 Change from FY 1983
CRO Current Policy Baseline OMB Current Services Basellne
Resulting from 1981 Resulting From
Reconcilistion Act Reagan Budget

Dollars Percentages Dollars Percentages
Program (millions) (milliosa)

ENTITLEMENTS (PAYMENTS TO INDIVIDUALS)
Social nisurance Proqam!

OASI (basic social security) .86 +0.0 0 0.0
Disability insurance c11 +0.0 0 0.0
Railroad retirement +3 +0.1 +1,11 +20.0
Military retirement -431 -2.8 -.9 -0.5
Civil service retirement -539 -1.8 -8 -0. 0
Medicare -187 -0.9 -2,910 -4.7
Unemployment compensation -200 -0.8 +62 +0.3

Subtotal -1,257 -0.4 -1,845 -0.6

Welfart Programs -- Direct Pamnts

Student financial assistance -550 -12.3 -1,775 -49.7
Student loan programs -479 -15.5 -912 -26.8
Trade assistance benelits -1,560 -85.3 -143 -60.3
Food stamps -1,708 -13.9 (c)-2,294 (c)-18.1
Special milk -95 -76.0 -29 -100.0
Child nutrition programs -1.398 -34.0 -340 -10.7
Supplesentary security income d) +150 +1.9 *296 -3.1
Veterans buriaL benefits (d) -75 -30.9 0 0.0

Subtotal -5,715 -16.8 -5,779 -17.9

Welfare Programs -- Grants to State and Localities

Medicaid (d) -1,172 -6.3 -1,536 -10.6
Assisted housing (sec. 8) (d) -11.55 -40.4 -2234 -130.2
Public housing operating anst. (d) -260 -21.0 -152 -12.4
AFDC -1,159 -17.1 -1,155 -17.5
Low-income energy -372 -14.6 (b)-649 (b)-33.3

Subtotal (Grants) -14,519 -25.4 -26,026 -62.6
Subtotal (uL uelfare) -20,234 -22.2 -11,805 -43.0

-1-



Fixed-cost Uncontrollables

Contributions to international
organizations

Farm price supports
Payment to Postal Service

Subtotal

Subtotal: Entitlements & Other
Uncontrollables

Wastewater treatment grants
Highway trust fund
State highway safety
UNTA grants
Air transportation grants
CDBG
UDAG
EDA grants
Impact aid
Elementary & Secondary
Education Block Grant

ESEA Title I
CETA, except title VI
CETA, title VI
Social services block grant
Community services block grant
Primary care block grant
Maternal 6 child health

services block grant
Alcohol, drug abuse, and
mental health block grant

Preventive health and health
services block grant

Refugee assistance
Capital loans to D.C.

Subtotal

-22,470 -5.9

DIRECT GRANTS TO STATE & LOCAL GOVERNMENTS

-3,560 -99.9
0 0.0

-42 -100.0
-1,298 -25.5

-189 -24.0
-294 -7.4
-175 -25.9
-358 -57.5
-391 -45.2

-175 -22.9
-430 -10.9

-4,448 -53.2
-1,129 -100.0

-679 -21.9
-196 -33.4
-68 -19.3

-122 -24.6

-200 -28.9

-33 -25.8
-69 -10.6
-39 -20.1

-13,895 -31.6

-2-

0
-0

-308

-308

-33,958

+? 400
-1,075

0
-599
+450
-270
-34

-198
-186

-139
-1,139
-1,400

0
-476
-291

(b)-13

(b)-382

0

0
-171

0

-3,523

NA
-12.1

0.0
-16.0

NA
-7.2
-7.2

-100.0
-39.2

-24.3
-37.0
-37.0

0.0
-19.4
-73.7

(b)-3.0

(b)-27.6

0.0

0.0
-24.3

0.0

-11.4
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Defense Department pay comparability -1,525
Civilian pay comparability -2,156
Food for Peace [P.L. 460) -132
Export-Import Bank -1,349
Fossil energy R&D -288
Fossil energy construction -464
Energy supply R&D -474
Uranium supply & enrichment -2
Strategic petroleum reserve -3,833
Department of Energy --

Economic Regulation -147
Department of Interior -- absorption -086
Army Corps of Engineers -- construction -178
Agriculture credit insurance fund 0
Business loan and investment fund -318
Grants to Amtrak -333
Energy conservation -158
Youth Conservation Corps -60
Rehabilitation loan fund -137
Disaster loan fund -180
Conrail -105
Northeast corridor track improvement -186

Subtotal -12,691

GRAND TOTAL -49,056

FEDERAL OPERATIONS

-23.6
-64.5

-9.2
-22.6
-38.5
-96.3
-19.9
-0.6

-93.6

-76.6
NA

-10.3
0.0

-46.8
-29.9
-30.4

-100.0
-100.0
-100.0

-18.8
-48.2

-40.4

-10.1

Note: The two sets of reductions cannot be added since they are estimated from two different baselines. The C8O
buren epolicy baseline relies on different economic and programmtic assumptions than the OMB current services

rt)Adamted from John W. Ellwood and Associates, The Reag Domestic mrgr (New Brunswick: Transaction Books,

(b) Includes further consolidation of categorical grants into block grant.

(c) Includes Nutrition assistance to Puerto Rico and territories.

(d) These programs are appropriated entitLements.

-838
-824

0
-856
-340

0
-566
-109

+38

-2
NA

0

-259
-185
-254

0
0
0
0

-70

-4,267

-41,74B

-17.0
-52. 1

0.0
-24.1
-76 11

0.0
-23. 3

-100.0
+18.6

-6.9
NA

0.0
0.0

-64.3
-23.6
-98.4

0.0
0.0
0.0
0.0

-37.8

-23. 9

-9.6
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PRINCETON UNIVERSITY URBAN AND REGIONAL RESEARCH CENTER
PRELIMINARY: JOINT ECONOMIC COMMITTEE, FEBRUARY 19, 1982

TABLE 2: OUTLAY REDUCTIONS FOR FISCAL YEARS 1982 AND 1983 FOR SELECTED
PROGRAMS AFFECTED BY OMNIBUS RECONCILIATION ACT OF 1981 (a)

FY 1982 Change from FY 1982 FY 1983 Change from FY 1983
CBO Current Policy Baseline OMB Current Services Baseline
Resulting from 1981 Resulting from
Reconciliation Act Reagan Budget

Dollars Percentages Dollars Percentages
Program (millions) (millions)

ENTITLEMENTS (PAYMENTS TO INDIVIDUALS)

Social Insurance Progra

OASI (basic social security) -2,031 -1.4 0 0.0
Disability insurance -256 -1.3 0 0.0
Railroad retirement -318 -5.3 -2,114 -36.9
Military retirement -431 -2.8 -99 -0.6
Civil service retirement -544 -2.7 -489 -2.3
Medicare -1,384 -2.9 -2,471 -4.3 CJ7
Unemployment compensation -786 -4.0 -6 -0.0

Subtotal -5,750 -2.1 -5,179 -1.7

Welfare Programs -- Direct Payments

Student financial assistance -54 -1.2 -116 -3.6
Student loan programs -323 -7.9 -780 -23.4
Trade assistance benefits -1,560 -85.3 -143 -80.3
Food Stamps (d) -1,708 -13.9 (c)-2,258 (c)-17.9
Special milk -103 -83.1 -25 -92.6
Child nutrition programs -1,370 -34.0 -287 -9.6
Supplementary security income (d) +150 +1.9 -286 -3.1
Veterans burial benefits (d) -75 -30.9 0 0.0

Subtotal (direct payments) -5,043 -14.9 -3,895 -12.3

Welfare Programs -- Grants to State and Localities

Medicaid (d) -944 -5.2 -1,987 -10.5
Assisted housing (sec. 8) (d) -116 -1.7 -500 -6.4
Public housing operating mast. (d) -135 12.6 -84 -7.0
AFDC -1,150 -13.5 -1,155 -17.5
Low-income energy block grant -372 -16.6 (b)-649 (b)-33.3

Subtotal (Grants) -2,725 -7.4 -4,375 -12.0
Subtotal (all welfare) -7,768 -11.0 -8,270 -12.1
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Fixed-cost Uncontrollables

Contributions to international
organizations

Farm price supports
Payment to Postal Service

Subtotal

Subtotal: Entitlements S Other
Uncontollables

wastewater treatment grants
Highway trust fund
State & community highway safety
UNTA grants
Air transporation grants
COso

SDM grants
Impact aid
Elementary & Secondary

Education Block Grant
ESEA Title I
CETA, except title VI
CETA title VI
Social services block grant
Community servicem block grant
Primary care block grant
Maternal I child health
services block grant

Alcohol, drug abuse, andmental health block grant
Preventive health and health
service. block grant

Refugee assistance
Capital Loans to D.C.

Subtotal

-73
-720
-879

-1,672

-15,190

DIRECT GRANTS

-75
-500
-L17
-198
-152

-]0

-17
-313

NA
-30

-3,407
-1.09 2
-679
-118
-23

-41

-67

-11
-27
-40

-6,956

0
0

-300
-308

-13,757

TO STATE & LOCAL GOVERNMENTS

-1.7 +464
-6.0 -406

-55.7 0
-4.8 -$01

-22.6 +125
-0.6 -5
-2.3 -1
-2.0 -20
-37.4 -154

NA -52
-1.1 -409

-40.9 -1,810
-97.7 0
-22.0 -476
-20.7 -185

NA (b)4102

NA (b)-296

NA 0

NA 0
-4.0 -259

-21.6 0

-16.6 -3,983

+116.1
-4.8

0.0
-20.2
+50.2

-0.1
-0.2
-7. 6

-31.2

-8.3
-13.8
-42.5

0.0
-19.4
-55.1

b)+ 33.9

(b)-22.4

0

0
-29.0

0.0

-11.9
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Defense Department
pay comparability -2,816

Civilian pay comparability -2,069
Food for Peace (P.L. 480) -128
Export-Import Bank -111
Fossil energy R&D -236
Fossil energy construction -194
Energy supply R&D -173
uranium supply & enrichment -191
Strategic petroleum reserve -3,666
Department of Energy --

Economic Regulation -88
Department of Interior -- absorption -341
Army Corps of Engineers -- construction -135
Agriculture credit insurance fund -404
Business loan and investment fund -207
Grants to Amtrak -271
Energy conservation -51
Youth Conservation Corps -48
Rehabilitation loan fund -160

Disnter loan fund -107
Conrail -335
Northeast corridor track improvement -8

Subtotal -11,739

GRAND TOTAL -33,885

FEDERAL OPERATIONS

-41.1
-63.8
-9.1
-4.9
-31.8
-51.5
-7.4
-76.4
-93.6

-48.6
NA

-8.0
-47.6
-31.0
-29.1
-9.0

-100.0
-100.0
-40.1
-72.8
-2.5

-42.7

-8.1

Note: The two sets of reductions cannot be added since they are estimated from two different baselines. The CBO

current policy baseline relies on different economic and programmatic assumptions than the OMB current services

baseline.

(a) Adapted from John W. Ellwood and Associates, The Reagan Domestic Progra (New Brunswick: Transaction Books,

forthcoming).

(b) Includes further consolidation of categorical grants into block grant.

(c) Includes Nutrition assistance to Puerto Rico and territories.

(d) These programs are appropriated entitlements.
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-838
-824

0
-86

-483
0

-96
-110
+40

0
NA
0
0

-336
-155
-217

0
0
0

-35

-3,140

-20,880



CRISIS IN THE NATION

Representative REUSS. Thank you, Mr. Nathan, and thanks to
the entire panel. I take the problem of the cities very seriously.
Indeed, I don't think the witnesses are calamity howlers or false
prophets of doom at all. I think your concern is justified.

It seems to me that certain truths are self-evident in our govern-
mental system; that you need central financial responsibility for
the welfare of our cities, for the simple reason that the only basis
of taxation in accordance with ability to pay in a meaningful way
lodges in the Federal Government. They are the people who can
impose progressive income taxes and modestly progressive inheri-
tance taxes. If the State or cities try to do it, people vote with their
feet and go elsewhere.

If the State imposes too high an income tax, they move to Texas
where there isn't one. If the death taxes get out of hand, the older
and well-heeled folks move to Florida where there is substantially
no death tax. The taxes which States and localities by and large
have in their cornucopia of taxation are regressive taxes. You need
them, but there are very definite limits on them because they
mainly affect the poor and particularly the middle-income people,
property taxes on the homeower and the sales tax on the con-
sumer.

I now come to my point. Every once in a while in the history of
our Nation a great climateric occurs-the Dred-Scott decision of
the Supreme Court or the Hawley-Smoot tariff. We could each com-
pose our own list.

The Reagan program resulted in a very substantial dissolving of
the Federal income tax's progressive character, the reduction im-
mediately of the capital gains rate from 28 to 20 percent, the rate
on unearned income from 70 to 60 percent, the phasing out of the
estate tax so that only a small fraction, 1 percent of American fam-
ilies, will shortly pay any State tax at all; the phasing down and
almost out of the income tax on any large corporation where a
comptroller possesses a sharp pencil. That list was coupled with the
turning over to the States of a very substantial responsibility for
feeding the hungry and keeping the rain and cold off of the old.

Do those decisions of the Reagan administration last year, con-
curring to its discredit by the Congress, portend to something in
our Nation which, without hysteria, can and should be called a
crisis? Mayor Schaefer.

Mayor SCHAEFER. Congressman, the more I come over here, the
more I think the role of someone must be to call continually to
your attention, to Paul's and Parren's, and to my good friend the
mayor, who I have great respect for, but we don't see eye to eye,
the human dimension, I listened to your very fine presentation and
the thing that worries me so much-I agree with everything in the
philosophical approach and I see statistics, but when you go over to
Baltimore and you see the people, you just can't say you're a statis-
tic and you've had it too good for too long. There are people that
haven't had it too good for too long, the very old, the unemployed,
the handicapped, the blind, that need that continual assistance.
And what you have just said is absolutely true. I'm not coming
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over here bloodletting. I'm coming over here and trying to tell you
what is happening in a city like Parren's.

If I were absolutely sure that in 18 months everything would be
well, I could figure one way. There is no assurance of that. We just
hope. But during that 18 months I can't pick up one Federal pro-
gram that's been cut. The compounding effect is there.

And while it's nice to say you do the taxing, I don't think anyone
hears me when I say there aren't that many taxpayers left in cities
like ours. And you said it exactly right, because when you start
telling a young person I'm going to raise your taxes by $4, you're
going to move him to the county. And as sure as my name is
Schaefer, the rest of the people are just not going to be able to
handle this burden as far as taxes are concerned.

And that's a great theory. It's a great theory-let everybody
down on my own level take care of everybody. If I were Anchorage,
Alaska or if I were Houston, Tex. I could do this. I live in Balti-
more, and what you said is true, absolutely true.

We're not coming here to beg, and the term, "to beg," you know,
I used to worry about that when I'd go to the State legislature a
couple of years ago. I used to worry because they always said here
he comes again, his hat in his hand, and I used to go down and I
started off by apologizing. I don't do that any more. I don't apolo-
gize. I don't come over here and apologize.

There's one thing I'm trying to say. Come on down and let me
show you, and if you think these people can take care of them-
selves, you show me how to do it and I'll be glad to learn the histo-
ry and the lessons of all you can give me. Come on over and tell me
how to do it.

And what you said is true. But people aren't statistics. You
know, people aren't statistics. They're human beings that we in the
Federal Government and in the State government and the local gov-
ernment have an obligation to take care of. I'm not talking about
those that don't want to work. I'm talking about those that do. I'm
talking about the poor that need it. That's what I'm talking about.
And you can glaze over it and forget it and go home and say my
conscience is clear because statistically they're getting too much.
It's not true.

Representative REUSs. Mayor Riley, do you think my character-
ization of the situation as a crisis situation is true?

Mayor RiaY. Exactly, Mr. Chairman. And I'm going to duck out
in just a second, so I can catch my plane back home. The debate we
have had here, and what is happening and what you, Mayor
Schaefer, Mr. Bahl, and Mr. Nathan have addressed-what we
have had in this country in the last 50 years is a period of great
internal divisiveness and strife and cataclysmic things in terms of
not only the mores but also the economic situation as we developed
a good, moderate progressive system where opportunity was rea-
sonably available.

I believe that the danger is, Mr. Chairman, that if we push down
on the poor cities and on the poor and on the working poor, we
begin to polarize our people greater and we begin to create greater
divisions between the haves and the have nots. Moderation is a
good policy in everything, from the way you live to the way govern-
ments govern, and my great concern is we are moving from a



policy of moderation to one of extremism, which creates in our
country the great dichotomy of haves and have nots. And that, Mr.
Chairman, I think could erode not only the American dream but
create for us politically more of the experiences that we have seen
in England, for example, and other countries where you have in
each election a great battle between poles. This is a great time to
talk about the fact that the New Deal did not create a lot of prob-
lems. What it did was save capitalism and created a great country,the greatest country in the history of the world and created the
greatest land of opportunity in the history of the world-a moder-
ate, humane society.

What you said, Mr. Chairman is, you take away using the Trojan
horse, those top brackets from those who have, and we spread it
out to the poor and the working poor. Take that away and you lose
that moderation, and you lose that humaneness, and that is the
overriding problem that I think we all need to keep focusing on.
[Applause.]

Representative REUSs. Let me turn to the third mayor here, a re-
spected and honored--

Senator SARBANES. Mr. Chairman, could I just interrupt for a
moment because I see Mayor Riley has to leave and catch a plane;
but Mayor, I would just like to thank you for your extremely
thoughtful testimony. I have not had the pleasure of meeting you
before, although I have heard about your good work in Charleston,and we thank you very much for coming here.

There was reference earlier to having to have hope. I think one
thing that gives us hope is having men like you as mayors of some
of our great cities in the country. Thank you very much for your
testimony.

Mayor RILEY. What pleases me is to see the three Members-the
Senator and the Representatives we have here. I appreciate that
very much.

Representative MITCHELL. Mr. Chairman, I think my unsolicited
applause which probably broke some rule in the House is testi-
mony to you and your committee.

Mayor RILEY. Thank you, sir.

THE ROLE OF THE FEDERAL GOVERNMENT

Representative REuss. Just briefly, Mayor Hudnut, let me read
to you the statements of two members of your party and see which
one you would agree with.

Statement No. 1 is as follows:
The issue whether people should go hungry or cold in the United States is solely aquestion of the best method by which hunger and cold shall be prevented. It is aquestion whether the American people on the one hand will maintain the spirit ofcharity and mutual self help through voluntary giving and the response of local gov-ernment as distinguished on the other hand from appropriations out of the federalTreasury for such purposes.

That's the first statement.
The second one is quite different. The second one goes as follows:
Until this moment in our history as a nation, the central question has beenwhether we as a nation would accept the problem of malnourishment as a nationalresponsibility. Speaking for this administration, I not only accept the responsibility;I claim the responsibility.



The first statement was by Herbert Hoover in 1932 and the
second by President Nixon in 1969. Which one of the two--

Mayor HUDNUT. I agree more with the second statement than
the first. I think that it's very important to emphasize the kind of
human need that has been addressed by the other mayors. It
cannot be denied, and I am deeply concerned about the negative
impact on the poor and the disadvantaged who live in the cities,
including Indianapolis, of further cuts. What I was trying to say
was, that it seems to me in the interests of slowing down the train
and reducing its momentum and reducing the escalation in the
rate of growth and Government spending, we have got to hold the
line all across the board. That's why I wanted to try to focus some
of the conversation on the defense budget and on the entitlements
program. I think the cities have had enough of the cuts. As I said,
we took two-thirds of the first round, around $35 billion. I happen
to live in a city where I don't have quite the same problem as
Mayor Schaefer, because we have a unified government, and we
have a consolidated approach between the city and county, and
that means that our tax base is broader than his.

But irrespective of that, the eight-county area in which I live has
the same kind of problems that he has elaborated on, wealth pur-
suing lower tax rates out through the periphery of the economic
metropolitan area which is beyond the political jurisdiction that he
and I represent. So consequently, there is a greater burden placed
on those who live in central cities, and this is a serious problem,
and I don't think that the New Federalism has really focused on it.

We agree with what Joe Riley says about the importance of
trying to build a humane society and avoiding these kinds of abso-
lutism or ideological rigidity that promote the extremes and the po-
larization that he was talking about. And I worry about that. Yes-
terday I spoke to 2,000 kids in one of our high schools; 75 percent
of them were black, 25 percent were white. We are looking at 45
and 50 percent unemployment among the young blacks getting out
of high school in our city and all across the country, at least up
here in the Snow Belt, and I say what are we going to do about
them? What are we going to do by way of manpower and woman-
power training and development to help them. That's the crisis
that we are facing, and I think the deeper crisis is the whole fiscal
problem of the budget running away with us and nobody being able
to control any of it. What I'm saying is, it's false to say the only
controllable part of the budget is that 14 percent that goes to
urban social programs and human services.

Representative REuss. Thank you. Senator Sarbanes.

CITIES IN A VISE

Senator SARBANES. Mayor Hudnut, let me pursue that point with
you for a moment. Would you agree with the logic that says that
many of the central cities face an impossible situation; namely, the
concentration of populations that need a range of services greater
than in surrounding jurisdictions, while essentially they lack a tax
base? No matter what your will is, you're caught almost in a vise,
and there's a limit to what you can do. Mayor Schaefer is at the
point now that the property tax in the city, despite, I think, a very



efficiently run city government, is roughly twice the property tax
in the surrounding areas. If he tries to raise the property tax, in
order to provide the services in the face of cutbacks, you simply
drive the remaining taxpayers out of the city, thereby worsening
his revenue situation and moving him even farther down.

Do you perceive that as a logical problem for many, many cities?
Mayor HUDNUT. Yes, I think you're absolutely right. And I think

one of the answers is in the consolidated approach we have and a
number of other cities around the country have.

Senator SARBANES. My next question is, if you have that logical
problem, where do you go for help? You said you must stop going
to Washington.

Mayor HUDNUT. Well, there are a couple of things you can do. I
tried to use the illustration of the option we have to increase the
excise tax on our automobiles in our county, which would bring in
the $4 million we have lost. That takes a lot of guts to do that. You
just can't expect people always to vote to raise taxes to make up
the shortfall that they lose elsewhere.

Senator SARBANES. Suppose they have the guts to do it, won't a
lot of people affected by it then pick up and move?

Mayor HUDNUT. That's possible; yes.
Senator SARBANES. It would be counterproductive, even if you

have the will.
Mayor HUDNUT. Well, you know you've got to be specific. You

say a lot of people. Who knows? I live in a city of 750,000. But the
other alternative-and I think this is something that we have to
work on-is to try to promote economic development in these
cities. And it's very hard to do with the competition with the Sun
Belt.

Senator SARBANES. Who is going to promote it? Where is the
wherewithal going to come from to promote it?

Mayor HUDNUT. Local government is going to do it and the local
private sector initiative is going to do it. For example, up in Cleve-
land, George Voinovich, the mayor up there, tells me the Standard
Oil of Ohio people have made a decision to come into the central
core of his city with a $250 million project. And you can have proj-
ects like this. I worked for 18 months in Indianapolis to get a new
skyscraper going downtown for a life insurance company rather
than letting it go out beyond our political jurisdiction, way out into
the suburbs.

It's hard to do, but it seems to me that is--
Senator SARBANES. Did you use any Federal money to do that?
Mayor HUDNUT. No. We gave them tax abatement at the local

level provided by the State. And tax abatement, of course, can go
beyond the point where it's useful, just like the IRB's can be
abused. We do have serious problems, and I have to agree with you,
we are in a vise, and not everybody can vote with their feet. A lot
of people can't afford to leave. So even if it's the same kind of bene-
fit structure in 50 States in the Union, there are going to be a lot
of people who are going to stay in Indianapolis-in downtown In-
dianapolis-who are either the new poor or have been laid off, or
the structurally unemployed, and we are going to have to deal with
them, and we need the help that the Federal Government provides
to do that. We want to do it all on our own. I think, however, that



we have to all say that we simply cannot go on forever with the
kind of spending on these programs all across the board that has
characterized the growth of the Federal Government's budget in
the last 15 years. And I'm not just talking about urban social pro-
grams. I'm talking about defense and entitlements.

PRUNING THE TREE

Senator SARBANES. Let's look at that for a minute, because I
don't know that anyone quarrels with pruning the tree. The ques-
tion is whether you're really chopping it down at its roots. Many
programs are essential, aren't they, to providing a number of the
poor who live in your city the means with which to meet their
problems? I was struck by your comment about the weaning of
America, of ceasing to look to the government for solutions to all
the problems; take some of the responsibilities upon themselves. I
don't quarrel with that as a philosophical idea, but how can you
take such responsibilities, if you don't have a job?

Mayor HUDNUT. I think the Congress has been irresponsible in
the last 15 years-and I say that as somebody who used to be over
here-in that you have bitched these programs to an index that's
taken them out of sight. And I was talking about reindexing them
and saving some money and slowing down the rate of growth.

Senator SARBANES. Let's take that. You would index to the aver-
age wage increase; is that right?

Mayor HUDNUT. I think that's better than the CPI. There's a 3-
point difference. That would save billions of dollars.

Senator SARBANES. Wait a second. Would you keep that over
time?

Mayor HUDNUT. Yes. Why do you have to have two cost-of-living
adjustments each year?

Senator SARBANES. Usually the average-no, I meant you'd stick
with the average wage index as your standard; is that right?

Mayor HUDNUT. It's a possibility.
Senator SARBANES. Usually the average wage index runs ahead

of CPI. It's a very unusual departure in recent years that that's not
been the case. That, in fact, is how labor gets its reward for produc-
tivity. Now we face a productivity problem in the last few years.
Let me ask the economist; isn't that correct?

Mr. NATHAN. The way I have heard it, Senator, is people say you
should do it with wages or prices, whichever is lower. They vary.
There have been periods in which wages have arisen faster. I think
now prices are rising faster still.

Senator SARBANES. I know. But the assumption is if you tie it to
the average wage index, it may not work.

Mayor HUDNUT. I threw that out as an illustration of what I con-
sidered to be the fundamental point, and that is somehow to slow it
all down. Senator Hollings of your party has made a suggestion
that I think makes a lot of sense, to forgo the July 1983 cost-of-
living adjustment in both social security and governmental pen-
sions and holding 1984 and 1985 adjustments to 3 points below the
rise in the CPI, and that will save billions of dollars.

Senator SARBANES. Do you think most people on social security
are receiving too much?



Mayor HUDNUT. No; I don't think they're receiving too much.
Senator SARBANES. Why then do you suggest holding them down

instead of suggesting that we recoup the tax benefits that went,
say, to the oil companies, or other similar aspects of the Tax Code?
Why should we hold down social security recipients at the same
time we're freeing up revenues in areas where there is not a strong
case to be made either for investment in new plant or equipment
or for meeting the pressing financial needs now bearing in on indi-
viduals and families?

Mayor HUDNUT. I think we should look there too. I think the
Congress ought to look at all subsidies, whether for the oil indus-
tries or for agriculture, peanuts or cotton or sugar or what have
you. You know, to say nothing of some of the subsidies Congress
gives itself. You eliminate the franking privilege, we could save a
quarter billion dollars. I don't disagree with what you say at all,
Senator, in terms of going after other savings. I'm saying the prob-
lem of deficit is so big that we have to look everywhere. I men-
tioned entitlements and defense. I would also agree with what you
say.

Senator SARBANES. What is the tax rate?
Mayor HUDNUT. It is about $12.50-$13 per $100 assessed valua-

tion on the basis of a third rather than a half.
Senator SARBANES. And what is the tax rate in the surrounding

area?
Mayor HUDNUT. It's less.
Senator SARBANES. By how much?
Mayor HUDNUT. I don't. know how much. I'd say 20 or 25 percent

less.

STATE AID

Senator SARBANEs. And how much aid do you get from the State
legislature?

Mayor HUDNUT. Not as much as we should. That's one of the
problems.

Senator SARBANES. What percent of your members of the legisla-
ture come from Indianapolis?

Mayor HUDNUT. Well, let me give you an illustration. I don't
know whether this is what you're driving at or what, but it's some-
thmg that really concerns me. Indianapolis has 15 percent of theState's population. We give them 21 percent of their revenues ongasoline taxes, and we get 9 percent back in terms of the distribu-tion of those moneys. That's why a lot of cities around the country
are uptight about saying the new federalism is going to give the
States a lot more responsibility, because it gets skewed away fromthe cities.

Senator SARBANES. You have a 15-percent membership of the leg-islature?
Mayor HUDNUT. Right.
Representative REUSS. Representative Mitchell.
Representative MITCHELL. Thank you, Mr. Chairman. Thank you

very much. Mayor Schaefer, on Tuesday I was in a senior citizens
high-rise on Pennsylvania Avenue, and I saw the people. I didn't
see statistics; I saw people who were scared to death, senior citizens



packed into - little community room saying, "They have already
taken away my medical assistance. They're going to take your food
stamps next week-next month." Panic. And I jointly urge you and
many Members of Congress to come look at people. That's what the
story is.

Mayor Hudnut, in your best wisdon, how many of the 43 pro-
grams that are proposed to be transferred to the State would the
grand sovereign State of Indiana be able to absorb?

Mayor HUDNUT. Congressman, I'm not sure I can answer that be-
cause--

Representative MITCHELL. Can you give me a guesstimate? Do
you think they would be able to absorb 80 pecent? 40 percent? 20
percent?

Mayor HUDNUT. That's hard to say, and I'm not for any of them
going to the States until we can work out this mandatory pass-
through mechanism, so cities don't get the short of the stick.

Representative MITCHELL. Given the present you don't know
whether your State can absorb one of them or all of them; is that
correct?

Mayor HUDNUT. That is correct.

FEDERAL RESPONSIBILITY

Representative MITCHELL. All right. You indicated that people of
the Nation-this was the line of inquiry pursued by Senator Sar-
banes-people would stop looking to the Government for solutions
of problems and begin taking some of the responsibilities for those
problems on themselves, sort of a bootstrap operation. I'd like you
to be very specific, if you can be, with reference to your city, which
I assume has some housing problems. What is it that the structur-
ally unemployed in your city can do to provide housing? Or you
mentioned black youth unemployment in your city. You said you
are greatly troubled by that. What specifically would you tell the
black youth in your city to do to create jobs?

Mayor HUDNUT. Well, I think you're going about it from the
wrong end. I would go at it from the private sector point of view
and try to galvanize the private sector when it comes to creating a
pool of capital for housing rehabilitation or for the production of
more jobs. I think that's the way we should go.

In our city, to give you an example, we have made an effort to
stimulate that kind of private sector investment in working in
tandem with the public sector, whether you're talking about the
private industry council for jobs--

Representative MITCHELL. Again, you clarified it for me. You're
not talking about the people. You're talking about solely the pri-
vate sector as part of the people; is that correct?

Mayor HUDNUT. I'm talking about the private sector providing
the kind of housing that you're speaking of, in addition to what we
are providing through Government, and the same goes for jobs.

Representative MITCHELL. Mayor Schaefer, you have initiated
quite properly and quite firmly the blue chip program where the
private sector in response to your appeal in Baltimore agreed to
take on a greater effort; is that correct?

Mayor SCHAEFER. Yes, Sir.



Representative MITCHELL. And as a result of your almost an-
guished appeals the net results ultimately of that effort is now a
pledge of half a million dollars. What were the sources of that?

Mayor SCHAEFER. Parren, let me-the same ones are giving who
gave before.

Representative MITCHELL. Which are they?
Mayor SCHAEFER. Public utilities, major corporations, let me try

to explain what I mean.
Representative MITCHELL. If I can, I want to get back. I just

wanted to try to point out that here with all of your charisma and
persuasiveness you have attempted to get the private sector to do
some things, the net result being half a million in pledges coming
mostly from public utilities. That's why I have difficulty under-
standing Mayor Hudnut's total reliance on the private sector.

Mayor HUDNUT. Sir, that is a misconstruction of what I said.
Excuse me.

Representative MITCHELL. All right.
Mayor HUDNUT. I do not agree with that. There is a legitimate

and proper role for government. I'm talking about a partnership
between the public and the private sector. I have never said that
government should be sloughing off everything on the private
sector, and the private sector should be a surrogate for govern-
ment. I think that the government has a responsibility. You're
asking how we could stimulate more, given the fact we are hard
pressed, by way of jobs or housing, and that's why I responded that
I think the private sector has an obligation which it is not facing.

Representative MITCHELL. That's exactly my point. And up until
the time that it does, somebody has to take the responsibility.

Mayor HUDNUT. Absolutely.
Representative MITCHELL. And if the State is not going to do it,

it's going to be incumbent upon the Federal Government to do it.
That's precisely the point I wanted to make.

Mayor HUDNUT. You're right.
Representative MITCHELL. All right. Mayor Hudnut.
Mayor HUDNUT. Yes, Sir.

STATE ASSISTANCE

Representative MITCHELL. You, in your statement, indicate you
felt a new era was dawning in terms of cooperation between cities
and the States and the State legislative bodies. That does not, in
my opinion, square with the statement you made before a commit-
tee of Congress in September, where you placed a great deal of em-
phasis on the fact, it was extremely difficult to get the kind of co-
operation that was needed. Do you remember that testimony?

Mayor HUDNUT. Yes, sir.
Representative MITCHELL. What magical transformation has

taken place--
Mayor HUDNUT. I don't know if it's any magical--
Representative MITCHELL [continuing]. To cause you to shift dras-

tically your thinking?
Mayor HUDNUT. I wouldn't say it's drastic shift. If you read the

statement I made today, I would say we are anxious, we are wor-
ried about it. I would hope there is the dawn of a new day. For ex-



ample, Governor Snelling has the coalition of which he is the head;
for example, the mayors have been asked for 75 years to work with
the NGA on a couple of partnership projects. For example, my Gov-
ernor is very concerned about what can be done to forge a better
working cooperative relationship in our State. These are, I hope,
straws in the wind. We have a very, very serious problem, which I
do not need to minimize with regard to the domination of most
State legislatures by rural and suburban interests that are insensi-
tive to the problems of the city.

Representative MITCHELL. One more question, and I will relax a
bit. By the way, I apologize for being late. I was down in Paul's
neck of the woods down in Salisbury. The plane was delayed. They
couldn't get the door open to find my baggage. But I wanted to be
here.

MILITARY CUTS

Mayor Hudnut, you have indicated that you would be averse to
some reduction in military spending. That spending is expected to
grow from 23 percent in 1980 to 29 percent in 1983, 37 percent in
1982. Evidently, you have spent quite a bit of time thinking about
the flowing of good money into the military which it can't absorb.
Would you be able to give this committee a rough figure as to how
you guesstimate as to where the rough percentage, where you
think the military might be cut?

Mayor HUDNUT. I don't know as I have the expertise to do that. I
am seizing on certain facts that have come to my attention with
regard to the military. I think there's a lot of mismanagement.
There's a lot of argument whether we need a B-1 bomber, an MX
missile, or this or that. There's a lot of duplication, a lot of waste
in the military.

Representative MITCHELL. Would you favor an approach like
this? Where the military has $100 billion, I think, in unobligated,
unexpended funds that we would hold up on further appropriations
to that same tune over a period of years, until they spend the
money sitting there?

Mayor HUDNUT. That makes sense. Or why don't you hold them
to the same rate of increase or decrease you hold everything else
to? Only hold it all the same way. Don't just pick on the cities.

Representative MITCHELL. I'm not accepting Fritz Hollings' posi-
tion we freeze at last year's level, because that's not workable
either, because we still have the inflation. In fact, obviously, if you
freeze at last year's level and inflation stays at 8 percent or 9 per-
cent, you've lost 9 percent of last year's income and that adversely
affects the poor.

Thank you very much, Mr. Chairman, for letting me put my
questions.

Representative REUSS. I would say to Mr. Bahl and Mr. Nathan,
the fact that most of our questions have been directed to the three
mayors in no way indicates a lack of interest in or attitude toward
the remarkable and most helpful presentations they have made. I
think Mr. Nathan himself was suggesting that that table that you
spent all night preparing is not a very sexy subject for cross-exami-
nation. [Laughter.]



That's why perhaps we're going to ponder over these things
afterward.

I've tried to be a little more cheerful about something. One of the
good things that is happening in cities and here, for a wonder, the
Congress was a help not a hindrance, is in the rehabilitation of ex-
isting buildings-historic structures, older structures. It just hap-
pens that Mayor Riley's Charleston has done some great things. In
your city, Mayor Schaefer, just a few weeks ago I went up and
looked at that thing of Jimmie Rouse's, the old arcade that is
being-what do you call it? The Brown Arcade, which is a very ex-
citing thing. And Mayor Hudnut, you've got a lot of similar things
in Indianapolis. Is it the German-American Athletic Club, that old
building that was fixed up?

Mayor HUDNUT. It's called the Athenaeum.
Representative REUSS. Anyway, I call it the German-American

Club. But that's very exciting.
Mayor HUDNUT. They do drink Milwaukee beer there, sir.

CITY REVITALIZATION

Representative REUSs. Great. Do you, Mayor, share my feeling
that while, of course, it's not a solvent for all your problems, that
rehabilitating, rebuilding, revitalizing, remodeling, renaissance, is
something that our cities, particularly the older ones like yours
and mine, ought to go all out on?

Mayor SCHAEFER. Absolutely. We have gone through that theory
of urban renewal years ago when everything was torn down and
partially torn down. Now it's absolutely essential on restoration. I
just want to offer a little cheery note, too. No, we couldn't have
made the remarkable progress we made in the city of Baltimore
without Federal help. There's no way we could have done the
things we did, both in human services and improving the quality of
life and improving our physical development of the city. No way.
And that's why I invite people to come over and see a city that has
utilized those human service programs in the proper way as well
physical development.

Specifically, to answer your question, yes, rehabilitation is re-
markable in these cities, and we're doing it-we're using one of the
training programs. And I get off on these things. We are using the
Federal funds to train young people to rehab houses, and we resold
the houses to people at less than the cost they would have had had
they gone out and had the rehabilitation by the private sector. So
the answer is yes, sir.

Representative REUSS. Mayor Hudnut,
Mayor HUDNUT. I think you're absolutely right. I think the adap-

tive reuse of old buildings is mandatory. The old days of just bull-
dozing everything away and trying to create something new, I hope
are gone. Every downtown represents, I hope, a healthy mix be-
tween historically preserved and rehabilitated buildings and new
ones. I certainly feel that one of the things is crucially important if
we are concerned about combating urban flight and urban blight is
the Federal housing rehabilitation program. With a 312 here,
maybe section 8 there, maybe a' 202 here, maybe 235 there. We



need it. We need it all, if we're going to do anything to conserve
the housing stock in the central cities.

I am gratified in the new tax laws-I don't understand them
fully by any manner or means, but I am gratified, however, that
there seem to be substantial incentives there for historic preserva-
tion of downtown structures and the promotion of their adaptive
reuse through the rehabilitation process.

INDEXATION

Representative REUSs. Mayor Hudnut, I won't take offense at all
to your remarks about indexation. I think we have to look at index-
ation wherever found. For example, if we find that a iven index
relies too heavily on housing costs, let us say, then let s have our
statisticians fix up that index, so that it more accurately repre-
sents. However, wouldn't you agree with me that the most outra-
geous preparation of an index occurred in what Congress again-
may God have mercy on us-did last summer in indexing right up
to the top the personal income tax? Sure, I'm not indexing, let us
say, the first $30,000 of income of a person or family, so-called
market basket, but to tell someone with an annual income of sever-
al million that he should continue to augment his wealth in terms
of the vagaries of the Consumers Price Index, this is madness, isn't
it? And shouldn't we repeal this outrageous blot on the 20th cen-
tury which we have committed?

Mayor HUDNUT. Well, it's obvious you feel very strongly about
that. [Laughter.]

Representative REUSS. Well, I hope you do, too.
Mayor HUDNUT. I do, sir. I don't have nearly the command of the

subject that you have, and I don't happen to be in that tax bracket,
so I'm not familiar with what these folks are doing, but you're
right, and I think also I'm right when I say that we've got to some-
how, whether it's reindexing, deindexing, or what, avoid the kind
of escalation and the outlays that really the American economy
can't maintain. That's the basic point that I'm trying to make,
slowing it down all across the board. If everything in the grocery
store is reduced by 12 percent, that's fine, but if it's only the bread
and milk, you've got a problem. I'm appealing for fairness and
equity in the application of the effort to restrain the growth in
Government spending and not lay it all on the backs of the cities.

Representative REUSS. Senator Sarbanes.
Senator SARBANES. No questions, thank you, Mr. Chairman.
Representative REUSS. Congressman Mitchell.
Representative MITCHELL. No questions, Mr. Chairman, thank

you.
Representative REUSS. Well, I could carry on for great length,

but you've got to go back and run Baltimore and Indianapolis, and
Mr. Bahl and Mr. Nathan have to repair to Syracuse and princeton
to do the basic, thoughtful work which enables us pols to live from
day to day.

We are most grateful to you gentleman for an extraordinarily
helpful panel. We thank you for coming here, and we now stand in
recess.

[Whereupon, at 12:01 p.m., the committee recessed, to reconvene
at 10 a.m., Wednesday, February 24, 1982.]
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Also present: James K. Galbraith, executive director; Louis C.
Krauthoff II, assistant director; Mary E. Eccles, Paul B. Manches-
ter, Deborah Matz, and Mark R. Policinski, professional staff mem-
bers.

OPENING STATEMENT OF REPRESENTATIVE RuEss, CHAIRMAN

Representative REUSs. Good morning. The Joint Economic Com-
mittee will be in order for its continued hearings on the economy.

We are delighted to welcome this morning five distinguished
Governors from around the Nation. Lest anyone conclude that be-
cause this morning's witnesses happen all to be Democrats that the
hearing is designed with partisanship in mind, let me say that we
invited and endeavored to get some six Republican Governors. All
of them, however, having other engagements, had to decline. How-
ever, the Democrats, I believe, represent all that's fine in Jefferson,
Grover Cleveland, F.D.R., and John F. Kennedy, so we are going to
get a wide spectrum here and diverse opinions, of course, on feder-
alism.

Let me say that we make no apologies for listing federalism on
our agenda this year, as we have for many years in the past, and
no doubt as we shall for many years in the future. While it is, of
course, not as immediate a problem as disastrously high interest
rates or unacceptable unemployment or business bankruptcies,
nevertheless, it's going to continue to be the stuff of the Nation's
economics and that we are going to talk about this morning.

Governors have been fighting a war on two fronts for a long time
with Federal officials and local officials and frequently they get the
same charge from both sides, that the State capitals haven't been
distributing their fair share to help local governments and local
residents. Is this charge true? If it is, how will the New Federalism
bring about change? And if it's not true, will the fiscal stress so
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prevalent at the State level render States impotent to provide
future assistance?

These are some of the questions we will be inquiring into.
We are delighted to have with us this morning Gov. Jerry Brown

of California, Gov. Hugh Carey of New York, Gov. Edward King of
Massachusetts, Gov. Richard Lamm of Colorado, and Gov. Scott
Matheson of Utah.

Before hearing from our guests, Congressman Brown of Ohio has
an opening statement.

OPENING STATEMENT OF REPRESENTATIVE BROWN

Representative BROWN. Thank you, Mr. Chairman. I'd like to
join our chairman in welcoming you to this Joint Economic Com-
mittee hearing. I think that it's a fault of the recent elections
rather than any partisanship of the chairman that we have all
Democrats this morning, but since it's the second best choice we
could make, I'm pleased to welcome all of you.

The President's state of the Union message proposed a plan that
will provide more substance to his concept of New Federalism.
While some particulars of that proposal no doubt may be subject to
criticism, I believe it is a constructive step in sorting out responsi-
bilities and providing for more efficient and meaningful intergov-
ernmental relations. It creates new opportunities for the State and
local governments and in the long run will provide an opportunity
to bring governmental services closer to the people, making govern-
ment more responsive to human concerns and thereby more effi-
cient.

Too much attention has been placed on who gains and loses from
the proposal. To begin with, most persons are ignoring the second
part of the proposal which seeks to eliminate those gains and losses
through a Federal trust fund financed by excise tax revenues. Be-
sides, the President has expressed to several of us his willingness to
compromise on details so as to make the necessary adjustments to
make this change of improving federalism work. Beyond that, the
opportunities that the New Federalism gives to States have not
been adequately explored. I am anxious to hear your views on this
topic, even on the possibility of what has been suggested as a third
phase of the program which evens up some disparities between the
States.

With the President's economic recovery plan largely in place and
with significant efforts being made to return to the States the re-
sponsibilities that rightfully belong to them, this is an exciting yet
challenging period for State and local governments. Recent history
has established, according to the Advisory Commission on Intergov-
ernmental Relations [ACIR], that Washington is unable to design
programs that adequately meet the needs of all States and commu-
nities. The Federal median seems to serve no one. As ACIR said,
"The Federal Government's influence has become more pervasive,
more instrusive, more unmanageable, more ineffective, more costly,
and above all, more unaccountable." As a member of the ACIR, I
fully subscribe to that assessment. It is important because the as-
sessment was made by a bipartisan group, which at that time was
headed by former Mayor Beame of New York.



The President's proposal may give us a chance to cure the
unique problems of each State by returning to us the resources
with which to meet our needs and the responsibility which will pro-
vide a great opportunity for us to modify government in a new
way.

Increasingly, the future of America will be determined at the fac-
tory and community level and in the various cities and States of
the Nation rather than in Washington. The opportunity exists for
State and local communities to determine their own economic des-
tines by planning their own economic strategies to improve the
welfare of their citizens. I understand that Massachusetts has been
successful with one such strategy, and I am looking forward to Gov-
ernor King's testimony regarding the Massachusetts success story
which is somewhat unique.

A recent JEC study showed how tax reductions have helped both
Massachusetts and New York, so Governors King and Carey will
provide testimony that should be particularly interesting and
which I welcome.

At a personal level, I hope that I can be a part of the renaissance
in State and local governmental opportunities and perhaps even
change the balance on this kind of panel since I'm looking current-
ly at the governorship in Ohio. I very much look forward to your
testimony, gentlemen.

Representative REUSS. Thank you, Governor. [Laughter.]
We are grateful that all the witnesses have, pursuant to our rule,

given us their very compendious prepared statements which under
the rule and without objection will be received in full, and we are
going to hear from you, on advice of counsel, alphabetically.

Before I ask Governor Brown to start, I welcome my colleague,
Congresswoman Heckler.

OPENING STATEMENT OF REPRESENTATIVE HECKLER

Representative HECKLER. I want to simply say I'm very proud to
have Governor King here and I look forward to hearing your testi-
mony, Governor, and delighted, of course, to see our former col-
league, Governor Carey, as I welcomed many of his comments
made in the Halls of Congress.

I want to say that I haven't had the opportunity to discuss the
issues with all of the Governors on the panel, but our Governor
from Massachusetts, I understand, was invited to discuss the Mas-
sachusetts experience, the effects of that experience, and how the
State has survived. In fact, it's managing well, and growing even
with a cutback in funds-and I think relates to the issues here. I
understand the Governor was invited on that particular subject
and I look forward to the testimony of all the Governors, especially
Governor King.

Representative REUss. Thank you,
Governor Brown, would you begin?



STATEMENT OF HON. EDMUND G. BROWN, JR., GOVERNOR, STATE
OF CALIFORNIA

Governor BROWN. Thank you. I appreciate very much this oppor-
tunity to share with you California's deep concern about the short-
and long-term impact of the President's economic program. i

We meet at a moment when this Nation faces its greatest global
economic opportunity since the end of the Second World War.

The key to our economic strength in the 1980's is the success of
our high technology industries. These industries are now at a criti-
cal turning point.

An unrecognized flaw in the President's economic program is
that it fails to meet this high technology challenge. Unless we
create a national policy to spur transformation of our industrial
base, we face a long season of economic decline.

For 30 years the United States has led the world in technological
innovation. Our ability to make constant breakthroughs in product
and process innovation has been directly responsible for our
mounting productivity and prosperity.

We have suffered reverses to be sure in our auto, steel, color tele-
vision, and textile industries, but our technological strength has
seen these older sectors replaced by new information technologies
as the driving force of our economic growth.

Explosive expansion in microelectronics, computers, biotechnol-
ogy, telecommunications, robotics, and advanced energy systems
has laid the basis for sustainable economic growth for the remain-
der of the century.

Such new technologies will not only be a major source of job
growth in and of themselves, but also the key to retooling our older
industries.

The most significant example today is in our merchant semicon-
ductor industry.

Semiconductors, as you know, are the basic building blocks of the
new information age. Companies such as Intel, National Semicon-
ductor, Advanced Micro Devices, Motorola, and Texas Instruments
continue to lead the world in supplying microprocessors for today's
computers, smart tools, and satellite systems.

Two years ago, however, the Japanese made their first signifi-
cant inroads into our merchant semiconductor market with their
commercial introduction of the 16K memory chip containing 16,000
bits of information. I brought as an example a casing that encloses
one of these 16,000 bit memory pieces and, as you can see, within
there we have a computer that is a fraction of the size of your fin-
gernail. It does the same work that a computer the size of that
table did just 25 years ago.

By mobilizing large sums of money, the nation of Japan chan-
neled cheap capital into its best companies so as to permit them to
export memory chips below the U.S. cost of production.

This helped the Japanese move into a position where they today
control 40 percent of the 16K RAM [Random Access Memory]
market.

Our California firms report they are now forced to compete
against this foreign onslaught by selling their 16K chips for little
or no profit.



Following a similar process, the Japanese have captured a 70-
percent market share of the next generation of memory chips, the
64K RAM. Here also our U.S. firms are selling their 64K chips at
little or no profit in order to stay in the market.

Such targeted competition, together with the recent recession,
has produced a severe decline in profits for the semiconductor in-
dustry-making it more difficult for them to invest in the long-
term research and process development they need to regain their
lead.

To be sure, the situation is not yet desperate. Overall, our semi-
conductor firms remain the world s most robust. They continue to
invest heavily in the future.

But we have no reliable guarantee that this will continue indefi-
nitely. Past laurels do not insure future dominance.

To remain globally competitive in the new information indus-
tries, we now need a vision as clear, a blueprint as strategic, and a
plan as comprehensive as those of the Japanese, French, Germans,
and other foreign competitors.

Viewed from this perspective, President Reagan's economic pro-
gram is both a short- and long-term disaster. He has promised us
short-term pain for long-term gain. In fact, his program offers only
indefinite pain.

The most searing social indictment of the President's program is
today's unemployment rate and the rising number of business
bankruptcies.

Presidential representatives are wont to proclaim that the pain
they have inflicted on millions of Americans will be justified by the
new jobs the President's program will produce. "The best social
program is a job" has been their refrain.

In fact, they have produced neither social programs nor jobs. In-
stead, the administration has abandoned a national bipartisan com-
mitment to the needy which jeopardizes the national consensus
upon which our economic recovery depends.

Three days age I co-chaired a National Governors Association
meeting on technological innovation. Conference participants in-
cluded the present Science Adviser to the President and his prede-
cessor, representatives of private companies such as Apple Comput-
er and Exxon, leaders of the National Science Foundation, the
American Association of Engineering Societies, the National Coun-
cil of Teachers of Mathematics, the American Vocational Associ-
ation, and a variety of other professional organizations. Also pres-
ent were Senator John Glenn, Representatives Heckler, George
Brown, Tim Wirth, Ed Markey, and other political leaders with a
deep concern for our technological and economic development.

I and the other half-dozen Governors were deeply impressed by
the clear consensus expressed at this conference that this Nation
faces a crisis in our research and educational policies.

Conference participants made it clear that we lag badly in pro-
moting basic research in nondefense areas; in producing the engi-
neers, computer scientists, and other top professionals we need; in
providing technological literacy in math, science, and computer
studies to our students; in equipping them with the job training
they need for the new, high technology careers of the 1980's.
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In place of education and research budget cuts and supply-side
incantations, the time has come to mobilize this Nation behind
policies that will spur our technological development and the trans-
formation of our economic base.

States likes California with its Silicon Valley and North Carolina
with its Research Triangle offer impressive examples of technologi-
cal growth. They demonstrate that with the proper policies our
high technology industries can prosper. And I could mention States
such as Massachusetts, New York, Maryland, and others that are
following similar paths.

We need now to elevate these State models into a conscious na-
tional policy. Let me today suggest a four-point program designed
to keep our economy healthy in the 1980's.

One, a "fair trade" policy: The President should immediately
move to elevate semiconductor and high technology industries to
the heart of our trade negotiations with the Japanese, entering
into good-faith negotiations on outstanding questions. A top prior-
ity must be to insure that the Japanese market is as open to our
goods as we are to theirs.

At the same time, the President should establish a commission to
advise him on what actions he should take should such good-faith
efforts fail. The commission should explore ideas such as limiting
high technology imports to the previous year's level during a
period of deep recession. The commission also should not rule out
Presidential action under the national security provisions of sec-
tion 232 of our Trade Code, should the situation become serious
enough to warrant it.

Congress should also pass legislation designed to encourage and
empower the President to focus on high technology concerns.

I would particularly like to draw the attention of this committee
to the proposed High Technology Trade Act of 1982, introduced by
Congressman Gibbons of Florida. This legislation provides a man-
date for negotiating liberalization of international trade and invest-
ment in high technology products. I believe this act should be
passed as soon as possible.

Two, increased research and development-under President Rea-
gan's program, our commitment to nondefense research and devel-
opment has actually been significantly reduced.

We must abandon this national folly.
Instead, the National Science Foundation and other public bodies

committed to basic scientific research in engineering, computer sci-
ences and related fields need budget increases beyond anything we
have seen. We need to promote increased cooperation between in-
dustry and universities as we have done in California with creation
of the MICRO project offering joint government-industry grants in
microelectronics research; and we need to encourage cooperative
research ventures among our high technology companies.

Three, capital formation for innovation-we need a far greater
emphasis on targeting capital to promote high technology industri-
al innovation and expansion.

Untargeted and unfocused tax cuts are simply not adequate for
today's global competition. Our American companies are forced to
operate under rules and with a cost of capital far more onerous
than their foreign counterparts.



In order to achieve a truly fair basis for international trade and
competition, it is necessary to adjust our capital markets through
the tax laws and direct public policy to encourage investing in and
lending to those industries vital to our prosperity and national se-
curity.

We need to speed up the depreciation on short-lived equipment,
instead of the present program which actually discriminates
against high technology companies. And we need also a variety of
other adjustments in the Tax Code, from changes in capital gains
laws to employee stock ownership to encourage investment in such
high technology and growth firms.

Our history shows us that Federal spending can promote econom-
ic development, from agriculture to housing to aerospace, once we
make a national commitment to do so. The time has come to
extend such successes to our high technology fields as well.

Four, human capital investment-perhaps the most senseless of
the President's policies are his cuts in education and job training. I
cannot understand, for example, how cuts in educational aid to col-
lege students of over 25 percent will help this country develop the
skilled people it will need in the 1980's.

The time has long passed when we can accept second-rate tech-
nological literacy among our students.

We need a second post-Sputnick commitment to increased math,
science, computer, and engineering study in our schools.

We must augment our traditional concerns for the "3-Rs" with a
new emphasis on the "3-Cs"-computing, calculating, and commu-
nicating through technology.

This means our students must study more math, science, and
computer learning. We must train more teachers. And we must
make the use of computers and other interactive learning technol-
ogies commonplace in every classroom in America.

In this context, I would like to call your attention to a bill intro-
duced by Representative Stark of California which will encourage
companies to donate computers to elementary and high schools by
giving them the same tax benefits that presently apply to universi-
ty donations. There is perhaps no more exciting and significant
movement in education today than the use of computers allowing
interactive learning by young children. We should do whatever is
necessary to encourage this development.

Our universities must dramatically increase the number of engi-
neers and scientists they graduate. The American Electronics Asso-
ciation, for example, estimates we will graduate less than one-third
the engineers needed by the electronics industry alone between
now and 1985.

And we need a far greater commitment to job-based vocational
training in the high technology careers of the 1980's. For example,
my own State has established the California Worksite Education
and Training Act, CWETA. This $25 million program has equipped
thousands with the sophisticated skills necessary for the new tech-
nologies and jobs of the 1980's.

Business Week has estimated that 45 million existing jobs may
eventually become obsolete due to the information revolution, most
within the next 20 years. America must embark on an unprec-
edented job retraining effort to meet this challenge.



Twenty years ago, in a dramatic message to Congress, President
John F. Kennedy summoned this Nation to greatness with these
simple words:

I believe that this Nation should commit itself to achieving the goal, before this

decade is out, of landing a man on the Moon and returning him safely to Earth.
No single project in this period will be more impressive to mankind, or more im-

portant for the long-range exploration of space; and none will be so difficult or ex-
pensive to accomplish . . .

In a very real sense, it will not be one man going to the Moon; if we make this

judgement affirmatively, it will be an entire Nation. For all of us must work to put
him there.

These words are no less true today. We can maintain our techno-
logical leadership, meet our global challenge and in so doing create
the tools to lift millions out of poverty.

But we will achieve this lofty goal only with a new partnership
among business, labor, and government to insure that our informa-
tion industries retain their leadership and America its economic
vigor.

The jobs of millions of Americans depend upon it.
The health of our social fabric requires it.
The future of our Nation rests upon it.
Thank you.
[The material attached to Governor Brown's statement follows:]
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GROWTH IN AN ERA OF LIMITS

A NEW ECONOMIC VISION FOR A CHANGING WORLD

America today is in search of a new economic vision.

We are the strongest power on earth. But so, too,

were Spain, France and England in the final season of their

greatness. Like.them, we are a rich, aging minority in a

world undergoing fundamental change. We must change as

well--or face our own season of decline.

Our most fundamental challenge is to achieve eco-

nomic growth in a new 'era of limits' on energy and resources.

America, unique among the nations, lives on an

ethic.of growth. Expansion has been critical to our economy.

But as Frederick Jackson Turner noted in his classic, The

Frontier in American History, growth has also been crucial

to our social cohesion. It is difficult to imagine an

America at peace with itself--or the world--if it does not

produce rising incomes for all of its people.

But though grow we must, we cannot grow as we have.

The cheap energy and resources powering our past expansion

have become increasingly expensive and hazardous commodities

in the late 20th century.

Expensive and scarce energy and resources are now

producing as profound a turning point in our history as



the nineteenth century shift from agriculture to industry,

or our own twentieth century turn from domestic to inter-

national markets.

This new turning-point is often called the infor-

mation revolution, in which information is replacing energy

as the key to productivity growth. In this era, the build-

ing blocks of our economy are undergoing basic change:

First, information technologies have replaced heavy

industry as our new growth sectors.

Second, using less energy and resources, not more,

has become a key to increased productivity.

Third, labor shortages pose a major obstacle to

growth for the first time in our history.

And fourth, expanding markets lie in the Third

World, rather than in Europe.

These four historic shifts in the world economy

require corresponding shifts in our economic policy. Too

much of our current investment policy is geared to maintain-

ing obsolete equipment, energy sources, labor practices,

and international trading relationships.

To grow in the new era of limits we must accumulate

capital and carefully direct it into modernizing our economy.

We need to understand that the information revolu-

tion is not a futuristic, "Star Wars" scenario of robots

and Dick Tracy watches, but an economic reality which has

already begun to transform the world in which we live.



546

During the past decade, for example, the informa-

tion revolution has already become the driving force for

economic growth in states like California, Massachusetts

and New Hampshire, creating whole new industries employing

tens of thousands of people.

Abroad, foreign governments like France, Austria

and Japan have already decided to commit significant re-

sources to develop new information technologies.

To continue to grow in an era of limits, we too

must make a similar national decision.

We too must accumulate vast capital, and shift it

from obsolete technologies to new ones capable of providing

new growth and reviving old industries.

We will need, in short, a national investment strat-

egy to develop new information technologies, efficient

resource use, skilled labor, and third world markets.

Let me today suggest a four-point program for such

a strategy, which I believe we badly need if we are to

meet the challenge of the sophisticated economies of Asia

and Europe and meet our own domestic need for meaningful

work, economic prosperity and a sustainable environment.

1. INVESTMENT IN NEW TECHNOLOGIES

Our top economic imperative is to invest.in the

information technologies which have become our major growth

sector--semiconductors and software, personal and business

computers, bioscience and the new telecommunications, robot-

ics and the new space industries of the 1990s.

3
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The new industries built around them are already

among our leading growth sectors--as in California where

semiconductors and electronics have supplied 25% of all

new manufacturing jobs over the past decade.

More importantly, the information technologies are

the key to saving our existing industries--from textiles

to aerospace, to autos--where computer-aided design and

manufacture, robotics, and word processors are already in

wide use.

And these technologies are also driving growth in

the service sector--as anyone can testify who has dealt

with an airlines clerk, done computerized research, or

banked through an electronic teller.

The potential markets for these new technologies

are enormous. The Congressional Office of Technology Assess-

ment, for example, has cited figures indicating that the

U.S. electronics market alone will grow 250% from 1978 to

1987. The personal computer market, according to industry

analysts, is expected to grow 700% during the next 5 years--

from 500,000 units sold in 1980 to 3.7 million units in

1985.

But information technologies will not ensure eco-

nomic growth without a radical shift from excessive consump-

tion to long term investment. We need to invest billions

in research, improvement of new technologies and retooling

our aging plant and infrastructure.



Lack of adequate investment threatens not only our

older industries, but our newer, cutting-edge ones. Recently,

for example, the Japanese have captured 70% market-share

in the newest generation of memory chip, the 64K Ram. Semi-

conductor analysts have suggested that this one industry

alone will need some $30 billion to remain competitive in

the 1980s, up from $4-5 billion in the 1970s.

We must begin by targeting research and development

for new technologies. The decade-long trend which has

seen us lag beyond other nations in research growth must

be turned around.

The times demand joint efforts between industry

and government, and substantially increased government

spending for basic research through the National Science

Foundation, the National Institute for Health, the Environ-

mental Protection Agency, the National Institute of Occupa-

tional Safety and Health, and the National Aeronautics and

Space Administration.

This year we created a state-financed project,

named MICRO, at the University of California to do basic

research on microelectronic and computer sciences.

The research projects will be jointly financed by

the government and private industry on a matching dollar

basis.

Even more important than research and development,

however, is capital formation for modernization. We can
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no longer see our best firms unable to expand or modernize

because they lack access to capital at a cost equal to

their international competitors.

Whatever fiscal, monetary, and tax incentives we

adopt, we must ensure that they are targeted to spurring

investment in productivity. Neither across-the-board re-

ductions in depreciation schedules, nor indiscriminate

government bailouts to ailing industries, are appropriate.

Our tax code has to be geared to encouraging innova-

tive investment and discouraging consumption. Recently in

California, for example, we took such a step. We eliminated

completely the capital gains tax for businesses with less

than 500 employees, the traditional source of technological

innovation.

We made up the revenue loss by increasing the capital

gains tax on antiques, paintings, gold, silver and other

collectibles.

This is a concept that some call targeting. In the future

we are going to do more of that. It is by directing or

targeting our incentives to new growth-producing technolo-

gies that we will find a new economic path for the '80s.

Neither across-the-board reduction in depreciation schedules

nor government bailouts are adequate to insure a steady

flow of capital to modernization.

A similar targeting principle should be extended

to direct government help. When we decide to extend a
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loan or subsidy, for example, we must ensure that it will

go to increasing the recipient's competitivness and produc-

tivity.

This nation is likely to hear increasing calls for a

Reconstruction Finance Corporation, or the National Pension

Fund bank proposed by the AFL-CIO, for example, should

present "supply side" policies fail. We must ensure, however,

that any funds allocated by such institutions go toward

new technologies, new equipment, new energy sources, and

new training--rather than to simply propping up companies

that can no longer compete.

Pension funds can be a particularly important

source of new investment capital. New policies are needed

to give them greater flexibility in investment, and we

have already proposed such measures here in California.

And pension fund loans can also be buttressed by

government guarantees, which would give government far

greater leverage for its capital, pension funds added secur-

ity, and new technologies a major source of additional

capital.

It is particularly important that special attention

be given to fostering the entrepreneurial, innovative spirit

that flourishes most in our smaller firms. We need tax

cuts, incentive stock options, and loans tailored to inno-

.vative small businesses, rather than present policies pri-

marily benefiting our largest corporations.



551

2. INVESTMENT IN RESOURCE EFFICIENCY THROUGH STEWARDSHIP

OF OUR ENVIRONMENT

As energy and resources costs continue to climb we

.must develop cogeneration, photovoltaic, wind, and other

renewable technologies that generate electricity safely

and at a reasonable cost.

We need research for new, clean transportation

fuels that can be developed out of agricultural wastes,

biomass, and coal. Tremendous possibilities exist for

methanol development if we just first make the commitment.

And more immediately, we need new incentives to

commercialize existing least-cost energy strategies. The

California Public Utilities Commission has already ordered

our utilities to offer conservation and solar loans because

it has found that giving people a low or a zero-interest

loan for conservation retrofit and solar devices is actually

more cost effective than centralized power plants.

Finally, we need to pay more attention to restoring

and protecting our fish, our forests, our soil, and our

water. This is the true foundation of our national wealth.

You may have read recently about the severe danger

of soil erosion. It is not a topic that we hear about

every day. Nevertheless, the food that we eat and which

also provides so many export dollars derives from the soil

and the water.



These are resources which must be protected and

wisely managed. Yet, today more soil is shipped down the

Mississippi River than corn, and it won't be too many years

before that top soil is gone unless we change our ways.

To create one-inch of topsoil takes at least 1000

years. In ancient times, Mesopotamia was every bit as

proud as our own middle west. Today the soil of that area

is long gone with only barren desert blowing in the wind

because of inadequate understanding and the mismanagement

of salt buildup, mineralization and erosion.

We look at North Africa andican hardly believe it

once was covered with rich forests. But mighty Rome needed

wood for aqueducts, ships of war and maybe even for hot

tubs.

God help us if we fall into the same trap when .we

have the capacity to increase the productivity of our own

timberland-by 50 percent. In California, we have already

embarked upon a major program of reforestation through

funds derived from geothermal, oil and gas revenues. Our

philosophy is to tax our nonrenewable resources, the deple-

table resources, and redirect the funding into the renewable

resqurces.

With respect to fisheries, we face more than a 50

percent decline from historic levels. We can reverse this

but only by clearing thousands of miles of streams throughout

our state. And that is precisely what we are now doing
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through our California Conservation Corps. As for water,

we intend to recycle at least 400,000 acre feet and even

more if our desalting plants perform as well as expected.

As we come to understand our staggering health

costs from toxics and pesticides, moreover, we need a na-

tional priority on toxics clean-up. Recent California

legislation creating a Superfund to clean up existing dumps',

enacting stronger penalties for violations, and offering

workers a toxics "right to know", point the way to the

national policy we need.

Environment and growth are not opposed--they are

inextricably linked. Wise, careful, caring use of our

natural resources produces the wealth that is at the foun-

dation of our civilization.

3. INVESTMENT IN HUMAN CAPITAL AND A NEW WORKFORCE

The third great shift we are experiencing is the

increase in the shortage of skilled workers and this demands

entirely new policies.

The baby boom of the fifties is moving into middle

age. Americans between the ages of 16-24 will decline in

the 80s, not surge by 40 percent as in the last decade.

The new growth industries are creating highly sophisti-

cated jobs, demanding more trained workers than are currently

available. Skilled jobs are going begging side by side

with rising unemployment.



And that is the paradox: we have a shortage of

nurses, a shortage of electronics people, computer special-

ists, engineers and we have to do something about it.

Automation will compound the problem by displacing

45.million existing .jobs in the next two decades. Growth

in the 80s therefore, demands a major investment in educa-

tion and job retraining going far beyond anything we have

done before.

Our elementary and high schools need to return to

a new emphasis on fundamental communication, calculating,

and scientific skills. We have to upgrade our teaching

and provide more sophisticated equipment such as personal

computers which can allow students to take a more active

role in their education.

Our universities need a Sputnik-like push to turn

out more scientists and engineers. Already, Japan, with

half our population, is turning out 2000 more electrical

engineers every year than we are.

The gap is.growing. If we do not shift our prior-

ities, it is only a matter of time before what happened in

autos, TVs, calculators, and cameras is repeated in the

electronics field.

Then there will be very few industries left in

which America leads. Such an outcome is totally unnecessary

if we make the kind of shift that I am suggesting today.



Vocational education and job retraining programs

also have to be upgraded and retooled. We need employment-

based job training and retraining.

What we need to recognize is that wealth derives

from people--from human intelligence--and that we have to

nurture that intelligence through education, research and

manpower training in the private sector and in the public

sector.

We have a model on how to do that. It's called

the California Worksite and Educational Training Act. It

is a $25 million effort that we started three years ago.

It has had a remarkable success by targeting job training

at the lower end of the scale, but including a career ladder

for those who participate. Several thousand people and

dozens of industries have worked very well with the com-

munity colleges to bring this about, particularly in elec-

tronics and nursing.

Finally, we need a training program targeted to

areas of special need, from youth to minorities to welfare

clients to those who are displaced by plant closings.

Beyond training, we also need to invest in strate-

gies designed to involve working people in their own pro-

duction, and in the quality of their work. The quality

circle is an idea which was developed in America, trans-

ferred to Japan, and now brought home again. We have at

the California Department of Motor Vehicles an experiment

12
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in quality circles where workers meet on a regular basis

to discuss their work and share insights from the bottom

up to improve productivity and their working lives.

In the face of fierce international competition,

we have to work better, with greater insight and caring,

to secure our economic prosperity.

4. INVESTMENT IN NEW MARKETS

Our economy growth in the post-World War II era

has depended on new markets created in Europe and Japan,

made possible in part through the Marshall Plan.

We've seen the Third World primarily as a source for

cheap raw materials during the same period.

Now, Japan and Europe are our more vigorous compet-

itors in more slowly growing domestic and international

markets.

And the developing world, which bought 35% of all

U.S. exports in 1979, is no longer merely a source of cheap

materials.

To develop in the 80s, we can no longer look just

to the developed countries of Europe and Japan. We have

to turn our attention to the Third World, and help foster

an economic framework there, so that the developing nations

can become partners in global economic prosperity.
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The key is expanding the buying capacity in the

Third World. Many of the markets, particularly in steel

and autos, in the developed world are simply stagnant.

Unless we can transfer technology to the countries

of the Third World and help stimulate their buying power,

we are going to find that our present period of economic

stagnation will continue for the rest of this century.

We may need to create something like a Marshall

Plan for the Third World which would involve a cooperative

undertaking among the rich nations.

The goal of this plan would be to see these nations

develop and enter the post-industrial marketplace, and to

ensure global stability. In the 1980s, "gunboat diplomacy"

will have to be replaced by "machine-tool" and "computer"

diplomacy.

There is no more appropriate place for us to begin

such a policy than with Mexico. A modern, developed Mexico

on our southern border is in our most direct self-interest,

as well as theirs.

RENEWING OUR INFRASTRUCTURE

As we undertake these four historic shifts to new

technologies, resources, labor and international markets,

we must not lose sight of another fundamental economic

need: renewing out infrastructure of roads, bridges, high-

ways and ports.



The explosive growth and development of the United

States and other advanced nations in the last century was

made possible only through a combination of private and

public investment.

Waterways, canals, ports, and roads first opened

up the country. Then came the railroads, followed by super-

highways and, finally, the network of airports.

Now, following many years of neglect, we face a

financial crisis of alarming proportions because of aging

facilities and the hugh expenditures needed for replacement

and expansion of our public structures.

A .study this year by the National Council of State

Planning Agencies asserts that:

--,the nation'sl42,000 mile interstate highway sys-

tem is deteriorating.at a rate requiring repair of 2000

miles of road per year. Over 8000 miles of the system are

substandard, along with 13 percent of the bridges. Estima-

ted cost: $700 billion.

--bridge rehabilitation and construction will re-

quire $33 billion.

--to maintain and renew city water systems will

require between $75 and $100 billion in new investment.

--more than $25 billion will be needed for water

pollution control and treatment facilities.

--tens of billions of dollars will be needed to

expand and upgrade our ports to meet the needs of a doubl-

ing of foreign trade by the year 2000.
15
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--upgrading the nation's rail systems will require

many more tens of billions of dollars.

The total public investment this nation now requires

staggers the mind. The Urban Institute estimates that

maintenance alone--just keeping existing public infrastruc-

ture in repair--will cost over $660 billion in the next 15
years.

We cannot maintain new growth in the 1980s, without

repairing the older structures that sustain it.

CONCLUSION: TOWARDS A NEW NATIONAL CONSENSUS

What I am really addressing is the development of

a new national consensus--a shared vision of what America

is and what it can become.

To grow in this era of limits, we must put aside

facile economic nostrums. Neither conservative calls for

less spending nor liberal calls for more spending really

address our central economic dilemma, insuring that our
spending, whatever it is, is directed toward modernizing

our economy.

What is needed is basic agreement among leaders,

business and labor, university and government, representa-

tives of different regions and ethnic groups on a new stra-
togy.

This will demand a political shift as profound as

any we have ever encountered. For years our nation has
thrived despite adversary relationships between managers,
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and labor, between different regions of the country, and

more recently, between environmentalists and developers.

Such a division we can no longer afford. Our top

political priority in this decade must be to foster a new

spirit of cooperation in which we come to see that the

benefit of each depends on protecting the public trust for

all.

--Every racial and ethnic group will need to sup-

port job-training programs for all, rather than competing

for jobs among each other;

--Corporate managers will.need to place a new em-

phasis on risk-taking and long-term development, rather

than focusing on short-term profits and immediate gain;

--Government leaders will need to promote greater

fiscal discipline, and greater cost-effectiveness in pro-

grams and regulation;

--Workers will need to take an increased interest

in how their companies are run and workplaces are organized.

Creating this new spirit of cooperation and national

focus will not be easy. It will be as challenging as any-

thing we have seen in our history in time of peace or war.

But, we have no choice. We have to proceed and

proceed we must--confident in the knowledge that our best

days are yet to come.



Representative REuss. Thank you, Governor Brown.
Governor Carey.

STATEMENT OF HON. HUGH L. CAREY, GOVERNOR, STATE OF
NEW YORK

Govenor CAREY. Thank you, Mr. Chairman. Mr. Chairman and
members of the committee, I'm pleased at this opportunity to be
with you this morning and be here during the time of deliberation
of the National Governors Association. My testimony will center on
the economy first and then some reference to the federalism con-
cept.

I put it in this order because it seems that during the delibera-
tion of the last several weeks and the association meetings these
past few days concentration has been on federalism almost to the
exclusion of discussion of the economy. I think that might be,
giving a tested analogy, something like a football team being
behind 21 to 0 at the end of the first half and going to the locker
room and being asked how many are going to the junior prom. I
think this time the score before us is the economy.

When I testified last year before the House Ways and Means and
Budget Committees, I warned against adopting the tax measures
and spending cuts then being advertised as the cure-all for the Na-
tion's problems.

It is now clear that the supply-side vision that guided the admin-
istration was deeply flawed.

Business confidence has been eroded by soaring interest rates
and a plunging stock market, and the only thing that has trickled
down to the poor in the past year is surplus cheese.

We are now being reassured, however, that if we stick to this
course it will produce favorable results; that it would be foolish to
change course in midstream.

Yet it is easier, I think, to change our Nation's course in mid-
stream than to have to salvage the sunken wreck of our economy,
refloat it, refit it, and then try to steer it in the right direction.

The keystone of the President's strategy has been the Economic
Recovery Tax Act of 1981.

Changes in the structure of Federal taxation were needed. Our
tax system does discourage productive investment and savings, and
it does encourage diversion of capital into unproductive tax shel-
ters.

But some of the remedies that the President proposed, and the
Congress adopted, have proved to be mistakes.

A first step in restoring fiscal stability and a sound economy
must be to correct those mistakes.

The place to begin is with modification of the income tax cuts en-
acted last year, both to reduce revenue losses and to distribute
more equitably the benefits of tax reduction.

I suggest we must roll back the promised cut in rates in July1982 from 10 percent to 5 percent, restoring $20 billion to Federal
revenues in fiscal year 1983, and drop the third tax cut from the
legislation at least until economic and fiscal conditions justify it.



We must eliminate the provision for automatic indexing of the
tax structure that takes effect in 1985, and stretch the tax brackets
for households earning less than $40,000 a year.

Congress must act immediately to correct the most glaring in-
equities of the business tax cuts enacted last year.

Most significant of these are the new "net leasing" provisions.
The wholesale transfer of credits and depreciation allowances by

highly profitable companies is clearly not an effective incentive
and is a severe drain on revenues.

Even the Wall Street Journal has recognized that last year's
leasing provisions were a mistake. In a recent editorial, the Jour-
nal described the new law as "a dud." The Journal is right.

In addition to these changes in the Tax Act, Congress should con-
sider other tax measures that could help close the budget gap,
without hurting low-income families, or discouraging savings and
investment.

For example, capping the deduction allowed for consumer inter-
est charges on all purchases except automobiles would increase
Federal revenues by $4 to $5 billion in fiscal 1983.

In 1979 only 17 percent of all taxpayers took this deduction. A
cap would probably affect less than 10 percent.

The changes I have suggested will significantly reduce the pro-
jected deficit for fiscal 1983, and for the next few years.

But just as important in the long run will be the major changes
in the Federal Tax Code that are needed to insure a more equitable
and rational taxing system.

Congress should begin by taking a second look at 15-10-5-3.
While major reforms in depreciation were clearly needed, and

while the Congress is to be commended for having addressed this
issue forcefully last year, it now seems clear that 15-10-5-3 was
not the most appropriate way to resolve the problem.

In the years ahead, Congress should examine alternative ap-
proaches to depreciation, particularly the first-year capital cost re-
covery system proposed by Prof. Dale Jorgenson of Harvard.

Depreciation reform should be combined with reform of the in-
vestment tax credit program.

The existing credit, which in combination with accelerated depre-
ciation is often excessively generous, should be replaced with spe-
cial tax credits.

These credits should be targeted to stimulate research and devel-
opment, encourage employment of the disadvantaged, promote con-
struction of low-income housing, and stimulate investment in se-
verely depressed areas.

In the long run, we should also examine other major changes in
our tax system, including integration of corporate and personal
income taxes, and increased exemption of interest and dividend
income from taxation.

More modest tax reductions will allow us to use Federal re-
sources for desperately needed investments in human resources
and our capital plant, and to redesign Federal priorities without
blindly and indiscriminately cutting Federal programs.

Here, of course, we come to perhaps the most dangerous and
damaging part of the administration's economic plan: the cutbacks
in investments in education and job training, as has been stressed



by Governor Brown, and his education system in California is
somewhat similar to ours.

Traditionally, investments in human capital have been as impor-
tant as investments in physical capital in determining our real rate
of growth.

With the bewildering rate of technological progress and increas-
ing imports of manufactured goods, education and training will be
even more important during the next decade.

Yet investments in human resources are being sharply reduced.
The proposed 23-percent reduction in employment and training

funds for fiscal year 1983 will probably cost New York in excess of
$100 million.

It will severely affect our ability to train low-income workers to
meet the demands of today's job market, and to retrain those left
jobless by present business conditions.

The proposed 2 1-percent cut in vocational education programs
will have a similar effect.

Cutbacks in student aid programs, if sustained, will aggravate
the shortage of skilled workers some industries are experiencing-
especially in fields like engineering where educational costs are
high.

Private schools, on which we in New York rely for most of our
engineering talent, will be especially hurt.

For the administration to argue that "the best contribution the
Federal Government can make to the undertrained and unem-
ployed is to encourage the steady expansion of the private econo-
my" is to deny both the evidence of history and social reality.

The public sector must play a role in economic recovery that is
based upon a reasoned sharing of fiscal and administrative respon-
sibility among Federal, State, and local governments.

It is, I believe, an economic fact of life that the nation can nei-
ther grow nor address the basic problems of poverty and low pro-
ductivity without a national strategy for investment in human re-
sources.

This strategy must attack the deeply rooted, persistent unem-
ployment still widespread in this country, integrating into one co-
herent structure all of the diverse and fragmented programs that
the Federal Government now funds.

An integrated network of programs should be administered at
the community level by local or regional agencies, operating under
State supervision and in accord with comprehensive State plans.

Industry should be actively involved in both the planning and de-livery of on-the-job training and other services designed to help
people obtain private sector jobs.

In order to provide secure and predictable funding, Congress
should authorize funding of this new system on a long-term basis,
and the level of funding available for employment and training
services should be increased.

Experts in the field of employment and training have estimated
that a system such as I have briefly outlined here could be estab-
lished at a cost of about $20 billion.

This would not be entirely new spending-the new system would
replace about 15 billion dollars' worth of categorical programs.



Just as important as this investment in human resources is our
commitment to those in need, to creating opportunities for those
who have never had any.

Existing programs aimed at these objectives need careful evalua-
tion and revision.

Unfortunately, the administration's proposals are more a matter
of semantics than economics.

The "truly needy," for instance, will decline in numbers not be-
cause the private sector is providing them with jobs, nor because
Federal programs are working, but because changes in eligibility
requirements will deny benefits to the very people that Congress
intended to help when it created the programs.

In New York, we can already measure the impact of last year's
cuts and anticipate what further cuts will do.

Women on welfare and even some of the working poor are ex-

pressing increased concern about their ability to even feed their
families.

Recently, in cooperation with representatives of the business
community and the voluntary sector, I established a Nutrition
Watch Committee to monitor the impact of cuts in programs such
as AFDC, food stamps, and school lunches.

The progress we have made toward eradicating malnutrition is
being threatened.

Similarly, the enormous progress we have made toward creating
a humane system for the care of the mentally disabled will be
threatened by proposed cuts in Federal funding of "optional" med-
icaid services.

These may be optional in a legal sense, but few would argue that
they are therefore expendable.

Let me say something that's happened on this point. In a discus-
sion with a doctor who is head of our kidney institute in New York
who was told by the Federal people who administered the program
that they were going to cut the maintenance and hospitalization
cost of those needing dialysis and needing kidney transplants-cut
it to a level of 50 percent below the present costs-well, the doctors
in charge said to the bureaucratic persons that they could not
make that decision as to who would live and who would die, that
had to be made by the Federal Government, and the Federal Gov-
ernment refused to do so. So it seems to me, Mr. Chairman, when
you get to the human experience involved in some of these cuts,
the very people recommending them are retreating from them and
asking doctors to make decisions on who will live and who will die
based upon inadequate funding. I hope we won't come to that point
in this country.

Now criticism of these policies is now being raised by both Re-
publicans and Democrats, and yet we must do more than quibble
over particular cuts.

We must design a comprehensive program to provide the poor
the opportunity to share in our economic progress.

Our program must include two components: Economic develop-
ment resources and incentives for the revitalization of chronically
depressed areas where large numbers of poor people live; and
direct assistance to individuals who need help improving their posi-
tions in the job market, regardless of where they live.



Some of the initiatives I have already identified-tax credits for
investment in depressed communities and for hiring the poor, and
an increased Federal commitment to employment and training-
would support this dual strategy.

Other policy initiatives will be needed as well.
The Congress could begin this process by restoring the incentives

for work that were so mindlessly removed from the AFDC program
earlier this year.

Further, we could begin using the resources of the welfare
system more effectively to support the transition to regular em-
ployment.

For example, in New York we have established a new program
called the temporary employment assistance program under whichhome relief grant funds from employable recipients can be used tofinance private sector on-the-job training. It's working.

We are now prohibited by Federal law from doing the same forAFDC recipients. Here's a case of the Federal Government putting
itself in the way of something that we have proven will work. Thelaw should be changed.

If we are to stabilize Federal fiscal policy, we must complement asound tax program with prudent controls on spending.
Domestic spending can be reduced prudently and humanely.
There is, for example, no valid reason to continue tobacco subsi-dies and various crop deficiency payments.
The synthetic fuels program has failed to demonstrate that it cansignificantly and efficiently reduce our dependence on foreign oil.It is simply a massive subsidy to some of the Nation's richest cor-porations.
The overall direction is clear. It should not be the job of the Fed-eral Government to subsidize the incomes of individuals who don'tneed help, or of private companies that should be left to either suc-ceed or fail on their own.
We must also curtail the massive planned increases in defensespending.
I am committed to a strong national defense but I do not believethe President's program will achieve that goal. The President

seems to be convinced that in the area of defense, bigger is alwaysbetter.
He thus fails to recognize that a sound defense strategy cannotemerge from an inability to distinguish between muscle and fat,and that the total Federal budget cannot be controlled as long asthe Pentagon's budget is out of control.
In fact, the proposed rearmament program mocks any concernfor reducing the Federal deficit, curbing inflation, and restoringour economy.
It is simply a massive shift of resources from domestic programsto the military that will threaten the growth and redevelopment ofour civilian economy.
For the past decade it has been increasingly clear that we neededa thorough reexamination of State and Federal relations.
Growing regional disparities, shifting patterns of population andinvestment, mounting decay of our rail systems, roads, bridges, andharbors, all called for a realinement of resources and responsibil-

ities. But the President's program meets none of these objectives.



Weakening the constructive role of the Central Government
while aggravating the economic differences among regions, his pro-
posals constitute a "new feudalism," not a "New Federalism."

Of course, last year, in a widely publicized press interview, the
President stated that he was opposed to any redistribution of re-
sources among regions, and to any "sorting out" of fiscal and ad-
ministrative functions among different levels of government.

This view runs counter to the past 50 years of U.S. history,
counter to the almost unanimous views of everyone that has stud-
ied the issue-including an advisory group hand-picked by the
President himself last year-counter to the tax policies and defense
investments of this administration, which are clearly increasing
the resources of one region over another.

Let me state again, for the record, what I believe is necessary if
we are to have a federalism that is new in fact as well as name.

The Federal Government must admit its role in redistributing re-
sources among individuals and among regions, using its tax policies

and programs to promote a national sense of well-being, a national
sense of responsibility for the poor, the disabled, the handicapped.

The retarded youngster in Birmingham, Ala., should have the
same level of attention and education as his counterpart in Roches-
ter, N.Y.

The disabled worker in Detroit should have the same chance for
rehabilitation as a disabled person in San Francisco.

Decent schools, adequate medical care, humane treatment of the
elderly should be a right, not an accident of geography.

A serious, comprehensive, workable program for achieving a new
federalism must be rooted in a recognition that the Federal Gov-
ernment has the broadest tax base, and that it alone can finance

programs of national scope, programs of employment and health as
well as defense.

Wherever possible, administrative responsibility for a program
should be given to that level of government which has the greatest,
direct interest in the success of the program.

New Federalism must begin the Federal asiumption of the costs
of income redistribution programs-AFDC, food stamps, and medic-
aid-thus allowing increased State assumption of the costs of
public works and economic development programs.

The States-at least New York State-do not have the fiscal ca-
pacity to do both.

The administration promises that in the "Great Swap" the
States will lose no money while gaining a greater control over pro-
grams.

It is difficult to assess the extent of Mr. Stockman's creative ac-
counting in reaching this conclusion, but we can only hope it is not
on the scale as the imaginative mathematics of his budget predic-
tions of last year.

In any case, the revenue turnbacks that the President argues
will help States pay for the 43 programs they will be given are
both inadequate and unevenly distributed.

New York would be given $3.1 billion of programs to run and
would gain only $359 million by substituting State for Federal
excise taxes.



Instead of this random, hit-or-miss federalism that gives windfall
profits to a few States and fiscal hardships to the others, we need a
rational policy which recognizes that combating the effects and
causes of poverty is a national responsibility.

At the same time, we should recognize that other functions-par-
ticularly the redevelopment of our capital plant-are best done on
the State level.

During the past 7 years, we in New York have shown that, even
when faced with the most intractable fiscal and economic prob-
lems, government can work.

We have held increases in State spending below the rate of infla-
tion-at about half the rate of inflation-and far below the rate of
increase in Federal spending.

As a result, we have been able to reduce taxes for businesses and
for wage earners by over $2.3 billion,

Yet we have never abandoned our belief in the positive role that
Government should play in strengthening our economy and im-
proving our society, in creating hope as well as jobs, in fostering
equality as well as prosperity, and our program in New York, after
a loss of 700,000 jobs up to 1975, has resulted in a net job increase
of 400,000 in the last 6 years. That's a turnaround of the kind we
need at the Federal Government level and through programs like
our transportation bond issue and the new transit authority capital
program we are rebuilding our whole configuration of transporta-
tion. Unfortunately, we are facing losses of capital authority and
loss of funds from the Federal Government.

We have undertaken the most comprehensive regulatory reform
program ever undertaken at the State level.

We are strengthening employment and training programs, espe-
cially those designed to help people make the transition from wel-
fare to work.

And we are directly supporting the expansion of cooperative re-
search and development programs, involving both our universities
and the corporate sector, to assure New York's place in the techno-
logical revolution that was stressed so well by Governor Brown,
and we are reshaping our economy for tomorrow.

Most importantly, we have done all this without abandoning
those most in need, without asserting that the poor are the cause of
our economic difficulty rather than its victims.

Fifty years ago, a nation plunged deep in depression found that a
Democratic government in New York State-the government of Al
Smith, Franklin Roosevelt, Robert Wagner, Frances Perkins, Aver-
ell Harriman-offered the Nation both a philosophy and a practi-
cal program around which a national recovery could be built.

I am not given to political nostalgia, nor am I calling for ritual
imitation of the strategies or programs of the New Deal. They were
designed for a different time and a different crisis.

But I do not see how we can move away from the principles of
the New Deal: From the nondogmatic, practical, humane approach
to government that allowed Roosevelt and his colleagues to adapt
the venerable principles of our republic to changing economic reali-
ties.

I recall the origin of this committee of which I once served came
from the commitment of Harry Truman for full employment, and
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in 1948 when the committee was founded, it was Harry Truman's
wish and objective that this committee issue an annual report on
our progress toward full employment. I'm giving you that kind of
thought from New York today. We are moving to a full employ-
ment economy by reducing taxes, containing the cost of govern-
ment, and training people for jobs, and I hope that the same kind
of experience that we have had could be of some benefit to the Fed-
eral Government.

I again quote the Wall Street Journal which said, "Supply-side
economics could work providing you do it the New York way." And
our product is now labeled "Made in New York," and I hope that
some of the mistakes made by the Federal Government can be re-
dressed and addressed and we can get this ship back on course
again before we get into more trouble.

Thank you very much, Mr. Chairman.
[The prepared statement of Governor Carey follows:]
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Last year when I testified before the House hays and Means and

Budget Committees, I warned against accepting the false promises of

the Program for Economic Recovery put fonard by the new

Administration. I based my warning upon the experience I had gained

in helping steer New York State out of economic and fiscal crises

which were every bit as grave as those now facing the nation. I

warned against the fiscal recklessness of massive tax cuts, against

the social recklessness of ignoring the needs of the poor, and

against the economic recklessness of relying on ill-designed tax

incentives instead of investing in human resources and public

capital facilities.

It is now abundantly clear that the supply-side vision that

guided the President's policy was deeply flawed. Instead of leading

us to recovery, it has aggravated our problems. Business confidence

has fallen in the face of soaring real interest rates and a plunging

stock market. All that has trickled down to the poor in the past

year is surplus cheese.

The President has become trapped by his own program. Last year

he lobbied, with devastating success, for two policies: Cut taxes

and cut government spending. His huge tax cuts now threaten such

large deficits that he is forced to cut spending deeper and faster

than is possible or wise for the American economy. But even these

cuts do little to close deficits that, by any reasonable forecast,

will traumatize our capital markets. The economy is being driven

further and further away from recovery. Mr. Reagan claims that he

does not want to change course in mid-stream. But it is easier to
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change in mid-stream than it will be to refloat the economy after it

has run aground on the right bank.

The new federalism that was announced with such fanfare this

year should not distract us from the deep economic crisis that

confronts us. The fiscal "shell game" that the Administration has

offered to play with State capitals will not restore American

economic leadership, give jobs to the unemployed, or feed the

hungry. The harsh winter of 1982 will be prelude to even harsher

times unless we take corrective action now.

Administration spokesmen continue to challenge opponents to

outline alternatives, only to ignore those alternatives when they

are presented. Last year I outlined an economic strategy that

included: targeted tax cuts and tax reforms to encourage investment

and increase savings; reductions in federal spending at a level

beyond those suggested by the President -- but not from the incomes

of the poor; and public investment in human resources, capital

facilities, and other national economic priorities. It is a

balanced, fiscally prudent, and humane alternative.

Today I will outline a program for restoring healthy growth to

the economy and that will allocate fiscal and administrative

responsibilities for public investment among federal, state and

local government in a way that will inspire efficiency but also

balance responsibility with needs and resources. The program

includes:

o A rational tax reduction and reform package that encourages
productive investment and savings.

o A program of investing in education and training so that all
Americans have the opportunity to participate in productive,
well-paid jobs.
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o A program to maintain our commitment to the economically
disadvantaged and to reduce dependency on income transfer
programs.

o A strategy to reduce unnecessary federal spending.

o A restructuring of federal-state relationshios, with priority
given to redefining responsibility for helping Americans in
need, and for renewal of our capital plant.

Before I describe the details of this strategy, I would likeLto

define the three basic concepts upon which it is hased. The first

is fiscal prudence. I share the President's concern with reducing

spending and taxes. We have followed that goal with demonstrable

success in New York. But we must do so in a balanced and planned

way. I do not believe that a balanced budget is a prerequisite to

economic recovery. However, I do believe that huge deficits will

preclude renewed growth. In New York, we cut taxes from the fiscal

dividend produced by stringent expenditure reduction programs. The

result was renewed investor confidence. The President has helped

create recession by cutting revenues below a fiscally prudent level.

The program I outline in the following pages provides for more

moderate, but more effective tax cuts, coupled with reduced federal

spending that will restore business confidence.

My second principle is that renewed economic growth will result

only from a balanced economic program. There is no simple solution

that can be summarized in slogans fit only for bumper stickers or

table napkins. Cutting taxes will not help the economy if the

result is unfinanceable deficits. But cutting spending will also

be counterproductive if it means that industry will not have skilled

workers or if the nation's highways and bridges are falling apart.

We have a complex economy and its problems can only be addressed

through a far-reaching and carefully considered strategy.

95-755 O-82--37
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My third principle is that we must ground our strategy in

reality. Last year, the Administration sold its program on

unrealistic assumptions about the economy. Budget Director Stockman

has admitted that OMB computers were doctored to verify the

Administration's overly optimistic assumptions. The

Administration's forecast in March 1981 of the FY 1982 deficit was

$42 billion. This has since been more than doubled. Yet the

Administration still persists in projections that are unrealistic 
in

this year's budget. Projections by the Congressional Budget Office,

which provided much more accurate forecasts last year, show budget

deficits twice as great as those forecast by the Administration for

the three years beginning in FY 1983. It is difficult to conduct a

rational debate on economic policy and to reassure the American

people when there are -such huge discrepancies 
between the

Administration's premises and those of virtually.every 
other

participant in the discussion.
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1. A RATIONAL TAX PROGRAM

The so-called Economic Recovery Tax Act of 1981 is an

ideologically-motivated concoction of income tax cuts and special-

interest giveaways, along with a few real improvements in the

federal tax code. The result is a program that threatens enormous

federal deficits, but which holds little promise of achieving the

positive economic effects advertised by the Administration.

Changes in the structure of federal taxation were needed. Our

tax system does discourage productive investment and savings; and it

does encourage diversion of capital into unproductive tax shelters.

The President deserves some credit for calling public attention to

these problems. But the remedies he proposed, and those adopted by

Congress have proved to be dangerous mistakes. Our first step in

restoring fiscal stability and a sound economy must be to correct

those errors. The place to begin is with modification of the income

tax cuts enacted last year, both to reduce the revenue losses that

have resulted and to distribute more equitably the benefits of tax

reduction.

The National Economic Recovery Tax Act of 1981 contained

massive cuts in personal income taxes -- but cuts that serve mainly

to create enormous deficits and provide windfall gains to the rich.

The working American whose labor provides the country with its food,

consumer goods, and shelter has no place at this moveable feast. We

must take the following steps immediately:
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o Roll back the promised cut in rates in July 1982 from
ten percent to five percent. This will restore $50 billion
to federal revenues in fiscal 1983.

o Drop the third year tax cut from the legislation at least
until economic and fiscal conditions justify it.

o Eliminate the provision for automatic indexing of the tax
structure that takes effect in 1985. For the federal
government to commit itself to indexing before the budget has
been brought under control and the deficit sharply reduced,
if not eliminated, is wildly irresponsible.

o Stretch the tax brackets for households earning less than
$40,000 a year so that the generous increase in disposable
income bestowed this year is distributed more equitably.

o Convert standard deductions into standard credits. Instead
of deducting from taxable income $1,000 for each dependent,
we should offer a tax credit of $230. This leaves tax
revenues unchanged, but ensures that a child is worth the
same in reduced taxes to all households, regardless of
income. There is no reason why an American born to a
high-income household should reduce that household's taxes by
$500, while one born to a working household may be worth only
$100.

These reforms would help close the deficit, while increasing the

equity of our tax system.

Congress must also act immediately to correct the most glaring

inequities of the business tax cuts enacted last year. Most

significant of these are the new "net leasing" provisions. While I

have advocated making tax credits partially refundable to struggling

companies, the wholesale transfer of credits and depreciation

allowances by highly profitable companies is clearly not an

effective incentive and is creating a hemorrhage of revenues.

Even the Wall Street Journal has recognized that last year's

leasing provisions were a mistake. In a recent editorial, the

Journal described the new law as "a dud. It subsidizes losers; it

.subsidizes winners with enough overseas business to enjoy foreign

tax credits; and it arbitrarily subsidizes capital-intensive



575

-7 -

industries over labor-intensive ones." The Journal is right. These

provisions should be promptly repealed.

In addition to these changes in the Economic Recovery Tax Act,

Congress should consider other tax measures that could help close

the budget gap, without hurting low-income families, or discouraging

savings and investment. For example, capping the deduction allowed

for consumer interest charges on all purchases except automobiles

would increase federal revenues by $4 to $5 billion in fiscal 1983.

In 1979 only seventeen percent of all taxpayers took this deduction;

a cap would probably affect less than ten percent. ,

The changes I have suggested will significantly reduce the

projected deficit for fiscal 1983, and tor the next few years. This

must clearly be our first priority. But just as important in the

long run will be the major changes in the federal tax code that are

needed to ensure a more equitable and economically more rational

taxing system.

We can begin with business taxes. Once our immediate fiscal

problems have been resolved, Congress should take a second look at

15-10-5-3. While major reforms in depreciation were clearly needed,

and while the Congress is to be commended for having addressed this

issue forcefully last year, it now seems clear that 15-10-5-3 was

not necessarily the most appropriate way to resolve the problem.

First, it is extremely expensive. It will effectively reduce tax

rates for many large, capital-intensive businesses to zero. Second,

because its asset classifications bear little or no resemblance to

real asset life, it can tend to distort investment incentives.

Third, it does not really reduce the uncertainties caused by

fluctuating inflation rates. And finally, it does little to help
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new and small businesses, and businesses whose chief resources are

human, rather than physical capital.

In the years ahead, Congress should examine alternative

approaches to depreciation, particularly the first-year capital cost

recovery system proposed by Professor Dale Jorgenson of Harvard.

Depreciation reform should be combined with reform of the investment

tax credit program. The existing credit, which in combination with

accelerated depreciation is often excessively generous, should be

replaced with special tax credits aimed at four objectives:

stimulation of research and development; encouraging employment of

the disadvantaged, as we do under the Targeted Jobs Tax Credit;

encouraging construction of low-income housing; and stimulating

investment in severely depressed areas.

In the long run, we should also examine other major changes in

our tax system, including integration of corporate and personal

income taxes, and increased exemption of interest and dividend

income from taxation.

I do not wish to slight the many important and worthwhile

changes that Congress enacted in last year's tax act -- measures

such as expanded eligibility for individual retirement accounts, and

expanded Subchapter S treatment. Nor do I deny the unpalatable

nature of any rollback of tax cuts already enacted -- especially in

the midst of a recession. But it is becoming clearer with each

passing week that the nation's economy will not fully.recover until

we restore some stability and sanity to federal finances. The tax

measures I have proposed are an important step in that direction.
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2. INVESTIIENT IN HUMAN RESOURCES

Few aspects of the President's progrea will prove more damaging

to the long run health of the U.S. economy than its neglect of

investment in our human resources through education, training and

employment programs. Studies have proved, again and again, that

investments in human capital have been as important as investments

in physical capital in determining our real rate of growth. With

the bewildering rate of technological progress and increasing

imports of manufactured goods, education and training will be even

more important during the next decade, if the nation is to remain

competitive, and if Americans are to be prepared with the skills

needed by our growing industries.

Investing in people is important not only to meet industries'

needs but also to ensure that all able Americans participate in the

economic process. Acquiring skills is the only way in which the

economically disadvantaged can be lifted from the vicious cycle of

disinvestment, discrimination and despair. In his budget message,

the President claims that:

"Government training in most cases has been expensive,
often has been for people who would probably find work
anyway, and too frequently has been for jobs that do not
exist."

This is patently false, and contradicts scores of studies that have

been undertaken to evaluate programs to educate and train the

disadvantaged. Reviewing these studies, the National Commission for

Employment Policy concluded:
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o Every dollar invested in on-the-job training returned $2.28
in social benefits (which included increased goods and
services as well as increased taxes to all levels of
government and reduced welfare dependency).

o A dollar spent on Job Corps returned about $1.39 to society.

o A dollar spent on classroom training returned $1.14 to
society.

And the compelling aspect of these findings is that the more

disadvantaged the individual, the greater the rate of return. The

facts are in clear conflict with the shallow rhetoric of this

Administration.

The President is more than willing to provide massive tax

subsidies for investments in plant and equipment that would have

occurred anyway, or for massive mergers and takeovers that generate

no new jobs, or to industries that produce unneeded products through

outmoded means of production. He is unwilling to invest in our

workforce through programs with a proven, profitable rate of return.

What rate of return will the taxpayer earn on the Clinch River

Breeder reactor, tobacco subsidies, and on an unnecessary fleet of

of bombers?

The President's Secretary of Education admitted before the

House Education and Labor Committee last May that: "The rationale

for the budget cuts was not based upon any alleged failure of

Title I. I know, and I can testify to this Committee, that our

Title I programs are successful." Success in helping the

educationally disadvantaged appears to slate a program for

extinction.

Congress cannot.condone the brutal cuts that the President

proposes.
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o Federal spending on elementary and secondary education is
being reduced from $7 billion in FY 1981 to $4 billion in
FY 1985 (only $3 billion in constant dollars -- a cut of over
50 percent.

o Aid to higher education would be cut from $6.8 billion in
FY 1981 to $4.3 billion in FY 1985 (again, a cut of more than
50 percent in real terms).

o Training, employment and labor services will be reduced from
$9.8 billion in FY 1981 to only $3.6 billion in FY 1985.

These proposals add up to a shocking renunciation of any

federal commitment to a rational and effective economic development

policy. We will condemn millions of Americans to a marginal

economic existence and we will all lose the potential productivity

of those denied access to meaningful jobs.

For the Administration to argue that "the hest contribution the

federal government can make to the under-trained and unemployed is

to encourage the steady expansion of the private economy" is to deny

both our historical record and our present situation. The history

of America in the post-war era makes it abundantly clear that

trickle-down economics simply doesn't work. Those at the bottom of

the economic ladder will rarely benefit from overall economic growth

unless we act directly to assure that new opportunities are created

for them. Moreover, the premise that this Administration's policies

will produce such overall growth is obviously an uncertain one. Sc

far, the principal achievement of the Administration's programs has

been to swell the ranks of the unemployed by over one million and to

erode the standard of living of all Americans not fortunate enough

to benefit significantly from last year's tax cuts.

We cannot and should not expect private industry to provide all

the education and training needed to make a welfare recipient, an

unemployed steel worker, or a part time service worker employable in
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the new occupations generated by our technological revolution.

Generally speaking, individual employers do not have the facilities,

the expertise, or the resources to meet this need. It is equally

facile to suggest that somehow the poor can pay for training and

education themselves.

The public sector must play a role. But that role must be

based upon an equitable sharing of fiscal and administrative

responsibility between federal, state and local governments.

The New York State Experience

In New York State, we have recognized that a commitment to

quality and equality in education is one of our strongest

development needs. Yet our approach is in profound contrast with

that followed by the President.. Instead of walking away from our

responsibility and-invoking hollow slogans about localism and

trickle down, I have proposed a far-reaching program through which

the State will increase its aid to fiscally constrained and

low-income school districts by $1 billion a year by 1985, which will

increase the State's share of primary and secondary education from

40 to 50 percent. This will be achieved through the dedication of.

existing taxes and through the raising of new taxes. But I am

confident that the people of New York recognize that spending on

education is a crucial investment in our economy and in the future

welfare of our citizens. We also believe that a restructuring of

intergovernmental relations must take into account ability to'pay.

The President seems to regard fiscal capacity as irrelevant.

I would point out another critical difference between our

program and the approach of the Administration. Part of the

increased funding for education I have proposed would be financed
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through an additional one percent on the state sales tax. Yet my

proposal includes refundable credits against the state income tax so

that no-one earning less than $18,000 will pay any net increase.

How different from the President who would deny income maintenance

and services to low-income households in order to finance tax

holidays for the truly greedy. When we all benefit from prudent

public investments, we should all pay according to our resources.

A National Education, Employment and Training Strategy

The nation cannot grow, nor can we address the basic problems

of poverty and low productivity, without a national strategy for

investment in human resources. We must recognize that our present

programs are needlessly complex, duplicative, and subject to the

vagaries of annual appropriations.

What is needed is-a complete restructuring of the system. A

new employment and training system should integrate into one

coherent structure all of the diverse and fragmented programs that

the federal government now funds -- the state-administered

employment service, the CETA program, vocational education, and the

Work Incentive Program for welfare recipients.

This integrated network of programs should be administered at

the community level by local or regional agencies, operating under

state supervision and in accord with comprehensive state plans. The

employer community should be actively involved in both the planning

and delivery of on-the-job training and other services designed to

help people secure stable private sector jobs, with some potential

for advancement.

Workers could be eligible for training under this system -- as

they are eligible for Unemployment Insurance payments -- on the
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basis of their participation in the labor force, or, in the case of

welfare recipients, on the basis of demonstrated need.

Finally, a new employment and training system should be funded

at a level and in a manner that reflects the crucial role of human

resource development in determining our economic future. In order

to provide secure and predictable funding, Congress should authorize

funding of this new system on a long-term basis, and the level of

funding available for employment and training services should be

increased.

Experts in the field of employment and training have estimated

that a system such as I have briefly outlined here could be

established at a cost of about $20 billion. This would, of course,

not be entirely new spending -- the new system would replace about

$15 billion worth of categorical programs.

This is not simply an ivory tower proposal. Major elements of

the program I have outlined here have been endorsed by groups as

diverse as the National Governors' Association and the National

Alliance ot Business. With CETA coming due for reauthorization in

September, Congress has an opportunity to completely overhaul the

employment and training system. Nothing it does in 1982 will have a

greater effect on our economic future.

A comprehensive human resource development policy should of

course go beyond the confines of the employment and training system.

We must begin to provide employers with some of the same incentives

for investment in people that our tax system now provides for

investment in buildings .and machines.

We must recognize that this strategy cannot be subject to the

vagaries of annual appropriations that have weakened the present
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structure. A unified system requires a stable source of funding,

equitably allocated among states. I propose that we set up a series

of state trust funds, analogous to but independent of the

Unemployment Insurance system, perhaps funded from an

employer/employee tax or through an excise tax on imported oil.

Effective investment in human resources cannot he achieved without

commitment of public resources.
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3. MAINTAINING OUR COMITMENT TO THE DISADVANTAGED

No one can deny that the President inherited a federal budget

that was out of control. Inflation had swollen entitlement programs

beyond recognition, and hasty responses to the energy and urban

crises of the 1970s had created needless proliferation and

duplication of programs. I can sympathize with the position the

President faced last year because it is very similar to the one I

faced in New York in the winter of 1975. However, I cannot

sympathize with the President's single-minded approach to budget

cutting that denies food and basic services to the poor while

providing the military with more resources than they can possibly

absorb. Whatever rhetoric the Administration uses in Washington

about the maintenance of a safety net for the "truly needy," it is

clear to those of us who must carry out the cuts that the safety net

is no more real than the emperor's new clothes. We are gambling

with the lives of millions of Americans.

The President's new proposals will be an intolerable burden on

poor Americans, already reeling from the cruel cuts imposed last

year. AFDC will be slashed from $8.5 billion in FY 1981 to only

$5.4 billion in FY 1983. Social services will be cut from $6.5

billion in FY 1981 to $5.1 billion in FY 1983.

The President intends to solve the problem of poverty by

defining it away. The "truly needy" will decline in numbers not

because the private sector is providing them with jobs but because

capricious and cruel changes in eligibility requirements will deny
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benefits to the very people that Congress intended to help when it

created the programs. Without training programs that would render

them employable, cut off from the support services that would help

N them work, and penalized with a 100 percent tax rate as a reward for

working, the poor are being forced back on welfare, where dwindling

benefits and harsh administrative requirements threaten to destroy

the basic system. Commenced with the evisceration of our income

support, the President is planning to throw these programs back to

the states as part of his new federalism.

We cannot discuss a program for economic recovery that is

predicated upon the impoverishment of millions while roconcentrating

wealth into the hands of a few. It is socially reckless to hold up

the victims of our ailing economy as the cause of our problems. In

the last decade, welfare and Foodstamps helped one in four

Americans. These are not idle, unmotivated individuals as the

Administration would have us believe. Most of them, of course, are

children. Some are elderly or disabled. And many are hard working,

productive Americans who because of economic adversity or personal

difficulties temporarily need help. Can we, the richest and most

powerful nation in the world, honestly claim that we cannot afford

to assist our own citizens in their moments of need? Voluntarism

will not feed or shelter the hungry and homeless. Less than ten

percent of the federal budget is spent on programs targeted to those

with low incomes. Yet more than one third of the proposed cuts are

inflicted on these programs.

Criticism of these budget cuts is now being raised by both

Republicans and Democrats. It is not too late to save the basic

structure of our income maintenance system for those who cannot
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work. We can moderate the tax cuts, scale back increases in defense

spending, and restore income and service assistance programs to

levels compatible with human needs and human dignity.

Adequate income maintenance and supportive services are

essential; but by themselves are not an adequate answer to the

problems of poverty. A coherent strategy for extending economic

opportunity to all Americans must include two components. It must

concentrate our economic development resources and incentives on the

revitalization of chronically depressed areas where large numbers of

poor people live; and it must provide direct assistance to

individuals who need help improving their positions in the job

market, regardless of where they live.

Some of the initiatives I have already identified -- tax

credits for investment in depressed communities and for hiring the

poor, and an.increased federal commitment to employment and training

-- would support this dual strategy. But other policy initiatives

will be needed as well.

First, we need to assure that the economic development

resources of all levels of government -- federal, state and local --

are effectively integrated in a coherent, concentrated effort to

create jobs in the nation's poorest communities. This kind of

approach is already in place in New York. For example, the New York

State Urban Development Corporation's targeted job development

program provides flexible financing to new business in some of our

most depressed areas.

Second, we need to strengthen our national commitment to

assisting the poor to become self-reliant. The Congress could begin

this process by restoring the incentives to work that were so
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mindlessly removed from the AFDC program earlier this year. A

further step could be to begin using the resources of the welfare

system more effectively to support the transition to regular

employment. For example, in New York we have established a new

program, called the Temporary Employment Assistance Program, under

which home relief grant funds can be used to finance private sector

on-the-job training for employable recipients. We are now prohibited

by federal law from doing the same for AFDC recipients. The law

should be changed.

We also need to help young people from low-income families --

those most at risk of becoming dependent on welfare -- to make the

transition from schooL to work. The rate of unemployment among

minority youth, which chronically exceeds 40 percent, is not a sign

that the lahor market doesn't work well for such youth. It's a sign

that the labor market doesn't work at all. The national employment

and training strategy I outlined earlier should give special

emphasis to the needs of these young people. But we also need to

commit ourselves to a long-term effort to strengthen basic education

in low-income areas. I recognize that this is, and must remain,

primarily a state and local responsibility. But there is a role for

the federal government in directing our educational resources to

those who need them most.

For when the President says it is not the federal government's

role to redistribute resources from one region or community to

another, or to those most in need, he is simply wrong. He is wrong

philosophically, and wrong historically. The constitution that

95-755 0-82--38
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4. A BALANCED APPROACH TO SPENDING CONTROL

The alternative tax cut program I have described will help both

stimulate economic development and reduce the enormous federal

deficits projected for the years ahead. Nevertheless, if we are to

stabilize federal fiscal policy, we must complement a sound tax

program with controls on spending, Domestic spending can be reduced

prudently and humanely.

First, just as states and local governments have had to do for

years now, the federal government should trim its payroll. A two

percent reduction in federal employment would not significantly

effect the quality of public services, and it would save billions of

dollars.

There are many other examples of possible savings.

o There is no valid reason to continue tobacco subsidies and
various crop deficiency payments. All of these subsidies
should be eliminated.

o The synthetic fuels program has failed to demonstrate that it
can significantly and efficiently reduce our dependence on
foreign oil. It is simply a massive subsidy to some of the
nation's richest corporations. Federal synfuels funding
should be limited to research and development.

o The breeder reactor program should be terminated.

o Development of an effective health care cost containment
program could save billions of dollars annually in Medicare
and Medicaid expenditures.

o Use of a more accurate measure of inflation than the Consumer
Price Index for indexing entitlement programs could save
several billion dollars annually.

These are just a few examples; but the overall direction is

clear. It should not be the job of the federal government to
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subsidize the incomes of individuals who don't need help, or

private companies that should be left to either succeed or fail on

their own.

New York's experience in dealing with its fiscal problems in

the mid-1970s holds some important lessons in this regard. We were

able to hold the line on.State spending, and in some areas to reduce

it. But we did so without cutting welfare benefits. We

dramatically improved services in some areas, such as programs for

the mentally retarded. And rather than forcing local governments to

absorb cuts in State spending, the State picked up local costs for

courts, for the SSI program, and for the City university. As the

Wall Street Journal said in an editorial in March of 1981,

Washington would do well to follow New York's example.

We must also curtail the massive planned increases in Defense

spending. I am committed to a strong national defense but I do not

believe the President's program is necessary to achieve that goal.

The President seems to be convinced that in the area of defense,

bigger is always better. He thus fails to recognize that a sound

defense strategy cannot emerge from an inability to distinguish

between muscle and fat; and that the total federal budget cannot be

controlled as long as the Pentagon's budget is out of control.

Enormous waste in military spending is not a figment of the

liberal Democratic imagination. Budget Director David Stockman has

suggested that as much as $30 billion could be cut from the Pentagon

budget without adversely affecting our defense posture. This year,

the Congressional Budget Office identified thirteen areas where $44

billion could be saved by FY 1987. And in 1981 Senators Barry

Goldwater and Howard Metzenbaum jointly conveyed their concerns in
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this area to Secretary Casper Weinberger. "Waste and inefficiency,"

they wrote, "have over the years become a way of life for too many

in the Defense Department.... it is pure and simply the result of a

system that permits DOD to operate as though the public purse has no

limits."

The Administration is perpetuating this waste by its reliance

on technologically complex major weapons systems that many critics

believe are not sufficiently flexible to respond to many of the

military situations that may arise in the years ahead. The B-1

bomber, for example, will be enormously expensive, yet have very

limited utility. Indeed it could be totally obsolete before it is

fully deployed. Other initiatives, such as the recommissioning of

battleships, appear to be symbolic gestures, without strategic

value.

The President's program also fails to recognize the disruptive

effects that this massive military build-up would have on our

economy. The huge increases in defense procurement included in his

budgets will strain the capacity of our defense industries. As

these industries rush to expand, capital will be diverted away from

more productive civilian uses, and the upward pressure on interest

rates will be increased. The shortage of engineers and other

technical personnel in civilian industries will worsen. The prices

of skilled labor and strategic materials will be bid up.

If we are to create what is -- let us be honest about it -- a

wartime military establishment, we will suffer the ills of a wartime

economy -- a weakening of civilian investment, sustained inflation,

and recurrent shortages.
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The President's colossal "rearmament" program mocks his concern

for reducing the federal deficit, curbing inflation, and restoring

our economy. Despite its rhetoric, the President's budgetary

strategy ultimately has little to do with restoring our economy --

or even with reducing government spending. It is simply a massive

shift of resources from domestic programs to the military. As I

told the House Budget Committee last March, it can be summarized in

one sentence: Reduce social spending without regard to

consequences; increase military spending without regard to need.

Greater discipline in federal spending is clearly necessary.

This is not because the aggregate level of federal spending is in

some vague way "too high" for our economy to sustain -- it clearly

is not -- but because we need to bring expenditures and revenues

into some more reasonable balance; and because some federal spending

is clearly wasteful or even harmful to our economy.

Unfortunately, the approach to spending control proposed in the

President's budget is simply unworkable. Fortunately, it is not too

late to chart an alternative course.
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5. THE NEW FEDEPALISH

The President's new federalism proposal is clearly an attempt

to draw public debate away from his failing economic program. It

is, equally clearly, a prescription for the final unravelling of

those elements of rational and equitable public policy that would

remain if the new round of cuts in domestic spending proposed for

1983 is enacted. It is not a program for a "new federalism." It is

a program for a "new feudalism."

I, and my fellow governors, have long supported reforms in the

relationship among federal, state and local governments that would

avoid duplication and inefficiency. encourage coordination, and

restore equity. But these reforms must be carefully weighed and

designed in an atmosphere of trust. In the last few days, we have

communicated our views to the President, and he appears willing to

defer action and to rethink some aspects of his proposal. I would

like to offer some suggestions on the direction the Administration

and the Congress should take in considering intergovernmental

reform.

The Basic Principles

Any "new federalism" must be based upon a coherent set of

principles. not upon accounting gymnastics. Yet last year, in a

widely publicized press interview, the President flatly stated that

he was opposed to any redistribution of resources among regions, and

to any "sorting out" of fiscal and administrative functions among

different levels of government. This view runs counter not only to
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most of this country's history but also to the almost unanimous

views of everyone that has studied the issue -- including an

advisory group of those hand-picked by the President himself last

year. Criticisms have come from all levels of government and from

the full political spectrum.

Before I address the specific faults with the President's plan,

let me lay out the principles that should guide federal-state

relationships -- principles that have been espoused by the National

Governors' Association, the Advisory Commission on Intergovernmental

Relations and other bi-partisan groups.

o First, the federal government must play a major role in

redistributing resources among individuals and among regions.

o Second, wherever possible, the region benefiting from a

particular project or program should pay for that program.

o Third, wherever possible, administrative responsibility for a

program should be given to that level of government which has

the greatest direct interest in the success of the program.

The federal government has the broadest tax base and through

the collection and distribution of revenues can allow all of us to

share in our rich national endowment of resources. That function is

at the core of our federal structure. It is vain to assert that the

federal government has no role in redistributing resources when it

does just that with every defense contract or facility and with

every highway project, Corps of Engineers project and even 
with the

very structure of the federal tax system. In many cases, it is more

efficient to collect taxes nationwide, and even to administer

programs from Washington.

The President's Proposals

Against any rational criteria, the President's new federalism

proposals are a failure. He is not so much "sorting out" functions
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between the federal and state governments, as he is simply

delegating almost all social programs to state government. There

are four fatal flaws in his approach.

First, the President's "new federalism" rejects a half century

of progress toward full recognition that poverty is essentially a

national problem -- a product of economic and social dislocations

that are regional or national in character, and that individual

states cannot effectively deal with on their own. From the Social

Security Act in the 
1
930's, to Food Stamps and SSI in the early

1970's, both Democratic and Republican administrations have

recognized the wisdom of seeking national solutions to the problems

of poverty. Now the President would have us cast aside this

heritage.

I certainly do not agree with those who suggest that the states

are somehow inherently less humane, or less attentive to the poor,

than the federal government. And there are sound reasons for

continuing state and local administration of many of our social

welfare programs. But experience clearly shows us that if decisions

about benefit levels and financing arrangements in these programs

are left completely to the states, the pressure on individual states

to gain some marginal economic advantage, real or perceived, by

neglecting the needs of the poor, will be enormous.

My second objection to the President's scheme is that it is

another instance of the Administration using unrealistic numbers to

support their case. It is difficult to assess the extent of these

accounting games until the full details of the program are revealed.

But there is a wide discrepancy between the Administration's claim

that the AFDC/Foodstamps and Medicaid swap would benefit the states
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by $2.6 billion in 1984, and the Congressional Budget Office

estimate that states would lose $1.5 billion.

Third, the Administration is being less than forthright about

the exact nature of the proposed federal assumption of Medicaid. It

is not clear whether the Administration proposes to assume all the

optional benefits offered by states. Many states extend Medicaid to

the medically indigent and to SSI recipients to fill the gaps in

Medicare coverage. The "savings" to the states may be more apparent

than real. The Administration has also estimated AFDC costs in FY

1984 at $2 billion below their present level, again an unrealistic

assumption even with the proposed eligibility changes.

Fourth, the revenue turnbacks that the President argues will

help states pay for the 43 programs they will be given are both

inadequate and unevenly distributed. New York would be given $3.1

billion of programs to run, and would gain only $359 million by

substituting state for federal excise taxes. Phasing out the

proposed Trust Fund and turning the taxing power back to the states

is obviously a completely unrealistic idea.

The "new federalism" is not a serious attempt to sort out

functions between the federal government and the states. It is from

one perspective a continuation of the Administration's war on the

poor; from another, it is simply a diversion, aimed at distracting

Congress and the people from our present economic plight. 
In no

sense is it a serious reform proposal, and it does not deserve to be

considered as such.

An Alternative Approach to Reform

I do not mean to suggest that reforms in our intergovernmental

structure are not necessary. In the years ahead -- after our
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economy has experienced a sustained recovery, and some sanity has
been restored to the federal budget -- it should be a high priority
for both the federal government and the states,

The central focus of these reform efforts should be an increase
in federal responsibility for income maintenance and medical care
programs, and an increase in state responsibility for construction
and maintenance of capital facilities.

I have already alluded to some of the reasons why programs
aimed at helping those in need should be considered a national
responsibility. The best way to meet this responsibility is through
comprehensive reform of welfare and Medicaid programs at the
national level. Such a reform program should include creation of a
uniform minimum benefit, with regional variations, fully funded by
the federal government. It should cover both the non-working and
working poor, and should provide fair and reasonable work
incentives. In the area of medical assistance, increased federal
responsibility for meeting the cost of essential health care for the
poor could be combined with much more stringent mandates for
controlling total program costs.

The incremental cost of these reforms would be relatively
modest -- perhaps $12 to $15 billion. Compared with the President's
proposals for military spending, it could even be called trivial.
And these reforms could be phased in over several years, to minimize
the short-term budgetary impact.

Just as important as reform of our social welfare and health
programs is a restructuring of the programs through which we finance
capital facilities.
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Since the days of Alexander Hamilton, the development of

essential public works -- canals, ports, railroads, highways,

airports, water supply systems, waste management systems -- has been

one of the fundamental bases of our prosperity. Yet during the past

decade there have been all too many signs of a long-term reduction

by the federal government, the states, and our local government in

their commitment to the development and maintenance of basic

infrastructure.

The statistics are grim:

o It has been estimated that one out of every five bridges in
the United States requires reconstruction or major
rehabilitation.

o The interstate highway system, which now carries 20 percent
of the nation's vehicular traffic, will in the years ahead

-require reconstruction at the rate of 2,000 miles per year.

o In many cities, the replacement cycle for water supply
systems have bden stretched out to more than two hundred
years. It has been estimated that to keep those systems
functioning, $75 to $110 billion in new investments will be
needed in the next ten years.

o As world demands for American grain and American coal rise,
we will need to expand our major ports. Ships now lie at
anchor for a month or more at Hampton Roads waiting to take
on coal.

o It has been estimated that in New York City alone, $40
billion in capital improvements will be needed in this
decade.

A book recently published by the Council of State Planning Agencies

bore a title that labeled appropriately the prospect we will face if

our investment in public facilities is not increased. It was called

"America in Ruins."

If this nation is to prosper in the decades ahead, it must

commit more of its resources to maintaining essential

infrastructure, and to meeting emerging needs -- for example for the
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rail and port facilities we need if we are to increase our coal

exports to meet world demands. States can only meet these needs if

they are provided with the resources, either through federal

assumption of welfare or through more direct federal assistance.

One of the nation's highest priorities should be to develop an

overall national policy concerning maintenance and improvement of

our basic economic Infrastructure. Such a policy should establish

major national objectives -- for example, ensuring the recon-

struction of our interstate highway system on a twenty-year cycle --
and clearly define the respective roles of the federal government,

the states an the private sector in meeting those objectives.

As a general rule, the federal government should get out of the

business of selecting, financing and managing individual capital

projects. It should set overall priorities, and leave actual

program management to the states.

An example of this approach is the Moynihan-Domenici water

resources bill, which was first introduced in the Congress in 1979.

This bill would have converted a number of federal programs relating

to water resource management, including those of the Army Corps of

Engineers, into block grants to the states, with a 25 percent state

matching requirement. It would not increase federal costs one cent.

Indeed, because it would largely eliminate project-by-project pork

barrelling on fiascos such as the Tellico Dam and the

Tennessee-Tombigbee waterway, it would probably effect substantial

savings in the long run.

But it would allow the states to develop more rational, longer-

range plans for maintenance and development of water resource

systems. States would have a strong incentive to invest federal
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funds responsibly and wisely because of the matching requirement.

They would not be able to view federal water project funding as

"free money," as is often the case with Corps of Engineers projects.

The federal system for financing highway maintenance also needs

reform. A first step might be to turn back some portion of federal

gasoline tax revenues to the states, in proportion to their

respective shares of total revenues collected, to finance

maintenance of transportation facilities -- not just federal

highways, but local roads, rail systems, and port facilities as

well. In order to secure adequate funds for this purpose, the

Congress should consider conversion of the gasoline tax to an ad

valorem tax, or imposing a tax on imported oil. The proposed excise

taxes are simply not adequate.

As the states.have developed coherent plans for financing

transportation infrastructure, the federal government should

consider simply abolishing the Highway Trust Fund altogether, and

let the entire gasoline tax revert to the states.

Even with changes such as these, there will always be a need

for direct federal involvement in projects of major national

importance. Port improvements designed to expand our capacity to

export coal should, for example, be a high national priority.

Direct federal financing would be the quickest, simplest and most

effective way to secure these improvements.

In calling for a renewed commitment to infrastructure

maintenance, I am not attempting to shirk state responsibilities.

New York has already demonstrated its commitment, through

initiatives like the transportation bond issue of 1979, and the

multi-billion dollar capital program approved in 1981 for the

Metropolitan Transportation Authority. 
We will do our part -- but

Washington must do its part as well. This must be the basis of the

new federalism.
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CONCLUSION

In recent years, many of our state administrations have shown
that, even when faced with the most intractable fiscal and economic

problems, government can work. In New York and elsewhere, we hae
shown that spending can be controlled, and budgets can be balanced

without abandoning government's positive role in strengthening our

economy and improving our society.

The federal government has much to learn from our experience

and our example. When the President says there is no alternative to
his program, he is simply wrong. His policies have produced an

unworkable budget.. Members of Congress, the nation's governors, and

the business community all know it is unworkable.

The proposal recently advanced by Senator Hollings has some

ingredients fro a way out of our current dilemma. I have tried

today to present some others. In the months ahead, let us all work

together to build a budget for 1983 that will restore fiscal

stability, and provide a framework for both renewed growth and

expanded economic opportunity.



Representative REUSS. Thank you, Governor Carey.
Governor King.

STATEMENT OF HON. EDWARD J. KING, GOVERNOR, STATE OF
MASSACHUSETTS

Governor KING. Good morning, Congresswoman Heckler, Con-
gressman Brown, members of the committee. It's a pleasure to be
here today to speak to you about something I take great pride in,
and that is the revitalization of the economy of the Commonwealth
of Massachusetts and our experiences with proposition 2 .

It has long been my conviction that a policy of limited taxation
and incentives for economic expansion are the only way we can
insure that opportunity will exist for all of our citizens in the
future.

It was clear from the outset of my administration that the great-
est deterrent to social advancement and progress was our deterio-
rating economy. Changes had to be made.

During the period of 1970 to 1978, the economy of Massachusetts
was in decline. Our per capita personal income dropped from 10.2
percent above the national average to 3.4 percent. Unemployment
was always above the national average. And our total tax burden,
as a percent of personal income, went from 3 percent below the na-
tional average to 11.3 percent above the national average.

The time for talking and taxing was over. What was needed was
an aggressive strategy that would provide a probusiness environ-
ment that would allow for a competitiveness between Massachu-
setts and other industrial States, a program that would attract new
investment and employment opportunities. To achieve this, three
things had to be remedied:

One, the cost of State government in Massachusetts had to be
cut.

Two, business incentive programs needed to be improved and tai-
lored to the needs of our business community.

Three, communications between the business community and
State government had to be strengthened and properly directed
through regulatory reform and appointments to key posts.

All of these efforts were undertaken with one important objec-
tive in mind: To provide opportunity to the widest range of people
possible.

In 1979, to begin our tax reduction program, I proposed a zero
tax cap on local spending that was eventually enacted by our legis-
lature as a 4-percent tax cap.

This effort forced cities and towns to take a cold and analytical
look at the quantity and quality of local services being provided.

The first year of the tax cap resulted in a reduction of $30 mil-
lion in property tax levies, the first such reduction in 36 years.
However, fiscal 1981 saw an 11.5-percent increase in tax levies of
$345 million. This occurred because of tax cap override provisions
which the legislature added to my proposed bill. Two-thirds of the
municipal governments overrode the 4-percent tax cap, demonstrat-
ing their desire to spend.

However, during this 2-year period, State aid to cities and towns
increased by 22 percent in fiscal 1979 and an additional 18 percent



in fiscal 1980. These increases in aid were further enhanced by the
Commonwealth's assumption of the court system which had previ-
ously been assessed to municipalities, and expanded State partici-
pation in capital construction projects, such as wastewater treat-
ment facilities, sewer construction, off-street parking, and trade
and convention center facilities.

This additional aid should have translated into property tax re-
ductions. When property taxes remained high after record amounts
of local aid, the voters responded.

The taxpayers were angry that their desires were being ignored
and the result was proposition 2/, the referendum which mandat-
ed a property tax cut of $385 million statewide. With this property
tax limitation in place and applicable this year for the first time,
the old process for financing municipal budgets has been radically
altered. It is interesting to note that, had my proposed zero tax cap
been implemented without override provisions by the legislature, a
more moderate program of tax reduction would have occurred pro-
ducing approximately the same dollar savings.

The upward spiral of our total tax burden was proceeding at a
rate that was well beyond our ability to pay. I knew it, the voters
knew it, and they responded with proposition 2/ with a landslide
margin.

Proposition 2 required cuts in fiscal year 1982 property tax
levies of about $385 million and another $150 million loss in motor
vehicle excise receipts.

Not surprisingly, the reaction of municipal governments was to
seek a substantial increase in State aid to cover this shortfall.

Last year, after much debate, we sent back an additional $265
million in State aid, bringing our total local aid package to $2 bil-
lion representing a 15-percent increase in local aid.

Please note chart 1 shows the effects of proposition 2% before we
distributed any new local aid. The communities in red are those
which would have been forced to cut spending by as much as 15
percent because they exceeded the property tax levy mandated by
proposition 2/. The darker the red, the deeper cuts. In green are
those communities which would still be able to raise property taxes
because they were already below the levy.

Chart 2 shows these same communities after the distribution of
$265 million in new local aid. There are still communities which
have had to reduce spending, but as is clearly seen, the new aid
had a dramatic effect.

Fewer communities are "in the red," and even those cities and
towns which must still reduce spending have received assistance
and are less intensely impacted.

Politicians said the cuts couldn't be managed; but we have
proven them to be wrong. This extra State aid was accomplished
through a strict attrition policy reducing the number of State em-
ployees and a strong economy. We have reduced our State work
force by approximately 15 percent during my term of office. And
our collection of revenues have consistently been higher than our
projections.

It is interesting to note that not only has the tax burden come
down since proposition 21, but the tax structure has been drasti-
cally altered.

95-755 0-82 -39
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The share of revenues from the property tax has dropped from
43 percent in 1975, well above the national average of 23 percent,
down to 32 percent in 1982 and will fall even further in 1983. Prop-
erty taxes as a part of personal income has come down from their
astronomical height of 7.5 percent in 1975 to 4.6 percent in 1982.

Our efforts have been directed toward bringing the Massachu-
setts tax burden back in line with the national average.

It is a fact that during the 1970's our comparative standing on
taxation became unfavorable. We became a noncompetitor.

My efforts have been to systemically bring us back in line with
the national average, to make Massachusetts an attractive competi-
tive economy again. I am proud to say that we have achieved this
goal and even exceeded our expectations by dropping the level of
taxation 0.6 percent below the national average this year, and we
expect the trend to continue next year.

The Commonwealth of Massachusetts is demonstrating that gov-
ernment can improve productivity and economic growth through
limiting taxation and conservative expenditure policies.

Chart 3 demonstrates that as taxes increased in the period 1970
to 1978, income fell and, conversely, as tax burdens declined, per-
sonal income and employment increased dramatically. This reduc-
tion in the rate of taxation, coupled with our growth in personal
income, represents a $1.95 billion tax cut per year in Massachu-
setts.

There are varying labels for this economic theory. I don't care to
label a theory but I can tell you, these charts demonstrate facts
and performance, not theory.

The decreasing rate of taxation has brought about the revitaliza-
tion of our economy and a growth in personal income that is un-
precedented in our State's history.

If you look at the period between 1970 and 1978, the Massachu-
setts total tax burden increased from 3 percent, which was the na-
tional average, to 17.6 percent which was 11 percent above the na-
tional level. We went from the 22d to the 5th highest tax burden in
the Nation.

A major reason for this was the enormous increase in the cost of
welfare. Welfare costs in Massachusetts became the second highest
in the Nation in 1978.

Our welfare costs had to be controlled. But not at the expense of
needy recipients, but by better management of our welfare system.

In fact, in each of my 4 years as Governor, I have raised benefit
levels for our welfare recipients.

Our administrative overhead is a very low 5.6 percent, we have
developed extensive use of data processing, and we have centralized
the policymaking and management resources.

This, in turn, has allowed us to put more of our resources in the
field offices and maintain a higher quality of service.

The error rate has been reduced by over 50 percent during my
term of office.

And with regard to welfare fraud, again we have made substan-
tial progress.

In the last 3 years, welfare fraud complaints have multiplied
thirteenfold-from 3,100 to 42,000.



In 1981 our battle against welfare fraud has resulted in over 660
guilty findings, 16 times the 41 such findings the year before I took
office.

I have also instituted a system for curtailing fraud and abuse
within the welfare program. Our wage match program involves
comparing social security numbers of welfare recipients with de-
partment of revenue data on wage earners in the Commonwealth.

Based on work incentives, wage match initiatives, and adminis-
trative improvements, we have moved almost 13,500 cases from the
rolls toward self-sufficiency and saved over $50 million on an
annual basis. Another 5,500 have been removed from welfare rolls
because of changes in Federal eligibility requirements, making the
reduction over 18,000 cases.

In addition, our child support enforcement program, which col-
lects payments for child support from absentee parents, is the
second most effective program in the country and collects over $3
million per month.

Our fraud investigations are directed at health care providers,
absent fathers, State employees, and recipients.

These efforts, along with a new centralized postaudit function,
provide both a deterrent to those contemplating an attempt to de-
fraud the government and a means of reclaiming illegally dis-
bursed moneys.

These unglamorous, yet essential, reforms have produced a
system that runs better and enjoys a higher degree of public sup-
port.

We have also introduced a new program that will assist certain
welfare recipients in entering the labor force.

The degradation of never having the opportunity for gainful em-
ployment is a cruel reality of the welfare legacy in America.

Our program is a mandatory program, but it is fair. It is contro-
versial but no government action that attempts to change a pat-
tern of two previous decades can come about without controversy.

However, in Massachusetts we have forged a coalition between
advocacy groups, legislative interests, and my administration.

Our comprehensive work and training program requires that ap-
plicants and recipients seek, accept and maintain employment in
the unsubsidized economy.

The fairness of this program lies in the emphasis put on mean-
ingful employment. First through assistance in job search tech-
niques, such as r6sum6 writing, through skills training such as
learning English as a second language and in advanced training,
such as vocational training in the computer field, we are trying to
help people get into the workplace.

If no work experience exists, we provide for a work experience in
the nonprofit sector or, if necessary, a supported work environment
to overcome long-term barriers to employment.

Finally, we will support individuals through educational pro-
grams that are likely to produce employment opportunities.

Although this program is mandatory, it is fair, and it will better
help assist recipients of welfare to become economically self-suffi-
cient.

There is a point here that must be clear. Since welfare-related
expenses make up 30 percent of our State budget, the budget will
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never be managed until welfare is properly managed. In that the
budget determines the level of taxation, taxes will never be stabi-
lized or lowered until the budget is controlled, and unless taxes are
reasonable, we lose our industries, our jobs, and opportunity for
those who are in need.

I have a propeople philosophy. Some people say I am probusi-
ness. So be it. My philosophy, however described, is not only for the
sake of corporate Massachusetts but for the sake of our citizens,
the people who work in our factories and seaports. This is the driv-
ing force behind our tax cutting, business incentives program.

Commencing in 1979, income taxes have been reduced; capital
gains taxes have been reduced; auto excise tax has been reduced;
real estate taxes have been reduced; for the first time we have a
$60 million tax cut for renters. Renters are able to deduct one-half
of the rent from their personal income. Unemployment compensa-
tion taxes have been reduced; and I have recommended to the
State legislature that the 7.5-percent tax on personal income be
eliminated, one-half in fiscal 1983 and one-half in fiscal 1984.

This tax was instituted by my predecessor as part of the enor-
mous tax increase in 1975, the largest tax increase in the history of
the Commonwealth. As chart 3 has demonstrated, it is at that time
that the Massachusetts economy was crumbling. This surtax, which
is a tax on a tax, represents $160 million of revenue that the State
will return to our citizens. I have proposed to the State legislature
that we eliminate this tax over a 2-year period, $80 million each
year, a total of $160 million in fiscal 1984.

We created a campaign with the help of the State legislature and
the private sector to let people know they should "make it in Mas-
sachusetts" and that we want their business. Between 1968 and
1978, we had a net loss of 36,000 manufacturing jobs. Weekly, we
were hearing that companies were fleeing, and in 1975 we were
ranked as the third worst business environment in the United
States. We saw large corporations moving to New Hampshire to
avoid our oppressive tax burden and antibusiness climate.

As your own staff study cited on page 26, my predecessor blamed
Massachusetts relative economic stagnation at least in part on
energy costs.

Massachusetts has historically relied on imported oil as its major
fuel source. The huge increase in oil prices since 1973 have indeed
had significant impact on our State's economy.

We have reacted vigorously to the challenges posed by those oil
prices. For instance, one of the most successful measures we have
enacted is the conversion of major utility plants from the burning
of expensive imported oil to the burning of cheaper domestic coal.

There are now two plants fully converted to coal, another plant
expected to be burning coal within the month, and at least four
others presently in the planning process.

When our coal conversions are completed, the converted plants
will save the consumers and industries of Massachusetts over $396
million a year.

We recognize that reducing our reliance on expensive imported
oil is vital to the health of our State's economy-and we are work-
ing vigorously toward that end-but we took action and we are
going to take more and not just talk about it.



It is as cold in New Hampshire as it is in Massachusetts. Our
weather hasn't changed since I've been Governor but our attitude
has, and our economy is showing results. New Hampshire had
growth because they had an aggressive prodevelopment climate.
We took a page from their book-rolled up our sleeves, and
brought 200,000 new jobs back to Massachusetts.

For years, New Hampshire was the only State in the Nation with
no sales tax and income tax. In the early 1970's, growth for New
Hampshire was much higher than in other Northeastern States
that had higher taxes. This statement holds true whether one
measures growth in per capita or total income terms. Furthermore,
New Hampshire has had a dramatically lower unemployment rate
in recent years in comparison to the other States. New Hampshire
was growing because the cost of doing business there was lower.

In Massachusetts we reopened communications with our business
community. We told business we needed and wanted their help. We
wanted all of our people to have the dignity of meaningful employ-
ment. We wanted people off government subsistence programs and
into the private, unsubsidized economy. For example, we began to
work closely with the Massachusetts High Technology Council. As
you may know, the high tech firms, many founded in the 1960's
and 1970's, employ approximately one-third of the State's manufac-
turing force. I have included material in my testimony which com-
pares the cost of operating the same plant in five States and the
tax burden on a professional employee at a salary of $20,000 in the
same five States. This analysis was done by a firm which is a
member of the high technology council, and in 1976 as part of the
decisionmaking process on the location for a new manufacturing
facility.

Obviously, the fiscal affairs of a State are factored in the busi-
nesses' decisionmaking process. As a result of our efforts with the
high technology council, we have formulated a "social contract"
which is a bilateral promise that states, if my administration re-
duced the tax burden in Massachusetts to a competitive level, the
high technology industry would create 60,000 jobs in the Common-
wealth over 4 years. The goals of both the high technology council
and the Commonwealth have been achieved. We created a partner-
ship with our industries that created opportunities for our citizens
and, in so doing, reduced oppressive tax burdens on them.

Finally, if government is to be efficient, its regulations had to be
simplified. In response to this need, I created a commission on reg-
ulatory reform.

The purpose of the commission was to adopt new policies and
recommendations to reduce unnecessary and burdensome regula-
tion in both the public and private sectors. These recommendations
are, and will continue to be, promulgated through the executive,
legislative, and judicial branches of State government.

Massachusetts has made great progress in the last 3 years. I con-
sider us to be a great American success story. We accepted the
challenge confronting the State and our attitude was positive.

We have tapped the imagination and creativity of all sectors
within the Commonwealth with one goal, to make Massachusetts a
better place to live and work.

[The material attached to Governor King's statement follows:]
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CHART 3

Massachusetts
Per Capita Personal Income &
Total State & Local Tax Burden -
Compared to National Average
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CHART 4

MASSACHUSETTS UNEMPLOYMENT FIGURES COMPARED
TO THE NATIONAL AVERAGE
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CHART 5

MASSACHUSETTS PERCENT CHANGE IN PER CAPITA INCOME
COMPARED TO NATIONAL AVERAGE
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Exhibit 16

STRATEGY FOR ECONOMIC REVIVAL

Comparative Plant Operating Costs, Five Statesl

Wages, Unemployment Tax,
Workman's Compensation
(Average Hourly Wage)

Local Property Taxes

Inventory Tax

Machinery

State Corporate
Income Tax
(Effective Rate)

Electricity

Gas

Water

Sewerage

Operating Costa

Savings vs. Mass.

Added Cost vs. Masa.

Massachusetts

$650,300
($3.02)

(2) 74,200

520

(2) 7,420

(2) 20,405
(9.51)

59,020

- '7,452

610

(4) 5,000

$824,927

Utah

$668,600
($3.12)

27,440

EXEMPT

3,567

6,787

(3.0%)

31,320

3,351

366

84

$741,515

83,412

Dregon

$763,300
($3.53)

46,200

1,980

4,620

17.238
(7.51)

18,760

6,893

66

43

$859,100

Carolina

$680,900
($3.21)

17,640

2,520

1.764

13,216

(6.02)

29,321

5,589

262

262

$751,474

73,453

SouthCarolina

$684,500
($3.22)

32,634

EXKMPT

3,263

13, 216
(6.02)

3) 44,643

3) ---

236

90

$778,582

46,345

Notes! (1) A Massachusetts based high technology company planned toexpandt m anaturig capait aond had na-rowed the choice, down to the five states shown in thisO eaiic Theufatnsi waait don ind nepte-
bet. 1976. The bssic asaumptions on which the analysis was based were the following: the facilitywould Include land valued at $400,000 and a plant coating $1,000,000; machinery would cost $140,000;inventory would be valued at $

2
00,000t the plant would emp loy 100 persons.

(2) A one-time 32 Investment Tax Credit on tangible property is allowed In Mass. NOT INCLUDED IN ABOVEFIGURES. Taking the real esate value and the machinery value, a tax credit of $46,200 would be al-lowed. This one-rise credit would reduce first year operating costs of $824,927 by $46,200.
(3) Can Is not available to industries. Electric heat with heat pumps.
(I.) I4 nn,00 r' - - fl .4..,, , -".,.,,.. ,.

CAD

34,173



Exhibit 17

STRATEGY FOR ECONOMIC REVIVAL

Personal Local Taxes

(Family of Four Using Standard Itemized Deduction Form)

House Furnishings

Assessment Rate (2)
Millage Rate

Real Estate Tax (3)

Intangible Tax On Stocks (4)
State Income Tax
Automobile Tax

Total Taxes

Massachusetts
Southborough

EXEMPT

71%
$53.00

$1,880

NONE
$888
$462

$3,230

Utah
Salt Lake City

EXEMPT

20%
$98.41

$984

NONE
$898
$138

$2,020

Oregon N. Carolina
Eugene Greenville Newbern Wilson

EXEMPT (1)$5,000 $5,000 $5,000

100% 75% 65% 90%
$32.86 $13.75 $15.20 $13.875

$1,630 $591 $581 $697

NONE $250 $250 $250
$750 $840 $840 $833
$20 (5) $72 $69 $87

$2,400 $1,753 $1,740 $1,867

S. Carolina
Columbia

EXEMPT

4%
$221.70

$443

NONE
$687
$162

$1,292

CID

Assumptions: (6)

Income $ 20,000.00
Stocks $100,000.00
House $.50,000.00
Cars 1@ $5,000.00

1@ $2,000.00
Contributions $500.00
Interest Paid $250.00

(1) .10% of the value of the house. Taxed as if the furniture were real estate.

(2) Rates vary for different areas. Also, rates and apportionments differ between county, city, school district and
waste disposal tax.

(3) Market value of home $50,000. Furniture taxed at same rate in N. Carolina.
(4) In N. Carolina the Intangible Tax also applies to Money on Deposit and Accounts Receivable. Money on Deposit is

taxed at 10 per $100.00. Accounts Receivable are taxed at 25C per $100.00. The tax is collected by the state

and distributed for the use of local governments.
(5) $10.00 per car per year.
(6) Based on a professional employee at a salary of $20,000 (1976), with company stock that pays no dividends.
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Massachusetts - New Hatpshire Oil Price Oxnarison

Price differentials between Massachusetts and New Hampshire, as well
as arong the other New England states, are due prinarily to higher wholesaler
margins in lower vela, rerote rural areas. Precise quantification of
wholesale price averages is exceptionally difficult, as neither State has
traditionally nonitored this data. However, the New H1arpshire retail
averages presented below do demnstrate the additional transport costs fornoving product frn terminals to retail narkets. New Hampshire's egraphic
location in relation to producing and refining areas ultimately results in
slightly higher costs to the constrer.

Since many of the same majors and independent terminal operations
serve Massachusetts and New Hampshire, capany per-barrel acquisition
costs have a minimum inpact on price differentials. As (PEC's prices have
traditionally controlled the oil prices of both nonPEC and U.S. producers,
average acquisition costs bear no significant relation to retail prices
within a particular state. Purchasing and refining of crude on a national
scale does rot result in interstate price differentials; rather, it is the
additional charges for such itres as transportation and storage that accaunt
for different final prices for the sane products.

62 Oil - Average Retail Prices

Massachusetts New Ham hire

1975 ND Energy Information Administration or State Records
1976 " *
1977 $ .474/gallon $ .474/gallon
1978 .502 .502
1979 .823 .729
1980 1.010 1.180
1981 1.247 1.260
Current 1.270 1.270
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TOM LYONS
Associated Industries ofMassachusetts p
4005 Prudential Tower Boston, MA 02199 262-1180

Although local politics and national economic issues sometimes

cloud the public perception, the King Administration, in cooperation

with the State legislature, is presiding over an unprecedented turn-

around of the Massachusetts economy, according to the chief economist

of Associated Industries of Massachusetts.

.K. Heinz Muehlmann, writing in the association's monthly maga-

zine "Industry", says the turnaround not only sharply reversed most

unfavorable trends of the eight years before the governor took office,

but has also re-established Massachusetts as one of the leading states

in the nation.

He claims Massachusetts citizens seem unable to differentiate be-

tween the effects of state and national economic conditions, both of

which not only impact their present economic well-being, but also

their expectations for the future.

"While it can be safely said that the state's economy has performed

exceptionally well relative to other states, the national economic

problems of high inflation and two successive recessions have at the

same time substantially overshadowed our overall economic success.

"Buoyed by a fast-growing high-technology sector, our economy sur-

vived the 1980 recession without any noticeable impact, but is suffer-

ing today under the strains of yet another national economic down-

turn" according to Muehlmann.

"While almost 30 states have passed tax increases to cover growing

deficits, Massachusetts not only lowered its taxes substantially but

is expected to generate a modest surplus. Not bad for a state which

not so long ago was plagued by perennial deficits and unemployment

rates 20 to 30 percent above the national level", Muehlmann comments.
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Industry Megazine Story - 2

Three years ago Muehlmann detailed those problem areas for the

state's policy leaders: 1. per capita personal income; 2. cost

of living, and 3. the share of state and local taxes extracted -rom

cersonal income.

He claims that the economy has performed conspicuously well in all

three areas.

The steady decline of Massachusetts per capita income has reversed

itself abruptly and within three years recaptured 84 percent of its

decline, adding almost $5 billion to the state economy and more than

$600 million in added revenue per year, according to Muehlmann.

The gain in personal income growth coupled with a slowdown in

property tax increases due to the Governor's end the legislature's

comoromise four percent tax cap, resulted in lower housino costs and

in turn reduced the overall cost of living index for the first tine

in many years, Muehlmann states.

In the third area -- the state tax share of income -- Muehlmann

describes the administration's program as especially pruductive over

the last three years with declines of 17 percen: in state and local

revenue burden (inlnuding tees), 20 percent in state and local tax

burden (without fees), and 33 percent in property tax burden.

While uobeat on the results of economic oroaress in the state during

the past three years, Muehlmann describes the outlook for our state

economay as clouded with factors not of our own rakino.

"This vear will be the year of Reaganomics when supply-side economics

will be facing their crucial test. Massachusetts is well-positioned

to partake in a national economic recovery. Its Industries are healthie

and its government is leaner than in the recent past and increases in

defense spending will add to the prospects of a :ull recovery",-ac-

cording to the A.I.M. economist.

2/18/82

--- AIM-- -



Representative REUSs. Thank you, Governor King.
Govenor Lamm.

STATEMENT OF HON. RICHARD D. LAMM, GOVERNOR, STATE OF
COLORADO

Governor LAMM. Mr. Chairman, I would like to just briefly sum-
marize some of my points and leave adequate time for questions.

I think, first, it's important for this committee to understand
that in perhaps all of the Governors' minds the question of the
budget cuts in fiscal 1983 cannot be differentiated from federalism.
They are interrelated.

This New Federalism of 1984 takes off on the 1983 budgets; they
are two wheels of the same cart; that they are interrelated and
could be separated perhaps, but we definitely see them at this
point as very important dual subjects that are related.

Point two is, there really is strong support among a bipartisan
group of Governors for the New Federalism. There is among
mayors, county commissioners, city council people, and certainly
Governors of both parties a feeling that these very strong resolu-
tions that various groups have passed have sometimes not been
given adequate weight. The feeling is that there is an overexten-
sion, an overreaching on the part of the Federal Government and
that perhaps the States can live without a Federal program on hy-
pertension control or filling potholes.

We all have our own examples, but I think it's important for you
to understand that, as Governor Matheson will say in a minute-
this broad bipartisan support does exist.

Three, there's a certain skepticism on the part of a number of
Governors that in fact the way New Federalism is coming down at
us is more than a tax cut; perhaps it is a tax shift. The statement
is made, and there is some evidence in that regard, that in Califor-
nia Governor Reagan didn't cut taxes as much as he shifted them.
In fact, he shifted them to another level of government, to cities
and counties. They had to raise their property taxes, resulting in
proposition 13. That is given great weight among an awful lot of us
because we see a number of these services that are coming down
and that we are expected to fund are, in most instances, not elimi-
nating the need for the service. What we are getting is simply the
lack of Federal financing that shifts the burden to another branch
of government. And I think that looms large in all of our consider-
ations.

The fourth very brief point is that State and local tax bases are
more regressive than the Federal system thereby imposing a great-
er tax burden on middle class and lower income families. We figure
in Colorado, if $50 million of tax burden were shifted from the Fed-
eral base to the local base-for instance, for wastewater treatment
needs, and so forth-that 82 percent of our households would pay
more net taxes if that same amount of money has to be raised. I
think, again, this is a point that we take very seriously.

Lastly, there's a feeling that it's the rate and pace of the transfer
to other governments which becomes the big issue rather than
what is transferred. You can't say to State and local governments
all of a sudden, "here, catch," and throw us a large number of pro-



grams. It has to be a process. It has to be an approach where
maybe we take a certain step at a time. You can't do it too fast
because the rate and pace of the federalism could be as important
as what programs are chosen; perhaps a 3- or 4-year program
which allows us to evaluate how well it is going is much better
than, all of the sudden, giving it back to us.

And last, the idea of national defense-we look and we read, for
instance, in the latest Foreign Policy Association material-and I
haven't checked these figures, I just quote them-that the Penta-
gon revealed between September and December of 1980 that the
total purchase cost of 47 major weapon systems escalated from $362
billion to $410 billion. This represents more than the entire first
round of budget cuts, $35 billion, achieved by the President in the1982 domestic budget.

The States' plea is that the strength of our infrastructure, the
strength of our bridges and roads, and also our very government
system-is part of our national defense and one that can't be over-
looked in this whole process.

Those are my comments. I will be pleased to respond to any ques-
tions.

[The prepared statement of Governor Lamm, together with at-
tachments, follows:]

95-755 0-82- -40
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PREPARED STATEMENT OF HON. RICHARD D. LAMM

I APPRECIATE THE OPPORTUNITY TO TESTIFY BEFORE SUCH A

DISTINGUISHED COMMITTEE AND TO BE A MEMBER OF SUCH A FINE

PANEL. THE SUBJECT YOU ARE ADDRESSING IS ONE THE MOST

IMPORTANT FACING OUR COUNTRY TODAY.

I WOULD LIKE TO ADDRESS TWO TOPICS THIS MORNING. THE

FIRST IS HOW THE FEDERAL BUDGET CUTS HAVE AFFECTED

COLORADO AND THE SECOND IS MY PERSPECTIVE ON NEW

FEDERALISM.

FEDERAL BUDGET CUTS

IN THE FISCAL YEAR 1982 COLORADO LOST APPROXIMATELY

$280 MILLION AS A RESULT OF THE FY 82 BUDGET CUTS, WITH STATE

AND LOCAL GOVERNMENTS BEING REDUCED BY $207 MILLION OF THIS

TOTAL. (THESE CUTS ARE OUTLINED BY MAJOR AREAS IN

ATTACHMENT A.) BECAUSE OF OUR TIGHT FISCAL SITUATION, WE

HAVE BEEN ABLE TO REPLACE ONLY $2 MILLION OF THESE LOSSES OR

LESS THAN 1%. TO PUT THIS IN HUMAN TERMS LET ME DESCRIBE A

FEW OF THE EFFECTS.

WE HAVE CLOSED 20 OF OUR 43 JOB SERVICE CENTERS

RESULTING IN 15,000 FEWER JOB PLACEMENTS. 1700 CHILDREN



WHOSE MOTHERS ARE IN EDUCATIONAL PROGRAMS LOST DAY CARE

SERVICES. 5000 HOUSEHOLDS ARE NO LONGER RECEIVING FOOD

STAMPS AND 5400 CHILDREN ARE BEING DEPRIVED OF CHILD HEALTH

SERVICES. (A FULL LIST OF THESE IS PRESENTED IN ATTACHMENT B)

THE IRONY OF THIS SITUATION IS THAT AT A TIME WHEN WE WANT TO

MOVE PEOPLE FROM WELFARE TO JOBS THE CUTS ARE HURTING THE

WORKING POOR MORE THAN ANY OTHER GROUP. SIMILARLY, WHEN

OUR NATION NEEDS TO FURTHER ECONOMIC GROWTH THROUGH

INFRASTRUCTURE DEVEOPMENT WE FIND REDUCTIONS IN WASTE

WATER TREATMENT.

MOST STATES HAVE LITTLE CAPACITY TO REPLACE SUCH CUTS.

STATE SURPLUSES HAVE TRENDED DOWN. IN 1980 AVERAGE STATE

SURPLUSES AS A PERCENTAGE OF THEIR OPERATING BUDGET WAS 9%.

IN 1981 THIS FIGURE WAS 3.3%. THIS YEAR IT IS 1.5%. PUT ANOTHER

WAY, THIS YEAR 30 STATES ARE NEAR BEING IN THE RED OR HAVE

SURPLUSES OF LESS THAN 1%. THE STATES' COLLECTIVE FISCAL

HEALTH IS ANEMIC. MORE FY 83 CUTS SERIOUSLY THREATEN THE

WELLBEING OF THE STATE'S CAPACITY TO PROVIDE VITAL SERVICES.

COLORADO'S PROJECTIONS FOR NEXT YEAR INDICATE WE COULDN'T

REPLACE ANY LARGE PERCENTAGE OF THESE CUTS NEXT YEAR

WITHOUT INCREASING LOCAL TAXES.

AT THIS POINT, I THINK IT'S IMPORTANT TO REFLECT ON WHAT'S

REALLY HAPPENING IN THIS AREA. FEDERAL BUDGET CUTS DO NOT

ELIMINATE THE NEED FOR SERVICES IN MOST INSTANCES-THE LACK

OF FEDERAL FINANCING SHIFTS THE BURDEN TO ANOTHER BRANCH

OF GOVERNMENT. WHEN RONALD REAGAN REDUCED THE STATE

BUDGET AS GOVERNOR OF CALIFORNIA, HE MERELY TRANSFERRED

2.



THE RESPONSIBILITY FOR MANY OF THE SERVICES TO THE LOCAL

LEVEL. LOCAL TAXES (WHICH ARE MORE REGRESSIVE) HAD TO BE

RAISED, AND THIS LED TO A PROPERTY TAX REVOLT CULMINATING IN

PROPOSITION 13. REAGANOMICS IS NOT NECESSARILY AN OVERALL

REDUCTION IN THE TAX BURDEN; IN MANY STATES IT MAY BE A SHIFT

FROM THE FEDERAL TAX BASE TO STATE AND LOCAL TAX BASES.

UNFORTUNATELY, STATE AND LOCAL TAX BASES ARE MORE

REGRESSIVE THAN THE FEDERAL SYSTEM THEREBY IMPOSSING A

GREATER TAX BURDEN ON MIDDLE CLASS AND LOWER-INCOME

FAMILIES. FOR EXAMPLE, IN COLORADO IF $50 MILLION OF TAX

BURDEN WERE SHIFTED FROM THE FEDERAL BASE TO THE LOCAL

BASE (I.E., FOR WASTE WATER TREATMENT NEEDS, ETC.), 82% OF OUR

HOUSEHOLDS WOULD PAY MORE NET TAX (SEE ATTACHMENT C), THAT

IS, ANY HOUSEHOLD EARNING $25,000 OR LESS PER YEAR.

BROADER PERSPECTIVE

IT MIGHT BE USEFUL TO LOOK AT REAGANOMICS FROM A

BROADER PERSPECTIVE. HISTORICALLY, FEW ADMINISTRATIONS IN

OUR HISTORY HAVE MADE RADICAL CHANGES IN THE MANNER IN

WHICH THE COUNTRY WAS DOING BUSINESS. CERTAINLY, ANDREW

JACKSON, ABRAHAM LINCOLN AND FRANKLIN ROOSEVELT MADE

SUCH LARGE CHANGES AND ALL THREE IMPROVED OUR NATION, THE

MANNER IN WHICH WE ARE GOVERNED AND THE QUALITY OF LIFE OF OUR

CITIZENRY. IT'S CLEAR FROM HIS FIRST YEAR IN OFFICE THAT

RONALD REAGAN IS ATTEMPTING TO RADICALLY ALTER THE

FEDERAL ROLE THAT HAS BEEN ESTABLISHED ON A BI-PARTISAN

BASIS OVER THE PAST 50 YEARS.

INSTEAD OF TRYING TO IMPROVE THE INTERGOVERNMENTAL

RELATIONSHIP HE'S MAKING IT A ONE WAY STREET. THE GOVERNORS

3.



ARE TRYING TO DECENTRALIZE AND DECONGEST THE GRANT-IN-AID

SYSTEM. THE PRESIDENT IS TRYING TO SOLVE HIS BUDGET PROBLEM

AND ELIMINATE THE FEDERAL DOMESTIC ROLE AT THE STATE'S

EXPENSE. WE WANT BALANCED FEDERALISM, HE'S PROPOSED NO

FEDERALISM.

WHAT MR. REAGAN APPEARS TO BE DOING IS TO EITHER

ELIMINATE OR TO SEVERELY CURTAIL THE FEDERAL FINANCING OF A

NUMBER OF IMPORTANT DOMESTIC EFFORTS THAT HAVE ENHANCED

THE QUALITY OF LIFE FOR MOST AMERICANS SINCE THE GREAT

DEPRESSION. OVER THE PAST HALF CENTURY, OUR NATIONAL

GOVERNMENT HAS CHOSEN TO PROTECT OUR ENVIRONMENT,

MAINTAIN AND IMPROVE OUR CAPITAL INFRASTRUCTURE IN ORDER

TO KEEP PACE WITH ECONOMIC GROWTH, IMPROVE THE HEALTH AND

NUTRITION OF OUR CITIZENS, AND TO INSURE THAT ALL AMERICANS,

REGARDLESS OF CIRCUMSTANCES, CAN HAVE THE BASIC NECESSITIES

OF FOOD, SHELTER AND CLOTHING.

THIS IS NOT TO SAY THAT THE FEDERAL GOVERNMENT HASN'T

GONE BEYOND APPROPRIATE BOUNDS. IT HAS. MOREOVER, THE

STATES SHOULD HAVE MORE OF THE RESPONSIBILITY FOR MANY OF

THE ACTIVITIES CURRENTLY CONTROLLED OUT OF WASHINGTON.

NEW FEDERALISM

THE CONGRESS IS DEBATING SEVERAL MAJOR ISSUES. WE ARE

PLAGUED WITH HIGH UNEMPLOYMENT, EXHORBITANT INTEREST

RATES, MASSIVE DEFICITS AND TRAGIC SOCIAL INEQUITIES.

OVERCENTRALIZATION OF GOVERNMENT 15 A LESS DRAMATIC

BUT NO LESS SERIOUS INFIRMITY OF OUR SOCIETY. NOT EVERY

SOCIAL AND ECONOMIC PROBLEM IS OF THE MAGNITUDE THAT

DESERVES A FEDERAL INITIATIVE. BY THE SAME TOKEN NEW

4.



FEDERALISM SHOULD NOT BE A CODE WORD FOR TOTAL FEDERAL

WITHDRAWAL FROM LEGITIMATE DOMESTIC ACTIVITY. THE

GOVERNORS' OBJECTIVE IN NEGOTIATING WITH THE ADMINISTRATION

AND CONGRESS ON SOME CORRECT FORM OF NEW FEDERALISM IS TO

RESTORE BALANCE IN PURPOSE AMONG THE LEVELS OF GOVERNMENT

WITHOUT FY 83 BUDGET CUTS.

WE NEEDED THE CENTRALIZATION THAT ROOSEVELT BROUGHT

IN THE 1930'S TO CLIMB OUT OF A DEPRESSION. SINCE THEN WE'VE

MOVED TOO FAR AND THE 1980'S REQUIRE BALANCE.

WE HAVE A NATIONAL GOVERNMENT WHICH IN ADDITION TO ITS

APPROPRIATE ROLE OF SETTING NATIONAL GOALS AND USING ITS

EFFICIENT AND PROGRESSIVE REVENUE GENERATING CAPABILITIES

TO MEET NATIONAL . GOALS, HAS BECOME INAPPROPRIATELY

INVOLVED IN DETAILS OF ADMINISTERING PROGRAMS AT STATE AND

LOCAL LEVELS. WE NOW HAVE STATES WHICH ARE SUBSTANTIALLY

REFORMED IN STRUCTURE AND FISCAL CAPACITY AND THIS NEEDS

TO BE RECOGNIZIED.

THE GOVERNORS' HAVE ADOPTED ON A BIPARTISAN BASIS A

WORKABLE FEDERALISM PROPOSAL.

1. FOOD STAMPS, AFDC, AND HIGHWAY PROGRAMS SHOULD

REMAIN AS FEDERAL PROGRAMS WITH HIGHWAY AND AFDC

COSTS BEING SHARED BY THE STATES.

2. MEDICAID SHOULD BECOME A FULLY FEDERALIZED

PROGRAM THUS LOCATING HEALTH CARE DELIVERY IN ONE

SPOT AND THEREBY IMPROVING ACCOUNTABILITY AND

OPPORTUNITY FOR COST EFFECTIVENESS. FEDERAL COST -

$19 BILLION IN 1984 INCLUDING OPTIONAL SERVICES.

3. THE STATES WOULD NEGOTIATE TAKEOVER OF A PORTION

OF THE $31 BILLION OF CATEGORICAL PROGRAMS IN ORDER

5.
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TO MAKE THE MEDICAID SWAP AN EVEN ONE. IN MY VIEW

THIS REQUIRES CAREFUL EVALUATION OF FEDERAL

PURPOSE. SOME PROGRAMS SUCH AS CHILD NUTRITION AND

HUMAN CAPITAL INVESTMENT MIGHT BE APPROPRIATE

FEDERAL FINANCIAL RESPONSIBILITIES. OTHERS SUCH AS

LIBRARIES AND HYPERTENSION CONTROL AND ALCOHOL

TREATMENT COULD BE LOCAL DECISIONS.

4. TO RELIEVE FISICAL INEQUITIES THE STATES SHOULD HAVE

AVAILABLE A RELIABLE PERMANENT TRUST, PERHAPS AS

SUGGESTED BY SEN. DURENBERGER.

5. FURTHER GRANT-IN-AID BUDGET CUTS ARE HARMFUL TO

THIS PROPOSAL.

CONCLUSION

I BELIEVE THAT THIS PROGRAM IS BALANCED AND A MAJOR

STEP TOWARD GRANT-IN-AID REFORM. IN HIS INAUGURAL ADDRESS

THE PRESIDENT DECLARED THAT OUR CITIZENS' PROBLEM IS THEIR

GOVERNMENT. WHILE HE CORRECTLY PERCEIVED PEOPLE'S ANGER

AT GOVERNMENTAL INEFFICIENCY AND CONFUSED ACCOUNTABILITY,

HE MISPRESCRIBED THE SOLUTION. PEOPLE WANT GOVERNMENT TO

WORK FOR THEM, NOT ABANDON THEM. THE GOVERNOR'S VIEW ON

NEW FEDERALISM EMBODIES THESE NEEDED CHANGES. I

RESPECTFULLY COMMEND THE NGA PROPOSAL TO YOU FOR ACTION.



ATTACHMENT A

FEDERAL BUDGET REDUCTIONS

Federal budget reductions are expected to have a major impact on programs in Colorado. Based on the 1981 , t

Reconciliation Act, the total impact to Colorado programs is estimated at between $250 and $270 million in stt lical

year 81-82. Of that amount, the impact to stato and local programs is estimated at approximately $ n95 million.

sumnnary of these reductions is presented below in the first column. In addition, recent Federal action reduced rvist

nonentitlement programs by an additional 4 percent in federal fiscal year 1981-82. These actions are expected to result

in a total reduction to Colorado programs of approximately $200 million in state fiscal year 1981-82. (See the second

column below.)

In 1982-83, the effect of the 1981 Reconciliation Act and additional four percent reductions.will be greater since

reductions will be effective for a full twelve month period. Moreover, double-funding of block and categorical grants

will be eliminated, and forward-funded programs, such as education, will experience the primary impact. These reductions

are estimated below in the third column. In addition, substantial new reductions are anticipated in the 1982-83 Federal

budget. In anticipation of these further reductions, the Executive budget provides resources to replace $2.3 million in

Social Services (Title XX) programs and $0.7 million in Health Services programs. As the scope and magnitude of 1982-83

federal budget reductions become known, additional reductions are anticipated. In order to provide projected effects for

1982-83, Column 4 assumes an additional 15 percent across-the-board cut from the projected 1982-83 funding.

($ in Thousands)

1981-82 (Reductions)/ 1981-82 (Reductions)/ Additional 82-83 Additional 82-8:

Increases based on Increases Based on (Reductions)/ (Reductions)/

1981 Reconcilliation 1981 Reconcilliation Increases Based on Increases Based

Act Act 1981-82 Actions 1981-82 Actions

Long Bill Programs: + Additional 4% + Additional 15%

Education
- USDA School Lunch Program (4,584) (4,584) -0- (3,477)

Elem. & Secondary Ed. (Title 1) (139) (139) (1,493) (783)

- Elem. & Secondary Ed. (Block Grant) N/A N (,1)
- Handicapped Education -0- (403 (81) (1,512)

- Other Programs (1,459) (1,527) 974 813

Subtotal (6,182) (6,653) (577) (10,535)

(424) (470)
(354) (385)- Energy Conservation



Long Bill Programs:

1981-82 (Reductions)
/Increases based on
1981 Reconcilliation

Act

1981-82 (Reductions)/
Increases Based on
1981 Reconcilliation

Act
+ Additional 4%

Additional 82-83
(Reductions)/

Increases Based on
1981-82 Actions

Additional 82-83
(Reductions)/

Increases Based on
1981-82 Actions

+ Additional 15%

Health
- Environmental Protection
- Health Protection
- Mental Health
- Alcohol and Drug Abuse
- Heaith Care Services and Other

Programs

Subtotal

Higher Education
- Vocational Education
- Arts and Humanities
- Other Higher Education Programs

Subtotal

Highways

Institutions

Law

Local Affairs

Natural Resources

Personnel

Regulatory Agencies

146
224

(1,301)

244

.(3,104)

(3,791)

(5,266)
-0-

(10, 2 96)

(15.562)

(2.020)

(346)

(29)

(956)

(249)

(196)

-0-

146
224

(1,536)
(70)

(3,727)

(4,963)

(5,685)
(22)

(10,311)

(16.018)

(2,020)

(358)

(29)

(1,087)

(249)

(196)

(25)

(724)
(1,318)

366
969

150

(557)

763
(145)

6,130

6,748

43

(350)

(60)

(2.113)

(895)

(66)

(414)

(1,170)
(1,476)

(342)
(361)

(2,716)

(6,125)

(B76)
(202)

80

(998)

(173)

(579)

(60)

(2,338)

(1,371)

(66)

(478)



1981-82 (Reductions) 1981-82 (Reductions)/ Additional 82-83 Additional 82-83

/increases based on Increases Based on (Reductions)/ (Reductions)/

1981 Reconcilliation 1981 Reconcilliation Increases Based on Increases Based o

Act Act 1981-82 Actions 1981-82 Actiont

Long Bill Programs: 
+ Additional 4% + Additional 15%

Social Services (5,891) (5,891) -0- (4,566)
- Title XX
- Aid to Families with Dependent (3,736) (3.736) (540) (6,869)

Children3 (1,994) (3,006) (17,856)
- Medicaid (1,994) (03)-0-
- Denver Income Maintenance Experiment (1,039) (2,3) -0- (104

- Rehabilitation Services (2,056) (881) (1,366)

- Low Income Energy Assistance -0-

Subtotal (14,716) (1,81 (4,427) (3476 1

TOTAL LONG BILL PROGRAMS (44,401) (47,834) (3,092) (57,954)

Off Budget Programs:

- Higher Education Sponsored Research (4,033) (4,033) 3,611 (16 9)

Highway Construction (13,551) (13,551) -0- (5,227)

- Labor and Employment (9,685) (13,500) (14,500)
- oo Sams 1350) (13,500) (4,500) (450

- Ste ans (21,500) Unknown Unknown

- Subtotal ( 62,269) ( 66,780) 4,606 ( 33,121)

TOTAL STATE PROGRAMS S$ 106,670) $( 114,614) $ 1,514 $(91,075)

Local Government Programs ( 88,928) 88,928) 39,301) (39,301)

TOTAL STATE WIDE REDUCTIONS (195,598) (203,542) (37,787) (130,376)'

* Includes $9.1 million overestimation of federal funds in the 1981-82 Long Bill for the tnversity Health Sciences Center.

*See the issue paper on Strenthening Local Government for futher information on impact to local governments.



ATTACHMENT B.

EFFECTS OF REAGAN CUTS ON SERVICES IN COLORADO

Program Area

Health:

Maternal and Child Health

Handicapped Children

Family Planning

Community Nursing

Migrant Health

Disease Control and Epidemiology

Social Services:

AFDC

Medicaid

Food Stamps

Day Care

Voc Rehab

Medicaid

Labor and Employment:

Reduction in Services

5,400 children

1,300 children

214 clients

20 clinic days
2,000 children

500 clients

5,700 clients

2,576 holiseholds

2,576 households

5,000 households

1,667 children
(approx. 4,000 were
it not for refinancing)

2,274 clients

2% reduction in
Federal part icipat ion

20,000 fewer client
placements

30 Job Service
Centers

3,250 CETA PSE jobs
eliminated
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AfrACHMENT C

REGRESSIVITY OF REPLACING FEDERAL FUNDING WITH STATE AND/OR LOCAL FUNDING

Colorado data for calendar 1979 demonstrates the regressivity of state
and local taxes compared with the progressivity of federal income taxes.
The table below uses the Colorado data to demonstrate the impact of
switching $50 million from federal income taxes to state or local taxes
and to just local taxes for households at various income levels.
Adjustments would be required to obtain more accurate figures for the
current year, .but the basic trends would be the same. The switch from
federal to state and -local is clearly regressive, and if switched only to
local, it is more so.

Change in Taxes if $50,000,000 Switched from Federal to
State and Local-and to Local Only

(Based on 1979 Colorado income levels)

Household Income Range

Ave. Household Income

Number Households

Federal Income Tax
Reduction/Household

Under
$5,000

$4,669

342,783

-$1

$5,000-
15,000

$12,195

410,121

-$15

$15,000-
25,000

$21,845

251,610-

-$44.

$25,000-
50,000

$36,164

195,069

-$95

Over
$50,000

$96,047

29,695

-$462

If Replaced by State & Local Taxes

5ill0 & Local Tax
Increase/Household +$15

Net Change/Household +$14

If Replaced by Local Taxes Only

Local Tax +$1
lncrease/Household

Net Change/Household +$1

8

82% of Households

+$34 +$51

7 +$18

82% of Households

+$7

+$74 +$164

-$21 -$298

18% of Households

+$70 +$122

-$25 -$340

18% of Households

Sources: Colorado Tax Profile Study 1980, Zubrow, et.al.(1981)
Office of Tax Analysis, Secretary of the Treasury (1980)



Representative REUss. Thank you very much, Governor Lamm.
Governor Matheson.

STATEMENT OF HON. SCOTT M. MATHESON, GOVERNOR, STATE
OF UTAH

Governor MATHESON. Thank you. Mr. Chairman and members of
the Joint Economic Committee, I'd like to commend this committee
for initiating the dialog with State and local officials on the New
Federalism and particularly as it relates to the 1983 budget.

I would like to submit for the record two recent National Gover-
nors' Association publications which summarize much of what my
statement contains today.

Representative REUSs. Without objection, they will be received.
Governor MATHESON. I would like to simply summarize two or

three points so we can get into some discussion.
I think we need to.put into perspective as we look at the budget

and the New Federalism, both of which will undoubtedly take a
great deal of time of the Congress this year, the current fiscal con-
dition of the States who are a beneficiary or a loser depending
upon how public policy is settled at this level.

The governors have developed a set of principles and policies to
unite our individual efforts, but with revenues buffetted by the re-cession, a majority of States entered this year are either projecting
deficits or teetering on the brink of a deficit. Most States can't
have those. Our constitutions say we must balance the budgetevery year.

The studies we have looked at indicated that in the past theaverage State tried to end up with about a 5-percent surplus, butthe NCSL has just completed an interesting survey and 30 Stateswill conclude their current fiscal years either in the red or below 1percent. Those States are all across the country, not just in some ofthe regions.
Interestingly enough, in the legislative session this year during1981, with the effort to put together austere 1982 budgets, morethan half of the States ended up raising their taxes.
I think the bottom line really is this: The fiscal year 1982 budget

may have been a banner year from some perspective in Washing-
ton, but I can tell you that for the States, the major cuts came with
very minor flexibility.

Of the $7.8 billion in noneducation block grants, only $2.3 hadany real flexibility in them at all. In the budget this year we hopethat in the deliberations of the Congress it will not repeat theblock grant scenario of 1982. Joe Brennan put it well, addressing agroup of Senators not too long ago, "You've got to begin to trust us.We can and we have the capability to carry out the administration
of programs with skills and efficiencies."

I think the average State capability in the last 10 years has comeup dramatically and I think Joe Brennan's comment has some rel-evancy.
I have just a comment or two about federalism, Mr. Chairman.

Under the administration's plan, the 1983 budget reductions arerecommended to be put in place before we enter into our new part-nership of federalism in 1984. We had felt that our proposal for



1982 was a fair one. We suggested that we would be willing to take
10 percent less with more flexibility along with the programs and
we could administer those programs sufficiently at a level of effi-
ciency so that the 10 percent would not be difficult to absorb.

Unfortunately, we received an over-20-percent cut and very little
flexibility. We now see the 1983 budget proposals from the adminis-
tration and it appears from our analysis that the States would be
about a $9.1 billion loser as we go into the 1984 fiscal year if the
Congress adopts the turnback programs recommended by the Presi-
dent.

The New Federalism is a major concern and a major interest to
Governors. We concluded yesterday 3 days of intensive debate and
discussion on what position we should take on the issue of New
Federalism. It is not a new subject for Governors. We have debated
it and supported it for years and NGA's positions on policy are well
known.

We proposed last year basically that the Federal Government in-
volve itself in the funding of the incomes security cut programs
and that the States have turned over to them the type of categori-
cal program that historically and practically and efficiently the
States could manage, and work it out so we didn't have a shift in
budget but we balanced the Federal system. That's the theory upon
which the States basically operated.

The President has submitted his state of the Union New Federal-
ism proposal in which he has recommended federalized medicaid
and he has suggested as a swap that the States take AFDC and
food stamps. That has been the basic debate in the last 3 days
among the Governors. But we concluded our plenary session yester-
day by adopting a proposal that the medicaid be federalized but
that we not involve AFDC and food stamps at this time. Some Gov-
ernors want to talk about it. Some Governors want to leave it as it
is. And we reached the point where we couldn't get any consensus
and we set it aside. I happened to be with the set-aside group, but
we did not take a formal position.

What that means is this. If the Federal Government were to fed-
eralize medicaid, the States would take the savings which they put
into the program now, add a trust fund, and then select from the
programs which legitimately could be returned to the States on a
case-by-case basis so that the dollars are evened out and we end up
in 1984 going into a pretty major step forward in New Federalism.
It's about as much I think as we can digest and probably even
more in 1 year's time, and to me it's a major step forward to go to
that point. We have provided means for the disparity of welfare in
States, which is a major program, and I do believe our proposal is
one which the President is now taking another look at and we have
appointed or will appoint a small negotiating team of Governors
and meet with the administration to see how that works out.

One of the things that I should tuck in at this point, Mr. Chair-
man, whatever happens in the New Federalism, it will have to in-
volve the third partner in the process; and that is the Congress. We
will be discussing those matters thoroughly with the Members of
the House and the Senate in the days ahead.

We have made some specific recommendations on the 1983
budget proposals. We have urged through our executive committee



at the NGA that we have level funding for our State and local non-
entitlement programs for 1983 and 1984. In other words, we oppose
the President's recommendation to cut that by $5.9 billion. We also
proposed through that committee that if discretionary programs
were to be cut, the reductions should be balanced with comparable
increases in the Federal share of incomes security programs. The
proposal from the President is a cut in those programs of $3.9 bil-lion.

The executive committee also called for greater scrutiny of our
defense budget and the tax expenditures so that evenhanded treat-
ment is meted out to all on a fair basis. In other words, I think the
Governors said nobody gets a blank check on anything any more
and we have to take a look at each of the portions of the budget
and see what is fair and equitable.

Finally, the block grants. We think last year was a major disas-
ter for the States. We ended up with the block grants with massive
cuts in the dollars and very little flexibility to be more efficient
with them. As a consequence, in my own State, we reduced our
Federal program funds by about $50 million and absorbed that intoour program by, first of z il, cutting administration as far as wecould, but there's a big gap. If we have to take jolt number two thisyear on those programs, I do not believe that many of the basic es-sential programs in health and social services can basically makeit, and I hope we would go into our New Federalism in 1984, if wedo so, with a healthy State partner and not an anemic one.

Thank you, Mr. Chairman.
[The prepared statement of Governor Matheson, together withattachments and two papers referred to for the hearing record, fol-lows:]
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PREPARED STATEMENT OF HON. ScoTT M. MATHESON

Mr. Chairman and Members of the Joint Economic Committee. I commend you for

initiating the Congressional dialogue with state and local officials concerning the New

Federalism and the FY 83 budget proposals.

The.Joint Economic Committee has an excellent record of highlighting the impact

of federal decisions on state and local governments. It was in cooperation with this

committee that the National Governors' Association began its initial - and now annual -

fiscal survey of states. This committee's excellent work on local financial issues is well

known.

Today I would like to make several summary statements on the current fiscal

condition of the states, the New Federalism proposals, and the FY 1983 budget proposals

and to conclude with comments about what the governors will be talking to Congress

about in 1982. Mr. Chairman, I would like to submit for the record two recent NGA

publications which summarize much of what I will say today: "The President's Federalism

Initiative" and "The Proposed FY 1983 Federal Budget: Impact on the.States."

Our concerns about federalism in general, and FY 1983 in particular, spring from the

current fiscal condition of the states. On this basis, the governors have developed a set of

principles and policy that unite our individual efforts. With their revenues buffeted by the

national recession, the majority of states entered 1982 either projecting deficits or

teetering on the brink of deficit. Since states cannot legally have deficits, this means tax

increases or large service cuts on top of a depressed economy. In the past, a year-end

balance equal to five percent of annual spending was considered a prudent cushion.

According to a recent survey, 30 states expect to conclude their current fiscal years in

the red or with a balance below one percent.

These states are in all parts of the country:

New England Connecticut, Massachusetts, New Hampshire, Rhode Island,

Vermont

Middle Atlantic New Jersey, New York, Pennsylvania
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Great Lakes Indiana, Michigan, Ohio, Wisconsin

Plains Minnesota

Southeast Alabama, Arkansas, Florida, Georgia, Kentucky, Mississippi,
North Carolina, South Carolina, West Virginia

Southwest Arizona

Pocky Mountain Colorado, Idaho, Utah

Far West California, Oregon, Washington

Nine other states forecast balances of one to five percent, and only seven predict
surpluses of more than ten percent. Most of the states with large balances derive
substantial revenue from their energy industries.

Although more than half the states raised taxes during 1981 legislative sessions,
state budgets in 1982 are austere, suffering from sluggish revenue growth and increased
recession related expenses. States are also finding that actual revenue is falling short of
projections: 21 states indicated that revenue was below official forecasts, while only 10
indicated it exceeded the forecast. Since the recession worsened significantly after
October, when this information was collected, the situation appears even more tenuous
today. For example, Wisconsin originally responded to the survey saying it expected a
surplus of more than $53 million. But in late January, legislative and executive estimates
of the deficit for the current biennium ranged from $377 million to $450 million.

Fiscal hard times are already upon most states, before additional adverse impacts
due to federal decisions are even considered. The FY 1983 budget proposals and
unanswered aspects of the New Federalism proposal would weaken our capacity to meet
the needs of our citizens directly and indirectly through our local governments.

Please remember the FY 1982 federal budget was a banner year, but only one
way - your way - ending in major cuts and minor flexibility. Of the $7.8 billion in non-
education block grants, only $2.3 billion was provided with some flexibility to target the
funds where they were most needed. This $2.3 billion exactly equals the lost revenue

95-755 O-82-41
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sharing for states in 1982 and it also equals the estimated 1982 lost revenues to states due

to the new corporate depreciation schedules and "All Savers" certificates. Please do not

repeat this block grant scenario for the governors in FY 1983. Block grants are crucial to

any reasonable restructuring of federal assistance but not with drastic cuts in funding and

little or no flexibility. Congress must learn to trust state and local governments - or the

people will lose trust in Congress.

The President's Federalism Initiative

For a decade, the governors have pleaded with presidents and Members of Congress

to adopt a set of principles to guide changes in the federal systems. The major principles

are:

a. federal assumption of income maintenance programs with reasonable benefit

levels,

b. protection of civil rights,

c. block grants rather than categorical grants,

d. stability and predictability in funding levels,

e. lead time for adequate transition,

f. reliance on the same laws and procedures for the expenditure of federal funds

which a state uses for its own funds,

g. equity in state by state impact.

All of these principles are included, at least in part, in the President's federalism

initiative. The governors applaud the President for his initiative. We intend to negotiate

with the President and the Congress in good faith. We urge the Congress to seriously

weigh all proposals in light of the principles I have listed.

The NGA paper on this subject of February 5, 1982, summarizes the governors'

major concerns with the New Federalism proposals. The five most critical issues at this

time are:
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* the exact nature of the federalized medical assistance program;

* the need for a continued federal role in other income security programs;

* the exact nature of maintenance of effort requirements to be placed on states

for income maintenance in AFDC and food stamps;

* the equity and duration of the resource turnback element of the federalism

proposal; and

* the need to define a continuing federal role in financing the nation's basic

infrastructure.

Under the Administration's plan, the FY 1983 budget reductions are a step along the

road to the transfer of federal responsibilities for programs now financed by grants. For

this reason, the governors cannot separate the federalism initiative from the FY 1983

budget proposals. FY 1983 becomes the new base year in terms of dollars for the New

Federalism. Our analysis shows that the states would be a $9.1 billion loser in FY 1984

for the turnback programs. This includes a proposed reduction of over $5 billion in the

turnback programs themselves and almost $4 billion in food stamps and AFDC cuts. As a

result, OMB estimates a decrease in combined AFDC and food siamp costs of 10.7 percent

over the next three years while CBO shows an increase for the same programs and time

period of 12.2 percent. All of these changes would have to be authorized by Congress in

FY 1983 to become effective In FY 1984. The governors strongly object to many of these

cuts. The President acknowledges we differ on cuts for FY 1983 and expects the

governors to pursue their views with Congress.

FY 83 Budget Proposals

The governors submitted their views on the FY 1983 budget directly to the President

on December 4, 1981. Mr. Chairman, I have attached a copy for the record of this letter

to the President. Also attached is our February 13, 1982 analysis of the FY 1983 proposed

budget.
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In summary, the FY 1983 proposed budget falls short on four important points which

the NGA's Executive Committee endorsed in the December 4 letter to the President:

* -the Executive Committee urged level funding of state and local "non-entitle-

ment" programs in fiscal 1933 and 1984; the administration's budget cuts such

programs by $5.9 billion;

" the Executive Committee proposed that if discretionary programs were to be

cut, the reductions be balanced with comparable increases in the federal share of

welfare, Medicaid, and other income security programs. The administration's

budget cuts these state-administered income security programs by $3.9 billion,

including changes that reduce the federal government's current share of all these

programs.

" the Executive Committee called for greater scrutiny of defense spending and tax

expenditures and for even-handed treatment of direct federal entitlement

programs, many of which are not based on need, and state-federal entitlements,

where need is always a factor. The proposed budget increases defense by 18

percent, proposes modest tax revisions, and cuts direct federal entitlements by

2.2 percent and state-federal entitlements by 11.7 percent.

* the Executive Committee called for increased attention to capital infrastructure

needs. The proposed budget provides $2.4 billion for wastewater treatment

plants in both fiscal 1982 and 1983 but continues to delay and stretch out other

capital infrastructure spending, including highways, rail systems, and airports.

Importance of Grants in State-Local Finance

The attached table I shows the relative importance of grant programs in the context

of state and local finance and the federal budget. If the FY 83 proposals are accepted by

Congress, they would turn back the clock on state-local-federal financial relationships to

1965 levels.
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Another vivid example of the impact of FY 83 proposals is to examine proposed

budget authority. As Table 11 shows, using FY 31 as a base year, grants in FY 83 will have

only 53 percent (authority) or 74 percent (outlays) of the purchasing power needed to

maintain constant program levels. This is a cut of 47 percent in purchasing power in two

years for authority and 26 percent for outlays. These are OMB numbers.

These reductions in purchasing power are sizable enough to have a major effect on

state and local governments, private providers of services paid with grants, and the

recipients of services. How the losses are likely to be shared among these groups depends

both upon the nature of individual cuts and the programs in which they are made.

As was the case with the FY 1982 cuts, it is likely that a substantial percentage of

these cuts will, of necessity, be "passed through" to state and local governments, so that

the ultimate effects will fall upon service recipients. States are largely unable to

increase taxes in the current economic climate. Other program cuts, such as outlay

reductions in capital and construction programs (e.g., transit, waste water treatment, and

highways) will have the short term effect of slowing the pace of capital acquisition, with

attendant effects on jobs in the private sector and service availability, but with little

immediate impact on the solvency of state and local governments. Over the longer term,

however, pressures will build to provide state and local funds to finance the needed

construction at inflated costs.

Other cuts will have a more substantial and direct effect on the finances of state

and local governments. In the case of Medicaid, the Administration proposes two kinds of

reductions:

(1) reductions in total program costs which are generally designed to encourage

more efficient service and more prudent use of medical care; and

(2) cost shifts from the federal to the state and local levels through error

rate sanctions, reduced administrative costs, reduction in matching rates and

the end of federal participation in the cost of Part B Medicare Insurance,



Block Grants

The Governors will continue to urge Congress to rationalize the current federal aid

system through increased reliance on state and local laws and procedures, fewer mandates

and regulations, more revenue sharing and block grants funding procedures. We are also

hopeful we can reach agreement on a major new federalism initiative with the President.

Members of Congress are also offering some major initiatives that we hope to support.

Block grants are certainly better than tens of programs for the same recipient and

purpose, but only with flexibility and adequate funding. Few Governors will be interested

in a repetition of last year's experience. We proposed a one-time 10 percent cut and

significant flexibility in order to target funds according to state priorities. We got 20

percent cuts last year, with further large cuts proposed for FY 1983, and very little

flexibility from Congress. I repeat my observation that the people are insisting that each

level of government develop a lot more trust in place of the current hodge-podge of

mandates, regulations, financial shifts and overhead costs. I urge this committee to take

a lead role in examining major new proposals to simplify the grant-in-aid system for their

positive possibilities and specific application. In this regard we applaud Congress for

passing the State and Local Government Fiscal Impact Act last year.

We urge you, at a minimum, to hold the new block grants harmless from further cuts

in FY 1983 and to increase our flexibility for administration of block grants. Attached Is

an NGA analysis of block grant funding. Table III shows that funding reductions for the

block grants between FY 1982 and FY 1983 range from 71.3 percent to 0 percent; overall,

the blocks are to be reduced by 15.7 percent more in FY 1983. We are in opposition to the

proposed 15.7 percent cut in these programs. Such cuts can only result in drastic service

reductions, serious administrative problems and further public dissatisfaction.
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Conclusion

Governors will continue to consult with the President on his major New Federalism

reform proposals. We will also consult with the Congress. We will oppose many of the

proposed FY 1983 budget cuts. We believe that block grants should not be cut beyond FY

1982 reconciliation levels, that defense and indexed entitlements should share the burden

of restraint, and that Congress should carefully weigh the bipartisan principles of

federalism that the Governors continue to press in Washington



Federal Fiscal Year

1965
1970
1975
1980
1981
1983
1985

Table I

Grants in Relation to Total Budgets

Grants as Percentage of
Federal Outlays

9.2
12.3
15.4
15.9
14.4
10.7
9.6

State/Local Budgets

15.3
19.2
23.0
26.3
25.3
18.3
16.1

Table II

Grant Allocations in Relation to Purchasing Power
($ billions)

FY 1981 Actual

Amount required in FY 1983 to Maintain
FY 1981 Purchasing Power

Amount in Administration Budget, FY 1983

Administration Recommendation as Percent of
Amount Required to Maintain FY 1981
Purchasing Power of Grants, FY 1983

Budget Authority Outlays

$105.8 $ 94.8

122.7

65.2

110.0

81.4

53% 74%
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Table III

FY 1983 Block Grant Proposals
($ millions)

Budget Authority Percentage Change
FY 1981 FY 1982 FY 1983 FY 1981-83 FY 1982-83

Social Services

ADAMHA

Preventive Health

Community Services

Community Development

Education
~TCuip2ECIA)
Low Income Energy
Assistance
(Incuding Emergency
Assistance)

Primary Care
(Including migrant health,
black lung clinics, and
family planning)

Services for Women,
Infants, and Children
(Including MCH and
WIC programs)

Child Welfare
In-cluding Child Welfare

Services, Foster Care,
Adoption Assistance,
and CW Training programs

Combined Welfare
Administration

Vocational and Adult
Education

Education for the
Handicapped

Training and Employment

Rehabilitation Services

Rental Rehabilitation
Grants

TOTAL

2,991.0

548.6

99.2

472.7

3,695.0

521 .8

1,905.0

(55.0)

535.0

2,400.0

432.1

81.6

348.0

3,456.0

470.7

1,807.2

(55.2)

414.3

1,974.1

432.0

81.6

100.0

3,456.0

433.0

1,300.0

416.8

-34.0%

-21.3%

-17.7%

-78.8%

-6.5%

-17.0%

-31.8%

-22.1%

-17.7%

-0-

-0-

-71.3%

-0-

-8.0%

-28.1%

1,384.5 1,281.6 1,000.0 -27.8% -22.0%

522.9 465.1 380.1 -27,3% -13.3%

2,125.0 2,296.0 2,181.0 +2.6% -5.0%

774.5 732.5 500.0 -35.4% -31.7%

1,025.2 1,042.1 846.0 -17.5%

6,095.0 2,252.0 1,800.0 -70.3%

923.7 925.0 623.5 -32.3%

- - 150.0 N/A

23,619.1 18.404.7 13,524.1 -34.3%

-18.8%

-20.1%

-32.6%

N/A

-15.7%



644

National Governors' Association """"'o^.simoq

Stephen B. asber
Executive Director

NGA FEDERALISM POLICY

The time is at hand for national debate and action on the roles and responsibilities
of federal, state and local government. The President, in his State of the Union message,
set out a bold and specific proposal to realign the federal system to achieve more
effective and accountable government at all levels.

The Governors have, with an increasing sense of urgency, placed federalism reform
at the top of their national agenda. We share the President's strong dedication to the

concept of federalism. We therefore believe it critical to present to Congress in the
immediate future a proposal based on our common goals, and to continue to discuss areas
of disagreement.

Our policy statements set forth many federalism principles and guidelines that are

compatible with the President's proposals. We are in full accord with the President's

proposal for a federal assumption of Medicaid. We also welcome his far reaching

suggestion that a range of categorical programs be transferred to state responsibility.
And we believe, as does the President, that a mechanism for financial transition is

essential.

The President's federalism proposals contain some elements that are not consistent

with existing policy positions of the National Governors' Association, such as assigning
responsibilities for food stamps and AFDC to the states. The Governors also believe that

support for state and local governments should not be cut in the 1983 budget to the extent

that state governments are weakened and left without the capacity to meet the new

service delivery requirements of the Presidents plan for 1984 and beyond.

The Governors believe that these differences can either be reconciled by negotiation

or temporarily set aside as we build a program based on existing areas of mutual

agreement. The Governors believe that our areas of agreement with the President's

proposal form the basis of a revolutionary restructuring of our federal system. The

proposals which follow are intended to identify areas of consensus and to suggest a

federalism initiative premised upon those existing areas of agreement. The. Governors

stand ready to enter into immodiate discussions with the Administration concerning these

areas of agreement and the subjects left open in our proposal. Our goal is to keep the
federalism issue before the American people and to work with the President and the

Congress at every opportunity to restore balance to our system of government. To this

end, we make the following proposal:

1. The federal government assumes full responsibility for Medicaid. Depending on the

specific features of a federalized Medicaid program, the states and territories could save

$19 billion in fiscal year 1984. The exact savings to the states and territories depend upon
the fiscal year 1983 appropriations levels and the services actually assumed by the federal

government.

HALL OF THE STATES* 444 North Ca"pitol reet * Wasington, o.C 20001 * (20!) 624-5300
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2. The AFDC-food stamp portion of the original proposal is. deferred for further
negotiations. The states and territories will continue discussions on the details of a later
proposal for AFDC and food stamps.

3. The states and territories take over some negotiated set of federal categorical
programs (excluding transportation programs). The cost will depend upon the actual dollar
amount of the programs assumed by the states and territories as set by fiscal year 1983appropriations. Using fiscal year 1982 cost estimates the states could assume approxi-
mately $31 billion in program turnbacks, beginning in fiscal year 1984, Decisions on
programs returned to the states will be made in a spirit of partnership and cooperation
with local governments.

4. During the first year states and territories would be required to fund all programs at
the previous year's level. Over the next three years, states and territories could redirect
each year one-third of the total funds for assumed programs to any purpose. By fiscal
year 1987, the states and territories would have full discretion over the use of the funds.

5. The transportation programs and the highway trust fund would be dealt with
separately.

6. The cost to the states and territories of the returned programs is in excess of the
federal governments estimated cost to assume Medicaid programs. A trust fund would be
created at the level of the swap difference (presently estimated at $12 billion). The trust
fund would not increase in.size, and would be funded from any federal revenue sources.

7. During fiscal year 1984 distribution of the trust fund would be based on historical
expenditure levels to hold states harmless. In fiscal year 1985, 20% of the fund could be
distributed according to the fiscal capacity of the states; in fiscal year 1986, 40%; in
fiscal year 1987, 60%; in fiscal year 1988, 80%; and in fiscal year 1989, 100% could be
distributed based upon fiscal capacity.

8. In fiscal year 1989, the President and Congress would re-evaluate the total amount
required for the trust fund, and determine the most efficient manner to allow the states
and territories to retain the appropriate revenue base for returned services.
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National Governors' Assocation etad A- S.,,mt

teph Fbe
Eec.re Dun

December 4, 1981

The President
The White House
Washington, D.C. 20500

Dear Mr. President:

As your first year in the White House draws to a close, I want to

express, on behalf of the nation's Governors. continued support for your

goals of strengthening both our federal system of government and our
national economy. As you noted in a recent interview, the Governors
were of significant help to you in both areas this year.

* Although we did not obtain as much fleibility to administer federal

programs as we (and you) would have liked, and although we did not see

eye-to-eye on all budget issues, the numerous meetings we have had with

you have been useful and productive from our viewpoint, and I hope from

yours. We appreciate the progress that has been made in consolidating
grant programs and in streamlining federal regulations, and we want to

continue to work with you in pursuing these important objectives.

At the same time, we must report to you that while we continue to

support your broad goals, we disagree in some specific ares, as we

indicated to you on September 24, on the best means of achieving them.

There is strong bipartisan concern among the Governors that further

drastic reductions in federal domestic programs cannot be pursued without

inflicting additional hardships on those in need. Similarly, while we

fully support your goal of strengthening our military defense capability,
we also believe that a sound economy, an adequate transportation system.

and a well-educated and highly-trained workforce are also essential to

our national security.

In accordance with these concerns, our Executive Committee and

Standing Committee Chairmen would like to emphasize the following points:

1. To help control federal spending and to provide needed
stability in state budgeting, we propose - as your
budget plan of March 10 suggested - level funding in
nonentitlement grant programs in FY 1983 and 1984 with no

adjustment for inflation.

KALc~or THE S7ATES - -A N..m C.mft.I Sm.-Hm O-C. 2000 1 - 4201 ""ASooO
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2. Pursuant to our sorting out agenda, we propose that any
further cuts in discretionary grant programs be acompanied
by comparable increases in the federal share of )Iedicaid
and AFDC. We oppose efforts to reduce the federal responsi-
bility for these income security programs.

3. Cuts in entitlement programs to date have been focused
disproportionately on those based on need, particularly
the state-fadaral programs, AFDC and Medicaid. As further
spending reductions are considered, we believe that
defense, indexed entitlements, and tax expenditures =Lst
all receive close scrutiny.

4. If the economic recovery program is to succeed, we believe
that the nation's public works and capital infrastructure
needs must be more effectively addressed. The current
impasse over funding for the wastater treatment construction
program for FT 1982 must be resolved immediately.

Finally, because we believe that the potential for cooperation
between the federal governmeant and the states has not yet been fully
tapped, we propose that your Administration join with us In a domestic
summit to develop a consensus for achieving the goals that we share.
This sumit could involve the bipartisan leadership of the Congress andthe National Governors' Association, as well as elected local officials.
Its purpose would be to agree on specific goals for reducing the federaldeficit and to devise An equitable distribution of resources and responsibilities
among the federal, state and local Zovrnments.

Under your leadership, I believe that a domestic sumit could
significantly aid you in developing a consensus on what will be othervise
intensely divisive issues in the years ahead. As such, it will bring
the nation tangible benefits in tarms of a stronger economy and a more
responsive political system. Equally important, it would dramatize, as
few otber steps could, the depth of your commitment to restoring our
federal systac .
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National Conference of State Legislatures National Governors' Association
HALL OFTHESTATES
444 North Capitol Street * Washingtom D.C. 20001
(202) 624-5400 (202) 624-5300

February 5, 1982

THE PRESIDENT'S FEDERALISM INITIATIVE

On January 26, President Reagan announced a major federalism initiative,

designed to take effect in FY 1984. The purpose of this information

memorandum is to provide details on the proposal and to outline some

of the major issues associated with it from the states' perspective.

THE PRESIDENT'S. PROPOSAL

The following elements of the President's federalism initiative have

been proposed and are now b-ing negotiated with the states:

* The "swap" component would involve federal absorption of

$19.4 billion in state Medicaid expenditures and state

absorption of $16.5 billion in federal AFDC and food stamp

costs. These are FY 1984 numbers and assume implementation

of major cuts in the AFDC and food stamp programs in FY 1982

and FY 1983.

* The "turnback" component would involve the return of 124

grant programs (sometimes consolidated into 43 generic

groups) amounting to $30.2 billion in FY 1984. About

$5 billion in FY 1983 cuts are assumed.

* A federalism trust fund of $28 billion would finance the

program turnback and equalize gains and losses 
among states

caused by the swap. Of the $28 billion fund, $16.7 billion

would come from the windfall profits tax and the remaining

$11.3 billion would come from federal excise taxes on gaso-

line, tobacco, alcohol, and telephone service.

* Between 1984 and 1987, states could opt to receive the

funds they would have gotten under the 124 categorical

programs either through the categorical structure or without

the categorical restrictions (similar to General Revenue

Sharing). This transition period would'end in FY 1988, when

the categorical grants would be terminated.

* Also beginning in FY 1988, the trust fund would decline by

25% each year, with states raising taxes or cutting programs

accordingly.

* States onting to receive funds through the categorical programs

must pay related federal administrative costs.
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* Aid received by states through the trust fund is subject
to local pass-through requirements. 100% of aid that
would have been allocated through direct federal-local
grants must be passed through. 15% ot all other non-
education funds must be passed through. The General
Revenue Sharing formula would be used to allocate pass-
through monies.

a States would berequired to maintain basic AFDC and
food stamp benefit levels under the swap, but no details
have yet been developed.

THE STATE PERSPECTIVE

The President's program recognizes a number of principles that
the states have long believed to be essential to a successful federalism
reform initiative. These include the following:

* a greater federal role in one major income security program
(demonstrated by full federal assumption of the Medicaid
program):

* a greater federal role in health care cost containment;

* an extended transition period;

* equity in the state-by-state effect of any proposal; and

* simplification of the current grant-in-aid system.

However, there are a number of issues which must be resolved before the
states can take a firm position on the Administration's federalism package.
These include the following:

Issues Relating to the Swap

1. Is the swap consistent with the srates' view of the appropriate
federal role in the federal system?

Governors and State Legislators have long held that income securit'
is a tederal function because people should have equal protection
irom want no matter where they live, because the cost of providing
assistance is so great that states--with their unequal tax capacities--
would find it difficult to support the propran, and because need is
determined largely by national economic policy which the states cannot
control. Moreover, a national response is required for extraordinary
circumsrances--such as very high inemplovment in a particular sector
or a natural disaster--vbich drain the abilitv of the states where
they occur to support the program needs created.

'While the President 's proposal incorporates part of the states'
position by suggesting a larger federal role in Medicaid, it also
assumes reduced federal responsibilities in other important income
security programs.
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2. Are the calculations of relative federal and state gain/loss under

the "swap" based on figures agreed to by the states?

The President's proposal is based on the assumption that state con-

tributions to the Medicaid program will grow to $19.1 billion in -

FY 1984, a level consistent with the state projections. However, the

proposal assumes that the federal share of the food stamps and

AFDC programs will be just $16.5 billion, or $4.1 billion less than

the amount that the preliminary Congressional Budget Office figures

show will be necessary to maintain the current programs in FY 1984.

According to the CB0 projections, therefore, instead of being a

trade favorable to the states by $2.6 billion in the first year, it

is unfavorable by $1.5 billion. (see Figure A)

It is important to note that although Medicaid is viewed as one of

the fastest growing federal programs, the growth of combined federal

payments under AFDC and food stamps outstripped Medicaid growth in

the period FY 1978-FY 1981. In those years, federal Medicaid pay-

ments grew 54% while federal AFDC/food stamp contributions grew

63%.

The Administration has assumed 5.8% real growth in Medicaid between

FY 1984 and 1991 (as compared to a 6.3% rate between FY 1978 and

1982) with an annual inflation rate of 4% and unemployment a constant

5.5%. The President's proposal has valued the AFDC/food stamp

program at no real growth (as compared to 8.8% between FY 1978 and

1982). Thus, all of what would have been the state share of these

expected cost increases for Medicaid are considered savings and

is added to the resources available to the states to take over

additional program responsibilities as the trust fund expires. Similarly,

the reduced costs projected by the Administration for the AFDC and food

stamp programs are counted as savings to the states.

3. What are the federal plans for the Medicaid program?

The state-by-state differences in the Medicaid program have been

widely discussed, and it has been suggested that the federal

government would have to level this disparity in a national pro-

gram. A crucial element of the federalism proposal is how the

federal Medicaid program would be designed.

This question is important for all states, but it is vital for the

"winners" under the swap because they will be forfeiting their

allocations under the trust fund to offset their gains in the trade.

If the Medicaid program is substancLally curtailed (e.g., only basic

services are covered, or only welfare recipients are covered), then

the "winning" states will be pressured to fund both supplements to

the Medicaid program and it tivities formerly supported by categorical

grants with the same doLLars. They become losers under these

ircumstances.
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Specific questions that need tobe resolved include

* Will the federal government equalize the state-by-state
differences in the Medicaid program? If so, how?

* How can the states be assured that this restructuring will
not shift costs back to the states by denying eligibility
to groups of current recipients, e.g. the medically needy,
or by eliminating rapidly growing services, e.g. long-
term care? (One suggestion for a federalized Medicaid
program has been that the mandatory services would be
continued, but that optional programs would be dropped.
Currently, one-third of total Medicaid costs are spent on
two optional services -- intermediate care facilities and
pharmaceuticals, Ending these services would shift sub-
stantial costs to the states.)

* What assurances would states have that the national pro-
gram would not be reduced substantially after adoption,
shifting responsibility back to state and local government?
Will the federal government accept maintenance of effort
for Medicaid?

" The White House fact sheets indicate that federal assumption
of Medicaid will provide about $19 billion of fiscal relief
to states in FY 984. This appears to be an accurate pro-
jection of the state share of costs for the current program.
Does. this also reflect the anticipated level of increased
federal support due to the new federal program?

* How will eligibility for a national Medicaid program be
determined? Currently, AFDC recipients are automatically
eligible for Medicaid. Will this arrangement continue
even after the AFDC program is shifted to the states?

4. What federal requirements will be placed on states in connection with
the rurnback to 'hem of food stamp and AFDC responsibilitie"?

Specifically:

" The proposal suggests that the states will be required to
meet "flexible maintenance of benefit requirements". Does
this apply to both current and potential recipients and
will it require a minimum benefit or the maintenance of

existing benefits in even the hi;hest benefit staces?

* Will states be required to continue to provide services

to all recipients who are now eligible for AFDC and food
stamps, as well as to maintain benefit levels?

95-755 O-82--42
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* Will future reductions in the remaining federal income

security programs, such as veterans assistance and housing,
force states to substantially increase state costs to main-

tain the current minimum level of AFDC benefits?

* How will the states be assisted to meet unusually high

income security costs that may result from the impact of

federal policy on trade and the economy as a whole?

* Has the federal government reached any decision in relation

to its role in the unemployment and employment service

activities? Will these decisions have any impact on state

income assistance burdens?

Issues Relating to the Turnback

1. Does the gradual reduction and phase out of the trust fund by FY 1991

provide for equity in funding in relation to state need?

The formulas under which funds for many of the programs now on the

turnback list are distributed use some measure of need to determine

state allocations. By using the average of the years FY 1979, 1980

and 1981, the proposal locks in the needs based distribution for

twelve years. One issue to decide is whether some flexibility should

be developed, perhaps through use of a portion of the trust fund

aimed at areas of greatest service need or of lowest tax capacity.

The nation's demographics argue that many changes will take place

over these twelve years.

rhe final phase out 01 the- trti f :icl lay not adequately recognize

stat ftiscal dispariti.s. Effor's should be directed Loward improve-

ing this final phase La order to establish some protections. One

way to approach this, especially if states are asked to bear a major

responsibility for income security programs, would be to establish a

permanent fiscal capacity equalization fund to replace the federalism

funds after 1991.

2. Are the revenues sources being turned back appropriate for use by

states to fund the programs included in the turnback?

The trust fund, which phases out completely in FY 1991, contains two

revenue sources: federal excise taxes and the crude oil windfall

profits tax. Excise taxes do not keep pace with inflation and thus

are commensurate with the rate of growth of grant-in-aid programs

only if the programs decline in real dollars over time. Excise

taxes, like sales taxes, also place a relatively heavier burden on lower

income households. The state-by-state consumption patterns of

these goods are largely unrelated to the need for the services.

The exception is the motor fuel excise tax (two cents to be

returned) which is dirtectly related to the non-interstate highway

programs.

The crude oil windiaLI profits tax :s dire. :ed it oil praducers.

It cannot necessari ly be assumed by states when the crust fund

phases down because ihe majerity of tho oil production occurs in

five states. Only 23 states have any production capacity whatsoever.

Me-'e.r. rhe structure of this tax originally was a "profit" tax,

which was not designed to be passed on to consumers. Thus there

'would not nec-es.rile he a price devrease by the produceri when
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the federal tax expired. If the windfall profits tax were converteu

to an excise tax at the pump, consumers would be paying 14c more

per gallon of gas.

Senator David Durenberger (R-MN) has proposed Lhat a portion of

the federal income tax be dedicated to the state trust fund. He

noted that an equalizing formula could be used to distribute such

funds. The federal income tax, which is more progressive and

responsive to inflation (even after the indexation which is

scheduled to begin in FY 1985), might more closely match the

characteristics and rate of growth of the programs being turned

back.

From 1978 to 1981, federal excise tax collections rose about 5%

while inflation rose more than 30%. Individual income tax

collections rose more than 35%.

3. Is the size of the trust fund adequate to support the responsi-

bilities returned to the states?

The Administration has proposed that $28 billion in federal

revenues be traded for $30.2 billion in programs. However, an

OMB spokesman has indicated that the FY 1982 funding for the 124

programs involved was $35.2 billion. The Administration has said

that the trust fund will be expanded to reflect the spending levels

set by Congress for programs turned back.

As noted above, the "swap" may be disadvantageous to the states by

$1.5 billion. Adding the $7.2 billion shortfall between the $28
billion trust fund and the S35.2 billion in program responsibilities,

the federalism initiative as now described costs the Gtates about
S9 billion in reduced federal aid or new state .ots in FY 1984.

4. Are the programs to be turned back appropriate responsibilicies

for states as opposed to the federal government?!

The consistent policy of the states has been that income security

programs should be the responsibility of the federal government.

Of the programs listed, several, including the WIC program (Women

Infants and Children). WIN (Work Incentive Program), Low Income

Energy Assistance and the Community Service 8ok Grant fall into

the general category of anti-poverty income assistance. The Legal

Services Programs and the CETA program also may be responsibilities

whose proposed transfer should be discussed furthe!r.

At the present time, Lt is the position of the atates that they are

willing to assume primary responsibility for programs in the areas

of education, transportation. and law enforcement. Rundreds of small

categorical grants remain in rhe Intergovernmental system after Lhe

rThe listing ot the programs be.in propose., for return to the states
is attached as Appendix A.
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proposed turnback, and some of these may be better candidates for

state responsibility than those initially suggested by the
Administration.

5. Does the proposal adequately protect both state and local government?

The list of proposed programs does contain a number of major direct

federal - local grants such as general revenue sharing, the Community

Development Block Program and the Urban Development Action Grant Pro-

gram. In these cases, the proposal requires a complete pass through

of program funds during the four year transition phase. For other

.programs whose funds are grouped into the turnback, there is a re-

quirement that 15% be passed through to local governments, regardless

of whether the funds have traditionally gone to states.

FISCAL IMPACT OF THE FEDERALISM INITIATIVE

The Problem with the Numbers

It is endemic in all sorting out proposals that numbers (their choice

and usage) can quickly become an issue that transcends any philosophical

analysis of the proposal. The President's sorting out initiative is no

exception. An example of the variance between the numbers used for costing-

out the swap is contained in Table A which displays the FY 1981 actuals

for the AFDC and food stamp programs, Congressional Budget Office (CBO)

estimate of the FY 1984 Medicaid and AFDC and food stamp programs and the

Office of Management and Budget (OMB) estimates of the same programs for

FY 1984.

For Medicaid, OMB, CBO, and the states agree Lhat it is reasonable

to assume a rate of growth in state Medicaid costs of 37% from FY 1982

through FY 1984. OMB counts this growth as state costs to be "relieved"

in the swap. Any economies or reductions achieved when the program is

federalized are not taken into account.

It is readily apparent, however, that CBO and OMB differ markedly

in their estimates of the FY 1984 costs of AFDC and food stamps to the

states. The major differences found between CBO's and OMB's estimates

of AFDC and food stamps are attributable to two factors. First, OMB

assumes that substantial budget cuts will occur before FY 1984 in these

two programs. Reports in the press estimate the reductions to exceed

$5 billion. CBO, in contrast, assumes that the current program struc-

tures would remain unchanged into FY 1984. The second major difference

is the economic assumption used in the projection. OMB's model assumes

a more optimistic economic climate in FY 1984 than CBO's.
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The effect of these differing estimation techniques can be seen by comparing
the total program costs estimated by OMB in FY 1984 with current costs. OMB
shows a decrease in combined AFDC and food stamp costs of 10.7% over the
next three years. CSO shows an increase for the same programs of 12.2% in
the same time period.

States should consult with their own budget staff regarding their state's
projected AFDC, food stamp, and Medicaid costs scimates. Table A is provided
for illustrative purposes, and states should reach their own conclusions
regarding the relative impact of the swap proposals.

In the meantime, the states have requested that OMB orovide more
detailed explanation of their assumptions so chat state and Administration
analyses can proceed from a common information base.

A Preliminary Analysis of the Impact of the Initiative

Table 3 is an analysis of the swap proposal using CBO's estimates of
Medicaid, AFDC, and food stamp costs. The turnback programs have been ad-

justed upward by $5 billion to better reflect the current costs of the 124
programs slated for turnback to the states. While the initial White House
background materials on the swap assessed the cost of the turnback programs at

$30.2 billion, OMB spokesman Ed Oale indicated that the curnbdac estimarp
did not take into account planned program reductions of about $5 billion.
In the absence of more detailed program information, we have accepted the
initial OMB state-by-state estimates readjusted to rc'iit current program
costs.

The column headed "Net Costs States" reflects the cost of the turnback
programs plus the cost of the AFDC and food stamp programs less the Medicaid
savings realized by the federal assumption of Medicaid. The adjacent column
shows the initial White House estimate of the trust fund allocation needed to
balance out state losses. Please note that while the trust fund allocation is
estimated to be $27.6 billion, the trust fund receipts are estimated to be
$28.0 billion. In all cases the initial trust fund allocation is inadequate
to cover che costs to states for the turnback programs. Overall, the trust
fund is $9.1 billion less than needed co hold the stater harmless in FY 1984,
without assessing the impact of inflation on the rurnback programs (other
Chan AFDC, food stamps and Medicaid).

The notes at the bottom of the -hart reflect the not costs or cains to
scares in the tradeoff of Medicaid for fool 4tamps ind ifVDC. Twelve tate,
were net gainers in the swan, and these wers isially ver lcrv .lins, . reflcting
current high tate Modica1id costs. There were 19 losrs reflectinc .ieraly
smaller losses compared to the wtnars' shires.
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Overall, in the Medicaid for AFDC and food stamp swap, the winners

gained by $3.1 billion and the losers lost by $4.6 billion. In the

aggregate, the swap is $1.5 billion short of an even trade 
to the states.

While the White House appears to accept the principle that the trust

fund will be sufficient to balance out these differences in FY 1984, there

is a considerable gap between their estimates of the funding level required

and CBO's projection of state costs to be assumed. This difference is

about $9 billion short of the amount needed to hold states harmless in

FY 1984. This difference might suggest the dimension of the cuts to be

proposed by the Administration for these programs in FY 1983.

Preliminary Analysis of the Trust Fund Revenues

There are three major issues regarding the proposed trust fund reve-

nues:

* their adequacy for the responsibilities returned - in both

the short and long run;

* each state's access to the sources; and

* the relative revenue raising capacity by state compared with

the relative state program burden.

Table C address these issues. The adequacy question is answered in the chart

run by the totals of the three columns. The first column shows the new

state responsibilities as a result of the 124 program turnback and the outcome

of the Medicaid - AFDC/food stamp swap. The second is the relative access

which states have to the two revenue sources: the federal excise taxes and

the windfall profits tax. The fourth column is the net difference. Accord-

ing to our calculations, the trust fund is approximately $9 billion short

of the expected responsibilities in the first year. In current negotiations,

however, the White House has agreed to make the trust fund eventually equal

to actual FY 1984 program levels.

In the long run, the match is dependent on the elasticity of the tax
when compared to the elasticity of the program costs. No provision is made
for an increase in the trust fund after the first year. The states believe
they are able to provide adequate levels of service in the program areas
for which they are assuming responsibility more efficiently than the federal
government. However, the precise degree of savings that can be achieved and
whether the savings will fully offset the costs of inflation is difficult
to assess. It would be unrealistic to expect the states to be able to fund

any given level of services for eight years without experiencing a need for
greater revenues.

No attempt was made here to run a model of the economy through 1991 in
order to measure program costs against revenue raising capacity; only current
or near term.projections of growth are shown.

In view of the inelasticity of the excise taxes and the inflation

affecting program costs, the future comparison between resronsibilities and

revenues turned back needs careful scudy.
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Column three addresses the relative access of states to the taxes
turned back. Those states with oil production (five states have 80%
only 23 states have any) are the only ones that can touch a producers'oil
tax, which accounts for 60% of the trust fund. Thus in per capita terms,
their access to these funds is enormously superior.

The question of the state-by-state matchi between the new responsibilities
and the trust fund revenues is skewed by the windfall profits tax. To
measure this match, we have taken only the excise taxes and shown each
state's percentage share of any national revenues (column 5). In the
final column we have broken down the new state responsibilities (column 1)
into state-by-state percentage shares. The aggregate figures here would
be quite different ($11.3 billion vs $36.7 billion), but the percentages
allow for study of the likely winners and losers from such a match if the
totals were more closely aligned. Whatever tax source is considered for a
turnback, this comparison will yield important information.

NGA staff contact: Deirdre Riemer (202) 624-5390
NCSL staff contact: Tim Hasanz (202) 624-5408
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APPENDIX A: ILLUSTRATIVE LIST OF PROGRAMS

FOR TURNBACK TO THE STATES

Category/Program Number of Grants Made
in FY 1981

and FY 1984 Funding Level

Education & Training (5) $3.3 billion

Vocational Rehabilitation.................. 5
Vocational & Adult Education... ... 13

State Block Grants (ECIA Ch. 2).***.28
CETA....................................... 8
WIN..........---................................

55

Income Assistance (1) $1.3 billion

Low Income Home Energy Assistance.......... 1

Social, Health & Nutrition Services (18) $8 billion

Child Nutrition............................
Child Welfare.........-.......................
Adoption Assistance...........................
Foster Care................................ 1

Runaway Youth..............................
Child Abuse.................................
Social Services Block Grant................. 3

Legal Services.............................
Community Services Block Grant.............. 8
Prevention Block Grant.....................
Alocohol, Drug Abuse & Mental Health
Block Grant...............................

Primary Care Block Grant.....................
Maternal & Child Health Block Grant......... 7

Primary Care Research & Development..........
Black Lung Clinics......................... I

Migrant Health Clinics....................... I

Family Planning...............................
Women, Infants & Children (WIC)............ 1

47
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Transportation (12)
$6.4 billion

Grants-in-Aid for Airports................. 2
Highways:.................................. 7

Primary
Rural
Urban
Bridge
Construction Safety
Other

Interstate Transfer..........................1
Appalachian Highways.......................

Urban Mass Transit:

Construction.............................. 1
Operating..............................._.. . 1

13

Community Development & Facilities (6) $6.4 billion

Water & Sewer: ............... ............ 2

Grants
Loans

Community Facilities Loans................. 1
Community Development Block Grant.......... 2
Urban Development Action Grants............ I
Waste Water Treatment Grants .............. 1

7

Revenue Sharing & Technical Assistance (2) $4.8 billion

OSHA State Grants........................... I
General Revenue Sharing.................... I

GRAND TOTALS:

Programs...................................... 44
Grants made in 1981........................ 125
Funding . . . . . . . . . . . . . . . . .. . . . . . . $30.2 billion
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TABLE A

COMPARISONS OF SWAP COMPONENTS ESTIMATES

($ Itillions)

STATE

ALABAMA
ALASKA
ARIZONA
ARKANSAS
CALIFORNIA

COLORADO
CONNECTICUT
DELAWARE
D.C.
FLORIDA

GEORGIA
HAWAII
IDAHO
ILLINOIS
INDIANA

IOWA
KANSAS
KENTUCKY
LOUISIANA
MAINE

MARYLAND
MASSACHUSSETTS
MICHIGAN
MINNESOTA
MISSISSIPI

MISSOURI
MONTANA
NEBRASKA
NEVADA
NEW HAMPSHIRE

NEW JERSE:
NEW MEX-C±X
NEW Y"Rh
NCRTH CAROLINA
NORTH DAkOTA

FY '91 ACTUAl = Y 'R4 -Pt -ST FY 'A4 QMA PT.

MED. AFDC + S MED. AFDC - FS MED. AFDC + =S

88.68 375.00 137.00 422.00 140.00 350.00
25.b6 53.00 35.00 60.00 32.00 53.00

0.00 -60.00 0.00 :86.00 2.00 157.00

83.97 :89.00 116.00 2:7,00 137.00 174.00

2004.93 2124.00 2770.00 2322.00 2524.00 2030.00

111.59 i46.00 157.00 165.00 161.00 134.00

205.37 185.00 286.00 204,00 277.00 :69.00

30.91 7.00 40.00 23.00 38.00 40.00

84.98 :03.00 128.00 115.00 :4!.00 84.00

220.73 770.00 320.00 876.00 34e.00 629.00

193.26 462.00 270.00 526.00 285.00 431.00

64.04 122.00 88.00 137.00 94.00 106.00

20.70 53.00 32.00 60.00 31.00 51.00

801.71 968.00 1002.00 1089.00 057.00 830.00

210.14 306.00 329.00 339.00 336.00 275.00

125.99 :7-.00 169.00 :93.00 166.00 140.00

109.62 108.00 145.00 120.00 '41.00 94.00

122.14 397.00 160.00 452.00 186.00 367.00

142.14 395.00 259.00 451.00 309.00 379.00

49.65 114.00 77.00 :28.00 81.00 :02.00

253.87 310.00 341.00 346.00 342.00 263.00

579.34 503.00 744.00 554.00 669.00 418.00

706.71 1057.00 1005.00 11:3.00 914.00 874.00

316.18 239.00 482.00 262.00 501.00 202.00

60.95 297.00 92.00 342.02 109.00 293.00

i70.64 320.00 240.00 36:.20 247.00 296.00
26.23 3.800 37.00 43.80 43.00 38.00

60.1: 64.00 .90.00 72.00 77.0 60.00

35.8: -3.00 52.00 36.00 70.00 3P.00

32.37 47.00 5.-0 T2.00 57.00 48.0

43.. .0: A,00 55.30 4J6.04

31.56 :3 .00 - .00. :, 'o -7.00 .20.30

3035,95 .:79.00 399400 21.: 0 "802,00 !,73.00
±b,..o - '.0 2" .C3 C00. 27'.00

.,1.06 X3 4.3 ?: 2.00 2. 80
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TABLE A

(Continued)

FT '81 ACTUALS
MY. AFDC + FS

FT '84 Ci vs
NOD. APDC + FS

PT '84 OM EST.
ND. AMDC + F5

515.80 914.00 719.00 1015.00 744.00 815.02
:37.40 160.00 192.08 179.00 228.00 146.02
100.50 216.00 138.00 246.00 128.88 165.00
697.10 998.88 965.00 1116,00 967.00 a75.0
78.90 88.00 105.00 97.00 95.00 7B.00

89.00 286.00 118.80 38.00 128.00 282.00
28.70 37,00 32.00 41.00 32.0g 33.00
1
4
4.oO 428.00 231.00 494.00 267.00 401.00

543.10 756.00 705.00 876.00 833.00 726.00
33.40 69.00 47.00 77.00 61.00 60.00

24.70 5!.00 35.00 56,00 32.00 53.00
'95.30 32.00 283.00 365.00 250.00 288.00
2:3.80 280.00 275.00 313.00 248.00 240.00
46.80 172.00 64.00 196.00 65.00 156.00

391.60 338.00 549.00 367.00 633.00 296.00
9.20 13.00 14.00 15.00 17.00 14.00

i3944.90 18348.00 19084.00 20593.00 18980.03 16378.00

STATE

OKL.AHOMA
OREGON
PENNSYLVANIA
RHODE ISLAND

SOUTH CARKLINA
SOUTH DAKOTA
TENNESSEE
TEXAS
UTAH

VER ONT
VRG NIA
WAS-iNGTYN
WEST VIRGINtA
WISCONSIN
WYOMING

rOTAL
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TABLE B

TOTAL SWAP PROPOSAL PROJECTED INTO FT 1984

USING SPECIFIED INFLATION ASSUMPTIONS
($ Ilillion)

STATE

ALABAMA
ALASKA
ARIZONA
ARKANSAS
CALIFORNIA

COLORADO
CONNECTICUT
DELAWARE
D.C.
FLORIDA

GEORGIA
HAWAII
IDAHO
ILLINOIS
INDIANA

IOWA
KANSAS
KENTUCKY
LOUISIANA
MAINE.

MARYLAND
MASSACHUSSETTS
MICHIGAN
MINNESOTA
MISSISSIPPI

MISSOURI
MONTANA
NEBRASKA
NEVADA
NEW HAMPSHiRE

NEW JERSEY
NEW MEXICO
NEW YORK
NORTH CAROLINA
NO'R-H DAKOTA

PROGRAM AFDC+
4
S -DICA-D NET COST TRUST FUND

TURNBACKS FY 'S4 .'84 STATES ALLOCATION

586.39 432.00 137.00 001.39 713.00
.93.52 60.00 35.00 218.52 188.00
356.73 186.00 0.00 542.73 463.00
359.06 217.00 116.00 460.06 345.00

3075.37 2322.00 2770.00 2627.37 2144.00

417.35 '65.00 157.00 425.35 331.00
454.66 204.00 206.00 372.66 283.00
123.57 53.00 40.00 136.57 107.00
454.66 115.00 128.00 441.66 333.00

:343.00 876.00 320.00 i899.00 1433.00

785.75 526.00 270.00 :041.75 819.00
155.05 137.00 80.00 204.05 145.00
152.72 60.00 32.00 100.72 151.00

1824.47 1089.00 1002.00 1911.47 1547.00
713.47 349.00 329.00 733.47 552.00

415.02 193.00 169.00 439.02 330.00
317.10 120.00 145.00 292.10 225.00
593.39 452.00 :80.00 865.39 690.00
657.51 451.00 259.00 049.51 634.00
255.31 120.00 77.00 306.31 240.00

659.84 348.00 341.00 666.04 507.00
1:45.98 554.00 744.00 955.90 732.00
1302.63 1163.00 :005.00 1540.63 1147.00
623.70 262.00 482.00 403.70 236.00
441.84 342.00 92.00 691.84 563.00

760.10 361.00 240.00 001.10 700.30
153.88 43.30 37.00 159.8 12S.00
235.49 72.00 3000 * 227.49 102.00
13.08 39.00 52.00 * 99.05 58.00

146.89 53.00 51.00 18-9 110.00

1210.09 t93.00 12.00 9. 07.30
2:9.17 15. *.0 "?.0 30..7 25,.00

3-4.5 .t E0. 00 : :! 73.95 799.00
S4',.. -0' -0 LAO f . 7 S 120.'Z

4. o -c0 3- .10 -. 7j- Zv
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Table B continued

STATE PROGRAM AFDC+FS MEDICAID NET COST TRUST FUND
TULNEUCKS FT B FT '84 STATES ALLOCATION

0H, 56.34 025.00 /19.00 1862.34 1486.
OKuAHOMA 307.04 179.00 193.00 373.04 249.
OREGON 415.02 246.00 138.00 523.02 393.03
PENNSYLVANIA 2040.14 1116.00 965.00 2191.14 1658.00
RHODE ISLAND 164.30 97.00 105.00 156.38 124.00

SOUTH CAROLINA 465.15 328.00 116,00 675.15 553.02
SOUTH DAKOTA 143.30 41.00 32.00 152.39 124.00
TENNESSEE 661.01 494.00 231.00 924.01 702.0
TEXAS :699.73 876.00 705.00 1870.73 1352.08
UTA- -12.34 77.00 47.00 1843.34 12.00

VEQMONT 113.08 56.00 35,08 124.08 11800
VIRGINiA 675.00 365.00 203.00 757.00 617.00
WASHINGTrN 5L5.Z- 313. 00 T 623.23 -49300
WEST vIRGIN:4 394.04 196,00 64.00 526.04 429.00
WISCONSIN 666.23 367.00 549.00 404,83 235.00
*YOMIING 89.77 15.20 14.00 90.77 75.0

35:97.70 20593.00 19004.00 36706.70 27599.02

Notes

The states that would lose in the Medicaid for AFDC and food stamp
swap would lose a total of $4.6 billion.

The states that would win in the Medicaid for AFDC and food stamp
swap would gain by $3.1 billion.

The trust fund Is short of the cost of the turnback programs by $9-1
billion.

A8sumptions

Program turnback costs are adjusted upward by $5 billion to reflect
OMB's most recent estimate.

AFDC and food stamps reflect FY 1981 federal costs adjusted by CBO
based on national projections of FT 1989 costs.

The Medicaid figures are based on FY 1982 state estiates of state

costs adjusted by CBO.

The crust fund allocation column is the amount specified for illustrative
purposes in White House information packages.

Please note that the total trust fund allocation to states does not

equal the $28.0 billion estimated in trust fund receipts.
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Comparison of Trust Fund Revenues
and State Responsibilities

Table C
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SOURCE: 1979 TO 1982 U.S. BUDGET
Figure A AND CB0 PROJECTIONS

PROJECTION OF CURRENT PROGRAM COSTS AND PROGRAM

COSTS AFTER PROPOSED SWAP: FEDERAL COSTS FOR

AFDC,. FOOD STAMPS AND MEDICAID AND STATE COSTS

FOR AFDC AND MEDICAID

CURRENT PROGRAM
STRUCTURE

FEDERAL COSTS 542.1. UNDER THE
... .SWAP

$27.Q UNDER THEsw~p

TATE COSTS - 2 4

CURRENT PROGRAM

STRUCTURE

NET EFFECT OF SWAP IS A S1.! BILLION SHIFT IN PROGRAM COSTS TO THE STATES
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Summary

The FY 1983 budget proposed by the President can be summarized as follows:

Outlays $757.6 billion
Receipts $666.1 billion
Deficit $ 91.5 billion

The deficit is projected at $83 billion in FY 1984 and $53 billion in FY 1987.

Outlays for grants to state and local governments drop from $91.2 billion in
FY 1982 to $81.4 billion in FY 1983. This level maintains 74% of the FY 1981
purchasing power of grants-in-aid. Overall, grants accounted for 14.4% of federal
outlays in FY 1981; they would account for 10.7% in FY 1983. Broad-based
grants (block grants and revenue sharing) account for 25.4% of total grants,
up from 20.6% in FY 1982.

The following are the major FY 1983 budget initiatives of interest to state govern-
ments.

BLOCK GRANTS

The budget proposes eight new grant consolidations, expansion of three of the
block grants enacted last year, and continuation of seven of the existing blocks.
Budget authority for all the block grants is reduced by a total of $2.9 billion
(15.7%) between FY 1982 and FY 1983.

a New block grants include:

-- Vocational and Adult Education (combines eight programs:
basic grants, program improvement and supportive services,
programs of national significance, special programs for the
disadvantaged, consumer and homemaker education, state
advisory councils, state planning, and adult education grants
to states);

-- Education for the Handicapped (primarily consolidates Part 8
State Grants and Pre-school Incentive Grants under the Education
of the Handicapped Act and the Chapter 1 Handicap program--run by
state agencies--under the Education Consolidation and Improvement
Act of 1982 )
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2.

-- Employment and Training (replaces the current CETA program,

WIN, and other programs for target population groups);

-- Rehabilitation Services (combines basic state grants with

project grants);

-- Child Welfare (consolidates four programs: foster care, child

welfare services, adoption assistance, and child welfare train-

ing);

-- Rental Rehabilitation (combines two programs: rehabilitation

loans and Section 8 moderate rehabilitation);

-- Combined Welfare Administration (consolidates grants for

state administration of the Medicaid, AFDC, and food stamps

programs);

-- Food and Nutrition Block Grant to the U.S. territories (similar

to the block grant to Puerto Rico);

* Expanded block grants include:

-- Primary care (black lung clinics, migrant health and family

planning programs would again be proposed for consolidation

into this block.grant);

-- Services for Women, Infants, and Children (the WIC program

would be combined with the existing maternal and child 
health

block grant);

-- Energy and Emergency Assistance (the AFDC emergency assis-

tance program would again be proposed for consolidation with

the low income energy assistance program); and

" Continued block grants are Social Services, Health Prevention, Com-

munity Services, Community Development (CDBC), Education (Chapter

2 of ECIA), and Alcohol/Drug Abuse/Mental Health.

ENTITLEMENT SAVINGS

Almost half of the total $12.8 billion in entitlement program savings come from

state-administered programs. Generally applicable changes include prorating

the recipient's first month's payment to reflect the date of application, rounding

benefits down to the nearest dollar, phased reduction in allowable error 
rates

which are reimbursed (from 3% in FY 1983 to 0% in 1Y 1986), and counting

energy assistance as income. In addition, 'the following proposals are made.

* Medicaid: $2 billion savings, which includes, in addition to the items

mentioned above, a 3% federal match reduction for optional 
services

and medically needy recipients (-$600 million), mandated recipient 
co-

payment (-$329 million), and elimination of federal match. for Medicare

buy-in (-$203 million);
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* SSI: stricter definition of permanent disability, ending the $20 income
disregard, and recovering past overpayments through Social Security;

* AFDC: mandatory workfare and job searches (-$280 million), elimination
of WIN (-$246 million), prorated housing allowances for large households
(-$174 million);

* Food Stamps: raised benefit reductions for every dollar of earned income,
elimination of the earned income disregard, and mandatory workfare
and job search requirements;

* Child Nutrition: elimination of the special milk, summer feeding and
the nutrition education programs, and conversion of the breakfast and
child care feeding programs to a grant to states at 802 of the current
funding level; and

* Guaranteed Student Loans: higher origination fees, tightened needs
test, and elimination of the full interest subsidy for graduate students.

SPENDING PROPOSALS

Among the most important spending proposals offered by the President are:

" major reductions from current funding levels for elementary and second-
ary education programs including $1 billion in Title I compensatory educa-
tion, $155.9 million in impact aid, and $43.5 million in bilingual education;

* a reduction to $1.8 billion from $3.4 billion for all higher education
student financial aid including a 232 reduction in Pell grants, a 25%
reduction for college work study grants, and the elimination of state
student incentive grants, federal capital contributions for national direct
student loans, and the supplemental educational opportunity grants;

* elimination of all new rental housing construction (except for elderly
and handicapped), shifting to housing "vouchers", a cash payment of
$2,000 per year to low-income families who would seek housing in the
private market;

* maintenance of urban development action grants and the community
development block grant at TY 1982 levels;

* creation of 25 enterprise zones (75 in three years), combining a
variety of tax incentives and deregulatory components at all levels
of government;

* elimination of all Economic Development Administration and Appalachian
Reaional Commission assistance programs;

* continuation of the General Revenue Sharing program for local govern-
ments at current levels;

* $2.4 billion in both FTY 1982 and FY 1983 funding for wastewater treat-
ment construction grants;
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9 elimination of energy conservation assistance 
programs including state

energy conservation grants, schools and 
hospitals, energy extension

service and low-income weatherization;

e a 19% reduction in state grants for environmental programs from FY

1982;

ea $70 million increase in spending for the superfund program;

* no FY 1983 funding for water resource planning, coastal zone manage-

ment, historic preservation and state 
acquisitions through the Land

and Water Conservation Trust Fund;

e a $9 million increase in state grants for surface mining reclamation

and enforcement activities;

* elimination of funding for juvenile justice programs 
and the Legal Ser-

vices Corporation, and the continued phase-out 
of the Law Enforcement

Assistance Admiiistration;

ea 10% across-the-board reduction in Older Americans Act 
programs;

* decreases in the obligation limitation for 
federal aid highways to $7.7 bil-

lion from $8.0 billion in FY 1982;

e a 38% ($396 million) reduction in the mass transit 
formula grants to

urbanized areas from $1.0 billion in FY 1982;

e a decrease of 8% (from $2.5 billion to $2.3 billion in 
budget authority)

for mass transit capital grants;

ea $135 million decrease in assistance to Amtrak 
to $600 million;

* elimination of the local rail assistance program;

ea decrease of 30% in overall funding levels for the National Endowment

for the Arts programs and the National Endowment 
for the Humanities

programs;

e a new $10 million pilot state matching grant program for soil 
conserva-

tion;

* expansion of state and local assistance through the Federal Emergency

Management Agency (although the Fire Protection Administration is

eliminated);

* elimination of the trade adjustment 
assistance program by July 1, 1982,

except for persons already in approved training; 
and

a no replacement for the targeted jobs tax credit program, which expires

December 31, 1982.
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REVENUE RAISING MEASURES

Among the proposals offered by the President are the following:

* Restrictions on the use of industrial revenue bonds designed to raise
$1.1 billion in additional revenues by FY 1985. The proposals would
deny the use of the accelerated cost recovery system for assets financed
with IDBs, require public hearings and approval by elected officials
on each project, involve extensive reporting and registration of the
bonds, and significantly alter the structure of the bonds in 1986 by requir-
ing a financial contribution or commitment to the bonds by the issuing

government;

* A component of the minimum corporate income tax having an impact
on financial institutions similar to provisions of Revenue Ruling 80-55,
which disallowed deductions on interest paid by banks on state and local

time deposits collateralized by tax-exempt obligations;

* User fees supporting research and development of commercial nuclear
waste disposal, recreational facilities, Federal Aviation Administration
activities, and Coast Guard programs; and

* The acceleration of the Outer-Continental Shelf (OCS) leasing program
generating $8.4 billion in federal revenues in FY 1983.

REORGANIZATIONS

* Energy: 90% of current Department of Energy programs would be trans-
ferred to the Department of Commerce. A new Energy Research and
Technology Administration would be established in the Department
of Commerce to manage energy research and development, uranium
enrichment, general science and defense (nuclear weapons) activities.
Other programs transferred to Commerce include energy information
and energy emergency preparedness. The Department of Interior would
take over the strategic petroleum reserve, naval petroleum reserves,
and power marketing administration. The Department of Justice would
be assigned the remaining compliance and enforcement programs relating
to energy industry regulation.

* Education: The Department of Education would be abolished and replaced
with a Foundation for Education Assistance headed by a director who
would be appointed by the President. The Foundation would assume
responsibility for block grants and consolidated aid for state and local
educational agencies, student loans and grants, support for compensatory
and equal educational opportunity programs and a core of informational,
statistical and research services. Activities not related to education
support functions would be assigned to other agencies.
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Overview

INTRODUCTION

From a state perspective, the President's FY 1983 budget poses a series of

difficult fiscal problems (see Summary). From a national perspective, the

budget reflects a decision to advocate:

(1) continuation of the scheduled tax 
reductions enacted in 1981;

(2) no major changes in the Social Security program;

(3) continued expansion of defense spending; 
and

(4) sizable deficits, with efforts to limit them to less than

$100 billion.

Given these premises, the President has found it necessary 
to propose

major reductions in federal domestic programs.

PHILOSOPHY

Roles of State and ILocal Government: The budget, in both its language

and its funding recommendations, reflects the conclusion that the federal

government has overextended itself in matters that should be handled 
by

state and local government and/or the private sector. The budget documents

discuss in detail the growth of federal involvement in areas of state and

local concern. The results of this involvement are viewed as unacceptably

high federal spending, "confusion as to who is responsible for what," and

unnecessary federal intrusion into areas 
best handled by other levels of

government.

The budget documents quote the Tenth Amendment 
to the Constitution, which

reserves to the states and the American people the powers not delegated to

the federal government. The documents also contain a discussion of 
the

increased capacity of state government s, 
a point that has been made repeatedly

by state officials.

This philosophy is reflected in the President's 
federalism initiative. The

proposal, designed for implementation in Fin 1984 and beyond, is discussed

in a later section.
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The philosophy underlying the budget proposals creates a tight fiscalsqueeze on federal domestic programs in FY 1983 and the years to follow.This squeeze is created by one fact of life--the enormous cost of intereston the federal debt-and four policy decisions. Those four policy decisionsare:

(1) Maintaining the Tax Reduction Program. The Economic Recovery TaxAct of 1981 provided for corporate and individual tax reductions, including
a phased reduction in individual rates, lower corporate taxes through
depreciation adjustments, and indexing of the individual income tax toinflation. Assuming current law is not changed, federal receipts will
increase in absolute terms but will drop sharply as a percentage of GNP
from 21% in FY 1981 to 19.4% in FY 1983. The increase wll not be largeenough to maintain current policies. The budget reflects the President's
commitment that the tax reductions will take place as scheduled with only
minor modifications. This policy decision :eans that to prevent even
larger deficits, the real spending of the federal government must be
curtailed.

(2) Limiting the Deficit: Although this policy decision is not
articulated in the budget documents, the Administration has clearly
decided to provide a budget that limits the annual federal deficit to
under $100 billion, a figure that many observers view as unacceptably
high. The President's budget shows that the deficit gets lower each
year. The combination of a constraint on revenues imposed by existing
tax law and a political constraint on the deficit limits the amounts
-he federal government can pay for national defense, Social Securiev,
and all other programs.

(3) Increasing Defense Spending: In 1981, the President proposed and
the Congress enacted major increases in real defense spending. In the
FY 1983 budget, the President demonstrates a desire to continue real
increases in defense spending; real defense growth will be 13.2% in
FY 1983. Given a constrained total budget, this decision reduces the
amounts available for other programs.

(4) Preserving Social Security: During 1981. the President made
proposals for reductions in Social Security costs which, with minor
exceptions, were not accepted by Congress. These recommendations are
nut repeated in the FY 1983 budget. Instead, the President provides for
spending which reflects a continuation of current law. Increases in the
retired population and the indexing of benefits to inflation thus causes
Social Security costs to increase sharply.
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These four policy decisions, the necessity to pay interest on the federal

debt, and obvious limitations on the Administration's ability to

reduce sharply and quickly the costs in Medicare, Medicaid and retirement

programs for federal employees create a tight squeeze on "all other"

programs--of which grants to state and local government are a major

component--during FY 1983 and later years. The magnitude of this squeeze

is shown in Table 1.

Tab

Category

Defense
Social Security
Net Interest
Medicare & Medicaid
All Other Entitlements
All Other (nondefense)
Total Outlays

le 1: Changing Budget Priorities
($ billions)

Outlays Chane
FY 1981 FY 1987 1981-1987

$159.8
138.0

68.7
59.3
94.8

136.6
657.2

$364.2
232.0
93.2

107.4
98.5
83.6

978.8

+127.9%
+ 68.1
+ 35.7
+ 81.1
+ 3.9
- 38.8

48.9

Share of Budeet
FY 1981 FY 1987

24.3%
21.0
10.5

9.0
14.4
20.8

100.0

37.2%
23.7

9.5
11.0
10.1

8.5
100.0

Table 1 shows how the Administration would change budget priorities. In the

six years from FY 1981 to FY 1987, defense outlays would rise by 128%, Social

Security by 68%, and total outlays--constrained by revenue availability and a

limit on the deficit--by only 49%. The necessary result is a decrease in the

"all other" component, which is reduced by 39%. This reduction in absolute

dollars results in an even greater reduction if inflation-adjusted resources

are used, as shown in Table 2.

Table 2: All Other Spending Adjusted for Inflation

($ billions)

Outlays Administration Assumed
Inflation (CNP deflator

Amount Needed to Maintain
Purchasing Power in FY 1987
of $136.6 Billion "All Other"
in FY 1981

FY 1987 Amount Scheduled in
Budget

Scheduled Amount as Percentage
of Amount Required to Maintain
Purchasing Power

Real (inflation-adjusted) Purchasing

Power Reduction, FY 1981-1987

$187.7

83.6

44.5%

55.5%

Assumed Inflation Rate
7% 10%

$205.0 $242.0

83.6 83.6

40.8% 34.5%

59.2% 65.5%



677

10.

The magnitude of the reduction on "all other" outlays is 55.5% by 1987 in real
(inflation-adjusted) purchasing power when the Administration's assumed inflation
rate (CNP deflator) is used. If inflation is worse than projected by the
Administration and averages 10% per year, real purchasing power of the "all
other" category--which includes many state grant programs--would be reduced by
65.5% from 1981 to 1987.
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The Economics of the Program

The economy is one of the strongest forces that shapes the federal budget.

When the economy is healthy, costly federal programs triggered by such

factors as unemployment consume fewer resources, and tax revenues reflect

high growth rates. Recession, on the other hand, creates pressures 
for

federal spending increases at the same time that it reduces revenue growth.

Thus, the economic assumptions are an important part of the budget process.

In addition to its impact on the federal budget, the economic condition

of the nation affects both the spending pressures and revenue availability

of state and local governments.

ECONOMIC ASSUMPTIONS

There are four major economic assumptions affecting the budget: (1) the

real growth in gross national product (GNP), (2) inflation, which affects

the nominal GNP (and thus tax revenues) and spending 
by virtue of the

indexing of certain programs, such as Social Security and 
federal retirement,

(3) unemployment, which affects spending in some programs and tax receipts,

and (4) interest rates, which affect the costs of financing the federal

debt. These factors interact with federal budget policy and 
have a substantial

impact on the deficit. The Congressional Budget Office 
(CEO) has estimated,

for example, that real growth one percentage point lower than estimated

would increase the FY 1982 deficit by $8 billion; one percentage point

higher unemployment would increase the deficit by $19 billion.

Real Growth: Many forecasters are predicting relatively rapid economic

recovery from the current recession. The Administration and CBO estimates

of real growth are shown in Table 3.
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Table 3; Alternative Estimates of Real GNP Growth
Percent Change Constant 1972 Dollars1

Calendar Year

Source of Estimate 1982 1983 1984 1985

Quarter over Quarter

Administration 3.0 5.2 4.9 4.6

Private Economists,
Average 2.9 N/A N/A N/A

Year over Year

CBO "Baseline" -0.1 4.4 3.6 3.5

Econometric Models,
Average -0.2 4.2 N/A N/A

The real GNP growth forecast by the Administration is significantly above
the postwar average of 3.5% (1947-1981), but is less than the rate that
has been achieved in certain periods, such as between 1961 and 1966, when
real GNP grew at an annual rate of 5.4%.

1 Administration forecasts from the Budget of the United States Government,
FY 1983, p. 2-7; CBO from Baseline Budget Projections for Fiscal Years
1983-1987, p. xv; and private economists from Business Week (December
28, 1981), p. 88. The growth rates reflect general differences in outlook,
but are not exactly comparable. CBO rates are year-to-year and Administration
rates are fourth quarter to fourth quarter, which means that the Administration
will show a higher number in a bad year with growth at the end (1982),
while CB0 will not. For 1983 and beyond, CBO and Administration numbers
indicate real differences in optimism about growth. Private economist
numbers are first quarter over first quarter. Econometric Models average
Chase and Data Resources estimates published in the New York Times, December
28, 1981.
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Inflation: Prices can be measured in several ways, as shown in Table 4.

Table 4: Alternative Measures of Price Change
Percentage Change: Year Over Year2

Calendar Year

INDICATOR/Source Actual Estimated

of Estimate 1980 1981 1982 1983 1984 1985

GNP DEFLATOR
Administration 9.0 9.1 7.9 6.0 5.0 4.7

CBO 9.0 9.1 7.5 7.3 6.6 6.0

CONSUMER PRICE INDEX
Administration 13.5 10.3 7.3 6.0 4.6 4.8

CBO 13.5 10.3 7.5 6.9 6.9 6.4

Table 4 suggests that the Administration is somewhat more optimistic than

CB0 on the ability of the economic recovery plan to control inflation.

However, both sets of estimates suggest that the slowing of price increases

from the 1980-81 level will continue. In considering these tables, it

should be remembered that economists' forecasts of both GNP and price

levels have been notoriously unreliable in recent years.

Until 1985 (when federal taxes are indexed for inflation), higher price

levels will help to balance the budget, because inflation brings in more

money on the revenue side than it costs on the expenditure side. Thus,

CBO's differences with the Administration in predicting somewhat higher

prices and lower real growth more or less cancel out in the revenue estimates.

CBO's estimate of revenues from current tax law is $652 billion in FY

1983 and $818 billion in FY 1986, close to the Administration's forecasts

of $653 billion and $843 billion, respectively.

Unemployment: Both CBO and the Administration forecast continuing

high unemployment in 1982, with a 8.9% unemployment rate, and steady declines

in the unemployment rate through 1987, when CBD expects a 6.7% rate and

OMB forecasts a 5.3% rate.

Interest Rates: CBO and Administration forecasts differ significantly
on interest rates, which are typically measured by the rate on three month

Treasury bills. This rate was 11.5% in 1980, slightly over 14% in 1981

and is expected by the Administration to drop to 11.7% in 1982 and 10.5%

in 1983. CBO expects a 12% rate in 1982 and, consistent with its estimate

of a heating up of the economy, an increase in 1983 to a rate of 13.2%.

These differences are important in their impact on estimated deficits

as well as their implications for state and local borrowing costs and

the condition of the housing industry.

2 Same source as Table 3. Definitions used by the Administration and

CBO are comparable in this table.
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THE FEDERAL DEFICIT

In February 1981 the Administration was discussing budget proposals involving
a deficit in FY 1982 (the current year) of about $45 billion, in FY 1983
of $23 billion, and a surplus or balanced budget in FY 1984. The budget
filed in February 1982 shows a current year deficit of $98.6 billion,
a deficit in FY 1983--after all of the cuts advocated in the budget--of
$91.5 billion, and a deficit in FY 1984 of $82.9 billion. This gives
rise to the natural question: What happened?

The primary answer is that the Administration's March 1981 economic assumptions
were not realized and that new economic assumptions have been adjusted
for the reality of what has been happening in the economy. Real GNP change
(year-over-year) is now estimated to be 0.2% in 1982 versus the 4.2% growth
expected lees than a year ago. Interest rates are expected to be higher-
-the current estimate for 1982 is for 11.7% on Treasury bills versus the
estimate of 8.9% made last March. The budget attributes the shift in
the defi it projections from the March estimates to economic assumption
changes.

FY 1983 Prospects Without Policy Change: CBO has prepared baseline
projections of the federal budget (assuming no policy changes) which conform
reasonably closely to Administration projections in terms of showing unprecedented
deficits. The separate estimates are shown in Table 5.

Table 5: Baseline Estimates
($ billions)

ITEM/Estimator FY 1982 FY 1983 FY 1984 FY 1985

RECEIPTS
Administration $626 $653 $704 $778
CBO 631 652 701 763

OUTLAYS
Admfnistratiun 728 799 869 946
CBO 740 809 889 971

DEFICIT
Administration 101 146 165 168
CBO 109 157 188 208

Receipte+Deficit may not equal Outlays due to rounding.
3

tsudget, p. 2-14.

The Administration numbers used here are slightly different conceptually
from the CBO numbers. The Administration numbers are "current services
base-line with adequate defense." Conceptually, this means that the Administration
has added in defense budget increases before defining the deficit problem
rather than identifying defense increases as one source of the problem.
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The deficits ahown above are fully consistent with reported Administration

calculations during the budget preparation process suggesting 
that, without

action to correct the problem, the tY 1983 budget could be in deficit

from $140 to $160 billion. Deficits of this oagnitude are widely viewed

s being unacceptable. Such deficits would involve financing 
about 20%

of the federal budget from borrowing and consuming nearly 
e of the GNP

through federal borrowing.

Impact of Deficits: Federal budget deficits are likely to dominate

much of the dpscussion of t 9resident's budget, set the context for

the discussion of grant appropriations, and, in the view of some, substantially

affect the performance o f the national economy 
throughout 1982. In view of

their political and economic importance, this section provides a discussion

of the impact of federal deficits.

*Size of Deficit: For the purposes of measuring the economic impact

of the deficit on the federal government, one should use 
total

federal borrowing from the public. 
This includes the impact of

federal activities that are off-budget, that is, not carried in

the revenue and expenditure totals discussed above. 
The inclusion

of off-budget spending brings the Administration's projected deficits

to $79 billion in FY 1981, $118 billion in FY 1982, and $107 billion

in the proposed FY 1983 budget.

The deficit does not reflect the federal impact on credit markets

through guaranteed loans as, so long as there is no default, guarantees

do not affect receipts or expenditures. However, federal guarantees

are generally viewed as affecting 
the allocation of credit among

borrowers and the price of credit more than total credit demand

and supply.

A deficit of $107 billion is sizeable in historical 
terms, but

how impressive the number is depends 
upon the standard to which

it is compared. The deficit is nearly $500 per capita--equivalent

to increasing debt by about $2,000 for every American family of

four. It is, however, under 4% of the nation's output of goods

and services. It is about 150% of the total dividends received

by individuals in 1981, but about a third of the total interest

received by individuals in that year. It is about the same size

as personal savings and about two-thirds of corporate after-tax

profits. Such a deficit is a little smaller 
than the value of

all retail inventories, about the same as new housing construction

costs, and about equal to the cash and near-cash holdings of U.S.

nonfinancial corporations.
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* Impact on Economic Activity: There are a number of ways to measure
how intrusive government is in the private economy. The standard
used in the President's budget is the percentage of GNP taken
by taxes, which is projected to decrease through FY 1986. The
size of the deficit does not affect this number.

In traditional economic analysis,a deficit is viewed as
stimulative. When the government borrows money to finance current
programs the impact--in traditional analysis at least-- is to
cause people and factories to he more fully employed than they
would be otherwise. The existence of the deficit and the tax
cut scheduled for this summer are two factors that cause some
economists to forecast quick recovery from the current recession.

* Impact on Interest Rates: Other things being equal, a higher
deficit increases the demand for credit without a corresponding
increase in the available credit. The effect should be to rrise
interest rates, as higher rates will increase the incentive to
save and lend and reduce the incentive for businessas and individuals
to borrow and spend. Thus, it is generally agreed that large
deficits have some impact on interest ratea. However, there is
little consensus on the magnitude of this impact as it relates
to the President's budget. The tax package contains a number
of features (tax cuts, accelerated depreciation, tax breaks for
retirement savings) designed to increase the supply of funds.
Furthermore, some economists minimize the role of fiscal policy
in causing interest rate changes,believing that monetary policy
is a more important factor,

ADMINISTRATION BUDGET SAVINGS PLAN

The Administration has proposed a fiva-part program to reduce the
deficit to $91.5 billion in FY 1983. That program is hummarized in Table 6.

95-755 O-82-- 44
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Table 6: Actions to Reduce the Deficit
($ billions)

Action Outlay Savings, FY 1983

Entitlement Savings 11.7

(Medical Entitlements) ($5.1)

(Cash Assistance and Nutrition) (4.6)

(Federal Retirement) (0.9)

(Other) (1.1)

User Fee Increases 2.5

Management Initiatives 20.3

Discretionary and Other Programs 14.2

Tax Revisions 7.2

Grand Total $55.9

Entitlement Savings: The major savings in medical programs are associated
with an "interim" 2% reduction, presumably across the board, in hospital
reimbursement rates for Medicare. A variety of reductions would also
be made in Medicaid, as discussed elsewhere in this report. Federal AFDC
costs would be shifted to states through disallowances of reimbursement
associated with error rates, and work requirements for AFDC would be strengthens
Payments for AFDC and food stamps would be reduced by changes in calculating
income and costs.

Retirement benefits for federal employees would be limited to the lesser
of increases in federal pay and the Consumer Price Index, which lowers
cost as long as pay increases continue to lag behind inflation. The current
Railroad Retirement system would be converted into a private pension plan.
Student assistance in higher education would be reduced by increased charges
and a means test for guaranteed loans.

The budget cuts direct federal entitlements (e.g., Social Security,
federal retirement, veterans compensation, SSI, food stamps) by 2.2%
from current law and state-federal entitlements (e.g., Medicaid, AFDC,
child nutrition) by 11.7%.

User Fees: The Administration continues to seek enactment of various
user fees, some of which were rejected by Congress in 1981. The proposals
include increasing the taxes on airport users, users of navigation projects,
nuclear waste disposers, and boat owners and raising fees for those who
use federal recreation areas.
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Management Initiatives: Savings are anticipated from a number
of separate actions such as "prevention of fraud, waste, and abuse," improved
debt collection, long term reduction in federal employment, etc. Of the
$20.3 billion in savings from this source for PY 1983, over 40% is stated
as receipts from increases in leasing of Outer Continential Shelf oil
and gas properties. This income source has appeared in budgets in the
past, but actual revenues have often fallen well below estimates. Increases
of $5.5 billion in PY 1983 receipts are included as a result of proposals
to withhold taxes on dividends and interest, speed-up corporate collections,
and increase IRS enforcement.

Discretionary and Other Programs: This category covers $14.2 billion
of cuts from current service levels, primarily by reductions in grant
programs discussed elsewhere in this paper.

Tax Revisions: The President rejected well-publicized recommendations
that he propose general increases in excise taxes to help balance the
budget. He also rejected proposals to increase the federal gasoline tax
to waintain the level of federal financial participation in highway finance.
Four of the tax proposals are quite specialized and have little impact
on state and local government. They are: eliminating the completed contract
method of accounting so that contractors recognize their profits earlie,
ending certain business energy tax credits, modifying coinsurance activities
of insurance companies, and capitalizing interest and taxes during construction
of business property.

However, there are a number of proposals made in the budget or recently
announced by Administration officials which would continue to restrict
the ability of states and localities to use the tax-exempt market to finance
public projects and long-term debt. These include the following:

(1) Minimum corporate income tax: The President has proposed to
strengthen the minimum tax for corporations. The ruinimums tax that is
currently applied to both corporations and individuals is designed to
recapture certain tax preference items when they are used to make substantial
reductions in what would otherwise be taxable income. The Administration
proposes to repeal this minimum tax for corporations and institute a new
minimum tax which would raise $4.6 billion in FY 1984. This proposal
would have an effect on financial institutions similar to provisions of
Revenue Ruling 80-55, which disallowed deductions on interest paid by
banks on state and local time deposits secured by tax-exempt obligations.

(2) Industrial Revenue Bonds: The Administration proposes restrictions
on tax exempt bonds used to finance private activities. These restrictionswould be imposed by:
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(a) disallowing accelerated depreciation on facilities financed with

tax exempt securities, which would eliminate their attractiveness

for many corporations;

(b) requiring government legislative bodies to approve issuance of

new bonds;

(c) after 1985, requiring a state or local government financial con-

tribution in any project to be financed with tax exempts; and

(d) prohibiting the use of IDBs to finance biomass,-solid waste,

small-scale hydroelectric projects, or other energy properties.

These steps would sharply reduce the amount of tax exempt financing of private

enterprises through small issue industrial development bonds and pollution

control bonds. Some state officials would view such a step as eliminating a

valuable development tool. Others would view these moves as freeing the

municipal bond market from corporate issues. These and other revenue bonds

have grown to over half of tax exempt borrowing, thereby reducing tax exempt

interest rates for borrowing for such purposes as construction of schools and

ro.ids.

(3) Arbitrage: Issuers of bonds for such purposes as supporting

student loans, constructing or renovating hospitals, or purchasing home

mortgages have received revenue through "arbitrage", i.e., they have invested

the bond proceeds at higher interest rates than they themselves were paying.

The Administration proposes to limit such arbitrage to 1/8 of a percentage

point.

(4) Mortgage Revenue Bonds: The Administration has not recommended

the continuation of mortgage revenue bonds beyond their expiration date

of December 31, 1983.

The Administration has included an analysis of tax expenditures for tax

exempt debt as a part of its credit analysis. This analysis is summarized

in Table 7.

Table 7: Tax Exempt Financing
($ billions)

FY 1976 FY 1981 FY 1983

Normal State and Local Government

(e.g., schools and roads) $26.4 $28.0 $29.2

Private Purpose Tax-Exempts

(e.g.. housing, private hospitals,

pollution control for business,

industrial revenue bonds) 3.5 25.7 40.2

Present Value for New Issues

Borrower Benefit 3.8 11.5 19.0

11.2 20.5 25.9Federal Tax Loss
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Table 7 shows the rapid growth in private purpose tax exempt financing,
which now exceeds the use of tax exempt borrowing for normal governmental
functions. Because it cannot tax interest on new bonds issued in PY 1983,Treasury calculates that it will lose $25.9 billion of revenues on a present
value basis (which translates a stream of losses over the bonds' terms
into a single FY 1983 estimate by discounting), compared to a borrower
benefit from lower interest rates of $19 billion. The difference, nearly
$7 billion in FY 1983, is estimated to be the benefit from tax reduction
for persons buying the bonds that is not passed along to the borrower.
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Grants to State and Local Governments

OVERVIEW

This section discusses the general jimensions of the President's FY 1983

budget proposals for grants-in-aid. Detailed program-by-program discus-

sions of impact are contained in the Program Analysis section of this

report.

The FY 1983 federal budget assumes additional reductions in grants-in-

aid. In the short term, this is shown most vividly by proposed budget

authority, which reflects appropriations, rather than by outlays,
which reflect the "spend out" of past appropriations as well as spending

of new authority. Table 8 shows the budget authority recommendations

of the Administration for grants to state and local governments.

Table 8: Budget Authority for Grants
($ billions)

Percent Change

FY 1981 FY 1982 FY 1983 FY 1981-83 FY 1982-83

Total Grants $105.8 $78.3 $65.2 -38.4% -16.7%

The reductions are even more substantial when inflation is taken into

account. In general, programs which the Administration supports for full

funding (e.g., Community Development Block Grants and General Revenue

Sharing) are not adjusted. to reflect inflation. Other programs are cut

in absolute dollar terms, which means their purchasing power is cut twice--

once by the budget reduction and once by the effect of inflation. The

aggregate results on the grant program totals are shown in Table 9.

1 This section follows the grant definitions used in Special Analysis

H of the Budget. It thus excludes many items of importance to state

governments that are not grants, such as food stamps, purchases of

research services from state universities, etc.
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Table 9: Grant Allocations in Relation to Purchasing Power
($ billions)

Budget Authority Outl

FY 1981 Actual $105.8 $ 94.8

Amount Required in FY 1983 to 2
Maintain FY 1981 Purchasing Power 122.7 110.0

Amount In Administration Budget,
YY 1983 65.2 81.4

Administration Recommendation as
Percent of Amount Required to
Maintain FY 1981 Purchasing
Power of Grants, FY 1983 53% 74%

FY 1982 Estimated 78.3 91.2

Amount Required in FY 1983 to 2
Maintain FY 1982 Purchasing Power 83.7 97.6

Administration Recommendation as
Percent of Amount Required to
Maintain FY 1982 Purchasing
Power of Grants, FY 1983 78Z 83%

Table 9 gives an idea of the overall effect of federal budget
changes on activities financed by grants. The costs of providing
grant-financed services rise every year for many programs, reflecting
increases in the costs of supplies and staff. In some cases, such
as Medicaid, costs may increase at a faster race than inflation general-
ly. In other programs, such as AFDC, cost increases can be held below
the rate of inflation with a resulting real reduction of grantees'
standard of living. With FY 1981 as a base (a year little affected
by the Administration philosophy), grants in FY 1983 will have only
53% (authority) or 74% (outlays) of the purchasing power needed to

- Inflation rates used in this calculation are 16% for FY 1981-83
and 7% for FY 1982-83. Interpolation of calendar year rates to fiscal
years gives a range for FY 1981-83 of 15.2% (Administration) to 17%
(Congressional Budget Office). For FY 1982-83 the range ia from 6.3%
(Administration) to 7.6% (CB0).
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maintain constant program levels. Viewed another way, this is a cut

of 47% in purchasing power in two years for authority and 26% for

outlays.

These reductions in purchasing power are sizable enough to have a major
effect on state and local governments, private providers of services

paid for with grants, and the recipients of services. How the losses

are likely to be shared among these groups depends both upon the nature

of individual cuts and the programs .. which they are made.

As was the case with the FY 1982 cuts, it is likely that a substantial

percentage of these cuts will be "passed through" state and local

governments, so that the ultimate effects will fall upon service recip-

ients. Other program cuts, such as outlay reductions in capital and

construction programs (e.g., transit, waste water treatment, and high-

ways) will have the short term effect of slowing the pace of capital

acquisition, with attendant effects on jobs in the private sector

and service availability, but with little immediate impact on the

solvency of state and local governments. Over the longer term, however,

pressures will build to provide state and local funds to finance the

needed construction at inflated costs.

Other cuts will have a more substantial and direct effect on the finances

of state and local governments. In the case of Medicaid, the Administration

proposes two kinds of reductions: (1) reductions in total program

costs which should adversely affect providers and recipients, but

not state and local governments, and (2) shifts of cost from the federal

to the state and local levels.

Under the Administration plan, the FY 1983 reductions are a step along

the road to the transfer of federal responsibilities for programs

now financed by grants. While the Administration has not yet formulated

the details of its "swap" and "turnback" proposals, the substance

of the plan is clear. State and local government would begin the

plan based upon the reduced FY 1983 levels and, by the end of an eight-

year transition period, would have full responsibility for funding

many programs now supported by grants with no federal revenues provided

for those programs.

As shown in Table 9, both budget authority and outlays for grants

will drop sharply if the President's proposals are adopted by Congress.

Budget Authority by Function: Table 10 shows the budget authority

for grants proposed by major functions of federal assistance.
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Table 10: Budget Authority for Grants by Function
($ billions)

Function

Income Security

Education, Training,
Employment, and Social
Services

Health

Transportation

General Purpose Fiscal
Assistance

Community and Regional
Development

Natural Resources and
Environment

Agriculture

Energy

All Others (Defense, Com-
merce and Housing Credit,
Veterans, Justice, and
General Government)

TOTAL

Percent Change
FY 1981 FY 1982 FY 1983 FY 1981-83

$ 36.4 $16.6 $12.7 -65%

19.9 14.1 11.2 -44%

19.3 19.6 15.1 -22%

14.3 12.5 11.6 -19%

6.1 6.3 6.5 + 7%

5.5 4.6 4.4 -202

2.5 3.1 3.0 +20%

.8 .9 .4 -46%

.4 .06 .004 -992

.4 .4 .3 -24%

$105.8 $78.3 $65.2 -38%

The largest reduction is shown in the energy category, where grant
programs are essentially all proposed for elimination. The income
security function shows the second largest percentage cuts, primarily
because of recommendations on low-income housing. If outlay, rather
than authority, figures are used, income security is one of the more
stable functions in grant funding. On an outlay basis, the reductions
are greatest in the education, training, employment, and social service
category.

Importance of Grants in State-Local Finance: Table 11 shows the
relative importance of grant programs in the context of state and local
finance and of the federal budget.,
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Table 11: Grants in Relation to Total Budgets
3

Grants as Percentage of

Federal Fiscal Year Federal Outlays State/Local Budgets

1965 9.2 15.3

1970 12.3 19.2

1975 15.4 23.0

1980 15.9 26.3

1981 14.4 25.3

1983 10.7 18.3

1985 9.6 16.1

Table 11 shows an impressive correspondence between the numbers shown

for FY 1985 and those shown for FY 1965. In effect, the Administration

recommendations, if accepted by the Congress, would turn back the

clock in state-local-federal financial relationships to about where

it was in 1965.

Geographic Distribution of Grants: In its special grants analysis,

OMB concludes that differentials among states (state and local assis-

tance combined) in federal grant receipts appear to be diminishing,

with high population states gaining on low population Western states

(with high highway and shared revenue grants) because of the expansion

of social programs.

BLOCK GRANTS

The Administration has included eight new block grant initiatives

in its FY 1983 budget, including a food and nutrition block grant

for the U.S. Territories. Revisions are proposed for three of the

blocks enacted in 1981, and six of the 1981 consolidations are continued.

3 Data on projected federal outlays, past outlays, and percentages

are taken from OMB projections in Table H-6 of Special Analysis H.

State and local budgets for FY 1983 and FY 1985 were not estimated

by OMB. Estimates of these budgets were made from the implicit OMB

FY 1981 estimates by applying a 9% growth factor through FY 1983 and

an 8% factor thereafter.

See Summary for grouping of the block grants into "new," "revised,"

and "continued" block grants. In Table 12, continued blocks are listed

first, followed by revised blocks and new proposals.
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As Table 12 shows, funding reductions for the blocks between FY 1982
and FY 1983 range from 71.3% to 0%; overall, the blocks were reduced
15.7% since last year.

Table 1.2; FY 1983 Block Grant Proposals

($ millions)

Budget Authority
FY 1981 FY 1982 FY 1983

Social Services

ADAMBA

Preventive Health

Community Services

Community Development

Education
(Chap. 2 ECIA)

2,991.0

548.6

99.2

472.7

3,695.0

521.8

Low Income Energy
Assistance 1,905.0
(Including Emergency
Assistance) (55.0

Primary Care 535.0
(Including migrant
health, black lung
clinics, and family
planning)

Services for Women,
Infants, and Children 1,384.5
(Including MCH and
WIC programs)

Child Welfare 522.9
Including Child Wel-
fare Services, Foster
Care, Adoption
Assistance, and CW
Training programs)

2,400.0

432.1

81.6

348.0

3,456.0

470.7

1,807.2

(55.2)

414.8

1,974.1

432.0

81.6

100.0

3,456.0

433.0

1,300.0

Percentage Change
FY 1981-83 FY 1982-83

-34.0% -17.7%

-21.3% - 0 -

-17.7% - 0 -

-78.8% -71.3%

- 6.5% - 0 -

-17.0% - 8.0%

-31,8%

416.8 -22.1%

1,281.6 1,000.0 -27.8%

465.1 380.1 -27.3%

-28.1%

+ 0.5z

-22.0%

-18.3%

(continued on next page)

)
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Table 12: FY 1983 Block Grant Proposals (continued)
($ millions)

Budget Authority

FY 1981 FY 1982 FY 1983

Combined Welfare

Administration

Vocational and Adult
Education

Education for the

Handicapped

Training and Employ-

ment

Rehabilitation
Services

Rental Reha ilita-

tion Grants-)

TOTAL

Percentage Change

FY 1981-83 FY 1982-83

2,125.0 2,296.0 2,181.0 + 2.6%

774.5 732.5 500.0 -35.4%

1,025.2 1,042.1 846.0 -17.5%

6,095.0 2,25.20 1,800.0 -70.5%

923.7 925.0 623.5 -32.5%

-- -- 150.0 N/A

23,619.1 18,404.7 15,524.1 -34.3%

GRANTS BY TYPES OF AID

Although the Administration budget proposes a reduction in overall

grants-in-aid to state and local governments, it reverses an historical

trend toward categorical grant programs. Even without considering

the Administration's federalism initiatives, the FY 1983 budget--like

the FY 1982 budget--continues to advocate the expansion of broad-based

grants to states and localities. Table 13 illustrates the proposed

outlays for general purpose, broad-based, and other grants.

Historical data not available. Program to be funded from Rehabilitation

Loan Ftund and portion of Section 8 (Moderate Rehabilitation) program.

FY 1983 figure not included in totals.

- 5.0%

-31.7%

-18.8%

-20.1%

-32.6%

N/A

-15.7%



695

28.

Table 13: Outlays by Type of Federal Grant
($ millions)

Type of Grant FY 1981 FY 1982 FY 1983 FY 1984 FY 1985

General Purpose 6,848 6,483 6,729 6,798 7,104

Broad-based 10,034 12,329 13,929 15,705 15,686

Other 77,880 72,408 60,760 59,350 60,727

As "other" grants are reduced, broad-based and general purpose grants
are expected to increase slightly. As a result, the percentage of
the decreasing total of grants-in-aid accounted for by general purpose
and broad-based grants is zxpected to grow. Table 14 depicts this
change in dircction:

Table 14: Percentage of Total Grants by Type of Federal Aid

Type of Grant FY 1981 FY 1982 FY 1983 FY 1984 FY 1985

General Purpose 7.2 7.1 8.3 8.3 8.5

Broad-based 10.6 13.5 17.1 19.2 18.8

Other 82.2 79.4 74.6 72.5 72.7

Despite considerable growth in broad-based grants, because of the
categorical nature of most income transfer and health programs adminis-
tered by the states, the "other" category remains by far the largest
component of federal grants-in-aid to states and localities.

CAPITAL INFRASTRUCTURE

In the FY 1983 budget, as in the FY 1982 budget, reductions in capital
expenditures constitute a major element of the Administration program
to reduce federal outlays. Three of the principal capital programs
supported by the federal government of concern to states are those
for highways, water resources, and pollution control and abatement.
In each of these areas, major reductions in the federal expenditures
are proposed. Federal aid for highways will be reduced another $458
million below FY 1982 levels. FY 1982 expenditures were reduced $500
million from FY 1981 levels. Thus, in a period of 24 months, federal
expenditures on highways will drop over $1 billion. Equally important
arethe specific programs that will he cut. The Interstate Highway
System, which constitutes 1% of roads but carries uver 20% of all
highway transport, is deteriorating badly. Yet, the Administration
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program would reduce reconstruction and repair activities on this system.

Also, aid to urban highways would be reduced almost by half of FY 1981 levels.

The federal expenditures on water resources would be reduced 17% overall

--from $4.1 billion in FY 1982 to $3.4 billion in FY 1983. At the same time

federal expenditures on pollution control and abatement would be reduced

over 14% in FY 1983 from FY 1982 levels ($4.6 billion in FY 1983 versus

$5.4 billion in FY 1982).



Table 15: Key Capital Expenditures as Proposed in the
FY 1983 Budget of the United States Government

($ millions)

Capital Improvement Activity 1981 1982 1983
Actual Estimate Estimate

Federal-Aid Highways

Interstate cogatruction (3,677) (3,500) (3,400)
Interstate 4R (249) (650) (600)
Primary (1,752) (1,500) (1,500)
Rural and small urban (456) (350) (300)
Urbanized areas (892) (500) (450)
Bridge construction (938) (900)/ (850)
Safety (400) (200) (200)
Other (611) (600) (500)

Federal Aid-Highways Total 8,975 8,200 7,800

Total program levelb 9,105 /,565 8,108
Water Resources

Department of Agriculture 234 227 170
Department of Defense - Civil Projects 3,222 3.054 2.798
Department of the Interior 804 866 9t8
Total program level 4,215 4,106 3.417

Pollution Control and Abatement

Department of Agricilture 2 11 12
Department of Transportation 23 17 12
Environmental Protection Agency 5,156 5,390 4,641

Total program levele 5,169 5,384 4,6t3

Source: Executive Office of the President, Office of Management and Budget, Budget of the United Statcs Government,
Washington, D.C., 1982.
a. 4R is the reconstruction of the Interstate Highway System program.
b. Totals include small programs and the net of eincellaneous receiprs and dishursrnnmts nt shown,

separately. All figures are obligation amounts.
c. Totals include small programs and the net of miscellaneous receipts and dibursements not shown

separately. All figures are outlay amounts.
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STATE FISCAL CONDITION: A CONTEXT FOR FEDERAL GRANT-IN-AID PROPOSALS

With their revenues buffeted by the national recession, the majority

of states entered 1982 either projecting deficits or teetering on

the brink of deficit.

In the past, a year-end balance equal to 5% of annual spending was

considered a prudent cushion. According to a recent survey, 30 states

expect to concluge their current fiscal year in the red or with a

balance below 1% .

These states are in all parts of the country: New England: Connecticut,

Massachusetts, New Hampshire, Rhode Island, Vermont. Middle Atlantic:

New Jersey, New York, Pennsylvania. Great Lakes: Indiana, Michigan,

Ohio, Wisconsin. Plains: Minnesota. Southeast: Alabama, Arkansas,

Florida, Georgia, Kentucky, .Mississippi, North Carolina, South Carolina,

West Virginia. Southwest: Arizona. Rocky Mountain: Colorado, Idaho,

Utah. Far West: California, Oregon" Washington, and Alaska.

Nine other states forecast balances of 1-5%, and only seven predict

surpluses of more than 10%. Most of the states with large balances

derive substantial revenue from their energy industries.

Many of these budgets are fairly austere. Spending is budgeted to

increase 10% or less in 27 states; 8% or less in 19 states. But states

are suffering from sluggish revenue growth. During the twelve months

ending in June 1981, state tax revenue rose less than 9% and the situa-

tion is not likely to be much, if at all, better during the current

fiscal year, although more Chan half of all states raised taxes during

1981 legislative sessions.

knother sign of fiscal hard times is the large number of states reporting

that revenue is falling short of projections. With most states reporting

only through October, 21 states indicated that revenue was below official

forecasts, while only 10 indicated it exceeded the forecast. Since

the recession worsened significantly after October, the situation

appears even more difficult now. For example, Wisconsin had originally

responded to the survey that it expected a surplus of more than $53

million. But in late January legislative and executive estimates

of the deficit for the current biennium ranged from $377 million to

$450 million.

Among the other states with serious budget problems are Washington,

Minnesota, Ohio, Oregon, Michigan, Kentucky, Massachusetts, and California.

Nearly all of them have already cut their 1982 budgets sharply, raised

taxes, or both.

6 The survey was taken by NCSL; it updates similar research conducted

by NGA earlier in 1981.



699

32.

MANAGEMENT IMPLICATIONS OF THE FY 1983 BUDGET FOR STATES

In general, the 1983 budget reduces funding of grants-in-aid to states
and references a long-range swap of Medicaid for food stamps and AFDC.
Under the President's federalism initiative, a total of 125
programs are being proposed for return to the states. Other items of
interest include management initiatives designed ttainly to reduce the
federal payroll, dismantle the departments of education and energy;
reduce federal paperwork; reduce waste, fraud and abuse; and reduce
federal publications, government travel and consulting services. New
block grants are proposed in eight areas.

These proposals, taken together with the FY 1982 block grants, have
a number of management implications for states, including the following:

* Continuing problems will be caused by shorL lead time provided
to implement federal budget reductions and block grants at
the state level.

* Many narrow categorical programs will remain in effect, requiring
federal efforts to limit restrictive mandates in federal programsand provide for certification of state management systems to meetfederal requirements.

* With the many reductions in state and local aid, states will
be faced with increased responsibilities in the coordination
of budget and 'anagemen: initiatives with local government.

* With the implementation of block grants and prospective elimination
of some federal programs, grearer state emphasis will be neededon analysis of client groups and targeting of resources to individualsand areas of greatest need.

* With continuing cuts in existing and recently enacted block grantsand elimination of state "capacity building" programs, state
policy development and management functions may need greater
support from state funds.

95 -755 O-82--45
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Federal Loan and Credit Programs

The federal government provides credit (such as direct loans, full loan

guarantees and partial guarantees) through a number of different programs.

Some of these programs are "on budget." Outlays for them are reflected

in the budget totals, net of repayments, and are covered in the functional

narratives in the budget document and, for programs of interest to state

and local government, in this report. Other credit programs are "off budget."

Spending for them is not included in the budget totals, although information

on them is provided in the budget documents. For the last several years,

the federal government has adopted a "credit budget" which provides an over-

view of the federal impact on the credit market as a basis for setting ceil-

ings in appropriation bills on annual extensions of credit.

The Reagan Administration has worked to hold down federal lending activities.

Mechanisms have included restricting access to credit by redefining eligibility

(e.g., requiring a means test for student loans) and increasing the interest

rate on fees charged to borrowers. As a result of these steps and others,

the net outlays for direct lending programs are expected to drop from $26

billion in FY 1981 to $21 billion in FY 1982 and $14 billion in FY 1983.

This level of net outlays will result in an increase of outstanding direct

loans to about $220 billion at the end of FY 1983.

Government loan guarantees are also being restricted in many programs, although

total guarantees are expected to continue to increase largely as a result

of the major housing loan guarantee programs of the Veterans' Administration

and the Federal Housing Administration. Total credit advanced by the federal

government in FY 1983 (credit advanced by certain government enterprises,

direct loans, and guaranteed loans) will be $114 billion, a $1 billion decline

from the amount advanced in FY 1982.

The Administration's budget also calculates the value of interest subsidies

implicit in federal direct loan and selected loan guarantee programs. This

amount, for newly committed loans, is expected to drop from $17 billion

in FY 1981 to $14 billion in FY 1983.

The Administration's legislative program includes proposals for tightening

credit available through the guaranteed student loan program, mortgage insurance

programs, and disaster loans. Major changes in the Farmers Home Administration,

Export Import Bank, and Small Business Administration programs were 
made

in 1981 as part of the Omnibus Budget Reconciliation Act of 1981.
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St federal credit programs affect state and local governents only indirectly
as through the impact of student loans on enrollment in state universitiesand the need for scheolarsip programs. r gram

5 affettd I ghtened cruditin FY 1983 which are of particular interest to scar o nfiet15 , .s istesstudent loans, include low-rant publi: housing loans, Farers Home Administra-tion loan programs, and reductions in the lending programs of the RuralElectrification Administration and th ml Buiess Administration.
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Administration Response to State Concerns

The FY 1983 budget policy of the National Conference of State Legislatures

was adopted on December 11 at the meeting of the NCSL State-Federal

Assembly. The National Governors' Association policy was adopted

at the Governors' 1981 winter meeting and amplified by a letter approved

by the NGA Executive Committee on December 4.

This section lists the coinciding policy positions of the two organizations

and describes the Administration response.

1. Flexibility in the grant system should be increased through

the consolidation of additional programs into block grants and

througthe elimination of strings and mandates imposed on the
block grants already enacted.

If the President's proposals are adopted by Congress, general purpose

and broad-based grants will account for 25.4% of grant-in-aid outlays,

up from 20.6% the previous year.

The Administration has included eight new blacks in the FY 1983 budget

and has revised three of the consolidations enacted last year. As

Table 12 shows, funding reductions for the blocks total 15.7% overall

between FY 1982 and FY 1983, in addition to redudtions of 13.2% in

FY 1982 in the consolidations enacted last year, and far less flexibility

than the President and state officials sought.

-ending final action on sorting out, NCSL has proposed that Congress

allow individual states to participate in "megablock grant" experiments.

Under this demonstration program, states would receive approximately

the same amount as they did under the categoricals, but they would

be able to use their allocations with maximum flexibility to accomplish

purposes most appropriately financed with federal funds (e.g. income

maintenance, employment, medical assistance). The President makes no

specific mention of thi1 concept in his F 1983 budget, although the megablocks

are similar in concept to the first phase of operation of the program

trade-off in his federalism proposal.

2. Government has a responsibility to protect the poor, the

disadantaged and the handicapped through its policy decisions.

NCSL policy states that "those, who through no fault of their own,

must depend on the rest af us--the children, the poverty stricken,

the disabled, the elderly, and those with true need--should be assured

that the programs they depend on are exempt from federal budget cuts."
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NGA policy states that "federal budget reductions must not resultin imposing an unfair and disproportionate harden 'ipon the poor,
the disadvantaged and the handicapped."

Budget authority figures provided in the President's budget for the
two functional areas where most of the programs to aid the poor are
contained are as follows:

Table 13: Functional Totals
($ billions)

FY 1981 FY 1982 FY 1983 %ChangeFunction (actual) (estimate) (estimate) 1982-1983

Education, training,
employment, social
services $30.6 $23.5 $18.8 -20%

Income Security 249.9 252.3 257.6 +2.1%

(Social Security) (133.0) (150.1) (168,6) +12.3%

(Federal employee
retirement and
disability) (28.5) (33.2) (34.7) +4.5%

(Other) (88.5) (69.0) (54.3) -21.3%

In addition, to social security and federal retirement programs,
the income security function contains housing assistance, food and
nutrition programs, aid to families with dependent children, refugee
assistance, and energy assistance The cuts shown in Table 13 will
fall heavily on many of the nation's most needy citizens.

3. The federal government should take steps to "sort out" roles
and responsibilities in the intergovermental system. The federal
government should move toward primary federal responsibility
for income maintenance and medical assistance while state and
local governments move toward primary responsibility for such
fields as education, transportation and law enforcement.
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Although federal expenditures for medical programs are growing rapidly, the

FY 1983 budget proposes substantial cuts from current law in the non-health

income security programs. As Table 1 indicates, outlays for Social Security,

Medicare,and Medicaid are growing as a percentage of the federal budget; .

spending for all other entitlements (e.g., food stamps, AFDC, child nutri-

tion) is shrinking in relation to the total budget. Table 13 demonstrates

reductions in social services and income security programs.

The budget proposes FY 1983 cuts in food stamps, Medicaid, and nutrition

programs of $5.7 billion. Some of these would result in a shift to the

states of a greater share of the ir come security burden (e.g., the proposed

error rate limitations in entitlement programs and the reduced federal match-

ing rates in Medicaid).

Regarding the other side of the trade envisioned in NGA and NCSL policy, the

FY 1983 budget assumes that states will take on increased responsibility for

education, transportation, and law enforcement. For grants in these areas,

the President proposes the following:

* Budget authority for education grants to states is projected to

decline 20% between FY 1981 and FY 1982 and another 19% between

FY 1982 and FY 1983. Twenty-eight education grants are proposed

to be returned to the states as part of the trade portion of the

federalism initiative.

* Budget authority for transportation programs would decline 12.5%

between FY 1981 and FY 1982 and 7.6% between FY 1982 and FY 1983.

The federal aid highway programs (except the interstate system),

the airport grants, and the mass transit operating subsidies and

construction programs are included in the federalism initiative

trade.

* Budget authority for law enforcement grants-in-aid declines 17.7%

between FY 1981-and FY 1982 and 66% between FY 1982 and FY 1983.

In addition to the areas of education, transportation, and law enforcement

--in which NGA and NCSL policy both note that states should assume a

greater role in a sorting out context--NCSL policy calls for return of

library and fire protection programs to the states. New budget authority

for both library and fire protection programs not recommended.

Outside the context of the FY 1983 budget, the President has proposed a

federalism initiative described in the section which follows. The proposal

is consistent with a number of objectives that the states believe are

essential for a successful reform initiative, such as an increased federal

role in Medicaid, a transition period, equity in state-by-state impact,

and a simplified grant-in-aid system.
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It is difficult to fit the Administration proposal into the policy
framework adopted by NGA and NCSL. It calls for full federal assump-
tion of Medicaid--clearly consistent with the primary responsibility
called for in the palicy of NGA and NCSL. However, the two organizations
have never considered the option of moving the food stamp program
from the federal government to the states, nor have they considered
full state assumption of the AFDC program. In fact, NGA policy calls forresisting "any attempts to shift Medicaid or AFDC to the state level,
in any way, through black grants or otherwise." NCSL policy calls
for complete return of responsibilities in one area at a time (consistent
with, for example, the notion of a one-time federal takeover of Medicaid)but states that "program areas such as income security,where a predominant
federal role seems appropriate, would seem to be the least likely
candidates for revenue turnback proposals."

To determine the relationship of the President's proposal to NGA
and NCSL policy, the following issues must also be clarified:

* the exact nature of the federalized medical assistance program;

* the maintenance of effort requirement placed on states for income
maintenance; and

* the equity and duration of the resource turnback element of the federalism
proposal.

4. In an effort to move toward a balanced federal budget, defense,
indexed entitlements and tax expenditures must be closely ed.

While the budget as a whole is constrained and some domestic programs
are cut sharply, real defense obligational authority is increased
by 13.2% in FY 1983 and outlays will increase, in real terms, by
10.5%. Over the FY 1981-1984 period, defense outlays will grow at
an average annual rate of 16.5%.

Tax expenditures for individuals were not reduced. While the Administration
reportedly considered curtailing tax expenditures for individuals
(e.g., ending the deduction of interest on consumer debt, setting
a ceiling on the deductibility of employer contributions for health
insurance), the final decision was to reject any proposal that could
be construed as a tax increase for individuals. Tax expenditures
for corporations were reviewed, with the result that collections
will be speeded up, a new minimum tax will be established and certain
technical changes (e.g.. contract completion method of accounting)
will be made that increase revenues. Better enforcement measures,
plus witholding of interest and dividends, are expected to raise
additional tax revenues from individuals and business without any
changes in tax rates.
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In indexed entitlements, the proposals of the Administration are

mixed. The Social Security program was untouched. However, reductions

are planned in federal employee retirement programs and in other

programs such as Railroad Retirement. Veterans entitlement programs

will be little affected by the budget recommendations. For the needs-
tested entitlements (SSI and food stamps) program reductions more
than offset the projected impact of cost of living indexing. The
budget reduces direct federal entitlements by 2.2% from current law
and state-federal entitlements by 11.7%.

5. Federal revenue policy should not preempt taxes which have
been regarded as tax sources of state and local governments.

The President did not support raising excise taxes, as he was widely

reported to be considering. (Excise tax revenues constitute about
one-eighth of state tax receipts.) Instead the President proposed

gradually turning the federal excise tax base over to the states

rs part Of .iS federalism initiative.

6. State governments must have sufficient lead time to adjust

their own laws, budgets, and administrative procedures to major

changes in federal funding or policy.

The President's federalism intiative recognizes this principle and

incorporates an extensive transition period (FY 1984 to FY 1991)

during which major transfers of responsibilities take place. However,
the FY 1983 budget contains many administrative changes (such as

in the entitlement programs). and funding reductions (such as in the

block grants) without transition time.
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Federalism Proposal in the
State of the Union Address

On January 26, PresLdent Reagan annoL.aced a major federalism initia-

tive, designed to take effect in FY 1984. The details of the proposal
are now being negotiated with state and local officials. In his speech,
the president described the initiative as follows:

* The "swap" component would involve federal absorption of $19.1 bil-
lion in state Medicaid expenditures and state absorption of $16.5 bil-
lion in federal AFDC and food stamp costs. These are FY 1984
numbers and assume implementation of $4.1 billion in additional
cuts in the AFDC and food stamp programs in FY 1982 and FY 1983.

* The "turnhack" component would involve the return of 125 grant
program (sometimes grouped into 43 program areas) amounting
to $30.2 billion in FY 1984. About $6 billion in FY 1983 cuts
are assumed.

* A federalism trust fund of $28 billion would finance the program
turnback and 'equalize gains and losses among states caused by
the swap. Of the $28 billion fund, $16.7 billion would come
from the windfall profits tax and the remaining $11.3 billion
would come from federal excise taxes on gasoline, tobacco, alcohol,
and telephone service.

* Between 1984 and 1987, states could opt to receive the funds
they would have gotten under the 125 categorical programs either
through the categorical structure or without program restrictions
(similar to General Revenue Sharing). This transition period
would end in FY 1988, when the categorical grants would be terminat-
ed.

* Also beginning in FY 1988, 25% of federal excise taxes would
expire each year, and the trust fund also would decline. States
would have the options of enacting the same taxes, replacing
them with other revenues, or cutting programs.

* States opting to receive funds through the categorical programs
must pay related federal administrative costs.

* Aid received by states through the trust fund is subject to local
pass-through requirements: 100% of aid that would have been
allocated through direct federal-local grants must be passed
through: 15t of il: other non-education funds would be passed
through. The General Revenue Sharing formula would be used to
allocate pass-through monies.
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* States would be required to maintain basic AFDC and food stamp
benefit levels under the swap, but no details have yet been develop-
ed.

THE STATE PERSPECTIVE

The President's program recognizes a number of prineIple:: that the
states have long believed to be essential to a successful federalism

reform initiative. These include:

* a greater federal role in the Medicaid program;

* a greater federal role in health care cost containment;

* an extended transition period;

* equity in the state-by-state impact of any proposal; and,

* simplification oi the current grant-in-aid system.

However, there are a number of issues which must be resolved before
the states can take a firm position on the Administration's federalism
package.

Issues Relating to the Swap

1. Is the swap consistent with the states' view of the appropriate
federal role in the federal system?

Governors and State Legislators have long held that income security
is a federal function because people should have equal protection
from want no matter where they live, because the cost of providing
assistance is so great that states--with their unequal tax capacities
--would find it difficult to support these costs, and because need
is determined largely by national economic policy which the states
cannot control. Moreover, a national response is required for
extraordinary circumstances--such as very high unemployment in
a pArticular sector, or a natural disaster-- which drain the ability
of the states to support the needs created.

While the President's proposal incorporates part of the states'
position by suggesting a larger federal role in Medicaid, it also
assumes reduced federal responsibilities in other important income
security programs.

2. Are the calculations of relative federal and state gain/loss under
the "swap" based on figures agreed.to by the states?

The President's proposal is based on the assumption that state
contributions to the Medicaid program will grow to $19.1 billion
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in FY 1984, a level consistent with state projections. However,
the proposal assumes that the federal share of the food stamp and
AFDC programs will he just S16.5 billion, or $4.1 billion less
than the amount that the preliminary Congressional Budget Office
figures show will be necessary to maintain the current programs
in FY 1984. According to the CBO projections, therefore, instead
of being a trade favorable to the states by $2.6 billion in the
first year, it is unfavorable by $1.5 billion.

The Administration has assumed 5.8% real growth in Medicaid between
FY 1984 and FY 1991 (as compared to a 6.3% rate between FY 1978
and FY 1982) with an annual inflation rate of 4% and unemployment
a constant 5.5%. The President's proposal has valued the AFDC/food
stamp program at no real growth (as compared to 8.8% between FY
1978 and FY 1982). Thus, all of what would have been the state
share of these expected cost increases for Medicaid are considered
savings and are added to the resources available to the states
to take over additional program responsibilities as the trust fund
expires. Similarly, the reduced costs projected by the Administration
for the AFDC and food stamp programs are counted as savings to
the states.

3. What are the federal plans for the Medicaid p

The state-by-state differences in the Medicaid program have been
widely discussed, and it has been suggested that the federal govern-
ment would have to level this disparity in a national program.
A crucial element of the federalism proposal is how the federal
Medicaid program would be designed.

This question is important for all states, but it is vital for
the "winners" under the ;wap because they will be forfeiting their
allocations under the trust fund to offset their gains in the trade.
If the Medicaid program is substantially curtailed (e.g., only
basic services are covered, or only welfare recipients are covered),
then the "winning" states will be pressured to fund both supplements
to the Medicaid program and activities formerly supported by categori-
cal grants with the same dollars. They become losers under these
circumstances.

4. What federal requirements will be olaced on states in connection
with the turnback to them of food stamp and AFDC responsibilities?

Specifically:

* The proposal suggests that the states will be required to
meet "flexible maintenance of benefit requirements." Does
this apply to both current and potential recipients and will
it requite a miiimum benefit or the maintenance of existing
benefits in even the highest benefit states?
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e Will future reductions in the remaining federal income security

programs, such as veterans assistance and housing, force states

to substantially increase state costs to maintain the current

minimum level of AFDC benefits?

* How will the states be assisted to meet unusually high income

security costs that may result from the impact of federal
policy on trade and the economy as a whole?

Issues Relating to the Turnback

1. Does the gradual reduction and phase out of the trust fund by FY

1991 provide for equity in funding in relation to state need?

The formulas under which funds for many of the programs now on

the turnback list are distributed use some measure of need to deter-

mine state allocations. By using the average of the years FY 1979,

1980 and 1981, the proposal locks in the needs based distribution

for twelve years. One issue to decide is whether some flexibility
should be developed, perhaps through use of a portion of the trust

fund aimed at areas of greatest service need or of lowest tax capac-

ity. The nation's demographics indicate that many changes will

take place over the twelve years between 1979 and 1991.

2. Are the revenues sources being turned back appropriate for use

by states to fund the programs included in the turnback?

The trust fund, which phases out completely in FY 1991, contains

two revenue sources: federal excise taxes and the crude oil windfall

profits tax. Excise taxes do not keep pace with inflation and

thus are commensurate with the rate of growth of grant-in-aid programs
only if the programs decline in real dollars over time. Excise

taxes, like sales taxes, also place a relatively heavier burden

on lower income households. The state-by-state consumption patterns

of these goods are largely unrelated to the need for the services.

The exception is the motor fuel excise tax (two cents to be returned)

which is directly related to the non-interstate highway programs.

The crude oil windfall profits tax is directed at ol producers.

It cannot necessarily be assumed by states when the trust fund

phases down because the majority of the oil production occurs in

five states. Only 23 states have any production capacity whatsoever.

Moreover, the structure of this tax originally was a "profit" tax,

which was not designed to be passed on to consumers. Thus there

would not necessarily be a price decrease by the producers when

the federal tax expired. If the windfall profits tax were converted

to an excise tax on motor fuel, consumers would be paying 14C more

per gallon of gas.
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3. Is the size of the trust fund adequate to support the respons-
bilities returned to the states?

While the FY 1984 numbers appear to make the "swap" less attractive
to states, rapid increases in health care costs compared to other
programs may make the exchange of Medicaid for AFDC and food stamps
more palatable in the out-years. Weighed against this consideration,
however, is the unknown rate of growth in the food stamp program,
which is highly responsive to economic conditions.

The Administration has proposed that $28 billion in federal revenues
be traded for $30.2 billion in programs. However, an OMB spokesman
has indicated that the FY 1982 funding for the 125 programs involved
was $35.2 billion. Administration officials have said that the trust
fund will he expanded to reflect the spending levels set by Congress
for programs turned back.

4. Are the programs to be turned back appropriate responsibilities
for states as opposed to the federal government?

At the present time, it is the position of state officials that they
are willing to assume primary responsibility for programs in the
areas of education, transportation, and law enforcement. Hundreds
of small categorical grants remain in the intergovernmental system
after the proposed turnback, and some of these may be better candi-
dates for state responsibility than those initially suggested by
the Administration.

5. Does the proposal adequately protect both state and local govern-
ments ?

The list of programs proposed for turnback contains a number of
major direct federal-local grants such as General Revenue Sharing,
the community development block grant program,and the urban develop-
ment action grant program. In these cases, the proposal requires
a complete pass through of program funds during the four year transi-
tion phase. For other non-education programs whose funds are grouped
into the turnback, there is a requirement that 15% be passed through
to local governments, regardless of whether the funds have tradition-
ally gone to states.
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Congressional Outlook

In the FY 1982 budget, President Reagan attracted support for his
reductions from both hIs own party and a significant number of

Democrats, in part with the promise of a balanced budget by FY 1984.
For FY 1983, most observers feel that Congress will be unwilling to

adopt the substantial cuts proposed in light of continued steep defense

increases and annual budget deficits of nearly $100 billion.

A key issue shaping congressional action on the FY 1983 budget will be
whether there is economic recovery by May or June when the first votes
are scheduled. Some observers believe that uncertainty about the
economy and election year pressures may delay meaningful action on the
budget, perhaps even until a lame duck session.

The success of last year's budget reductions was due to the uoe of the

reconciliation process, which forced a single vote in each chamber on a

wide range of program cuts. That technique will be more difficult to

use this year because many members -- committee chairmen in particular
-- consider this process too sweeping. Rep. Jim Jones (D-OK), chairman
of the House Budget Committee, has said that some members believe the
process was abused last year, and that it will take time to regain

confidence in it. Individual votes on a list of cutbacks such as those

contained in the President's budget would diminish the likelihood of

achieving them.

Thi is an election year, and outside of the 14 members who have

announced they will not run, all House merbers face election. The

current balance of 242 Democrats and 192 Republicans (1 vacant)
requires Democratic support for any successful effort. The so- called

"Boll Weevils," conservative Southern Democrits, were an important
force in fashioning the President's bi-partisan victory last year.
Today they are openly concerned about the deficit -- most would like to
see it at $50 billion or lower -- and some have reservations about the
size of the tax cut and/or the increase in defense spending.

The other significant House faction in last year's budget effort was

the "Gypsy Hoths," northeastern and midwestern Republicans whose states
were sharply affected by the budget cuts. The proposed FY 1983
reductions,which include entitlements,will be difficult to support in

their heavily populate? urban areas.which are. among the hardest hit by
the recession. The proposed defense increases generally have the least
impact in their stites.

In the Senate, where the President's party holds a 6 vote edge (5-47),

'3 seats are up for reelection; 20 bf these are currently Democratic,
12 Republican, and ' Independent. Majority leader Howard Bakor (R-TN)
urged the President as recently as December to raise taxes and lower
lefense sprding increases. Senator Paul Laxa' (R-NV), who is a close
frind of :-'e Prsident end the chnirmn :f 'he Presidentinl Feder'lisn

Advisory Committee, expressed concern following the FY 1982 budget

cuts that states may have already been handed coo much.
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REVENUE PROPOSALS

House Ways & Means Chairman Daniel Rostenkowski (D-IL) has stated that
he intends to keep the problem of the economy on the Administration's
doorstep, and that while he can envisage a small revenue enhancement
measure, he expects to let the Republican Senate write any major tax
bill that might be necessary to reduce the deficit. The Ways & Means
Committee has discussed attacking the controversial "leasing"
pro.isions of the Economic Recovery Tax Act of 1981 as well as some ofthe oil industry breaks ncluded in that bill.

Senator Dole, who has already expressed concern over the deficit, has
agreed that any further tax increases in an election year will be
difficult without the President's backing. Several of the President's
initiatives have been proposed in the past without success, such as
"Lthholdine on interest and dividends. The minimum corporate income
tax and the completed contrict accounting proposals will also encounter
stiff opposition but may fare better.

PROGRAM RDUCTTONS

The dministration has asked Congress for major cuts in two of its
favorite federal aid programs--education and transportation--to the
tune of $4 billion. It is unlikely that Congress will go along with
these suggestions it the same time it is being asked to approve a $32
billion spending increase for the Department of Defense.

Other programs appenlirg to the 11111 that are targeted for cuts --
energy 'ssistance, legal serIces, rental housing construction, and
Oider Americans Act programs--may be reduced, but by significantly
iower amounts than have been proposed. Other programs -ill undergo
serious scrutiy ind could see substantIal reductions. Among these
programs are arts and humanities, urban parks, coastal zone management,
historic preservation and water resourr planning.

AGENCY REORGANIZATION

IWhile there is a broad public impression that implementation of the
President's plan to clim'nate the Departments of Energy and Education
is just a matter of time, it would be premature to assume that this
campaign pledge will soon be realized. Roth departments are relatively
new, and a nuber of their sponsors are still in pivotal positions inCongress. These members--both Republican and Democrats--are not likelyto sit ca tnd .ucch their handiwork be undone. There is also the
questton of tle impact on -ommittoe structures should these departments
be dissol;ed- "eor te:nizations are not prioricy itms on the
Congressional clondar and could become submerged in the budget
struggle ye: to come.



714

48.

responsibility and not enough funding to support it. He has called the
proposed deficits "numbing". Senator Robert Dole (R-KS), chairman of
the Senate Finance Committee, has said the Republican members have told
him that they are concerned about the high deficit figures and believe
that defense spending is not off-limits for budget savings. Senate
Budget Committee Chairman Pete Domenici (R-NM) has been working for the
last few months on a proposal to slow the size of the defense
increases, curb entitlement program growth,and close tax loopholes to
gain additional revenues needed to make a balanced budget possible.
Senator Ernest Hollings (D-SC), ranking minority member of the Senate
Budget Committee, is developing a budget alternative that would freeze
spending for benefit programs and military spending and delay the 10%
income tax rate reduction due in July. His proposal projects a $40
billion deficit.

The following are brief comments on the major FY 1983 budget proposals
in the context of the congressional climate.

BLOCK GRANTS

Last year the President proposed consolidating 85 categorical programs
into 6 block grants. Congress approved working 57 programs into 9 block
grants. The President also proposed more sweeping state flexibility in
the programs than the Congress allowed. Final action on the FY 1983
proposals may not be much different. Several of this year's block grant
candidates have strong special interest support in Washington,
especially the handicapped and rehabilitation programs.

The new block grants are proposed for inclusion in the turnback portion
of the President's federalism initiative. Congressional decisions on
the block grants may provide insight on the future of the initiative.

ENTITLEMENTS

While it is not yet clear how Congress will react to specific funding
reductions for entitlement programs that are administered by state
governments, most members of Congress In this election year will be
looking at how deeply the cuts will slice into their constituents'
benefits. There probably will be sufficient congressional support to
tighten regulations and restrict eligibility for a number of these
programs. But Congress will likely resist deep cuts in Medicaid, child
nutrition, student aid, and food stamps.

These entitlements also have strong Hill sponsors who will rusist
further reductions in programs that serve needy and poor working
citizens. What might be seriously considered even though there would
be substantial opposition is the curtailing of cost of living
adjustments in government pension, disability, and retirenent programs.
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Program Analysis

Agriculture

AGRICULTURE RESFSRCH AND EXTENSION

The federal agricultural research program involves both "in-house"
(USDA) spending and funding for land-grant, 1890 and other
institutions. Emphasis in research will be placed on animal and plant
production and soil and water conservation, key elements to sustaining
agriculturol production in future years.

FY 19P3 Budget Proposal: Spending for general agricultural
research will increase by $24 million to $455 million, and cooperatile
state research outlays will rise $2 million to 5229 million. Proposed
Extension Service spending will decline by $2 million to S30P million.

Impact on the States: While spending for agricultural research
-ill increase in actual dollars, inflation will actually lead to lower
program levels. Pressures will arise for increased spending in both
land-grant research and extension activities.

Outlook: T
o relative terms agricultural research and extension

have lone well. t'evertheless, the budget proposal does not represent
progrias in aream th't have demonstrated ai high rerurn on iniestnent.

EXPORT PRCRAMS

Federal sgriculturdt export programs involve market development
activities, "xport fin.ancing and hu:manitarian relief. Emphasis will
continue in market dcvelopment and credit guarantres (,s opposed to
direct loans), but a small decline in the Pub!ic Iaw .PO "Food for
Peace" program is proposed.

FY 1913 Budget Proposal: spending for export market development
will increase by $4 million to $40 million, and e'cporr credit
guarlntees will remain at 52.5 billion. Outlavs for P.L. 420 -ill drop
by 'ill! million to just over 11.0 billion.

Ino:ct on the States: These budget adjustmcents wili 1-:e little
iop'ct on the stares.

Out look: Pr-ssare hs been increasing for dircc -xport loans to
stimul ar' ;em-"nd for wheat 'nd f-ed grains. Dire:c loans under similar
programs :o the pist "a.' meant outlays in exce's of :32 billion.
Fongress ona. 'oncrn wi1 i'velop reoarding a 2C0.""O Ietric ron drop

0r U n p'irc' si'' fo* re 2.L. t.0 rocrem.

95-755 0-82- -46
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SOIL CONSERVATION

The federal soil conservation programs involve the activities of local
soil and water conservation districts, cost-share activities with
agricultural producers, and technical assistance through the Soil
Conservation Serice to individual landowners. In recent years, many
experts have contended that soil erosion could become one of the most
serious environmental issues of the 1980s and that efforts to arrest
erosion would have a direct relationship to the supply of food and
fiber for future generations.

FY 1983 Budget Proposal: The Department of Agriculture is asking
for a new $10 million matching grant pilot program to state and local
governments. Spending for conservation operations under the Soil
Conservation Service will increase by $34 million to $341 million. The
Administration alsi proposes a $74 million reduction in watershed
construction funding as well as a $164 million cut in funds for the
cost-share program to farmers and ranchers. Termination of the .Resource
Conservation and Development Program is also proposed for FY 1983. The
budget also includes a proposal to combine funding for the Agricultural
Conservation Program (ACP), emergency conservation, forestry incentives
and water bank program (cost-share programs to producers) with funding
reduced to 25 percent of the FY 1982 level.

Impact on the States: The new pilotI program would involve outinys
of $8 million in FY 1983. A USDA analysis projects that such a program
could cost $105 million in future years if fully funded. Budget
documents indicate that the Administration anticipates that landowners
and state and local governments would increase their funding of
conservation programs as farm income improves and federal t-xes are
reduced.

Outlook: The severe reduction in cost-share programs will result
in increased attention to spending for the new pilot program. In recent
years, ;arious Administrations have tried to curb spending for
cost-share programs, efforts that met with little success.

ANIAL AND PLANT HEALTH INSPECTION

Federal and state govcrnments have a cooperative program designed to
assure the safety of the food supply.

FY 1983 Budget Proposal: Programs Lnvo'::ing state-federal
eradication efforts are recommended to be reduced by $50 million in FY
1983. These include reductions in brucel oss eradication (SD
million), gypsy moth ($4.5 million), impo ted fire ant (q3.. million).
and elimination of the golden nematode (S I million), witchweed (S4.7
million), and scabies programs (S1 million).
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Impact on the states: Program reductions could result in
considerable increases in spending if absorbed by the states.
Generally, each program involves individual states or small number of
states.

Outlook: It is difficult to project whether Congress will agree
with such reductions. In the past, several of these eradication
programs have been recommended at reduced spending levels by various
administrations, but Congress has eventually appropriated more funds.
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Community and Economic Development

HOUS ING OVERVIEW

The proposed rescission of $9.4 billion in budget authority for FY 1982

and $2.4 billion in FY 1983 for Annual Contributions for Assisted

Housing, a rental rehabilitation block grant proposal, a shift to

modified Section 8 certificates (better known as "vouchers") and the

inclusion of food stamps for the purposes of determining low-income

tenants' annual income are highlights of HUD's FY 1983 budget. No new

housing budget authority is being requested.

Because of a change in the method of accounting for HUD programs,
proposed activity levels reflect gross authority incorporating any

recovered or recaptured (and therefore unused) authority from prior years

as well as proposed new authority. HUD had previously used a net basis

of accounting which only reflected proposed new authority for its
programs. Under this new system, HUD will propose to operate its

programs with a budget authority request of only S684 million for FY

1983. In comparison, HUD's total FY 1981 budget authority was $33.4
billion and is proposed to drop in FY 1982 to S13.0 billion after the

$9.4 rescission noted above. This dramatic drop is accounted for by the
elimination of federal subsidies for all new rental housing construction
(except for the elderly and handicapped), and a shift to housing
vouchers, a cash payment of $2,000 per year to low-income families who
would seek housing in the private market. HUD also proposes creation of
a rental rehabilitation block grant combining funds from the Section 8
moderate rehabilitation program and Section 312 rehabilitation loans.
This assistance would be provided to states and localities to cover 50%
of the cost of either multi- or single-family rehabilitation projects,
with 50% match provided by the developer. No outlays are projected for
the program in FY 1983, but some $150 million in budget authority is
provided.

These and other program changes such as the elimination of mortgage
subsidv bonds constitute o major revision in the federal role in rental
housing construction and will have dramatic affacts on both state and
local housing authorities. Changes in the determination of tenants'
cnnual income could also affect other state-administered income security
programs. (FBHA (Farmers Home Administration! rural housing programs can
be found below, under Rural Development.)
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Housing Programs

The Section 8 housing assistance payments program is being drastically
restructured under the FY 1983 budget proposal. This program, originally
enacted as part of the Housing and Community Development Act of 1974,
provides housing assistance payments to low-income families and has been
HUD's major housing assistance program since its enactment. Families are
required to pay 302 of their incomes toward rent (increased in FY 1932
from 25%) with rent supplement payments provided to landlords or housing
authorities in amounts which equal the difference between this 302 of
tenant income and the so-called "fair market rent" for a given unit.

The Section 8 program encompassed three basic types of rental units:
those newly constructed or substantially rehabilitated, those needing
moderate rehabilitation, and existing units suitable for occupancy. in
FY 1982, approximately 45% of the funds provided for Section S housing
were used for new construction or substantial rehabilitation and 55% for
moderate rehabilitation or existing units. For FY 1981, 184, 131 units of
Section 8 housing won approved with a budget authority of $19.4 billion.

FY 1983 Budget Proposal: The Section ' program in FY 1983 would
essentially be dismantled and reconstituted into two new programs with
all new construction and substantial rehabilitation programs eliminated.
HUD will propose for a TY 1982 a $9.4 billion rescission of all new
construction funds and an FY 1983 rescission of $2.4 billion. The
magnitude of these rescissions and the ability to rescind FY 1983 funds
not yet appropriated is possible because of cnrryover budget authority
from prior years. Only 10,000 units of Section 202 housing for the
elderly and handicapped and 5,000 units already legally committed will be
proposed in the new construction and substantial rehabilitation
categories. The remaining 106,615 families would be assisted through
"Modified Section 8 Certificates" more commonly known as vouchers. These
vouchers would average $2,000 per year and be granted to tenants and
remain constant for five years. The current Section 8 existing program
that the vouchers most closely resemble grant ceritiicates to landlords
for up to 15-year periods. Existing Section 8 commitments by HUD to
local and state housing authorities would be gradually converted to
vouchers as contracts come up for renewal, leaving some doubt as to
whether any additional low-income families would be able to be ser.ed
under the voucher program. Tenants would be responsible for finding
suitable housing units and would be allowed either to suppl-ment the
voucher if their rent exceeded it or retain the cash difference if their
ent were less.

The other new initiative would convert the Section q moderare
rehabilitation program in combinatron with the Section 312 rehnbilirqtion
loan program into a new rental rehabilitation block grant. Budget
authority of $150 million is provided in FY 1983, but no outlays are
expected for the program until FY 104. Under the proposal, grants would
be made to states and localities on an as yet unspecified basis to
subsidize rehabilitatIon of rental units on a 5f-50 cost sharinf, basis
with private developers.
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A significant legislative proposal for FY 1983 will be the inclusion of

the value of food stamps in determining tenant income. Section 8

eligibility is now 80% of the median income (adjusted geographically and

for family size) with aid targeted primarily to tenants with 50% of the

median income. Under this proposal, the amount which equaled 30% of a

tenant's income would rise substantially if the tenant remained eligible

for the housing program.

Impact on the States: The direct impact on state governments of

these changes is two-fold: (1) the need for food stamp information by

both state and local public housing authorities would complicate the

administration of state and local housing programs, and (2) the proposals

do nothing to stimulate the production of housing for low-income

families. Although the vouchers may prove to be an improvement over the

now expensive Section 8 program, they will not provide production

assistance in areas with low vacancy rates. It is doubtful whether the

$2,000 per year would be adequate, particularly in later years, as the

subsidy remains constant while rents increase. States may also feel

pressure from local governments to provide greater state assistance as

the massive federal withdrawal of housing assistance occurs.

State housing finance agencies in particular will be hit by the

withdrawal of federal aid, the inability to issue mortgage revenue bonds,

and the changes in the amount of arbitrage an issuing agency is allowed

to earn on reserves for any private purpose bond including multi-family

housing bonds. This combination could affect these agencies' ability to

carry out their basic missions as well as their dependence on directly

appropriated state funds.

Outlook: A proposal of this magnitude may have difficulty in

Congress although there is general agreement on the need for reform in

the Section 8 program. It is acknowledged to be expensive on a per unit

basis and among the fastest growing of the income security programs.

Rescissions of $9.4 billion in FY 1982, however, will not substantially

reduce outlays immediately. Outlays for housing payments will increase

from $6.73 billion in FY 1982 to $7.35 billion FY 1983. The proposal to

include food stamp income may also face opposition and will have to first

be acted upon by the Agriculture committees.
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ECONOMIC DEVELOPMENT

All Economic Development Administration Assistance Programs have been
eliminated in FY 1983. Non-highway Appalachian Regional Commission
programs have been recommended for termination. Title V Regional Com-
missions are not revived.

Economic Development Administration (EDA) Assistance Programs
The EDA provides public works grants, economic development planning
grants, technical assistance, and direct business development loans and
guarantees to assist economically distressed areas.

FY 1983 Budget Proposal: EDA planning grants, technical assistance
grants, development grants and economic adjustment grants have all been
eliminated In the Administration's FY 1983 budget request. Thus, the FY
1982 budget level of $198 million in budget authority would be decreased
to $0 in FY 1983.

Impact on the StLtes: Much of the impact of the termination of the
program will be felt at the local level.

Outlook: The Administration's request to terminate the EDA program
has been anticipated at the state, local and congressional levels. It
seems unlikely that EDA will survive this attempt to kill it. New
authorization legislation may be proposed in Congress, but it will not
likely be identical to the existing program.

Minority Business Development
The Minority Business Development Agency (MBDA) of the Department of
Commerce coordinates federal minority business development programs.
The Minority Business Development program includes enterprise development,
policy and market development, information dissemination and research.
The Minority Business Development program would be funded at the level
of $50.0 million in budget authority in FY 1983, a decrease of $6.6
million from the FY 1982 level. The MBDA management and technical
assistance program would be restructured to focus attention on the
development of private sector market opportunities for minority businesses.

Title V Regional Commissions
The elimination of the Title V Regional Commissions that began in FY
1982 would be completed in FY 1983. No new appropriation is requested
for these entities in FY 1983.

Appalachian Regional Commission (ARC)
The ARC provided funds to a 13-state area for regional development. No
FY 1983 funds are requested for the ARC non-highway projects. However,
the Administration is requesting $80 million under the Federal Highway
Administration budget for ARC highway projects in FY 1983. Beginning in
FY 1987. all new construction for the Appalachian Development Highway
System is to be funded from the 13 states' available apportionments
under the Department of Transportation's federal highway aid program.
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National Consumer Cooperative Bank
The Bank, which once received a federal appropriation, has been self-
financed out of Bank earnings since 1981. The Bank makes loans and
provides services to consumer and other types of cooperatives.

Small Business Loan and Investment Fund
The Small Business Administration (SBA) through the Business Loan and
Investment Fund makes loans to small businesses that are unable to
obtain private financing. The Administration requests $143.7 million in
FY 1983 to provide additional capital to carry out authorized functions
of the fund. The SBA will initiate a bad debt collection program to
ncrease loan repayment to a significant degree over the normal amortization

schedule for prior and current fiscal years.

Enterprise Zones
The Administration proposes to submit legislation calling for the designation
of up to 25 zones each year for three years to experiment with the free
market approach for dealing with urban problems. No budget authority is
requested for the program but a set of federal tax expenditures is
proposed. These tax incentives, designed to increase investment and
employment, will be provided for up to 20 years to businesses and individuals
locating in these areas.

FY 1983 Budget Proposal: The Enterprise Zone proposal will require
the enactment of legislation, not yet submitted to Congress. Start-up
time for the program will take all of FY 1983. Therefore, the tax incentives
are not expected to be reflected as a reduction in federal tax receipts
until FY 1984. At that time, the Administration anticipates that federal
tax receipts will be reduced by $310 million, and by $620 million in FY
1985.

Impact on the States: To be designated as an enterprise zone,
localities in conjunction with their states must be selected in a
national competition based on the level of tax and regulatory relief,
opportunities for neighborhood involvement and improvement in public
services, possibly through turning over the provision of some of those
services to private enterprise. It is not possible to estimate the
impact on the states until the Administration's legislative proposal is
made available.

Outlook: There is considerable Congressional and state interest in
the proposal, but it is too early to predict whether any finally enacted
bill will resemble the Administration's concept. If the proposal contains
anticipated controversial items such as sub-minimum wages for teenagers,
major opposition to the bill is certain.

Other Tax Expenditures
Changes relating to industrial development bonds and arbitrage restrictions
are detailed in the Overview section entitled The Economics of the
Program.
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BUDGET AUTHORITY FOR SELECTED
ECONOMIC DEVELOPMENT PROGRAMS

FY 1982 and FY 1983
(S millions)

Economic Development Administration
(EDA) Planning Grants;

a. Districts and Counties

b. States and Territories

C. Indian

d. Urban

Subtotal

EDA Technical Assistance Grants

EDA Development Grants

EDA Economic Adjustment Grants

Total EDA Assistance Programs

MBDA inority Business Development

Title V Regional Commissions

Appalachian Regional Commission

Highway Projects

Non-highway Programs

Total ARC

* Funded through Highway Trust Funds
** Close out activities transferred to

FT 1982
M,

$15 .0

2.9

3.0

4.6

9.5

130.0

33.0

198.0

56.6

0

109.9

72.6

150.0

other agencies.

FY 1933

$ 0

0

0

0

U

0

0

50.0

0

80.0 *

4.0 **



SBA Business Loan &
Investment Fund

724

63.

BUDGET AUTHORITY FOR SELECTED
ECONOMIC DEVELOPMENT PROGRAMS

FY 1982 and FY 1983
($ millions)

Admin.* Admin.*
Comt. BA 0 Comt. BA

$692.0 $326.0 $359.0 $551.5 $143.7

* Administrative Commitments (the amount of business loans approved)

$129.9



725

64.

COMMUNITY DEVELOPMENT

The Administration's FY 1983 budget includes proposed budget authority
of $3.46 billion for Community Development Block Grants (CDBG) and $440
million for Urban Development Action Grants (UDAG). The Urban Home-
steading Program budget request is $12 million. The Neighborhood Reinvest-
ment Corporation would be funded at $15.5 million. (Rental Rehabilitation
Grants targeted for $150 million are described under the Housing section
of this analysis. Community development programs for rural areas are
described in the Rural Development section.)

Community Development Block Grant (CDBG)
The CDBG budget request of $3.46 billion for FY 1983 is the same budget
level as FY 1982, but outlays are expected to drop by $655 million. The
non-entitlement state Community Development Block Grant program would
continue at the FY 1982 level of $1.02 billion. The Community Development
Block Grant program is one of the 44 programs to be included in the
President's FY 1984 federalism initiative.

Urban Development Action Grants (UDAG)
The major focus of the UDAG program is the use of federal funds to
leverage private investment in distressed cities and urban counties.
The Administration is recommending $440 million in budget authority, the
same as for the current fiscal year, with estimated outlays of $550
million. UDAG is also one of the 44 programs to be turned back to the
states in FY 1984 as part of the President's federalism initiative.

Urban Homesteading
The budget proposes an appropriation of $12 million for FY 1983.
Of that, $9 million would be used to support an estimated 818 single-
family properties to be transferred from Department of Housing and Urban
Development ownership to units of general local government for use in an
urban homesteading program, a program of homeownership intended to
encourage public and private investment in selected neighborhoods and to
assist in their preservation and revitalization. The Administration
plans to use $3 million to support the transfer of a minimum of 15
multifamily buildings, a demonstration program that will require authorizing
legislation. The FY 1982 program was financed from FY 1979 carryover
funds.

Rental Rehabilitation Grants
This program is covered under the Housing section.

Neighborhood Reinvestment Corporation
The Corporation supports neighborhood housing services programs and
neighborhood preservation projects. Budget authority for the Corporation
increases from $13.9 million in FY 1982 to $15.5 million in FY 1983.



Community Dev

Entitlem

Non-Enti

BUDGET AUTHORITY AND OUTLAYS FOR SELECTED
COMMUNITY DEVELOPMENT PROGRAMS

FY 1982 and FY 1983
(s millions)

FY 1982

BA 0

elopment Grants $3,456.0 $4,00

ant 2,379.7

tlement 1,019.9

Urban Development Actions Grants

Urban Homesteading

Rental Rehabilitation Grants

Neighborhood Reinvestment Corporation

440.1

-0-

-0-

13.9

FY 19

BA

5.0 $3,456.0

2,379.7

1,019.9

525.0

20.0

-0-

13.9

440.0

12.0

150.0

15.5

Rural Community Development

The federal government's direct activities to promote rural development

include four major types of programs:

grants for community facilities; grants for rural water and

waste disposal systems; loans for water, and community

facilities; and loans and grants for rural housing.

In the aggregate, the Administration's budget projects a modest

increase in both budget authority and outlays for the overall function

of rural development:

Budget Authority and Outlays for Rural Development Programs

($ Millions)

FY 1981 FY 1982 FY 1983

BA OUTLAYS.

$701 $839

OUTLAYS BA OUTLAYS

$1,066 $754 $1,217

83

0

$3,350.0

550.0

12.0

-0-

15.5
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These budget authority and outlay increases do not reflect an increase
in program commitment, however. Rather, they reflect the FY 1983 costs
of previous commitments. In fact, the Administration proposes a severe
cutback in both loans and grants for rural community development in FY
1983:

RURAL COMMUNITY DEVELOPMENT PROGRAMS

$ Millions)

FY 1982-
1983

1981 1982 1983 Z CHANGE
Loans:

Water and waste disposal $ 750.0
Community facility 260.0
Business and indtustrial (B&I) 652.3
Alcohol production facility --

Total, loans $1,662.3

$ 375.0
130.0
300.0
250.0

$1,055.0

$300.0 -20.0%
130.0

-100.0%
-- -100.0%

$430.0 -59.2%

Grants:

Rural water and water
disposal 210.0 125.0 120.0 -4.0%

Business and industrial (361) 5.0 --- --- ---
Rural community fire

protection 3.5 3.2 --- -100.0%
Total, grants 218.5 128.2 120.0 -6.4%

Total, Rural Development
Development Program Level $1,880.0 $1,183.2 550.0 -53.5%

The dramatic decline in loans for rural community development reflects
the Administration commitment to reduce the federal 7redit budget
substantially. Olerall, loan program reductions in the Farmer's Home
Administration will amount to S2.6 billion in direct loans to farmers
and rural communities and $600 million in loan guarantees. Slated for
cotal elimination are business and industrial loans and grants, alcohol
production facility loans ind rural fire protection grants.

Rural Housing

Through the Farmer's Home Administration, the federal go/ernmient
assists the development of rural housing, primarily in ;"ry small
communities. Rural housing loan programs will decline significantly 'f
Administration budget proposals are implemented.



728

67.

RURAL HOUSING PROGRAMS

($ Millions)

Rural Housing Loan:

Very Low-Income Housing
Repair loans (sec. 504)
(subsidized) $ 17.9

Low-Income Housing Loans
(Sec. 502) (subsidized) 2,327.5
(unsubsidized) 4.7

Domestic Farm Labor Housing
loans (Sec. 514)
(subsidized) 18.5

Rental or Cooperative loans
(Sec. 515) (subsidized) 842.5
(unsubsidized) 22.3

Moderate Income Housing loans
(Sec. 502)(unsubsidized) 251.3

Above Moderate Income Housing
loans (Sec. 502)
Guarantees 5.7

Site Loans (Sec. 524)
(unsubsidized) .5

Self-Help H6using Land
Development Fund
(subsidized) .5

Weatherization Loans (Sec. 502)
(unsubsidized) 1.7
Total, Rural Housing Loans 3,493.1

FY 1982-
1983

1981 1982 1983 % CHANGE

$ 24.0

2,300.0

25.6-

940.0

$ 24.0

900.0

19.0

200.0

-60.9%

-25.8%

-78.7%

429.0 --- -100.0%

5-- --- --

5.0 2.0 -60.0%

2.0

1.0
3.726.6

--- -100.0%

--- -100.0%

1,145.0 -69.3%

Grants for rural housing will also be substantially reduced by nearly
24% from $32.P million in FY 1982 to $25.0 million in FY 1983. Rural
rental assistance subsidies will be decreased by 53.5%, falling from
$398.0 million in FY 1982 to $185.0 million in FY 1983.

Combining both loans and grants, total rural housing programs will
decline from $4.2 billion in FY 1982 to $1.4 billion in FY 1983, a 67.4
percent decrease.

Arguing that "rural areas generally are adequately served by private
credit markets," the Administration justifies these deep cuts in
Farmers Home Administration housing programs as part of "a general
effort to limit the growth of federal outlays and to reduce the
dependence on the federal government as . supplier of credit."
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CULTURAL RESOURCES

National Foundation on the Arts and the Humanities
The Administration is proposing a decrease of 39% from $276 million in
FY 1982 to $198 million in FY 1983 in the overall budget authority for
the National Endowment for the Arts (NEA) programs and the National
Endowment for the Humanities (NEH) programs.

Budget authority for NEA programs (excluding administration) would
decrease from $133 million in FY 1982 to $88 million in FY 1983. A
similar decrease from $121 million to $85 million is recommended for
NER. State grant programs, which represent approximately 16% of the NEA
and NER program funding levels, are cut proportionately.

Historic Preservation
The Administration is recommending a $25 million reduction in budget
authority for the Historic Preservation Fund, thereby eliminating the
program in FY 1983. The rogram provided matching grants to states for
planning and individual preservation projects.

Urban Park and Recreation Fund
The Administration is recommending an $8 million reduction in budget
authority for the matching grant program to cities for renovation of
urban park and recreation facilities, thereby eliminating the program in
FY 1983. This program is treated similarly to the state grants for
parks under the Land and Water Conservation Fund. The Administration
says it is leaving to state and local governments decisions concerning
acquisition and development of their own parks and other recreational
resources.
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BUDGET AUTHORITY FOR SELECTED CULTURAL RESOURCES PROGRAMS
FY 1982 and FY 1983

(S millions)

FY 1982 FY 1983
BA BA

National Endowment for the Arts

Total Program (Excluding administration) $133,285 $88,275

State Grants 21,286 14,528

National Endowment for the Humanities

Total Program (Excluding administration) 121,078 84,760

State Grants 20,329 13,200

Historic Preservation Fund Total 25,440 -0-

State Grants 24,876 -0-

Urban Park and Recreation Fund 7,680 -0-
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DEPARDIENT OF EDUCATION

The FY 1983 federal education budget is based on the assumption that a
Foundation for Education Assistance headed by a
presidentially-appointed director will be established by the Congress
to replace the U.S. Department of Education. The budget, therefore,
reflects the reduction from !49 programs to 66 programs to be
administered by the foundation, including the consolidation of some 32
existing programs, termination of 23 programs and the transfer of 28
programs to seven other agencies. It would also include the abolishment
of regional offices for "representation" and "dissemination", and the
elimination of 11 boards and commissions, including the
Intergavernmental Advisory Council on Education.

The major remaining programs and functions of the Foundation would be:

* Block grants and consolidated aid for states and local education
agencies, including programs to be turned back in the federalism
initiative;

* Core services for information, research and statistics;

" Postsecondary student financial aid;

* Compensatory programs for the disadvantaged, the handicapped and
others; and

* Civil rights complaint investigations, compliance reviews and
negotiations for voluntary compliance.

'here would be a transfer of 28 programs and subprograms to other
agenec les;

* Six in Rehabilitation to HHS;

* Three in Intergovernmental Education to the International
. Communications Agency;

* Five in Indian Education to Interior;

* Three under Special Institutions to HMS;

95-755 O-82- 47
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* Five under Impact Aid to Treasury, one to Defense;

* Three under College Construction to Treasury;

* One under Minority Institutions to NSF;

* Institute of Museum Services to Arts & Humanities;

a Architectural and Transporation Barriers Compliance Board to
Transportation; and

" Impacted aid, section 6, to Defense.

In addition, civil rights enforcement responsibilities would be
transferred to the Department of Justice.

The U.S. Department of Education was created in 1979 during the Carter
Administration. It was seen by its proponents as a way of raising the
national awareness of the importance of education, pulling together in
a more efficient central agency many of the educational programs
scattered throughout the federal bureaucracy, and improving
intergovernmental and constituent access and communication.

Opponents of a Cabinet-level agency argued that it would result in
increased federal intrusion into state and local primacy in education
policy, increased administrative and regulatory burdens, and distorted
state and local priorities. President Reagan took the latter position
and promised in his electoral campaign to dismantle the new Education
Department.

FY 1983 Budget Proposal: (Note: Most federal education grants are
forward-funded by one year. FY 1983 funds will be used in school year
1983-1984.)

Requested budget authority for Department of Education programs is 10.0
billion for FY 1983. This is a decrease of $2.9 billion, or 22.5%,
from the revised FY 1982 request level of $12.9 billion, authority of
$13.0 billion in the continuing resolution. The FY 1982 figures
include an authorization of $1.7 billion for programs proposed for
transfer to other agencies should the Congress approve replacing the
Department of Education with a foundation, as proposed. A funding
authority of $1.2 billion is being requested for the transferable
programs for FY 1983, which if deducted from the S10.0 billion total
request, would leave an $8.8 billion authorization request for the
proposed foundation.

Total outlays for a foundation would decrease by 2.0 billion, or 13.Z%
from current Department outlays, although $500 million in net outlay
supplementals are expected to be sought to finish FY 1982. Current
outlays are set at $14.5 billion. Revised FY 1982 outlays would be $15
billion. Projected outlays for FY 1983 would be $12.5 billion. If the
foundation concept is approved, FY 1981 outlays for the foundation
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would decrease to $11.4 billion due to program transfers to other.
agencies. It is difficult to determine what the budget might look like
if the Congress does not approve the replacement of the Department witha foundation. It could be assumed, however, that many of the programs
proposed for transfer or elimination may remain in an on-going
Department, if at reduced levels. A standby budget is being readied
should the Congress not accept the foundation proposal.

Impact on the States: Cumulative outlay reductions in federal
education funding are projected at about S2.5 billion dollars for the
next fiscal year. This comes at a time when states are already reeling
from the effects of the recession and high unemployment, in addition to
last year's federal budget cuts.

Even with states wishing to assert their primacy in education over the
federal government, immediate funding reductions of this magnitude will
stifle their ability to assume new program responsibilities readily. A
more gradual process would be preferred.

Outlook: There is little support in Congress for dismantling the
Department of Education at this time. Many in both parties think it a
minor issue in the face of major economic problems. They also would
like to give the Department more time to prove its worth.

The opinion of stnte elected officials is mixed on what the nature of a
federal education agency should be, other than to prefer a central
agency for education rather than dispersal of programs to other
agencies.

ELEMENTARY-SECONDARY EDUCATION

Compensatory Education for the Disadvantaged

Chapter I of the Education and Improvement Act of 1981 funds this
reformed version of the Title I, ESEA programs. The proposal for a
Foundation for Education Assistance continues funding support for this
effort, although at considerably reduced lej'ls. The FY 1983 program
request is $1.94 billion. This represents a 29%reduction from current
authorization of $2.74 billion.

The Administration is assuming that, 3s the general school-age
population declines through this decade, local school districts will
achieve savings in general education through school closings and
employing fewer teachers, some of whom can be used to educate the
disadvantaged. It is not clear how states ind school districts would
make up for a major reduction in funding over the coming year for this
unusually successful program, especially In the states that have
growing school populations.

1983 Budget Proposal: with currently authorized budget
muthority in the FY 1132 continuing resolution at S2.74 billion, the



734

74.

Administration intends to seek rescissions to reduce the current fiscal

year authorization to $2.36 billion. Proposed FY 1983 funding would

reduce the authorization further to $1.94 billion.

Revised outlays for FY 1982 would be $2.98 billion (for school year

1982-1983), a reduction of 11.0% from FY 1981 levels of $3.35 billion.

FY 1983 outlays are scheduled at $2.55 billion, a reduction of nearly

$430 million, or 14.4% (flr school year 1983-1984). This represents a

two year reduction of 23.9% in outlays. It is anticipated that proposed

outlays for this program will continue to decrease to $2.0 billion in

FY 1984, and to $1.57 billion in FY 1985.

Impact on the States: The Administration expects local and state

education agencies to seek more cost-effective means of deliverin;

compensatory education. This, plus utilizing savings from reduced

general education, would make up for projected losses in federal

funding. Also program reforms allowing greater control over and

flexibility in the use of funds is expected to produce cost saving

administrative efficiencies.

Strong political support exists for this program both at the national

and state levels. Replacement with state and local dollars will be

difficult in light of reduced federal funds in other program areas as

well - especially education of the handicapped. Nevertheless, long

sought-relief reductions in regulations and mandates may provide the

flexibility necessary to offer these programs at less cost.

Outlook: Resistance is building against reducing authorization

for this program by $800 million in the coming fiscal year. Studies

that show this to be one of the more successful federal education

programs lends strength to continued political support. It is doubtful

that Congress will reduce the program by this magnitude in an election

year.

Chapter 2 (ECIA) - Block Grant

The Education Block Grant was authorized in the Reconciliation Act of

1981 at $589 million. It is comprised of some 29 categorical programs,

pulled mostly from the former Elementary and Secondary Education Act

(ESEA). The Administration currently proposes including this block

grant in the list of programs to be turned back to the states under its
federalism initiative. Until then, they propose funding it at reduced

levels through FY 1985.

FY 1983 Budget Proposal: The Education Block Grant is authorized
in FY 1982 at $483.8 million; recissions are proposed to reduce that

figure to $470.4 million. Authorization for FY 1983 is being sought at

$432 million, or a reduction of 10.7%, from current levels. Expected

outlays for FY 1982 are $666 million, and for FY 1983, $578 million
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(school years 1982-1983 and 1983-1984). Higher outlay figures are the
result of forward-funding and the spend-out of antecedent programs.

Impact on the States: State officials support the block grant
concept as a means of receiving federal support to assist states and
school districts in serving the educational needs of special
populations without burdensome mandates and regulations. In the face of
reductions in other major programs, states and school districts look to
the education block grant as a source of flexible funds for improving
priority programs. Steep reductions in the block grant will place an
even greater fiscal burden on many states in attempting to accomplish
the educational improvement purposes of the block grant.

Vocational and Adult Education

For FY 1983, the Administration seeks a significant reduction in
funding and the enactment of a vocational and adult education
consolidation. The consolidation proposal would place the existing
categorical programs into a single block grant to the states, with a
small amount for discretionary projects in areas of particular national
significance. Also, it is intended to simplify or eliminate current
requirements regarding state administration, planning, evaluation,
fiscal accountability, public participation and reporting of data.

FY 1983 Budget Proposal: Vocational and adult education is
currently authoriMed for FY 1982 at $739.7 million. Expected
rescissions are proposed to reduce that figure to $633.9 million.
Authorization for the new block grant in FY 1983 is being sought at
$500 million, a reduction of S239.7 million, or 32.4% from current
policy levels. Total categorical outlays for PY 1982 are expected to
come to $1.12 billion. FY 1983 outlays for the new block grant and
spend out of forward-funded categoricals are expected to amount to S644
million, a reduction of $476 million, or 42.5%, in outlays.

Impact on the States: The Reagan Administration assumes that
because of the approximately 11 to I overmatch in state and local
funding compared to federal contributions for vocational education, the
cutback will have only a marginal impact on delivery of services, and
that state and local sources will be able to assume the cost of those
services which are most needed. It is also assumed that reduction of
paperwork and administrative burdens, as proposed for the new block
grant, will enhance state and local government flexibility and permit
thcm to do more with fewer dollars.

Both of these assumptions are generally in line with the consensus of
most state selected officils. However, stare officials also seek
adequate sustained funding of block grants to assure the success of
their intentions. A 42.5% reduction in federal outlays will seriously
hamper the effecti:cness of this program. t4ith new demands for training
and retraining, and high levels of unemployment, states will be
hard-pressed to improve iocational nd adult education systems to meet
future technological. needs. More comprehensive programs are needed to



736

76.

meet new skilled job demands.

Education for the Handicapped

For FY 1983, the Administration is seeking considerable reductions in

funding while proposing enactment of a consolidated special education

state grant. The block grant would consolidate Part B State Grants and

Preschool Incentive Grants under the Education of the Handicapped Act,

and state grants for education of the handicapped funded under Chapter

1 of the Education Consolidation and Improvement Act of 1981. into one

state formula grant. This special education state grant is intended
to simplify administrative requirements, increase flexibility for state

and local governments and reduce the burden on educational agencies,

while retaining essential protections for handicapped children provided

for in P.L. 94-142. The proposal would seek to reduce regulations and

mandates, allowing.states and school distri-ts to determine appropriate

education levels for handicapped students, and would shift the funding

burden for related services to more appropriate social service

agencies.

FY 1983 Budget Proposal: Education of the handicapped is

currently authorized for FY 1982 at $1.19 billion. Rescissions are

proposed to reduce that figure to $899.7 million. Authorization for

the new state grants in FY 1983 is being sought at $845.7 million, a

reduction of $344.3 million, or 28.9%from current policy levels. Total

categorical outlays for FY 1982 (school year 1932-1983) are expected to

be $1.27 billion. FY 1983 outlays for the new state special education

grant are expected to total $839 million, a reduction of $431 million,

or 33.9%

Impact on the States: Few programs have caused as many funding

problems for states and local school districts as the education for the

handicapped programs. Federal statutes and case law are laden with

mandates and regulations which result in heavy compliance costs. Also,

political support for these programs is well organized at both state

and federal levels. P.L. 94-142 authorized the federal government to

pay for up to 40% of excess costs to educate handicapped children. The

federal contribution has never exceeded 11.8%, leaving a heavy burden

on state and local governments.

State and local officials have long sought relief from these burdensome

requirements while supporting the concept of educational opportunity
for handicapped children. Tt also has been general state policy that

funding reductions should not be made in these programs as long is the

heavy mandates remained. Even with regulatory relief, however, the

states are faced with serious fiscal problems due to current economic

conditions. These problems will slow the ability of the states to .

accept new levels of program funding for these programs, especially to

the extent proposed.



737

77.

Bilingual Education

The bilingual education program is proposed to remain in the Foundation
for Educational Assistance. Budget authority is to go from $138
million in FY 1982 to $94.5 million in FY 1983-a drop of $43.5 million
or 31.5%. District eligibility for basic grants is to be broadened,
desegregation grants as such are to be discontinued (although
desegregation projects may be eligible for basic grants), training
activities will remain as in the past and support services will be
consolidated into new Resource Centers.

Impact on the States: Despite a 31.5% cut in funds, the
Administration projects only a 10.5% decline in the number of projects
and a 16.5% decline in the number of students sered in FY 1983 in
those states with hilingual education programs.

Research and Statistics

Education research is currently funded through the National Institute
of Education and oducation statistics are collected and processed by
the National Center for Educational Statistics. Budget authority for
the two functions was $74.5 million in FY 1981, but outlays were only
$61 million. In FY 1982, budget authority is $62 million, and outlays
are estimated to reach $91 million.

FY 1983 Budget Proposal: The Administration proposal would retain
a core of research and statistics activities in the Foundation for
Educational Assistance. Outlays for the combined functions are
budgeted at $106 million for FY 1983, an increase of $15 million or
16.5%. In FY 1984, they would drop to $68 million and in FY 1985, to
$62 million. Budget authority would remain essentially constant at S62
million for FY 19P2 through FY 1985. 'ajor emphases in research are to
continue to be "issues of excellence and basic skills"--for example,
how children can improve their reading and mathematical skills, how
teachers can be more of~fective and how schools can better manage their
finances.

Impact on the States: Although outlays will increase from FY 1982
to FY 1983 under the Administration proposal, they will decline
there-.fter. Budget outlays will remain flat and thus will not keep upwirh inflation. Effects on the statistical function would probably be
a small decline. The research function, which would affect some state
research institutions, would drop more significantly after FY 1983.
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HIGHER EDUCATION: STUDENT FINANCIAL AID

Federal funding for students with demonstrated financial need experi-

ences a major overhaul in the FY 1983 budget. While the discretionary

student aid programs have been squeezed from a $3.7 billion appropria-

tion in FY 1980 to $3.5 billion in FY 1981, to $3.4 billion under the

1982 Continuing Resolution, the FY 1983 Administration 
budget complete-

ly eliminates 3 of the 5 major student aid 
programs, and funds the

remaining at a total of $1.8 billion. Limited federal assistance will

remain available in reduced amounts primarily for students at the

lowest income levels. Assistance for most students with family incomes

in the $14,000 - $25,000 range would be eliminated. Since student

federal aid is not part of the federalism agenda, federal dollars are

reduced without providing offsetting resources to states and institu-

tions. Since student financial assistance is forward funded, 
FY 1983

dollars will apply to school year 1983-1984. The programs listed below

are analyzed on the basis of budget authority.

Pell Grants
These grants provide financial aid directly to undergraduate students

and form the base upon which other financial aid is awarded. Individ-

ual student eligibility is determined by a national needs analysis

which takes into account the ability of the student's family to contri-

bute to educational costs. The program was established in 1972 to

provide students with a minimum level 
of assistance that could be used

at any postsecondary institution and has grown 
dramatically from its

initial appropriation of $122 million.

In FY 1981 (academic year 1981-1982), Congress appropriated 
$2.346

billion, providing 2.8 million students with grant awards ranging 
from

a minimum of $200 to a maximum award of $1,670; the average award is

$838. Pell grants were reduced to $2.279 billion under the 
Continuing

Resolution; this reduction eliminated 400,000 middle-income students

(with family incomes of $20,000 - $26,000) from participation in the

program.

FY 1982 Rescissions: The Administration proposes a rescission of

$91.4 million below the Continuing Resolution 
levels, reducing Pell

grants to $2.188 billion in the 1982-1983 
academic year. This would

further reduce award recipients by approximately 300,000 
students.

FT 1983 Budgat Proposal: $1.4 billion is requested, $900 million

less than the $2.3 billion allotted under the Continuing Resolution.

An estimated 1.8 million students would receive 
Pell grants, with the

maximum grant reduced by $70 to $1,600. Benefits to middle and lower

middle income students would be eliminated by increasing the percentage

of discretionary income (income remaining after 
a reserve for basic

family expenses is subtracted) which families 
must contribute to the

support of a st'ient.

Impact 1 the States: The program will be cut by nearly 
40% from

FT 1981 ' . s, removing more than one million students from the 2.8
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million current award recipients. Assistance would be ended to virtually
all students whose families earn more than $14,000 a year. States will
have to consider how much access they want to provide for students from
families who had been previously eligible for Basic Educational
Opportunity Grants (BEOG) awards.

Outlook: It is unlikely that the drastic reductions for Pell
grants will be accepted by Congress. The program serves the neediest
of the student population. Opposition from students, parents and higher
education institutions has been effective in the past. The exact amount
of funding for Pell grants (as well as for student aid as a whole) will
depend on the total budget adopted by Congress, as well as on decisions
on efforts to curtail the costs of Guaranteed Student Loans.

State Student Incentive Grance (SSIGs)
SSIGs were established in 1972 to encourage the creation of state
scholarship programs for needy students, through a dollar-for-dollar
federal-state match. All states currently participate in the program,
and a number considerably overmatch the federal contribution. For
academic year 1981-1982, the total state grant pay-out will exceed $900
million, of which only $76.7 million are federal SSIC funds. Awards were
provided to 307,000 students this year, averaging $500. The program is
funded at $73.7 million under the Continuing Resolution.

1982 Rescissions: A $6.1 million rescission is requested, reducing
the program to $67.5 million.

1983 Budget Proposal: The program is completely eliminated under
the rationale that the goal of stimulating all states to provide need-
based grants to postsecondary students has been met.

Impact on States: While a number of states overmatch the yearly
federal SSIG contribution, elimination of this program would place in
jeopardy the continued existence of state student aid funding in at least
15 states which have struggled to meet the dollar-for-dollar federal-
state match.

Outlook: The program will be extremely difficult to retain. While
the House recommended $76.7 million for SSIG in the FY 1982 Labor-IDS-
Education Appropriations bill, the Senate recomended no funding for the
program. Special language in the Continuing Resolution preventing the
elimination of a program which had been cut out in only one House
protected SSIC through March 30, 1982. While efforts are being made to
find a spokesman for the program during the next appropriations battle,
reductions in Pell grants and campus-based aid will also compete for
protection.

Campus-Based Programs
In academic year 1981-1982, more than $1.1 billion has been obli-
gated under the three campus-based programs: the College Work Study,
the Supplemental Educational Opportunity Grants (SEOGs) and the National
Direct Student Loan (NDSL) programs. These funds will assist approxi-
mately 1.5 million needy students at 4,300 colleges and universities.
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The federal funds are distributed directly to college campuses based on
state allocation formulas and are used in the development of student
financial aid packages for needy student enrollees. Under the
Continuing Resolution, SEOGs are funded at $278.4 million, College Work
Study at $528 million, federal capital contributions under NDSL at
$178.6 million.

FY 1982 Rescissions: The Administration recommends a $44 million
rescission in College Work Study, reducing the program to $484 million.
It is estimated that 73,000 of the 990,000 students participating in the
program would be forced to leave. These students earn, on an average,
approximately $600 to assist in meeting their school expenses.

FY 1983 Budget Proposal: Supplemental Educational Opportunity
Grants and federal capital contributions to National Direct Student Loans
are both eliminated in the FY 1983 proposal. Only College Work Study

remains, at a recommended level of $397.5 million. This is a $130.5

million reduction from the $528 million allotted under the Continuing
Resolution.

Impact on the States: Approximately 615,000 students receive SEOG
awards, with average awards at $600. Withdrawal of federal funding for

capital contributions to NDSL would eliminate awards to 266,000 students.

Institutions would be left with only their NDSL revolving funds to make

new loans and the size of these funds varies widely among institutions.

The elimination of federal funding for these programs, coupled with the

reductions in College Work Study, will adversely affect even the poorest
student who still qualifies for a Pell grant since little additional
federal funding will remain available for him to complete his student

financial assistance package. While these cuts directly affect students,

states must decide whether to increase state dollars for student aid or

to increase aid to institutions to maintain student access to postsecond-

ary education.

Outlook: Restoration of College Work Study program funds is likely
because the work element of the program particularly appeals to conserva-

tive members. National Direct Student Loans, however, will prove diffi-

cult to restore. Even without additional federal capital contributions,
repayments on prior-year loans will make $435 million available for NDSL.

The high default rates experienced by institutions in the program will

make further funding hard to defend. Restoration of SEOG funding will

depend on whether Congress wishes to place the majority of funding

increases for needy students in Pell grants, or whether funding for SEOG

can compete successfully for attention.

RIGHER EDUCATION: GUARANTEED STUDENT LOANS (GSL)

Guaranteed Student Loans, the only entitlement in the student aid port-

folio, has grown from $367 million in FY 1977 to $2.5 billion in FY 1981.

Loans to 3.5 million students in the amount of $7.8 billion were made in

FY 1981. When the GSL program was established in 1976, 26 states had

state guarantee agencies. By this Spring, all states are expected to

have operational guarantee agencies. The Continuing Resolution
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only placed $1.8 billion in the program, with Congress recognizing atthat time that additional funding would be required to meet program
obligations in FY 1982. Recommendations to curtail GSL growth have beendebated over the last few years. The present program provides 92 loansto students with family incomes below $30,000 and requires that students
from families with incomes above $30,000 demonstrate need. The federal
government pays the difference between the average quarterly 91-day
Treasury bill rate plus 3.5% and this 92 for the life of the loan.
Students pay a one-time 5% origination fee on all naw loans and, while
a student is in school, the federal government picks up his in-school
interest subsidy. The Administration argues that continued "uncon-
trolled" growth in GSL will squee". out funding for the majority ofdiscretionary education programs. If no legislative changes are made,
FY 1983 costs are projected at $3.4 billion. (The total education
program budget for FY 1983 is $10.3 billion.)

FT 1982 Rescissions/Supplementals: The Administration will request
a FY 1982 supplemental of $978.2 million, raising the total program cost
to $2.8 billion. This figure is based on enactment of specific legisla-
tive changes discussed below. If no changes are made this year, FY 1982
costs are expected to reach $3.1 billion.

FY 1983 Budget Proposal: Five major legislative changes are
proposed, to take effect April 1, 1982:

* doubling the loan origination fee from 5% to 102;

* requiring an analysis of need for students of all family income
levels;

" eliminating graduate students from participating in GSL by
requiring these students to borrow only under the new auxilliary
loan program at 14%, rather than at the GSL 9% interest rate;

* eliminating special allowances to lenders two years after the
borrower leaves school; and

* charging guarantee agencies a new reinsurance premium as well as
raising insurance premiums for lenders of federally insured loans.

Savings of $309 million are expected in FY 1982 and $912 million in
FY 1983.

Impact on the States: Each of the above changes points to greater
financial burdens for students and their families. Any instability in
the program caused by legislative changes runs the risk of discouraging
lender participation. In particular, elimination of the special allow-
ance raises questions regarding lender participation and will force
passing increased costs on to students. Further, some 600,000 graduate
students-over half of all graduate enrollments-presently depend on
GSLa to finance their education. The Auxilliary Loan Program, on which
they would be required to depend, is currently operational in only 14
states. The impact of these changes will affect students for the
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1982-1983 academic year. Pressure will then be placed on states by
students seeking to maintain access to postsecondary education as
federal funds are withdrawn.

Outlook: Authorizing committees in Congress will receive increased
pressure from their budget committees, particularly in the Senate, to
reduce overall GSL costs. Whether the Administration's recommendations
are accepted or adapted, reductions in GSL are likely. The question of

how and where to reduce program costs remains open.

HIGHER EDUCATION: TITLE III INSTITUTIONAL AID

Title III Institutional Aid provides grants to strengthen institutions
serving large numbers of disadvantaged students, especially black
colleges. Institutions receiving assistance have considerable flexibil-
ity in determining how funds will be used. Funds may provide support
services to students, finance outreach efforts or improve the adminis-
trative and academic capabilities of the institution. Institutions
compete directly for funds. Use of funds must not be inconsistent with

state planning. Appropriations in FY 1981 were $120 million; $124.4
million was allotted under the Continuing Resolution.

FY 1982 Rescissions/Supplementals: The Administration requests a

$5.2 million increase, raising the program to $129.6 million.

FY 1983 Budget Proposal: $129.6 million is requested; this is the

ceiling for the program under the reconciliation act.

Impact on the States: No direct state impact.

Outlook: The program has received congressional support in the

past, particularly in the House.
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Employment and TRaining

President Reagan's proposed budget fnr FY 1983 reflects a forthcoming
legislative initiative for a new program of state-level block
grants for the administration of training programs previously operated
through the prime sponsorship system. Service levels are expected to
remain the same as in FY 1982 (about 1.1 million) even though resources for
training programs will dccrease; the key saving mechanism is the elimina-
clon of stipend payments which will not be paid to individuals attending
classroom training. Fewer people would be served in FY 1983 as the new
program is phased in.

Some nationally-administered programa for groups with particular disadvan-
tages in the labor market ill be retained. Among the groups to be served
are Native Americans, migrant and seasonal farmworkers, older workers
and trade adjustment assistance recipients. There is no specific
reference to refugees.

Under the proposed budget, the Job Corps program will experience a
reduction in service to 1970s levels. Federally-operated centers will be
closed in favor of those run by private contractors.

Other budget highlights include:

* A total phase-out of the Work Incentive Program (WIN) is proposed
for the and of 1982, to be supplanted by mandatory workfare of
the Community work Experience Program under the welfare reform
proposals.

* The Community Ser-ice Employment Program for older workers is
scheduled for elimination,; older workers will be trained under the
natiunally administered target programs component of the block
grant. (Past programs targeted to older workers did not assume
they needed training die to prior labor force experience.)

* Trade Adjustment Assistance is to be eliminated by July 1, 1982
except for persons already in apprcved training,

* The Targeted Jobs Tax Credit pcogram would expire on
December 31, 1982, with no replacement proposed.

* The Summer Youth Employment Program (one of last year's sev'en
safety net programs) is targeted for elimination.
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Comprehensive Employmant and Training Act
The Comprehensive Employment and Training Act (CETA) of 1973 provides employ-

ment and training opportunities for economically disadvantaged youth and

adults through a network of prime sponsors, generally state governments and

local governmencal units with populations over 100,000. Included in the act

are the Job Corps, Summer Youth.Employment Program and the Private sector

Initiatives program, along with the comprehensive training program.

In FY 1981, the Administration phased out the Public Service 
Employment

(PSE) program under CETA, eliminating 340,000 
public service slots

for public and private non-profit employment 
opportunities targeted to

the long-term unemployed. The remaining CETA authorization 
is scheduled

to expire at the end of FY 1982. Total budget authority for CETA prior to

the elimination of PSE was $8.127 billion in FY 1980. Proposed budget

authority for FY 1983 is $2.387 billion.

FY 1983 Budget Proposal:

BUDGET AUTHORITY FOR EMPLOYMENT AND TRAINING PROGRAMS
($ millions)

FY 1982 FY 1983

Block Grant $ $1,800

Title II BC (Comprehensive Services) 1,132

Title III (National Programs) 140 -

Title IVA (Youth Employment) 192

Title IVC (Summer Youth) 640 -

Title VII (Private Sector Initiatives) 230 -

Special Targeted Programs - 200

Community Service Employment for
Older Americans 67

Trade Adjustment Assistance 25

Targeted Jobs Tax Credit 20

Title IVB (Job Corps) 586 387

Program Support 
38 .

TOTAL $3,070 $2,387*

*Assumes authorization of employment and training block grant legislation.
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Community Service Emplcvment for Older Americans
This program provides part-time work opportunities in community
service activities for unemployed low-income persons age 55 and over.Budget authority for this program in 1981 was $277.1 million and outlayswere $262.8 million. Budget authority in 1982 is $66.5 million, based onthe continuing resolution in effect through March 31, and outlays areexpected to be $267.7 million.

In FY 1983, this program is slaLed for elimination under the assumption
that new employment and training legislation will serve older workers. One
facet of the program would provide additional job training assistance
through a nationally-administered program for special segments of the
population. The budget authority proposed for this targeted program is
$200 million in FY 1983, with outlays estimated at $180 million, Outlays
Lo phase-out the Community Service Employment program are estimated
at $6 million.

Other Labor Servics (Department of Labor-Bureau of Labor Statistics)
The federal government establishes and enforces standards affecting
tue relationship between employers and employees and between unions and
their members. In addition, employment and unemployment statistics and
data on wages, prices and productivity are collected and disseminated.
In FY 1983, the Administration proposes to eliminate special statistical
work, with budget cuts affecting the Labor Turnover Statistics program,
the Occupational Employment Statistics (OES) program, the Lower Living
Standard program, and the Price and ProducLivity Index program, and
decreasing the Current fopulation Survey (CPS) sample size in the 30
largest SMSAs and the 30 smaller states. This will decrease the
reliability of statistics used in various state funding allocation
formulas.

Work Incentive Program
The Work Incentive Program (WIN) has provided persons receiving AFDC
with training, job counseling and labor market services. The
Administration is proposing to terminate this program at the end of
FY 1982, with outlays of SI million in FY 1983 for program termination.
In its place, the budget assumes enactment of comprehensive social welfare
amendments to require states to establish Community Work Experience
Programs (CWEP). CWEP would provide able-bodied AFDC recipients with
public sector work assignments and require recipients to work enough
hours to offset their welfare benefit as calculated at the minimum wage
(workfare).

Impact on the States: The funding levels presented in the proposed
FY 1983 budget and the anticipated legislative initiative have serious
implications for the future of employment and training services:

* drastic reductions in federal assistance for "at risk" populations
suggest that the "safety net" at ,east for summer youth program
participants is gone;
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* the new employment and training legislative initiative would be

targeted solely at welfare recipients and youth, with no provision
for dislocated workers;

* older worker employment opportunities would be eliminated, to be

replaced by training under the block grant; and

e dislocated workers would no longer receive income maintenance
payments, only training assistance.

Outlook: The Administration, in an unreleased legislative proposal,

is planning to seek authorization for an employment and training block

grant to states for services to only two disadvantaged populations, AFDC

recipients and youth. The federal government would retain principal

responsibility for services to special target groups, i.e., older workers,

Trade Adjustment Assistance recipients, migrant and seasonal farmworkers,

and Indians and Native Americans. Sub-state, private sector-dominated

service delivery mechanisms are likely vehicles for local planning and

administration of employment and training.

The ranking majority and minority members of the congressional sub-

committees with jurisdiction over employment and training programs have

introduced legislation (jointly in the Senate and separately in the House)

for reauthorization of employment and training programs. Unlike the

Administration bill, all the congressional legislation assumes a

separate authorization and appropriation for displaced workersa re-write

of the Wagner-Peyser Act (Employment Service), an expanded scope of

service to cover the educationally and economically disadvantaged

populations, and maintenance of a modified version of the Work Incentive

Program for AFDC recipients.

Employment and training progkams would be turned back to the states under

Phase II of the Administration's federalism proposal.

Unemployment Insurance and Employment Services (UI/ES)

States receive the UI/ES Administration grant to cover the admini-
strative costs (i.e., staff, premises, etc.) associated with the

Unemployment Insurance (UI) and Employment Service (ES) programs. The

primary source of these funds is the Federal Unemployment Tax Act

(FUTA) tax paid by employers, with the Employment Service receiving 3%

of its funding from general revenue.. The only new budget authority

required, therefore, is the general revenue amount for the Employment

Service. The remainder of the funds are authorized outlays from the

Unemployment Trust Fund.

FY 1983 Budget Proposal: The proposed FY 1983 budget for state

employment security agency administration of the ES and Ut programs is

$2.345 billion, of which '2.323 billion is drawn from the Unemployment

Trust Fund (FUTA) and $22.2 million from general revenues. The increase

in administrative financing results from both the supplemental.apprcpria-

tion request for FY 1982, increasing ES financing, and the agreement to
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finance ES at a higher level in FY 1981. The total ES positions available
will be 24,800 in FY 1982 and approximately 21,000 in FY 1983.

GRANTS TO STATES FOR UNEMPLOYMENT INSURANCE AND EMPLOYMENT SERVICES
($ millions)

FY 1982 FY 1983

Total Outlays $2,276 $2,345

Unemployment Insurance outlays ($1.552) ($1,625)

Employment Service Outlays (724) (.720)

Revenue Sources $2,276 $2,345

FUTA Funds (2,251) (2,323)

General Revenue ( 25) ( 22)

Unemployment beneflts will be paid to an estimated 11.5 million unemployed
workers in 1982 at a cost of $23.2 billion. In FY 1983, 1C.5 million
workers will receive benefits, costing $21.0 billion. The total unemployment
rates imelicit in these estimates are 8.9% (4.7Z insured unemployment rate)
for 1982 and 8.1% (4.5% IUR) for FY 1983. Employer taxes to states and
federal trust funds for the payment of extended benefits will be insuffi-
cient to meet these benefit outlay figures. Therefore, $4.3 billion will
be advanced to the U1 Trust Funds from general revenues in 1982. Similarly,
in 1983, $4.5 billion will be advanced to the UT Trust Funds for benefit
payments.

Impact on the States: Assuming the passage of the FY 1982 supplemental
request of $210 million for ES administration, the FY 1983 staff level
proposed by the Administration would represent a 15% reduction in ES staff
years (

3
,800 staff years). Such a cut would probably be applied across

the board to all states.

Based on current financine schemes, FUTA will run out of money by 1984,
suggesting the need for an increase in the payroll cax rate or an increase
in the taxable wage base.

Outlook: Tie December continuing resolution teduced the Employment
Service staffing to approximately 17,000 positions. Since then, the House
Appropriations Committee has agreed to supplemental appropriations for
FY 1982 increasing the funds for Employment Service by $210.7 million.
This brings the total staffing level to 24,800 staff years. Unemployment

95-755 0-82--48
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insurance workload increases, due to the higher unemployment rates,
brought about an increase in Contingency Funds of $133 million in the same
supplemental appropriation. As a result or this FY 1982 action, the
Administration will propose an increase in ES funding for FY 1983 by
$283.3 million above the amounts presented in the formal budget documents.

Federal Unemployment Benefits and Allowances
Funds in this category provide benefit payments and allowances to
persons covered by the Trade Adjustment Assistance program and the
Redwood Employee Protection program, as well as to ux-service members.
The FY 1982 outlays of 8306 million would be reduced to $35 million in
FY 1983 under proposed legislation to eliminate cash assistance payments
to TAA recipients as of July 1, 1982, except for recipients already
enrolled in an approved training program.

Benefits available to unemployed federal workers would aiso be reduced
by proposed legislation. Although the nature of the changes are not yet
available, the provisions "will eliminate current disincentives to return
to gainful work, and also reduce the potential for abuse of the federal
disability compensation system," according to the FY 1983 budget. Outlays
in this program (Federal Employees Compensation Act) will be $272 million
in FY 1982 and $339.6 million in FY 1983. With a FY 1983 authorization
of $397.6 million under current law, a savings of $58 million is assumed
in this program.
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Energy and the Environment

F NERPGY

Following the oil cmbargo In 1973, Congress enacted a broad range of
programs to reduce the nation's dependence on imported oil.. Included was
a :ariety of grant progr'ms to fund energy consereation and emergency
planning activities at the state level. The State Energy Conservation
Program (SECP) has esteblisled states as the primary deli.ery mechanism
for energy conservation programs, providing funs for sarte program and
planning activiies- The Energy Extension Service (EES) provides energy
end-users with information and technical assistance on energy
conservation and the use of renewable resources. The Institutional
Building Grants Program, l~so known as the fchools and Pospitals Progran,
providen mstching grants to schools and hospitals undertaking energy-
conserving reno.arions. The Low-Income Weatherization Program is
designed to help low-income families cope with rising energy costs by
making th-"ir homes nore energy efficent.

List yetar. the Administration proposed the termination of funding for all
these state constton programs except the Schools and Hospitals
Program.- Although Congress refused to ciminate the programs compIetely,
funding for eac was reduced drvmatically. The Administration has ignin
proposed the termination of all the programs in FYI9e33, arguing thit
rising energy prices, public -warenoss of energy conservation benefits,and the high love! of private investmant in nerey conservation nean thrt
continued feder l support for those programs is no longer warranted.

In iddition, ec of the President's tax proposals will be of concern to
states uing i ndustrin de.elopment bonds to encourige alternative energy
source dea'lopment. Under the proposal., the use of TDBs for blo'nass,
solid wast,, sma'l-scale hydroelectric, or other energy projects would be
prohibited. Finally, the tdminlstrtion Ians proposed the elimination of
business energy tax credits, beginning in 1985.
04 192 Budget Prpoepl: Budget Authority

(n millions)

FY 1981 FY 1,92 FY 1983
ttate Energy Consrrtion $ 48 $ 24 S P
Schoole and lospitils 150 4P n
Energy Fxtension ,t.,,, 20 n., 0
Low-income WidnthriztIon 175 144 0
Phaseout (Proor:, doi4nisrration) 4

Tot~ A
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Impact on the States: If the Congress agrees to terminate funding
for state energy conservation activities, most state energy planning and
program activities will either have to come to a halt or will have to be
financed by the states. Many state energy offices may close.

Outlook: It is unlikely that Congress will support the complete
termination of conservation funding to states, particularly the
low-income weatherization programs. On the other hand, Congressional
reluctance to support a state and local energy block grant, combined with
a soaring deficit and the expected pressure to maintain adequate funding
for some social service programs, may well mean further reductions in
this area. Since these programs have already been reduced to a "bare
bones" level, further cuts may endanger the viability of the programs.

Energy Reorganization

The Department of Energy was created in 1977 by the Carter Admin-
istration in response to growing concerns about energy shortages
and the nation's increasing dependence on imported oil. The
department grew to include 20,000 employees with a budget of over
$10 billion. Its responsibilities have included energy research
and development, demonstration programs, training, information
collection, energy industry regulation, emergency planning and
nuclear weapons development.

FY 1983 Budget Proposal: Consistent with its view that the federal
government should play a more limited role in energy activities, the
Administration has proposed disbanding the Department of Energy and
redistributing its functions to other agencies. Under the reorganization
proposal set forth in the budget, the Commerce Department would absorb
most of DOE's current functions. A new agency, the Energy Research and
Technology Administration (ERTA), would be created within the Department
of Commerce to manage energy research and development (fusion, fission,
environment, supporting research, fossil fuels research, and conservation
and solar), uranium enrichment activities, general science, defense
activities (nuclear weapons), and program administration. Also within
Commerce, but not part of the new ERTA, would be non-R&D functions such
as emergency planning, information collection and conservation grants
management.

The .Department of Interior will also receive several energy programs,
including responsibility for the Strategic Petroleum Reserve, the Naval
Petroleum Reserves, and the regional power marketing administrations. The
Department of Justice wou'd receive the remaining compliance and
enforcement programs relating to energy industry regulation. The Federal
Energy Regulatory Commission would become an independent agency, but
would retain its current responsibility for wholesale gas and electric
rate regulation.
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Impact onthe States: As with most of the Department of Energy's
budge, toeportions relating to state programs are jeopardized more by
the proposed funding levels (zero) than by the proposed new structure for
their administration. To the extent that the reorganization proposal
deemphasizes energy as a national priority, however, states can expect
less assistance and less guidance in the design and implementation of
their energy programs.

Outlook: At this time there appears to be little congressional
support for dismantling the Department of Energy. Opposition is
generally based on two principal concerns: that energy should remain
a national priority and should continue to be addressed by a cabinet-
level agency; and that the proposed reorganization will not result in
significant cost savings. Congressional opposition to the budget
priorities reflected in the proposed reorganization is also
growing, and there is strong sentiment on the Hill that the FY 1983
budget does not provide for a balanced national energy policy. For
example, the proposed budget for (non-defense) nuclear programs is still
over $1 billion, but funding for solar, conservation and fossil fuels
research has been cut dramatically.

Budget Authority
(in millions)

FY 1982 FY 1993

Huclear Fission 1,089 $1,01 6Nuclear fiagnetic Fusion 454 444
Conservation, Solar, Renewables 518 101
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ENVIRONMENTAL PROTECTION PROGRAMS

The President's FY 1983 request for the U.S. Environmental
Protection Agency (EPA) is $3.6 billion which represents a
2.3% decrease from FY 1982 and a 32% decrease from FY 1981
levels. Research and development activities will decrease
by 30% from FY 1982 and by 45% from FY 1981. A significant
decrease in FY 1983 is proposed for federal abatement, control
and compliance activities which would result in a total cut
from FY 1982 of 17% and from FY 1981 of 33%. Grants to states
and local governments for air, water and land pollution control
programs would total $182 million, down 23% from FY 1982 and
33% from FY 1981. The Administration has requested a
supplemental appropriation of $2.4 billion for FY 1982 to cover
promised funding of the wastewater treatment construction grants
program. An FY 1983 request of $230 million for "Superfund"
represents a $40 million increase over FY 1982 levels.

Under the President's proposal, state and local governments
would no longer receive funding for the following programs:
Clean Lakes, Areawide ater Quality Management Planning (Sec. 208),
Solid Waste Management, Resource Recovery, Noise Control and
Toxics Enforcement. EPA will instead encourage states to
assume more responsibility for environmental programs and
expedite regulatory reform efforts to reduce the burden on
the regulated community, state and local governments.

FY 1983 Budget Proposal:

EPA Budget (in millions)

State Grants for
Pollution Abatement:

Air Pollution
Hazardous Waste
Safe Drinking Water:
Public Systems

Supervision
Undergrown Injection

Control
Water Ouality Management

(Sec 106)
Pesticide Enforcement

Grants
Superfund
Wastewater Treatment
Construction Grants

FY 1981 FY 1982 FY 1983

87.7 F7.7 70.0

26.5 41.0 35.1

29.5 29.5 23.6

6.6 6.6 5.5

51.2

S.7
in.0

40.8

6.9
230.0

3,900.2 2,400.0* 2,400.0

* Supplemental approprirtion pending in Congress
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Impact on the States: The Administration's proposa to
significantly reduce state grants for pollution control may hamper some
states' efforts to meet compliance deadlines established by federal law.
It should be noted, however, that mandates and compliance deadlines under
the Clean Water Act and Clean Air Act are subject to congressional
reauthorization this year. With fewer federal resources devoted to
research and development and enforcement, states may anticipate receiving
less technical assistance from EPA. On the other hand, EPA will work to
streamline existing state program requirements aimed at reducing state
administrative costs. While a significant increase in "Superfund"
expenditures is forecost, the clean-up of abandoned hazardous waste sites
may be hindered by EPA projections that only 19 remedial site clean-ups
will be completed by the end of FY 1983.

"ATURAL RESOURCES PROGRAMS

The Administration has identified the small state discretionary grant
programs used for resource management as low priority and, therefore,
does not request FY 1983 funding. The programs eliminated which were
provided funds in the past include:

* water resources planning and management (Water Resources
Council);

* coastal zone management state grants;

# urban park improvement and acquisition;

s historic preservation; and

a state park land acquisition (Land and Water Conser-'ation Fund).

The Adm'nistration feels that these programs should be at the
prerogative of state and local governments where priorities can be
determined by the willingness of taxpayers and the private sector to
finance such activities. Planning and construction financed at the
local level will also result in more cost-effective solutions to land
and water resource problems. Budget authority in FY 1931 for these
eliminated programs was $248 million.

FY 1983 Budget Proposal: The Administrction's budget would
increase direct federal expenditures for western water projects funded
by the Department of the Interior. The Administrntlon st!' recommend
funding new project construction after adoption of new financing and
cost-sharing guidelines to shift the costs of such projects from the
federal government to the direct beneficiaries. State grants for
surface mining reclamation and enforcement activities are increased by
S9 million in outlays from FY 1992 levels.

The budget continues to cmphasize user charges and fee systems as a
poten:ial federal re-.cnue source, e.g., Increased user fees for
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national parks, recreation areas, historic sites, wild and scenic
rivers, fish hatcheries and wildlife refuges. The FY 1983 budget

reiterates the 1982 theme that user charges be employed to support deep
draft harbors and channels as well as inland waterways.

Impact on the States: Many states were dependent upon the funds

to assist them in resource management activities. Without this federal

assistance, some states will have to abandon these activities or seek
alternative funding sources.
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General Government/Fiscal Affairs

General Revenue Sharing

General Revenue Sharing currently provides funding to approximately
39,000 jurisdictions. Federal controls are minimal, and are primarily
designed to ensure public participation in spending decisions.

FY 1983 Budget Proposal: The Administration proposes to continue
the $4.6 billion General Revenue Sharing program for local governments
at the FY 1982 level through FY 1983 when the program expires. Along
with reauthorization, the President has proposed that the program would
then be turned back to the states as part of the federalism initiative,
with a 100t pass through to the same local governments.

Payments in-Lieu-of Taxes

Payments in-lieu-of taxes provide fees to state and local govternments
for Federal lands locoted in their jurisdictions.

FY 1983 Budget Proposal: The Administration requested S45 million
in budget authority for the payments in-lieu-of taxes program, down
from the $95.5 million Congress appropriated in FY 1982 despite a
similar budget request last year. Beyond the funding cut, the
Administration is proposing legislation to change the formula under
which county allocarlons are made by increasing the deductions taken
against the county payments for other royaltles or receipts shared with
the state.

Social Security

The President has appointed a bi-partisan commission to study possible
improvements in the Social Security progr.m. The task force Is chaired
by Alan Greenspan, meober of the President's Economic Policy Advisory
Board, and :ts nembers -ere appointed by the President, the Speaker of
the House and the Senate Majority Leader,

FY 1983 Sudget Prooosal: The FY 193' budget proposal does not
include any changes 4n the current social security program. Despi t
the extensi:e cuts in the other entitlement programs, social security
benefits are continued on a current servIces basis. Full cost of
l'i.ng increases estmnted at 3.1% for June 19q2 and 6.5t for June 19p"
are included.
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In FY 1983 the Old Age and Survivors Trust Fund (OASI) is expected to
increase by $16.4 billion due to an expanding beneficiary population
and higher benefit levels due to cost of living increases. In FY 1983,
the taxable wage base will rise to $35,100 from a base of $32,400 in FY
1982. The tax rate is 6.70% each for employee and employer effective
January 1, 1982.

Outlook: In the short term, the large increases in payout in the
CASI trust fund will not present an immediate problem because of the
passage of legislation to allow interfund borrowing until December 31,
1982. Long term solvency problems in financing the social security
system will be addressed after the recommendations of the social
security reform commission are received by the President. This
bipartisan commission is due to report to the President by December
1982.

Federal Employment

In 1981 the Executive Branch (excluding the Postal Service) employed
the full-time equivalent of 2,110,700 civilian employees in 13 cabinet
departments and 94 agencies. Of these, 947,000 were in the Defense
Department.

FY 1983 Budget Proposal: The Administration's goal Is to reduce
the federal government workforce by 75,000 full-time equivalent
employees during the 1982-1984 period. Agencies are encouraged to make
the reductions in programs in which excessive growth has occurred.

Emergency anagement

FY 1983 Budact Proposal: The Federal Emergency Management Agency
(FEMA) budget demonstrates the Administration commitment to state and
local assistance in civil defense as well as the continued viability of
other disaster assistance programs. For civil defense, the
Administration is requesting $219.7 million in budget authority for FY
1983, which represents an increase of $97.9 million over the FY 1982
lcvel of $121.8 million. This program is in support of the President's
decision to enhance the civil defense program in 1983, and provides the
foundation for a federal, state, and local partnership that is
essential in achieving comprehensive emergency management objectives.

The basic state and local assistance in the civil defense program is
funded at $66.3 million in FY 1983, up from $50.0 million in FY 1982.
In addition, $29.0 million is provided for radiological defense which
is up from the $10 million level in FY 1982. This program provides to
individdal citizens and officials the skills and knowledge, situation
information, and guidance needed to minimize the effects of fallout
radiation hazards of a nuclear attack. It also provides support as
appropriate for emergency response to peacetime nuclear incidents and
other technical.defense capabilities at all levels of governments.
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Other specific increases in the et I defense section of the FF2I.
budget include:

* $46.2 million for nuclear attack civil preparedness, 'p from
$11.6 mllon in FY 19)32;

# $4.2 million for compreennsi;r emergency preparedness planning;

* $4.1 n.liun for radiolopicl emergency preparedness, up from
$3.1 nril!ion in FY 1992. This provides for energency
preparedness ind plnning attvitics, nucloor fccilities nd
radionctiv materials and transportation involving rndioactivc
materials;

a $52.6 million for flood pllin management, up from $38.0 million
i.n FY 1952; .ed

e $!.9 nillion for the Feergency Information and Coordination
C.nter (F1(1C). le mistion of the ETCC is to provide FINA with
information, data rnd facilities for mnking accurate and timely
decisiont, including the communications required for rapid and
reliAb.v transmission of these decisions under all conditions.

Emergency Pl-nning nnd Assistance

FY 1983 Budget Proposal: The Administration is requesting $185.0
million In budget authority to cirry out acti.,ities undct the Flool
Disaster Prorction Act of 1971, the Disaster Relief Act of 1074, the
Farthquikce Eizzrds P'd,,ct lnn At of 1n77. imong othern. 11o request
rprsents in nry of S120.1 million noer FY 192 and intcluies:

FY 1982 FY 19P
(5 thousnds) 5$ thousands)

Tii -fvrase:

Rfeosrch ,717 $ 22,04C-
Tr'tning in Education 1,163 16,510

o1.ecomnn iat t~o' .10,3305 25,252

F.-*rrc Prepro nest:

Covern"-nt Prepirednesr 2 W010 110,828

Pesoc:,s Preprcdcnsr 1,191 ,,752
iobflii'tnon Pronredncss 600 1,075
State1ir Plnning 247 1 ,55t

( IL';7'r infn;, nr. : -.
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Human Resources

INCOME SECURITY

The scope of almost every income maintenance, social service and
nutrition program will be further reduced in FY 1983. Federal payments
under the three major needs-tested income assistance programs - Aid to

Families with Dependent Children (AFDC), Supplemental Security Income
(SSI) and Food Stamps (FS) -- will be some $4.2 billion less than pro-
jected FY 1983 current services costs. Actual FY 1983 federal outlays
will be about $3.2 billion below FY 1982 current service levels, a
reduction of over 12% before the impact of inflation. New and continued
block grants in energy assistance, community services, social services,
child welfare services, rehabilitative services and welfare administration
will total $6.6 billion, some $1.6 billion less than FY 1982. Funds for
the Work Incentive Program (WIN), now at $245 million, have been eliminated

and state funding for refugee and entrant assistance, now at $703 million
has been reduced by $177 million. Aging programs are scheduled for a
$78 million cut from the current dollar while Head Start funding is
maintained at the FY 1982 level of $912 million. Although many of these
reductions are passed directly through to individuals, others will have
to be absorbed by the states or reflected in further program reductions
substantially above the level projected in the budget.

Aid to Families with Dependent Children

The AFDC program is.designed to provide assistance to single-parent
families. The federal government sets general eligibility criteria and
reimburses states for varying proportions of program costs. This program
was substantially revised as a result of the Omnibus Reconciliation Act
of 1981, with a projected $1 billion reduction in federal costs. It
appears, however, that many of these savings will be postponed to FY 1983
due to the time required for full implementation.

FY 1983 Budget Proposal: The FY 1983 budget is based upon an addi-
tional 15 changes to be made in the federal standards for the program.
These revisions are projected to save $166 million more in FY 1982 and
$1.155 billion in FY 1983, putting total federal AFDC expenditures in
FY 1983 some $2.2 billion below the FY 1982 level. The major changes
to be imposed would (federal savings in parenthesis):

* require community work experience programs (CWEP) in every state
($ 49 million);

" mandate CWEP participation by unemployed parents ($ 86 million);
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* mandate job searches for AFDC applicants ($145 million);

* remove parents or caretakers from the grant when they voluntarily
quit work or reduce earnings (no estimated savings);

" eliminate the WIN program ($245 million);

* end parent benefits when the youngest child reaches 16 ($ 47 million);

o prorate shelter costs for shared households ($174 million);

* reduce benefits to reflect energy assistance as income ($175 million);

* count income of unrelated adults living with AFDC families ($ 69 million);

* include all minor children (except SSI) in assistance unit ($ 63 million);

o eliminate military service as deprivation factot ($ 16 million);

" round benefits to next lowest dollar ($ 10 million);

* prorate first month's benefit to date of application ($ 14 million);

* eliminate emergency assistance ($ 60 million); and

" eliminate reimbursement on erroneous payments over 3% ($234 million).

Impact on the States: The federal ;overnment assumes that most of
these changes will produce comparable savings at the state level through
benefit changes or caseload reductions. But some of the changes, such
as the exclusion of a parent when the youngest child reaches 16, assume
the availability of employment opportunities, and others, such as prorating
of rent or broader eligibility units, assume that persons will voluntarily
contribute to the care of children for whom they have no legal responsibility.
To the extend that jobs are not found or contributions are not made, the
state may have to pick up these costs not eligible for federal reimbursement.

In addition, the proposed program changes may substantially increase
administrative costs. This is particularly true for work programs where
the states will be required to expand work relief and job search programs
while the WIN program is eliminated and federal aid for administrative
costs is capped through the combined welfare administration grant. Efforts
to reduce errors to the new 3% target will also require additional unreim-
bursed state administrative costs. Moreover, it is unlikely that the
proposed 3% error rate targets can, in fact, be reached during the next
fiscal year. The large number of program changes made over the past
year may actually increase error rates while reducing total expenditures.
If these targets are not met, the states will have to find monies to
replace federal reimbursement (over $900 million in FY 1983 for all three
programs) or make large reductions in benefits to eligible recipients.
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The requirement that energy assistance benefits be counted in calculating
AFDC essentially denies such recipients any benefit from the program. States
may be subject to substantial pressure to increase basic benefits to make up
for this lose and for reduced food stamp bonuses that result from the
higher benefit reduction rate applied to welfare benefits.

Outlook: Congress, which made substantial reductions in the AFDC
program last year and has passed a 4% error target in the past, is likely
to approve these FY 1983 changes unless more information is made available
on the actual impact of the proposed revisions on both recipients and states.
The proposed AFDC amendments, along with similar food stamp changes, are
an important element of the Administration's new federalism proposal. It
is the combination of these changes which will reduce the level and growth
rate of these two programs to the degree that the proposed Medicaid swap
becomes advantageous to the states. Without these program reductions,
Food Stamp and AFDC expenditures would exceed Medicaid costs in FT 1984.

Food Stamps
The Food Stamp program increases the purchasing power of eligible
low income households by enabling them to purchase food with Food Stamp
coupons at major retail stores. When the Food Stamp Act was reauthorized
last year, major revisions in eligibility requirements and benefits
were adopted, saving over $1 billion.

FY 1983 Budget Proposal: The Administration estimates total FY 1983
outlays for Food Stamps to be $10.4 billion (including $779 million for
the Food and Nutrition Block Grant to Puerto Rico, authorized in the
Omnibus Budget Reconciliation Act of 1981, and $41.5 million for a proposed
Food and Nutrition Block Grant to the U.S. Territories). The estimated
FY 1982 outlay for the same program is $11.3 billion. FY 1983 savings
will be achieved by the implementation of a number of proposed legislative
changes which would:

" count state and local energy assistance payments as income in
determining eligibility and benefit levels;

* eliminate the earnings disregard;

* increase the benefit reduction rate from 30% to 35%;

" mandate workfare;

* cap federal administrative matching funds by including it in
a welfare administration block grant; and

* institute a new quality control program that will limit federal
payments for state error rates to 3% in FY 1983.
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Impact on the States: The new quality control program would have a
significant impact on states, penalizing them by over $600 million if
the current 10.4t average error rate is not reduced to the 3% limit. The
states would have to reimburse the costs on a dollar-for-dollar basis and
would be unable to make benefit changes to recoup their losses. The
disregard and benefit reduction revisions will reduce the value of food
stamps to most low income persons, particularly those who work, and may
lead to pressures for increased state funded welfare benefits.

Outlook: These proposals, like the AFDC changes, are closely related
to the Administration's federalism proposal. The fiscal balance envisioned
by the Administration requires these further large reductions in food
stamp expenditures. Several of the legislative proposals have been
proposed before and were rejected by Congress for their disproportionate
impact on the poor. However, as in the case of AFDC and Medicaid. the
error rate sanctions may be attractive to a Congress faced with large
deficits.

Refugee and Entrant Assistance
This assistance program provides special federal funds to offset the
additional welfare, medical and social services costs of refugees and
entrants. Under current law, special needs tested benefits are available,
at the state AFDC benefit level, to meet the needs of all refugees and
entrants for a period of 36 months. Additional funds are made available
for social services, education and resettlement activities. Funding for
the refugee and entrants program is now separately administered.

FY 1983 Budget Proposal: The special funding for AFDC recipients
would be continued for 36 months. Special funding for persons not meeting
these categorical requirements would be discontinued after 18 months, except
in states that have a general assistance program. Funding for the entrants
and refugees would be consolidated in a single appropriation and the
reception and pocessing of entrants would be transferred to the Justice
Department and administered by the Immigration and Naturalization Service.
Funds for the cash and medical assistance portion of the program are reduced
by $88 million and funds for social services and education are cut by $89
million, from $535 million and $148 million, respectively.

Impact on the States: This proposal will shift a considerable
financial burden to state and local governments. Local public health systems
may be particularly hard hit. In addition, states expect to encounter some
administrative difficulty in the conversion of cases after the first 18
months. 'While the number of refugees is projected to decline, this will
have little immediate impact on state costs if the dependency rate remains
high.

Outlook: There is considerable concern that the reauthorization of
the Refugee Act may be jeopardized by the high cost of refugee assistance.
Congress may be willing to accept these cuts Lo assure reauthorization of
the program.
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Supplemental Security Income
This program provides federal cash assistance payments to aged,
blind and disabled individuals.

FY 1983 Budget Proposals: The federal government proposes to tighten
eligibility and limit benefits in the federal program by:

* prorating initial benefits to the date of application and to the
date of eligibility for the aged;

* redefining eligibility criteria )to exclude disabling conditions
expected to last from 12 to 24 months;

o increasing the weight given to medical factors in disability
determination;

* authorizing recoupment of overpayments from social security
benefits; and

* eliminating the disregard of $20 of income for new SSI recipients.

Impact on the States: The segment of the population with short-term

(12-24 month) disabilities may be shifted to state general assistance rolls.

Reductions in funding for both rehabilitation services and employment
services make it unlikely that states will be able to find work for these
persons. In addition, the reduction in disregarded income and the higher

benefit reduction rates in food stamps will serve to make less money
available to SSI recipients and may create pressure for increased state

supplementation.

Outlook: The Administration has already tightened the eligibility
review process for disability. Congress is unlikely to substantially
reduce benefits for this program.

Combined Welfare Administration Block Grant

Under current law, states are eligible to receive federal reimbursement

for all necessary expenses involved in the administration of the AFDC,
Medicaid and Food Stamp programs. In general, the reimbursement level is

50% of costs, although some special priority activities are reimbursed at a

higher rate.

FY 1983 Budget Proposals: Administrative reimbursement under the
three state-administered programs would be consolidated into a single

grant and capped at 95% of the FY 1982 level. State matching would be

eliminated as would some of the detailed cost allocation requirements
found in current regulations. Some higher matches in fraud control
would be retained, although the details are not specified.
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Impact on the States: The budget estimates that the cap will savethe federal government $307 million in PY 1983. These costs must be
assumed by the states unless they are able to reduce overall administrativecoats accordingly. Such reductions are extremely unlikely in the face ofnew administrative requirements contained in the budget. The loss of WINfunding and new work requirements could substantially increase costs, ascould expanded error reduction efforts needed to avoid sanctions.

The present cap will continue the unequal investment in administrationacross the states and delay the further computerization of the welfare andMedicaid systems.

Outlook; Elements of this proposal seem inconsistent with theAdministration's new federalism plan. The inclusion of Medicaid adminis-tration costs will make the redistribution of resources more difficultwhen that program is federalized. Moreover, a cap would appear todiscourage administrative improvements in Medicaid during the transition
year.

Social Security
The FY 1983 Budget contains no recommended changes in the SocialSecurity Program other than those enacted into law in 1981. SocialSecurity is being sttdied by a bipartisan commission, and no action isrecommended by the Administration pending the report of that commission.The tax rate for Social Security will remain at 6.7% for 1983, althoughthe wage base subject to tax is scheduled to increase an additional
$2,400 to $35,100 per year. Program costs are expected to increase byalmost $17 billion, while beneficiaries increase by about 300,000.

95-755 0-82-49
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HEALTH CARE FINANCING

In the state administered Medicaid program, federal outlay savings of
$2 billion are proposed from the FY 1983 current services estimate of
$19 billion. About half of these savings would result from the shifting
of federal costs to the states; federal cost reductions of $862 million
are proposed through federal matching rate reductions. These federal match
reductions would be in addition to the 3% FY 1982, 4% FY 1983, and 4.5%
FY 1984 cuts adopted last year. A $612 million savings would be achieved
through federally mandated cost-sharing by Medicaid recipients and
increased state latitude to recover long-term care costs from beneficiary
estates and relatives. Other savings include changes in AFDC and SSI
policy and the reduction in the state eligibility error rate tolerance
levels. For the federal Medicare program, budget savings of $2.5 billion
are proposed from the FY 1983 current services estimate of $57.8 billion.

Medicaid

FY 1983 Budget Proposal: Medicaid outlays of $17.0 billion are

proposed for FY 1983, $2.0 billion under the FY 1983 current services

estimate of $19.0 billion. Also, $200 million in reductions from FY 1982

current services outlays. are proposed. (The FY 1982 current services outlay

figure of $18.1 billion includes about $890 million in federal funds for

state and local administration, while the F! 1983 outlay request of

$17.0 includes only about $27 million for these functions because of

their transfer to the welfare administration block grant. The recommended

reduction in budget authority is much larger than the outlay reduction
because of a $4 billion technical accounting change that would no longer

recognize appropriations from the subsequent year as available.)

Almost half of the proposed FY 1983 Medicaid savings are from reductions in

federal Medicaid matching rates. A $600 million reduction would be obtained

by reducing each state's matching rate by three percentage points for
optional health services (e.g. drugs) provided to categorically eligible
recipients and for all services for the medically needy. A savings of $203

million would be achieved through elimination of federal matching funds for

state payment of the Medicare Part B premium. In addition, a federal
expenditure reduction of $64 million results from a proposed cut in the

matching rate for family planning services from the current 90% down to each

state's normal Medicaid matching rate, (i.e., from 50 to 78%, depending

on the state) and from a reduction in the matching rate for state certifi-

cation activities from 75% to 50%.

A federal requirement for cost-sharing by Medicaid recipients is estimated

to result in FY 1983 federal savings of $329 million. Proposed federal

legislation would establish a $1 and $1.50 per visit co-payment for the

categorically and medically needy, respectively, for physician, clinic

and hospital outpatient department services. In addition, a $1 (categorically

needy) and $2 (medically needy) co-payment per day would be required for

inpatient hospital services.
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Legislation to enhance state ability to recover costs from deceased
recipients' estates and to allow states to require that adult children ofinstitutionalized Medicaid recipients contribute to the cost of their parents'
care, would achieve an estimated federal savings of $183 million. An addi-tional $100 million savings would be realized through regulatory changes toallow states to recover long-term care costs from relatives.

A $59 million federal savings is budgeted for the phasing in of a 0
eligibility error rate. As in AFDC, the current 4% eligibility error
race target is to be reduced to 3% in 1983, 2% in 1984, 1% in 1985, and
0% in 1986. In addition, a combined welfare administration block grant,
proposed at 95% of FY 1982 funding, is to replace open-ended matching
funds for administrative costs in the Medicaid, AFDC and Food Stamps
programs. (See welfare administration block grant in the Income
Security section.)

Caseload reductions from proposed changes in the AFDC and SSI programs
are budgeted to achieve Medicaid savings of $153 million and $176 million,
respectively (See Income Security section). In addition, a $75 million
savings is included in the proposal to reduce to one month the eligibility
extension for recipients who lose AFDC eligibility because of earned income.
A Medicaid cost reduction of $25 million is associated with proposed
initiatives in the Medicare program.

Impact on the States: The proposed changes in Medicaid would shift
substantial federal costs to the states, The impact on a given state of
the three percentage point reduction in federal matching funds for
optional services and services for the medically needy will depend on
the scope and composition of the state Medicaid program structure. It
should be noted, however, that intermediate care facility services, which
account for about 27% of Medicaid vendor payments nationally, are techni-
cally an "optional" service. In a number of states with very tight
eligibility and service coverage policies, intermediate care facility
services account for an even larger proportion of program expenditures
than the national average. To provide an example of the impact, let us
assume a state in which optional services and/or the medically needy
account for 60% of program expenditures, and the state would otherwise
receive a federal matching rate of 70%. A 3% matching rate decrease
in 601 of program expenditures would mean a decrease cf 1.8% of total
program costs. This would mean that the federal share has been reduced
to 68.21, wile the state share has been increased from 30% to 31.8".
In other words, state costs have been increased by 6%. (i.e. 31.8-4-30-1.06)

The proposal to eliminate federal matching funds for state payment of
the Medicare Part 8 premium would increase state costs by the $203 million
federal "savings." All but four states and two territories now receive
such matching funds, and one of the four states has an agreement to
initiate the program on October 1, 1982. It should be noted that these
federal matching funds are now available for the categorically needy,
but not for the medically needy. The elimination of special matching
rates for family planning services and state certification activities
would shift an estimated $64 million in federal expenditures to the states.
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The mandatory co-payment proposal is intended to reduce the annecessary

use of medical services and should result in both federal and state

savings. States have pressed for state latitude to implement nominal

co-payments for mandatory services, with the ability to apply selective

co-payments only to certain services, diagnostic groups and settings.

For example, to encourage use of cost-effective settings, some states

may like to require a co-payment solely for services rendered in
unnecessarily expensive'settings, such as inpatient departments.

tither states would not impose co-payments on elderly recipients

who are medically needy or who reside in nursing homes because of their

need for care and the administrative problems associated with the

relationship among co-payments, patient pay and spend-down requirements.

Other states indicate that they would not implement such co-payments

at all. While the Administration's proposal would implement co-payments

for mandatory services, it would not give states the policy latitude

desired.

States would share in the savings from the proposal to give them flexi-

bility to recover long-term costs from recipient estates and to require

adult children to contribute to the cost of their parent's care in nursing

homes. States have asked the Administration and Congress for the ability

to recover these costs. The savings obtained in each state will depend

entirely upon state policies and programs.

The reduction from four months to one month in extended eligibility for

clients dropped fsom AFDC may mean a decrease or an increase in state

and federal costs, depending on client behavior. The four-month

Medicaid eligibility extension is intended to improve incentives for

AFDC recipients to work. If fewer AFDC recipients obtain jobs because

of the more immediate loss of Medicaid benefits, this proposal will

increase federal and state costs. If the difference between a one-month

and four-month extension of Medicaid coverage is inconsequential to

recipients in their consideration of potential work, or if AFDC recipients

do not understand current policies anyway, the proposal will reduce state

and federal costs.

Outlook: It is difficult to predict congressional action on the

proposed Medicaid budget cuts because such action will almost certainly

be driven by decisions regarding overall federal spending. It seems

likely that if the states strongly oppose the federal funding reduc-

tions, Congress will not shift additional federal Medicaid 
costs to

them. It also seems likely that the states can obtain increased flexi-

bility to reduce federal and state costs through recipient co-payments

and the contributions of recipients' relatives to the cost of care.



767

108.

Medicare

FT 1983 Budget Proposal: The budget proposes to reduce Medicare
expenditures by some $2.5 billion from the FY 1983 current services
budget of $57.8 billion and to increase Medicare hospital Insurance
trust fund revenues by $619 million. About $1.9 billion in savings is
associated with adjustments to provider reimbursement policies, with
$653 million of these savings coming from an interim 22 pro rata
reduction in hospital reimbursement. Another $306 million in savings
would result from making Medicare coverage secondary to private group
insurance for the working aged. The revenue increase would result
from bringing federal workers, who do not now pay Social Security taxes,
under Medicare Part A. This would make federal workers eligible for
Medicare by virtue of federal employment for the first time.

Impact on the States: Some of the controls and refinements
proposed for provider reimbursement policies should reduce somewhat. the
health care cost escalation faced by the states. The 22 reduction in
Medicare hospital reimbursement would be imposed on all hospitals,
regardless of how efficient they are or how effectively they have con-
trolled cost escalation. The proposal does not provide incentives to
control coats. Thus, the implications for state Medicaid costs are
not clear. If a state Medicaid program uses Medicare hospital reimburse-
ment principles, it might be able to impose the same pro rata reduction.
More generally, however, the pro rate reduction in federal reimbursement
would probably be offset by increased costs to other payors, including
state and local government. It probably would not reduce overall
hospital cost increases faced by the states, unlike alternative proposals
to develop prospective hospital reimbursement policies in Medicare that
reward efficiency and do not subsidize waste.

Outlook: Congress will likely adopt alterations in Medicare
provider reimbursement policy to reduce federal costs, but will probably
modify the proposed pro rata reduction in hospital reimbursement.
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huMA RESOURCEL PROGRJMS

The policies the Administration inaugurated last year--major
consolidations of categorical programs coupled with large funding
cuts--are repeated in the FY 1983 budget. For many of the nutrition,

health and social service categorical programs not slated for

consolidation, the effort to phase out programs or sharply reduce

federal aid continues.

Since all of the human resource block grants will be subsumed as part

of the federalism initiative, the zongressional response to the major

funding reductions proposed will be crucial in setting the actual cost

of the dozens of programs to be returned to the states in FY 1984 and

the corresponding amount of revenue turned back. The
following are major proposals for consideration:

* The President has proposed the creation of a new Child Welfare
block grant; the merger of the Maternal and Child Health

block grant with both the WIC (Women. Infants and Children)

nutrition program and the commodity supplemental food program to

form a new Services for Women, Infants and Children block .

grant; expansion of the Primary Care block grant to include the

family planning, migrant health and. black lung programs; and
consolidation of the Low-Income Energy Assistance block grant with
the AFDC emergency assistance program. No structural changes have
been proposed for the Community Services, Social Services,
Achohol/Drug Abuse/Mental Health, or Preventive Health/Health
Services block grants. Compared to the FY 1981 funding level of

$8.5 billion for the categorical programs folded into the eight
block grants, and the FY 1982 funding level of $7.2 billion for

the mix of categorical and block grant programs reshaped into

the.eight block grants, the FY 1983 $5.7 billion funding request

for all of the health and social service block grants represents
a cut of 33% and 21% respectively. From FY 1982 to FY 1983, one
block grant--Community Services--would be slashed 71%. Four

more--Child Welfare; Services for Women, Infants and Children;
Low-Income Home Energy Assistance; and Social Services--would
be reduced in the range of 18%-28%. The remaining three would
receive level funding.

* Several categorical nutrition programs--summer feeding, special

milk, school brilfirt and rhili esre programs--would be

eliminated or r'educe'd.

* The effort to phase-out the federal health planning program will

continue.

* Aid to states for 3ocial and nutrition programs under the Older

Americans Act would be reduced 11%.
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* Two of the preventive health programs which suffered major
budget cuts last year--VD and child immunization--would receive
modest increases In FY 1983.

Health and Social Service Block Grants

The Omnibus Budget Reconciliation Act consolidated over 20 health and
social service programs into seven black grants. The decision was a
major victory for the Administration, although the consolidation of a
much larger number of categorical programs into only four block grants
had been requested. Congress agreed to give states--the recipients of
the health and social service block grants--most of the decision-making
power previously exercised by the Department of I!ealth and Human
Services (HS). Congress also reduced dramatically the paperwork and
procedural requirements. However, Congress did not give states as much
flexibility or simplification as the Administration had sought.

At the same time, Congress substantially cut federal funding for the
seven block grants from S6.744 billion in FY 1981 to S5.610 billion in
FY 1982. a 17% reduction. One block grant -- Low-Income Home Energy
assistance--was cut only 5Z, while the remaining six bloc% grants were
cut from 181-26%. A 25Z cut for each block grant had initially been
sought by the Administration; in September 1981, the Administration
revised its budget and requested an even greater 31% cut.

FY 1983 Budget Proposal: The pattern set for FY 19
9

2--major
program consolidations and large funding cuts--is repeated in the FY
1983 budget.

Child Welfare Block Grant

An entirely new Child Welfare block grant, to be composed of the former
child welfare services, child welfare training, foster care and
adoption assistance programs, has been proposed. The block grant would
provide "greater flexibility to develop service delivery mechanisms
tailored to specific local needs" and eliminate overlapping planning
and reporting requirements. No real details on the new block grant
have yet been released. Presumbably, the model offered by the
Administration last year--which Congress generally accepted--will be
used again.

Last year, funding for the four categorical programs to be folded into
the new block grant was reduced from FY 1981 levels of S522.9 million
to FY 1982 levels of $465.1 million, an 11" cut. The Alministration
now proposes another reduction for 1Y 19,3, down to $180.1 mitlion, an
additional cut of 18P. From FY 1981 to FY 1983, the reduction would be
27%.
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Services for Women, Infants and Children Block Grant

The Administration has asked that the Maternal and Child Health block

grant created last year be merged with the much larger WIC (Women,

Infants and Children) nutrition program as well as with the commodity

supplemental food program. HHS now runs the Maternal and Child Health
Block Grant; the Department of Agriculture administers the two food

programs; the combined program, would be handled by HHS. Arguing that

"improvement in health status is much greater when supplemental

nutrition is combined with improved access to health care," the

Administration believes that states will be better able to provide a

"full range of health services for women and children" under the new

block grant. Presumably, states would be free to replace WIC

eligibility and service criteria with their own under the block grant

and would be able to provide women and children with new combinations
of nutritional and medical care; on these points, however, the FY 1983

budget documents are not specific.

FY 1983 Budget Proposal: From FY 1981 to FY 1982, funding for the

constituent parts of this new block grant was reduced from Sl,385
million to $1,286 million, a 7% cut. A much larger reduction--down to

$1,000.0 million, an additional 22%--is proposed for FY 1983. From FY

1981 to FY 1983, the reduction would be 28%.

Primary Care Block Grant

The legislation establishing the Primary Care block grant stipulated

that the block grant not take effect until FY 1983 and that thereafter

participation would be optional for each state.

The Administration now proposes to merge the yet inoperative Primary

Care block grant with three categorical federal health programs: black

lung services, migrant health services and family planning. Though the

budget documents are not explicit, the Administration presumably

intends to keep the October 1, 1982 start-up date but eliminate the

state option of picking up the block grant or leaving the program in

federal hands.

F! 1983 Budget Proposal: The programs making up the Primary Care

block grant received $535.0 million in FY 1981 funding and were reduced

to $414.8 billion in FY 1982, a 22% drop. However, approximately level

funding is proposed for FY 1983.

Low-Income ome Energy Assistance Block Grant

List year, Congress rejected an Administration proposal to combine the

AFDC emergency assistance program with the old low-income energy

program. Thus, only the latter was included in the Low-Income Home

Energy Assistance block grant. This year, the Administration will try

again. The proposed merger is designed to expand the scipe of the

block grant so that funds could be used as needed for both non-energy
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crises and energy assistance. Presumably, no requirement will be
proposed fixing the percentage of funds that must go into non-energy
and energy uses, although the FY 1983 budget documents are not
explicit. The Administration has proposed to alter the distribution
formula to target funds towards states most in need due to their
heating costs in the winter. There will also be an effort to eliminate
some of the existing reporting requirements, assurances and compliance
procedures.

FY 1993 Budget Proposal: The two programs in question did not
undergo major dollar cuts last year. Their combined funding was cut
from $1,905.0 million in FY 1981 to $1,P07.2 million in FY 1982, just
over 5%. However, a major reduction to $1,300.0 million, a 282 cut, is
proposed for FY 1983. The FY 1981 to FY 1983 change would thus be
-32%.

Other Block Grants

The remaining four health and social service block grants--Community
Services; Social Services; Alcohol, Drug Abuse and Mental Health; and
Preventive Health and Health Services--would not be structurally
changed. Two of them, however, would receive substantially less
funding; the other two would be level-funded.

FY 1983 Budget Proposal: The Community Services block grant was
reduced from 5473 million in FY 1981 to $348 million in Fy 1982, a 26%
cut: It would be slashed by over two-thirds, to $100 million, in FTY
1983. Thus, over two years, community services funding would decline
nearly 80%.

The Social Services block grant was cut from S2,991 million in FY 1081to $2,400 million In FT 1982, a 20% drop. For FT 1983, a nearly equalreduction to $1,974, an 18% cut, is proposed. Over tuo years, SocialServices block grant funding would thus decrease by 14%.

The Alcohol/Drug Abuse/HIental Health and Preventive Renlth/ealthservices block grants underwent major funding cuts between FT 1981 and1982. The former fell from $549 to $432 million, a 21% decline. The
latter went from $99 million to $81 million, an 18 decrease. Bothblock grants would be held at their FT 1982 levels for FT 1983.

12'22H on the states: States would generally benefit from theconsolidations and other structural changes proposed by theAdministration. Their capacity to target funds on those they determineto be most in need, and their ability to Increase th e ratio of
service-to-administration expenses, will be enhanced by the greaterflexibility and the fewer requirements which the Administration seeks.
These gains must be weighed against the dramatic funding cuts proposedfor five of the eight block grants. Total funding for the block
grants-hich was already reduced from $8.5 billion in FT 1981 to $7.2billion In FY 1982. a 15!t cur-ould be cut at a n even larger amount,.
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to $5.6 billion, in FY 1983, a 21% decrease. Community services would
be nearly wiped out by the 71% funding cut proposed. Far fewer
low-income citizens can be helped to stay warm in the winter, far fewer
pregnant women and newborn children can be given nutritional and
medical care if the block grants serving them are cut by an additional
28% and 22%, respectively, as proposed. The level of services provided
to children, handicapped persons and elderly individuals will
undoubtedly be reduced if the Child Welfare and Social Service block
grants are reduced by 18% each.

Last year, when states' economies and budgets were in better shape, and
when significant administrative savings were expected to result from
the consolidation of categorical programs into block grants, some state
officials warned that they would be compelled to eliminate or reduce
needed services or raise taxes if cuts in block grant funding exceeded
10-15%. This year, with most states in worse economic and budgetary
shape, and with fewer adinistrative savings left to balance against
block grant funding cuts, it seems even more likely that state services
and assistance in a broad range of health and social programs will have
to be cut back, or taxes increased, as a result of the. 21% reduction
for FY 1983 requested by the Administration.

Outlook: Congress is likely to give the Administration's block
grant proposals a rough time for a number of reasons. In general, there
is far greater willingness this year among members of Congress to raise

questions about, and disagree openly with, the Administration.

Specifically: (1) the same members who last year resisted inclusion of
the child welfare services, child welfare training, foster care and
adoption assistance programs into the Social Services block grant will
have problems with the consolidation of those programs in a Child
Welfare block grant; (2) the merger of the Maternal and Child Health
block grant with the food programs requires cooperation between the
health and agricultural committees of Congress, which has always been
difficult to achieve; (3) the argument raised last year that states
could not effectively deal with migrant health and family planning will
again be raised to prevent the inclusion of those federal programs in
the Primary Care block grant; (4) there will be concern that the merger
of the two emergency assistance programs--one for energy, one for
general crises--will deprive those needing heat in the winter of
adequate resources; and (5) there will be strong objections is some
quarters to the near-elimination of community services.

Apart from the difficulties many in Congress-will have with the
policies of the Administration, there will be widespread resistance to
the major funding cuts proposed.

Finally, there will be a certain disinclination to make the structural
changes and funding cuts proposed in light of the far broader proposal
to eliminate all of the block grants starting in FY 1984 as part of the
Administration's federalism initiative.
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These problems, which will loom larger as the 1982 election draws
nearer, may make it difficult for the Administration to achieve its
objectives.

Child Nutrition

FY 19"3 Budget Proposal: The Administration proposes to maintain
current services funding for the large school lunch program, $2.2
billion for FY 1983; however, assistance to school lunch programs
operated in schools on military installations would end. The
Administration intends to eliminate or reduce a number of smaller
nutrition programs. The special milk, summer feeding and nutrition
education programs, which totaled $92.5 million in FY 1982, would beterminated. Funding for the school breakfast and child care feeding
programs, which totaled $612 million in FY 1982, would be replaced by a
$488 million block grant to states, a 20% reduction. As described
above, the 4aternal and Child Health block grant ($348 million in FY
1982) would be expanded--and renamed--to incorporate the WTC (Women,
Infants and Children) nutrition program and the commodity supplemental
food program ($394 million in FY 1982). The combined program would
receive $1 billion in FY 1983 funding, a 22% reduction,

Health Planning

The Health Planning program was established to promote equal access to
quality care at a reasonable cost. The program operates through a
network of local health planning agencies (HSAs) and state health
planning and development agencies (SHPDAs). Federal support is
primarily provided through formula grants to approximately 1P6 HSAS and
57 SHPDAs.

FY 1983 Budget Proposal: Consistent with the Administration's
plan to reduce regulatory programs and to strengthen competition in the
health care industry, the budget eliminates all budget authority for
state and local health planning programs except for $2 million for
phase-out activities initiated in the FY 1982 budget. Under the FY
1982 continuing resolution, budget authority for state health planning
programs is estimated at $19.2 million while budget authority for local
programs is estimated at $37.7 million.

Impact on the States: All states currently operate state health
planning programs as required in the National Health Planning and
Resources Development Act of 1974. thiis Act expires on September 30,
1982. If the Act is not reauthorized, or if the phase-out of funding
continues, each state will have to decide whether it wants to continue
a health planning program with state funds.

Outlook: It is too early to determine if any type of federal
health planning program will be reauthorized. One option that may be
under consideration is to authorize a modified planning program that
allows states the option of continuing health planninR activities with
some type of federal financial assistance.
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Aging Programs

FT 1983 Budget Proposal: The Older Americans Act authorizes

states to provide social services and nutrition assistance to senior

citizens. The Administration has requested $606 million for these

programs in FY 1983, a 10.6% reduction from the FY 1982 levels. in

addition, a $2 million reduction has been recommended for state

administrative support. The Administration would repeal the $266

million Senior Community Employment Program (SCEP) authorized under

Title V of the Older Americans Act and replace it with a nationh.ly

administered $200 million work and training program targeted to special

populations, including older workers, migrant and seasonal farmworkers,

displaced homemakers, Indians and dislocated workers. States received

approximately $64 million under the SCEP program in FY 1982, the rest

going to eight national contractors. It is not clear how the new

program funds would be allocated. Older Americans volunteer programs,

Foster Grandparents and the Retired Seniors Volunteer Program (RSVP)

are to be funded at $87.9 million in FY 1983, a slight increase over

the FY 1982 level.

Impact on the States: Compared to other human resource programs,

the programs for older Americans fared well in the FY 1983 budget.

However, states will be forced to reduce services or raise taxes to

compensate for the program reductions that have been proposed and the

decline in administrative funds. States which now receive funding

under the SCEP program could lose substantial federal aid if, under the

new program for older and other workers, the funds are channeled

elsewhere.

Outlook: It is very difficult to cut programs assisting the
elderly at any time, but particularly in an election year. It is
likely that more money will in fact be appropriated for elderly
nutrition programs for FY 1983. Repeal of the SCEP program is highly
unlikely, as the program Is popular and has strong bi-partisan support.

Preventive Health Programs

The preventive health programs operated by the Center for Disease
Control are aimed at detecting, controlling and preventing infectious
diseases and occupational and environmental hazards. The programs of
interest to the states include VD, childhood immunization, chronic
disease and environmental health programs.

FY 1983 Budget Proposal: After seeking and obtaining major budget
reductions last year, the Administration is asking for modest funding
increases as part of the FY 1981 budget. Funding for the VD program,
which was reduced from S57 million in FY 1981 to $30 million in FY
1992, is slated for a partial restoration to a SL5 million funding
letel in FY 1983. Grants to states will total $40 million. Childhood
immunization programs, which were cut from $44 million in FY 1981 to
S28 million in FY 1982, would be increased to S29 million for FY 1983.
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The chronic diseases program, reduced from $22 million in FY 1981 to
$17 million in FT 1982, would be boosted to $20 in FY 19P3. These
funds provide support to states for detecting, controlling and
preventing chronic conditions. Support for 20 state diabetes control
projects and technical assistance for state nutrition surveillance
systems is included in this request. Local and state environmental
health activities and epidemiological field work designed to assess and
control health hazards would be reduced from $6 million in FY 1982 to
$4 million in FT 1983.
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International 'ade and Foreign Relations

The changes in the President's FY 1983 budget proposal reflect the continuing
conflict within the Administration o-er federal export policy to deal with
international economic realities. These realities include a decline in U.S.
competitiveness in trade, a decrease in world market share, a growing trade
deficit, an increase in unemployment as a result of trade policy, and a host
of trading partners oriented. toward government activism in trade and large
subsidies of their exports. While that segment of the Administration which
hopes to realize a free-market economy and reduce government subsidies
supports the proposed decreased outlays for the Export-Import Bank in 1983,
the fact that the Commerce Department's international trade division has
done relatively well in the budget gives strength to those Administration
officials arguing that government promotion of exports means more jobs, faster
economic growth, and accelerated capital development.

OFFICE OF THE U.S. TRADE REPRESENTATIVE (USTR)

The Administration proposes $9.5 million in outlays for the U.S. Trade
Representative. This is an increase of 11.12 over estimated FY 1982 outlays
of $8.6 million. The FY 1983 increase will be absorbed in maintaining current
operating and personnel expenses. U§TR has the responsibility for conducting
U.S. affairs related to the General Agreement on Tariffs and Trade (GATT).

DEPARTMENT OF COMMERCE

The proposed budget of the International Trade Administration (ITA) for FY 1983
indicates that trade development remains an important priority. Outlays for

FY 1983 are proposed at $141 million, compared to $144 million in FY 1982.
Most major program areas will see an increase in the new fiscal year, except

for International Economic Policy which will register the largest cut
($27.8 million ) due to the proposed elimination of trade adjustment assis-
tance to firms adversely affected by imports. The policy office of ITA,
however, will not suffer severe reductions. ITA's Office of Trade Development
will be allocated $100 million in FY 1983, an increase of $9.5 million over the

current year. Most of the new money will support the Foreign Commercial Service.

The Office of Trade Administration is getting a small increase ($578,000) to

improve the export licensing process and to meet an expected increase in import

cases. The importance to the states of ITA's FY 1983 budget lies in what did

not happen. Commerce has managed to postpone, at least for one year, an OMB
plan to turn export development over almost entirely to the states and the
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private sector. The plan which DOC successfully resisted called for more
than $70 million in cuts. FY 1983 will give states breathing room for one
year to plan how they can promote trade at home and abroad with almost no
federal assistance.

EKPORT-IMPORT BANK

In the area of export finance, the FT 1983 budget reflects the view of those in
the Administration who consider export promotion a subsidy to business. The
figures below indicate that a 13% cut in direct credit and in loan guarantees
and insurance is proposed for the next fiscal year.

Table The Export-Import Bank Authorization
($ Millions)

TY 1981 FY 1982 FY 1983

Direct Credit $ 5.461 $ 4,400 $ 3,830

Guarantees/lnsurance 8,059 9,220 8,000

The cuts will further undercut U.S. competitiveness. In 1974, Eximbank direct
loan authorizations financed 52 of U.S. exports and in 1982 the bank financed
2%, This drop has occurred as the trading system has become increasingly com-
petitive.

Lost sales of U.S. products will be seen in increases in unemployment, losses
in state revenues, and higher transfer payments.
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Law and Justice

The FY 1983 budget for law and justice programs reflects the Administration's
belief that public safety is primarily a state and local responsibility.
Thus, the budget proposes the elimination of funding for juvenile justice
programs and the Legal Service Corporation, the continued phase-out of
the Law Enforcement Assistance Administration, a reduction in the Treatment
Alternatives to Street Crime program, and a termination of state and local
drug grants. The Administration plans to put more emphasis on assistance
to state and local public safety programs by direct cooperation between
federal law enforcement agencies and their state and local counterparts.
Federal prosecutors will establish advisory councils in their districts
to determine the most pressing law enforcement problems, and how federal
resources can be coordinated with state and local resources to handle
them. In this way, duplication of effort will be reduced, and state
and local law enforcement officials can receive maximum assistance from
federal officials.

FY 1983 Budget Proposal: The Administration has proposed $2.7 billion

for FY 1983 in budget authority for the Department of Justice. This

represents an increase of 8% over the current $2.5 billion budget authority.
The Office of Justice Assistance, Research and Statistics which provides

staff support and coordinates the activities of the Office of Juvenile
Justice and _Delinquency Prevention; tlie National Institute of Justice and

the Bureau of Justice Statistics, is provided FY 1983 budget authority
of $55.7 million, a decrease of $77.9 million from the $128.6 million
level of FY 1982. The Administration's budget proposes to continue the

phase-out of the Law Enforcement Assistance Administration and to begin

phase-out of the OJJDP. No budget authority is provided for juvenile
justice grants, juvenile justice programs or crime control programs.
The Administration plans continued funding in FY 1983 for the Public

Safety Officers' Benefit Program at $10.8 million, a slight increase
from the $10.1 million level in 1982. The National Institute of Justice

and the Bureau of Justice Statistics would maintain current levels
of service under the FY 1983 budget. Budget authority for these

programs will be $37 million, up from $35 million in FY 1982. This

reflects no program change.

The National Institute of Corrections has been slightly reduced in FY 1983
to $11 million budget authority from the FY 1982 budget level of $11.2
million. In addition, the Administration requested $30.7 million in

budget authority for the Support of the United States Prisoners Program,

an increase of $6.6 million from FY 1982. While this program primarily
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finandes the detention of federal prisoners and detainees In local jails
or shqrt periods of time, cooperative agreements will be negotiated

during FT 1983 for the renovation and equipping of local facilities chat
house federal prisoners.

Impact on the States: The Administration is committed to reducing
the federal role in the Law and Justice area, particularly where states
and localities previously received fiscal assistance from the federal
government. Thus, states will have to use their own resources to fund
py innovative program development in the criminal justice area (even if

programs address perceived national problems) and allocate part of the
social services block grant to provide legal services to the indigent.
States, however, can expect some criminal justice technical and
statistical assistance from BJS and NIJ for the coming fiscal year.

Outlook: Congress will probably restore funds for the Office of
Juvenile Justice and Delinquency Prevention and the Legal Services
Corporation. The Administration attempted to eliminate both programs
in FT 1982, only to have them restored by Congress.



780
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The FY 1983 budget proposal reconfirms the decline in federal support
for transportation and the shift from new construction to preserving
the existing transportation Infrastructure. The Administration
proposes no new major program initiatives. Total outlays are expected
to decline by $1.6 billion and most programs continue in a holding
pattern pending congressional action on the President's proposal to
turn major responsibilities back to states and localities. Major
features of the budget include a federal aid highway obligation ceiling
of $7.7 billion, a drop of $300 million from FY 1982; a 38% reduction
in urban mass transit operating assistance; small cuts in urban mass
transit capital programs; continuation of the airport development
program at the same $450 million level; significant reductions in
assistance to Amtrak and for state community safety grants; and
elimination of rural public transportation aid and local freight rail
assistance.

HIGHWAY AND HIGHWAY SAFETY

The federal aid highway program consists of a number of individual
categorical highway programs operated by the states with federal
assistance. After Congress passes authorizing legislation for the
various categorical programs, the Federal Highway Administration
notifies each state of the amount it can spend for each highway
program, based on the formula that governs that program. Such an
apportionment gives each state the authority to contract for highway
projects before receiving federal funds for the projects. States then
let contracts to construct federally-approved projects based on their
apportionment and their ability to raise funds to meet federal match
requirements. States pay the state and federal share of the projects
as work progresses.

Each year Congress appropriates a sum of money from the Highway Trust
Fund, called liquidating cash, to reimburse states for the federal
share of highway projects. This system of contract authority allows
states to begin long-term highway projects in advance of appropriations
which pay the federal share, assuring the funding needed for large
scale highway projects.

Contract authority for federal aid highways is found in authorizing
legislation and does not require an appropriation. In recent years,
however, transportation appropriations bills have Included a ceiling on
the amount of total new state obligations for federal highway programs.
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The obligation celling has usually been lower than total authorizations
available for all highway programs. The obligation ceiling in a
transportation appropriations bill is the most significant determinant
of highway program lev-.el for that year.

All major federal aid highway programs are financed through the Highway
Trust Fund. The federPI povernment collects a four cent per gallon
excise tax on motor fuel plus other excise taxes on new truck and
trailer sales, truck and bus parts And iccessories, and tires. The
motor fuel tax accounts for about two-thirds of these collections. All
the highway user excise taxes are placed in the Highway Trust Fund, and
liquidating cash is drawn from it to reimburse states for the federal
share of higlway proje-ts. The balance in the trust fund reached a
high of S12.5 billion at the end of FY 1979, and declined to $9.3 by the and
of FY 1981. and will decline even further in FY 1982 due to shrinking
revenues from the motor fuel excise tax.

The Surface Transportation Act (STAA) of 1978 and the Federal Aid
Highway Act of 1981 contain the current authorizations for federal aid
highway programs. Both laws expire at the end FY 1982. Congress must
pass new authorization legislation before October 1982 for the programs
to continue. The following table gives authorization levels for major
programs for the current and the past two fiscal years.

HTCHl'AY PROGRAM AUTHORIZATIONS
(S Millions)

Programs FY 19FO FY 1981 FY 19P2

Interstate Construction S3,500 S 3,200 $3,100
3R (4R for FY 1982) 275 275 800
Primary System 1,700 1,I00 1,500
Secondary (Rural) 550 600 400
lrban F 

t
I 800 800

Bridge Replacement
& Rehbilitation 1,100 1,300 900

State and Community
Safety Grants 200 225 92.5

Safety Construction
Programs 340 340 390

Interstate construction is clearly the most expensive federal highway
program. Current estimates are that completing the renaining gaps in
the system will cost about $40 billion. The major recent shift in the
federal highway program is the increased emphasis on preserving
completed sections of the interstate system. The 3R program, which is
exclusively for interstate highways, was expanded to a 4R program in
1981 by adding reconstruction as a eligible activity to resurficing,
restoration, and rehabilitation. The obligational ceiling for highway
programs increasd from S7.? billion in FY 1980 to $F.75 billion in FY
191, before falling back to $8.n for FY 1Q82.
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The Reagan Administration in 1981 as part of a multi-year highway bill
proposed eliminating the secondary and urban systems programs, in
effect turning these back to states and localities. Congress rejected
this approach.

The STAA authorized the major highway safety programs which are also
funded from the Highway Trust Fund. The FY 1982 appropriations act
redirected the program toward four high priority areas for grants:
alcohol safety, emergency medical service, police traffic service and
traffic records. By law, 20% of the grants must be used for
enforcement of the 55MPRI speed limit.

FY 1983 Budget Proposal: The Administration proposes a federal aid
obligation ceiling of $7.7 billion, a decline of $300 million or 3.8%.
The highway interstate transfer grant program which had been funded by
general revenues would be funded from the Highway Trust Fund, and thus
be included in the obligation ceiling. The program would be cut from
$288 million in FY 1982 to $150 million in FY 1983, a decrease of 4P%.
The Appalachian Development Highway System, funded from general
revenues this year through the Appalachian Regional Commission which
the Administration wants to terminate would be moved to the Federal
Highway Administration and receive $80 million from the Highway Trust
Fund. The reduced highway funds would be targeted on the interstate
and primary highway systems. A lower priority would be placed on
secondary and urban highways. An increasing emphasis will be placed on
rehabilitation and a lower priority on new construction.

The state and community safety grants program would be cut from the FY
1982 level of $92.5 million to 877 million, a decrease of 17%.

Total outlays for highways and highway safety programs would remain
steady at the lev.el of S8.5 billion. Commitments made years earlier,
however, go-ern the level of highway outlays in any given year. Budget
authority for highways and highway safety programs which measures
future trends in highway programs would decrease from $8.8 billion in
FY 1982 to $8.2 billion in FY 1983, excluding the Appalachian
Development Highway System.

Impact on the States: The drop in highway spending will strain
the ability of states to preserve existing road systems and begin new
construction projects. States will face increased pressure from
citizens to step in and increase their own funded programs to
compensate for federal cutbacks. The impact of the budget on the. types
of highways will depend on the authorizing legislation Congress passes
this year.

The lower obligation ceiling will have a differential impact among
states. States which have been slow to use the federal funds available
to them would be disadvantaged. As they now raise enough monies to
match federnl funds, the lower obligation ceiling may prevent them from
starting new projects.
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Outlook: Congress is unlikely to approve incorporation of the all
non-Interstate highway programs In a turnback as envisioned in the
President's federalism Initiative. Some blocking of programs and
increased flexibility and transferability among categories may be
secured as a result of the pressure to reduce funding and give states a
greater role in the program. Itany transportation advocates within the
public and private sectors may support a substantially expanded federal
program funded by increased user charges but affirmative acrin by
Congrcss in the absence of Administration support is improbable. Some
increase in the obligotion ceiling might be expected, since the $300
million reduction actunlly translates into a $530 million cut when
Appalachian highways and highway substitute projects under the
Interstate transfer provision are placed under the obligation ceiling.
Some resistance can be expected to those specific reductions, as well.

Support within the Congress for highway safety is strong. Thus,
efforts to reduce funding within the Federal Highway Administration for
safety construction programs and within the National Highway Traffic
Safety Administration for supporting state safety efforts can be
expected to meet resistance.

PUBLIC TFANSPORTATTON

The STAA which expires at the end of FY 1982, authorizes the major
federal public transportation programs: urban mass transit formula
grants for capital projects and operating assistance, urban mass
transit discretionary capital assistance, rural public transportation
formula grants and intersrate substitutions. The rural public
transportation program serves communities with populations under
50,000. The interstate substitution program allows state and local
governments to jointly withdraw non-essential large urban interstate
highway projects and receive an equal amount of federal funds for mass
transit or highway projects. In FY 1981 the program was divided into
highway and transit components. In the past most of the substitutions
have heen for transit projects, but recently an increasing percentage
of the funds have been devoted to highways. Al1 public transportation
and highway substitution projects are currently funded from general
revenues.

The Reagan Administration favors phasing out public transportation
operating assintance programs, but continuing to fund capital programs.
The Administration sent Congress authorizing legislation last year that
would end urban mass transit operating assistance programs over a
three-year period beginning in FY 1o83. The plan focused capital
assistance on preserving and rehabilitating existing transit rail and
subway systems, no funds for new rail or subway starts, and a continued
bus purchase program. Congress took no action on the Administration's
proposal.

The FY 1982 bwilget may have been a watershed ye'r for federal public
transportatioc programs. Federal support incr-osed through FY 1981,
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but the Reagan Administration opposition to operating assistance and desire
to cut domestic programs resulted in a reversal for FY 1982. Urban
capital assistance dropp-d by -''U nIl ion, o,rIt ing assistance by $69
million even befort the firSL year of the planned phase out, and rural
transit assistance by $4 million.

FY 1981 Rudget Proposal: The Administration proposes to cut urban
formula grants for operating and capital assistance by 38% in the first
year of the planned three-year phase out. Total program funds would
include:

* $440 million for the Tier T program of Section 5 which funds all
urban areas on the basis of population density;

* $130 million for the Tier TI program for larger urban areas; and

* $70 million for the Tier ITT program for urban areas with rail
and subway systems.

The total program would shrink to $275 million in FY 1984 and zero in
FY 1985.

The budget would cut total capital assistance programs by 8% from $2.5
billion in FY 1982 to $2.3 billion in FY 1983. The Section 3 urban
discretionary grants programs would include:

* $520 million for bus and bus-related capital grants,

* $861 million for rail transit facility modernization and
rehabilitation projects, and

* $120 million to complete operable segments of new start rail or
subway projects which are covered by formal letters.of intent.

Tier IV of Section 5 which provides for formula grants for bus and bus
facility capital projects would receive $375 million, an increase of
$45 million. The public transportation interstate transfer program
would receive $400 million, down from $53S million in Fy 1982.

The rural public transportation formula grant program would receive no
new budget authority. The program will continue on $43 million carried
over from previous years.

For the first time funding for the Pashington Metro subway system is
included in the UMTA capital budget at a level of $100 million.
Funding for the program is contingent upon the District of Columbia,
Maryland and Virginia establishing stable and reliable local sourers of
revenue to support the system. Total outlays for the Urban Mass Transit
Administration would shrink from $3,855 in FY 1982 to $3,742 in FY 1982
to $3,155 in FY 1983.
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Impact on the States: Federal operating assistance which is
slated for climination-now covers about 152 of the operating costs of
transit systems. For many systems, however, the percentage is much
higher. Transit systems will be faced with the choices of raising
fares, cutting service, seeking government assistance from non-federal
sources, or all three. State governments will feel increased pressure to
Support local-or-state operated transit systems. The amount of
pressure will :ary between states depending on the size of transit
systems, their dependence on federal revenues and their ability to
raise more funds locally, either through the farebox or local
governments.

Severail cities such as Houston and Los Angeles arr planning to start
new rail commuter or subway lines. With reduced capital
funding, pl-ns will hnae to be ab:ndoned or alternate financing found
elsewhere. Cities seeking help on these projects will likely turn to
states for assistance.

Rural public transportation programs may not survive the elimination of
federal assistance. Stetes will have to assist these systems or many
will disappear.

Outlooh: Response to the Administration's public transportation
policy -ill be mixed. Members of Congress representing the largest
urban areas are likely to seek a compromise that will guarantee a
stable level of support for transit, whether or not operating
assistance is cut. Others are likely to oppose any change In the
current mix of capital and operating aid, whether or not the program
dollars are reduced. Still others will oppose cuts in the program and
the phase out of transit operating assistance.

AIRPORT AND AIRWAYS

The Airport and Airways Development Act (ADAP) passed in 1970 and
reauthorized in 1976 providLd for airport planning and derelopment
grants through FY 1980. The program is funded by revenues from the
Airport and Airways Trust Fund which receiver income from taxes on
passenger tickets, and other minor excise taxes. The trust fund also
pays for part of the budget of the Federal Asiation Administration
(FAA). Congress refused to reauthorize the program in 1980, bringing
the program to a halt in October 1980. The budget reconciliation bill
passed in August 19F1 included an FY 1981 obligation ceiling of $450
million for ADAP, the same level as FY 1980 but considerably below the
$640 million lev.el of FY 1 79 . Since it was not reauthorized last
year, the program again came to a halt in October 1981. The balance in
the trust fund at the beginning of FY 1982 is estimated to be $4.7
billion.

The Reagan Administration in 1981 proposed a reauthorization of ADAP
with one major nee fQature: the 41 .argest commercial airports would
hecome ineligible for fundF on the theory that those airports could
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directly raise funds from the commercial airlines using their
facilities. These airports would he "de-federalized." Disagreement
over the de-federalism proposal, controversy over the ticket tax level,
disagreement over the amount of trust fund revenue used to support the
FAA, and controversy over the Administration's proposed general
aviation fuel taxes all resulted in the failure to reauthorize ADAP
last year.

FY 19P3 Budget Proposal: The Administration will seek ADAP
reauthorization again this year. The legislation will request an
increase in general aviation user fees and deposit of the receipts in
the Airport and Airways Trust Fund. Pending reauthorization, the
budget proposes a $450 million obligation ceiling on ADAP spending.
The Administration also proposes using $2.9 billion from the trust fund
for Federal Aviation Administration expenses: $2.0 billion for
operating expenses, $725 million on a full funding basis for facilities
and equipment and $134 million for research engineering and
development. This total is $1.7 billion more that the $1.1 billion
dedicated to FAA expanses in FY 1982. Some of the funds for facilities
and research would be spent on the first phase of the newly proposed
air traffic control system.

Impact on the States: An obligation ceiling of $450 million for
ADAP for three years in a row would mean a shrinking of funds when
adjusted for inflation. The tentative federalism plan to return all
airport development responsibilities to the states and localities in FY
1984 would also put increased responsibility and fiscal pressure on
them. A major impact would occur if the Administration proposes and

Congress accepts a plan to de-federalize major airports. States would
then be faced with either providing funding for the airports orallowing local airport authorities to increase their user charges and
taxes.

Outlook: The two-year-old controversy over de-federalizing the
nation's busiest hub airports has contributed to congressional inaction
on extending ADAP. Other complications include the issue of granting
authority for local entities to assess fees to finance airport
improvements; the proposed increase in aviation user charges to finance
a greater share of the airport and airway system's operational costs,
while reducing capitol funding and the proposed use of existing trust
fund devclopment funds to finance 85% of the Frdral A-iation
Administration's current operating costs. Congress will have extreme
difficulty in achieving a consensus on extension of the program.

RAILROADS

The Staggers Act of 1980 allowed freight railroads to speed the process
of abandoning unprofitable branch lines. The Northeast Rail Service
Act of 1981 allowed Conrail to plan for abandonment of several thousand
miles of its system in 90 days as opposed to the normal much longer
time frame. As abandonments increase, many states have established
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programs to tind alternate wiys t' I.rep trvight service operating over
lines they consider essential. The local rail service assistance
program provides formula grant money to states to subsidize freight
rail service, purchase and rehabilitate riil property, find alternate
operators for abandoned branch lines, and take other steps to preserve
freight service. In 1981. the Reagan Administration proposed ending
this program and rescinding leftover funds. Congress objected and the
program, which recei*ed SO million In FY 1980, is cntinoing in FY
19a2 on $35 million deferred from FY 108l.

Ten years after its birth Amtral menages to collect only about half its
operating costs from ticket sales, with the federal government paying
most of the rest. The Reagan Administration philosophy is to reduce
the federal subsidy quickly. In FY 1981 the Administration proposed a
reduction of 397, but Congress reduced funding by only 17% to $735
million. States can contract with Amtrak to run trains if states agree
to subsidize the service. Currently eight states contribute to the
operation of those Section 40"(b) trains: California, Illinois,
Haryland. Michigan, Milnncsota, iTissourI, New York and Pennsylvania.
For FY 1982, the stare share for these trains was increased to 45-65%
of "short-term avoidable costs," up from 20-50%.

FY 1983 Budget Proposal- The Administration proposes to use $20
million in unobligated prior year funds for the Local Rail Service
Assistance program, a drop of $15 million or 437 from FY 1982. No
funds will be requested for future years. Amtrak funding would be cut
to $600 million from 5725 million, an 18% reduction. States would be
required to increase their contributions to 403(b) trains to 100% of
"long tern avoidable costs." The Administration expects Amtrak -ould
continue to operate a nationa] rail passenger system with decreased
federal support. The Northeast Corridor Rehabillitation Project would
receive $115 million, a cut of 32% from FY 1982.

Impact on the States: The cut in the Local Rail Assistance
Program would make it difficult for any state to run on extensive
program. The program has a formula base which guarentees each state a
minimum of 17 of program funds. Elimination of the program in future
years would force the closing of many state rail offices.

The Administration estimates that the increase in state costs for the
403(b) trains would be $24 million, which may force some of the
eight stares to drop out of the program.

Outlook: The Administration proposed eliminating the Local Rail
Assistance Program last year and redirecting its appropriation to other
functions. Congress disapproved the elimination but did agree to defer
S35 million of the FY 1081 money Into FY 1982. The popularity of the
program will make this a difficult cut to make.

Amtrak and supporters of a national rail passenger system were
successful in fending off efforts to reduce the network last year.

95-755 0-82-50
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Arguments that setting funding at S613 million would allow Amtrak to
operate trains only in th2 Northeast Corridor were persuasive then, and

can be expected to be reiterated.

TRANSPORTATION USER FEES

Users of transportation networks often pay fees or taxes that support
the systems. The federal government and all state governments collect
taxes on the retail sale of motor fuel, and in most cases the revenues
are dedicated to pay for highway and road programs. In the 1970s
airline passengers paid a ticket tax that was dedicated to pay for

airport development and operation of the national airways system. Companies

using the inland waterways now have a fuel tax that partly offsets the cost

of maintaining the system. The Administration believes users of government

services should pay for them to the greatest extent possible. In 1981 the.

Administration introduced legislation to increase a number of transportation

user fees. None of these proposals passed Congress, although committees

in both chambers passed bills to imposepart development and maintenance

charges.
FY 1983 Budget Proposal: The Administration again proposes a

number of new or revised charges for indijiduals and companies that use

the nation's transportation system. The user fee proposals would:

* increase the airline passenger ticket tax from 5% to 8% and

place the revenues in the Airport and Airways Trust Fund;

* impose a 12 cents a gallon tax on general aviation gasoline fuel

in 1982, rising to 20 cents by 1987, and tax general aviation

jet fuel starting at 14 cents a gallon in 1982 and rising to 22

cents in 1997, with revenues deposited in the Airports and

Airways Trust Fund;

* authorize the Secretary of Transportation to initiate fees to

recover 100% of the costs of Coast Cuard services that provide

benefits to individuals or enterprises,

* raise the fuel tax now paid by users of the inland waterway

systen;

a initiate naoigation user fees for dredging harbor channels and

constructing and maIntaining other facilities for ocean and

Great Lakes traffic.

Impact on the States: There would be little direct dollar or

administrative impact on the states. However, the adoption of user

fees could have an impact on transportation network use patterns and

affect the economies of several states. To the extent that states use

a similar tax base to finance their share of these programs, increases

at the federal leel would affect their ability to raise additional

revenues.
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Outlook: A strong burrien of proof will be placed on the
proponents of increpsed use- fees to demonstrate that an improved
system or prograim will result. A readjustment of costs--without
enhancing the services paid for rhe fees--will be met with strong
resistance from rhe affccted groups and their supporters in the
Congress.
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Congressional Budget Process

Since 1975, congressional consideration of the President's budget
has been governed by the provisions of the Congressional Budget and
Impoundment Control Act.

The initial step in the process is the submission to Congrets of the
President's budget in mid-January. Shortly after it is submitted, the
budget committees in the House and Senate hold hearings on the spending
proposals and the economic assumptions on which they are based.

A number of separate actions take place concurrently with budget
committee hearings. 'he standing committees advise the budget committees
on programs and outlays likely to be aithorized during the year. The
Joint Economic Committee advises on the economic outlook and appropriate
fiscal policy. The Congressional Budget Office reviews the budget, makes
economic projections, and then files a report dealing with national
economic policy, alternative total budget levels, and national budget
priorities.

Based on these materials and the results of their own hearings, the
budget committees recommend a first concurrent resolution on the budget
to their respective houses by April 15. These resolutions cover the
recommended levels of budget authority and outlays in total and for each
of the major functions in the budget (but not for individual programs),
and the deficit, revenues and expenditures, and Changes in federal debt
implied by the spending and taxing decisions.

The first budget resolution establishes targets for budget authority
and outlays. These budget.targets, which represent a congressional
determination of appropriate fiscal policy and national budget
priorities, guide Congress in its subsequent spending and revenue
decisions. However, the allocations for each function are not binding on
Congress at this stage. Using the normal procedures for enacting a
resolution, including a conference committee to reconcile dIfferences
between the two houses, Congress approves the first resolution by May 15.

May 15 is also the deadline for reporting legislation authorizing new
spending. Authorization bills reported after that date, with a few
exceptions, are subject to a point of order unless an emergency waiver is
granted.

In a statement that accompanies the first budget resolution, the
totals for functions (e.g., community and regional development, national
defense) are IiVided among the commi:tees of the House and Senate, so
that each committee is working against a known, but nonbinding, ceiling.
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Under the' budget prorces;, (onress must complcte action orn bills and
r'olutiions prof'i"Ig nw biudact ::Whorfty and new spending nuthority by
one wee-k rftr Libor Div. xce' ptio ns arc m.dc for .appropri.ntion bil Is
thiat cannot procemd until :ithorizing bills arc passed. xC, p-ions '1sqm
irlse whn Congrenrs is unabl L"-r- on par-tlculrr bills, suh ac win-pan issue lik- abortion or sOmol. busing ho'dIs up appropri-tion bils. To
t's cr-c, e "oninhuing" 'ppropri.tion bill is pavdS :s stop-p-P
mec-sure to allo. programe to function util an approprirtion bill is
'nected. For FY 1512, there bc-rv beer tiree continuing appropristion
bills. The first enneted on October 1, 1912, kept the federal govcrnment
and fder i programs op-ating for six wenks, the scrond for thre weeksand the third, coverIng thre of the required I approprintion bills, is

ie to expire on Miarch ?, J092.

Connress is sc.-heultd to p-sr; a secrond hudePi t resolution by Septembar
15. This resoutiion co.ers the sacme subjccts as the first one, but it isbinding in th, sum total of rescnus nd xpenditures. nTe r-solution
reflects updated mStimates of both expenditures and Teenues, as well 3s
-ny progr.n declsionF that ha-e chnged since the first resolution.

The schedule en'Is for Cngrcss to completc action on
reeoncilition" blils -in, resolutions by September 25. Reconciliation

measures qlter prevciously p-ssrd authorization and appproprri-nion bills
to comnform to the spending limits set by the budget risolution.
Reconcileation wis ori"ivly conceiv-ed as a p-rt of the second budpntresolution, but for FY 1lS1 and FY 1912 Congress attched reconcil-ation
instructions to the first resoluton.

All cction -n the hudget shoud be completed by October 1, when the
federlr goiernment bieins its new fiscal venr.
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COMPARATIVE BUDGET TOTALS:

FY 1981-1983

BUDGET OUTLAYS AND BUDGET AUTBORITY BY FUNCTION

FY 1981 - 1983 (in billions of dollars)

Revenues.
Budt Authority

Surplus (+)/Deficit(-)

050-National defense.
Budget Authority

150--International affairs:
Budget Authority
Outlays

250-General science, space and
technology:

Budget Authority
Outlays

270--Energy:
Budget authority
Out lays

300--Natural resources and environmen
Budget uthority
Outlays

350--Agriculture:
Budget authority
Outlays

370-Commerce and housing credit:

Budget authority
Outlays

400--Trans rtatone:

450--Community and regional developm
Budget authorit
Outlays

FY1981 FY1982 FY1983 Percent
Actual Est. Budget Change

FYB2-83
699.3 626.8 666.1 6.3
718.4 765 .5 80UB.9 4.8a

6537.2 325.3 752 6 _4.5

-57.9 -9B.6 -91 5 7.

182. 218.8 263159.8 187.5 221.1 12.6

24.1 18.5 I.B 2.
111 11.1 12. 81

6 5 7.0 7.8 11.4
6.4 6.9 7.6 10.1

6.8 4.8 4.3 -1.4

10.3 6.4 4.2 -34 4

11.1 10.0 8.4 -16.0
13.5 12.6 9 9 -21.4

6.6 9.6 6.9 -28.1

5.6 8.6 4.5 -47.7

6.5 6.3 3.4 -46.0
3.9 3.3 1.6 -51.5

24.9 21.0 19.1 - 90
2 3.4 21.2 19.6 - 7.85

8.1 6.6 6.7 1.5
9.4 8.4 7.3 -13.1

SO--Eduuation, craining, employnent and

Bud get authority 30.6 23.5 18.8 -20.0

Outlays 31.4 21.8 21.6 22.3

550--Health: 7 77.8 1.8
Budget authority 60.9 29.2 78 1

Outlays 66 . 13.4 78.1 6.4

600--Incme security: 9 252.3 257.6
Budget authority 249.9 252.2 251.6 2.1
Outlays 225.1 50.9 4

700--Veters henefits and services: .36
Budget authority 23.2 24.8 25.7 3.

Outlas 220 24.2 24.4 B

750--Administration of justice:
Hodget auchorito 4.3 4.2 4.5 4.2

Outlays .7 6

Sno--Geea l governent:
Budget authority 5 j 5.2 5.0 -1.9

Outlays 5 5.0

850--General purpose fiscal
assistan'ce:

Budget authority
Out lays

020-Interest.
Sudget authority
Outslays

920--Alloacs

63 .4 6.7 4
5 6.4 6 7 -.7

82.5 901 112.5 -
82.5 99.1 112.5 -

Budget authority - -. 6 1.2 -
Outlays - - A -1.2 -

50-Undistributed offsetting receipts:
Budget authority -30.3 -31.5 -43.5 -
Outlays -30.3 -31.5 -43.5 -
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Glossary

APPROFRTATION-An act of Congress that allows federal agencies to incur
obligations and mnke payments from the Treasury for specific purposes.
An appropriation usual!y follows enactment of authorizing legislation
and Is the most common means of providing budget authority.

AiTIORIZATnON-Basic substa,,L.e legislatior enacted by Congress that sets
UP or conttens the letgal operation of a federal program or agency.
Such legisi.' to is normally a prerequisite for subsequent
appropri ,eiont, but does not usually provide budget authority (see

BUDCET ATHORTTY-(BA)-Authority provided by law to enter into ohligations
that will result in immcdatec or future out1ays- It m'y be classified
by the period of avatlahility (l-year, multiple-years, no-year), by
the timIng of congressional 'ction (current or permanent), or by the
anner of &ctermining the amount available (definite or indefinite).
The b'sic forms of budget authority are:

Appropin t Ions- (See Above)

Forrowinn , thorIty-statutory authority not necessarily provide through
the appropriations process, that permits federal agencies to Incur
obligations and to malr payments from borrowed moneys.

Contract authority-statutory authority not necessarily provided throigh
the rppropriations process, that permits Federal agencies to enter
into contracts or incr other obligations in advance of an
appropriation.

BUDGET SFCE
T

P'S-Moeety, 1t of refunds, collected from the public by the
feletl go~e'nmntr 'htough the exercise of its gosernmental or
so.'eCreign powers, as well as through gifts, contributions and prcmiums
from .olmntary onrticioants in federal social insurance programs
clos-ly rssoriated with compulsory programs. Excluded are amounts
res ie fre- stcictly business-type transactions (suct as sales,
literest or lonn repeymonts) and payments between go:ernment accounts
(Fr offse!-inr r. cints.)

liUmcEf ruRP!1 (5 Da'E? -The ldifferenc- between budget receipts and
cut! 'ys

CONCUiIRT PEll.UTJ:1 .i:! THE DilDGET-A resolur Lon passed by both Houses of
Congress, but no, requiring rho signature of the PresIdent, setting
frt 're'ce- hin-et- federal budget rot its for t! Cong: ss.
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CONTINUTNG RFSflLUrTOI!-Legisition enacted by Congress to provide budget
authority for specific ongoing ectivities when a regular appropriation
for such activities has not been enacted by the beginning of the
fiscal year. The continuing resolution usually specifies a maximum
rate at which an agency may incur obligations, based on the rate of a
prior year, the President's request, or an appropriation bill passed

by either or both Houses of Congress.

CONTROLLABILTTY-In the President's budget this refers to the ability of
the President to control budget authority or outlays during a fiscal
year without changing existing substantive law. The concept
"relatively uncontrollable under current law" includes outlays of
open-ended programs and fixed costs, such as interest on the public
debt and social security and veterans benefits, and outlays to
liquidate (pay for) prior-year obligations.

CURRENT SFRICFS ESTIMATES-Estimated budget authority and outlays for the
upcoming fiscal year at the same program level as and without policy
changes from the fiscal year in progress. To the extent mandated by
existing law, estimates take into account the budget impact of
anticipated changes in economic conditions .(such as unemployment or
inflation), beneficiary levels, pay increases, and benefit changes.
The Congressional Budget Act of 1974 requires that the President
transmit current services estimates to the Congress. The current
services estimates for 19S1 are published in Special Analysis A of the
19PI Budget.

DEFERRAL-An action by the President that temporarily withholds, delays or
precludes the obligations or expenditure of budget authority. A
deferral must be reported by the President to Congress in a deferral
message and can be overturned if either House passes a resolution
disapproving it. A deferral may not extend beyond the end of the
fiscal year in which the message reporting it is transmitted to
Congress.

ENTITLEMENT PROGRAM-Any program whose enabling legislation requires the
payment of benefits to any person or government meeting the
requirements established by such law, e.g., social security benefits
and veterans' pensions. Section 401 of the Congressional Budget Act
of 1974 places certain restrictions on the enactment of new
entitlement authority.

FTSCAL YEAE-The yearly accounting period for the federal government,
which begins on October 1 and ends on the following September 30. The
fiscal year is designated by the calendar year in which it ends; e.g.,

fiscal 1h33 begins on October 1, 1982 and ends September 30, 19P3.
(From fiscal year 1884 to fiscal year 1976, the fiscal year began on
July I and ended on the following June 30.)
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FUNCTION (FUNCTION.tl. CLSSiFICATION)- The funrtione classification i a
meanfS of present inh bugeit ttthority, noul 'y 'nd t:x epen'iture dit
in terms of th, principal process that 4t11 feltr l progrms ire
intended to sorve (e.g. nitional defense, heal th) regr;rdless of the
federal agency admoinistering the prograr'.

CRANTS-IN-AID-or e'i- purposes of cite bu'ct, grants-in-eid consist of
budget outlavs by no feder l government to support state an local
proframs.

LOAN CIARANTFE-An inreernint by which the Pcrernmet pltdges to pay prt
or all of the principit and interest of a loan to the toler or holder
of a security if the borrower defaults. If it becomes necessiry for
the go;ernment to pny pirt or all ef the loan principal or interest,
the ptyment is no outliy. If not, tHn the loan guartntee doe's not
affect fedvre: spending : nd appears In the budget only as budger
atthoritv.

OBLICATIONtS-Att kout s of orders placed, contrcts awarded, services
ren'hrel or other cornitments mide by federal agencies during a given
period, thlt will require outlays during the same or some future
period.

OFF-IUGE FFDERAL ENTT'ES-Orfgnoizational entities, federally owned in
whoe or in part, whos- transactions belone in the budget under
current biriet accounting concepts but t1a -ave been excleide frem
the btudge. totil nder provisions of Irw. Infortmat ion on theseentities -s presented in various plices in tie budget doctsents.

PFFFETTINC RFCEiPTS-oicrtions deposited in receipt icrounts thnt are
offset ainst buiget authority and outlays rithnr than being counted
as bu

t get r'-eipts. These collections ire derived from other
gov'ernent icounrs nr from the public through acttitles th't are ofa business-type or trrkt-oriented nature. Offsetting receipts are
classified as (1) intrncoernmentna transactions or '2) proprietary
receipts froi the ptblic.

niT.AY-Valuns of aheckI isuied , interest eccrked on the public debt or
other payents rede, not of refunds anJ reiabursetments.

PFSCTlSION-Fn-ittd Irai.sqton incel ing buder ethoritv prev'ouly
prosidecd by the Congres.

RECONCILIATiON PROCES"-a process used by Congress to reconcile amoints
det, rmined by :ax, sp iding and debt legislation for i g'en fiscil
y.ar wi th the cei ings enacted in the second treqt'Irted concurrent
resoluro on t- burcec for that yeit. Section li1 of the
Coneression ii ltdper t o 1974 provides chat the second rqaired
ctncrr-,n 7.'sointion on the budget, w'ich sets hinding rn tclts for chehudg t, . y 11,ct eomitt's to determice and reconfret 'r.h :ie
bind n" tot'lt. fo buitLet ,ithority, reVenus )an ilth pub' 'alubE.
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Such changes are incorporated into either a reconciliation resolution
or a reconcijiation bill.

Reconciliation Bill-n bill, requiring enactment by both House of Congress
and approval by the President, making changes in legislation that has
been enacted or enrolled.

Reconciliation Resolution-a concurrent resolution, requiring passage by
both Houses of Congress but nor th' approval of the President,
directing the Clerk of the House or the Secretary of the Senate to
make specified changes in bills or resolutions that have not yet
reached the stage of enrollment.

SUPPLEMENTAL APPROPRIATION-An appropriation enacted as an addition to a
regular annual appropriation act. Supplemental appropriation acts
provide additional budget authority beyond original estimates for
programs or activities (including new programs authorized after the
date of the original appropriation act) for which the need for funds
is too urgent to be postponed until the next regular appropriation.

TAX EXPENDITURES-Losses of tax revenues attributable to provisions of the
federal income tax laws that allow a special exclusion, exemption or
deduction from gross income:or provide a special credit, preferential
rate of tax or a deferral of tax liability affecting individual or
corporate income tax liabilities.

TRUST FUNDS-Funds collected and used by the federal government for
carrying out specific purposes and programs according to terms of a
trust agreement or statute, such as the social security and
unemployment trust funds. Trust funds are not available for the
general purposes of the government. Trust fund receipts that are not
anticipated to be used in the immediate future are generally invested
in interest-bcaring government securities and earn interest for the
trust fund.

UNIFIED BUDGET-The present form of th' budget of the federal government,
in which receipts and outlays from federal funds and trust funds are
consolidated. Mhen these fund groups are consolidated to display
budget totals, transactions which are outlays of one fund group for
payment to the other fund group (i.e., interfund transactions) are
deducted to avoid double counting. Transactions of off-budget federal
entities are not included in the unified budget. (See OFFSETTING
RECEIPTS and OFF-BUDGET FEDERAL ENtITLES.)



INCOME DISTRIBUTION

Representative REUSs. Thank you, Governor Matheson, and
thanks to the whole panel.

Let me start out with the point just made by the Governor of
Utah. As I observed before, all of you witnesses are Democrats and
while your philosophy may stress one or another element of the
party's history, I would feel quite confident that you all include
Thomas Jefferson as one of your heroes. I don't see any dissent
from that, and I think Jefferson is the man who put the idea of
equality into the Declaration of Independence. That was his idea
and let me now state the question I have.

It would seem to me that the combination of current budget ar-
rangements and of certain applications of the New Federalism
would, as Governor Matheson has just testified, result in the dim-
inution of grants and programs for the needy. I would also guess
that States would make a valiant effort to bridge that gap by their
own taxes, but that it would not be wholly successful because of
limitations on State taxing ability, and that the State taxes, to the
extent that they are levied, would be what are generally thought of
as regressive taxes-State, local, and property taxes on the home-
owner, State and local sales taxes on the consumer-as opposed to
the more progressive Federal income and State taxes which are
being, as you all know, rapidly diminished.

Don't both of those factors make our distribution of income in
this country, which in the last 10 years-as I regret to say-move
in a way that disadvantages middle income and moderate income
and poor people, and greatly advantages those at the top of the
income scale? Aren't these two elements-the budget operations
and the New Federalism-likely to make income distribution more
unfair?

Governor LAMM. I would remind you that Jefferson's key philos-
ophy was to keep Government close to the people, and a lot of us
feel that you can really achieve this goal by New Federalism. How-
ever, there are certain income distribution programs and AFDC,
food stamps, and medicaid that are in fact national responsibilities
and ought to be federally administered. I think, however, in one
area we find broad support among Governors that in a number of
the other categorical programs the Congress doesn't realize how we
suffer. There are 1,259 mandates that are put into some four or
five hundred categorical programs. There's 43 categorical programs
in the public health area alone. You have to understand that we
should be able to draw lines between those overriding Federal
income distribution policies and areas that the Federal Govern-
ment should have never gotten into in the first place.

FEDERAL RESPONSIBILITY

Representative REUSs. I like what I hear about the National Gov-
ernors' Association response and counterproposal because, if I hear
right, it says that the New Federalism should stress State and local
management of and responsibility for programs, but that the Fed-
eral Government has an important task of fiscal equalization
which a State can't as well accomplish because if a State imposes



too high a regressive tax people will leave that State. Is my percep-
tion of what the NGA is up to correct?

Governor MATHESON. Mr. Chairman, your perception is sound.
We have recognized that no matter how carefully we try to adjust
and be fair on a State-by-State basis, the wealth distribution is just
not that way in fact. And so we envision, if the New Federalism
approach on the swap comes about and we end up with a bundle of
programs, we simply would have to have a trust fund at the Feder-
al level which would take into consideration that great disparity.

Now how you do that, what formula you would use, we have not
yet decided, but the ACIR has been studying this matter for many
years and many States have very sophisticated formulas to do that
and we want to address that problem and we do want to address
that disparity as a part of the federalism.

BLOCK GRANTS

Representative REUSs. Well, I encourage you on that because I
think you're on the right track and I also, Governor Lamm, have
no disagreement with you at all about getting rid of overfussy,
oversubdivided Federal programs. A dozen years ago when a Demo-
cratic administration proposed here a very worthy program to help
States and communities get rid of rats, I and Senator Mathias and
some others, instead made a block grant of that program so that if
a State had a rat problem, fine, but if its problem was one of pi-
geons or starlings or other vectors it could use it for that; and I
think the general idea of simplifying and consolidating block grant
programs is something that you can't beat the drums on too much
as far as I'm concerned.

Congressman Brown.

FEDERAL CUTBACKS

Representative BROWN. Governor Carey, our former colleague
here, I want to address my question primarily to you, but I also
would like to ask some of the other gentlemen as well.

To be sure, Federal aid to States has been cut back. However,
what we are really talking about is declining the rate of increase in
the Federal aid to the States and not some drastic reduction in the
number of dollars flowing from Washington to Albany.

In your annual budget message of 1982-83, this shows in fiscal
1981-82 the State of New York received some $7,237,000 in Federal
grants. In fiscal year 1982-83 Federal grants to the State of New
York will be $7,583,000. That's a growth of about 5 percent in Fed-
eral grants to your State over the last year.

I understand that some of this increase may be due to increased
Medicaid payments, but it's not really a question of budget cuts
causing Federal aid to your State to fall; it's a question of reducing
the rate of increase, isn't it?

I understand that many programs have been cut, some may be
that shouldn't have been-I mean it's a judgment that you might
not have made if you had the choice in your own State. But the
bottom line is the State of New York will have its Federal grants
increased about 5 percent. That's what I get from page 4 of your
budget message.



Governor CAREY. That's correct; the effort has been to limit the
rate of growth, but I think you've got to go one step beyond the
1982-83 budget message to see the effect of the cuts that have not
translated into Federal aid yet because, as Governor Matheson
said, our experience in block grants last year was memorably bad.
We couldn't figure out the level we were being given because you
remember in Congress you didn't really pass a budget until Octo-
ber and we couldn't figure out what the level of grants were.

We assumed the old level and the 5-percent increase basically
was the programs being cut this year. What you're seeing there are
the government-to-government grant levels because you have left
out, and it's not reflected in my budget, the entitlement cuts. The
entitlements cuts are those going to individuals. Those entitlement
cuts and transfer payment cuts will bring us up to $2 billion.

Representative BROWN. But I understand that your fiscal year
runs from April 1 to March 31.

Governor CAREY. That's right.

TAX CUTS

Representative BROWN. So that 1982-83 budget for New York in-
cludes the Federal budget cuts for fiscal year 1982, the one that we
passed last year. Of course, as you know, you more than perhaps
some of the other Governors here, what Congress did was cut the
amount of programs and then left strings on them. The proposal
from the President was to cut the amount in the program and then
cut the administrative costs also, which was not quite, I guess,
what was originally asked.

Let me go on to talk about your own experience in New York for
a minute because you're critical of the President's tax cuts and his
cuts in spending.

Didn't you cut the marginal tax rates on earned individual
income in New York beginning in 1977? Weren't those cuts rather
substantial over the years? I note that in 1978 the highest margin-
al rate was 15 percent with a 25-percent surcharge at 17.5 percent
as the top marginal rate. Now in 1977, 1978, and 1979, you cut that
top marginal rate on earned individual income down to a present
level of, as I understand it, 10 percent. In other words, you cut
marginal tax rates by 45 percent in New York and yet you're criti-
cal of the President's tax cuts which are only half as large on the
Federal level.

Why is it good economic policy in Albany and not good economic
policy in Washington?

Governor CAREY. Because in New York we first cut the budget
and then we cut the taxes. Since 1975, a flat year when we were in
very serious trouble and came to you for help--

Representative BROWN. I have my New York necktie on.
Governor CAREY. I noticed you have the New York necktie on

which used to be known as a noose. [Laughter.]
Representative BROWN. I thought it was a memorial necktie.
Governor CAREY. We carefully put in budget restraints and re-

strained the rate of growth at half the rate of inflation and we did
that and then took our medicaid program and cut $2.3 billion in
medicaid and, if I may say so, these were very wise cuts that didn't



hurt the medicaid recipient and institutions. We achieved those
savings. We had to put in those savings to spur and stimulate our
economy.

We felt that the marginal tax rate you point out, 15 percent of
the higher incomes, was confiscatory and counterproductive to at-
tracting talent, technology, and leadership to the State. We
brought in the private sector and labor people and said, "We've got
to get out of this high tax economy we're in," and we came to that
and targeted it. As well as, at the same time, reducing marginal
tax rates on the people more fortunate, we also removed a great
number of low income people from the tax rolls with a balanced
tax cut.

Representative BROWN. Isn't that precisely what was undertaken
at the Federal level here in Washington?

Governor CAREY. No.
Representative BROWN. Where they tried to cut the tax rates on

the folks at the high income but across the board at the same per-
centage rate and cut the increase in spending by 5 percent rather
than the cost-of-living increase so that there was a cut in real
growth of the budget? I'm confused.

Governor CAREY. I'd like to draw the distinction as the Wall
Street Journal editorial did and show what New York did was get
its budget under control and generate a real surplus, and then dis-
tribute that surplus. You don't have a surplus. All you're sharing
with us is the deficit and increasing that deficit is our concern.

Furthermore, something that hasn't been discussed here is that
New York is trying to do its utmost to target these tax reductions
and target the improvements we are making into the recessed
areas to create jobs.

Representative BROWN. That's also present in the enterprise
zones' proposal.

Governor CAREY. The enterprise zones are in place in New York.
We don't need a program of enterprise zones.

Representative BROWN. You seem to criticize the President for
trying to undertake what you have already undertaken in the
State of New York. That's where I come off a little confused.

Governor CAREY. In February 1981 at the Governors' conference
in the East Room of the White House I raised my voice and said to
the President, pleaded with him, "Mr. President, please don't put
through the Kemp-Roth tax cut bill until you have the budget
under control because you will drive interest rates up and make it
impossible for us to get this economy into a progressive system,"
and he immediately said, "I'm going to do it."

Representative BROWN. You did it in New York. The year before
the tax cuts were enacted in New York the unemployment was
above the national average. The New York unemployment rate was
2.6 percent higher than the national average. After you enacted
the tax cuts, the gaps between New York and the national average
began to drop dramatically. You no longer had a city that was in
as deep trouble because first the Federal Government with its defi-
cits had come in and helped bail out the city, so that you had in
effect a change in your policy that stimulated the growth of the
economy and it helped to balance out the situation of the city of
New York, didn't it?



Governor CAREY. That's right.
Representative BROWN. And increase the opportunity for the city

of New York to pay off its debt, its heavily bonded debt, and that is
a deficit operation. You also had a deficit, didn't you, at the State
level, if you considered the bondings that you undertook? This busi-
ness about States not being allowed to have a deficit operation is
an interesting concept, but technically States are allowed to sell
bonds and so are municipalities, and so technically they do not op-
erate on a balanced budget; they operate on borrowed money, and
in the case of New York City, even more borrowed money because
you were using some of it for operation.

Governor CAREY. Yes, and this year again we are trying to
reduce our-we brought our borrowing down enormously. We've
gone from short-range to long-range borrowing. We capped our bor-
rowing, finished the bonding we were permitted and paid it off.

Representative BROWN. And you paid it off by the growth of the
State because you cut the tax rates; is that correct?

Governor CAREY. Right, but our total debt commitment was re-
duced. Now what's going to happen, in May you're going to have
the Secretary of the Treasury coming up to ask you for a
$1,079,000,000 new debt limit. We couldn't do that in New York.

Representative BROWN. But you did ask us to help you. Let me
go on to another point.

Governor CAREY. But I want to keep the distinction clear.
Representative BROWN. I have one more question I have time to

ask.
Governor CAREY. We cut the budget and then we cut the taxes.

We didn't cut the budget on the backs of the poor.
Representative BROWN. The President is also cutting the budget

and that seems to be something to which there's some objection.
I'm interested in your recent announced plan to finance public

education in New York. You're asking for an increase in the sales
tax with offsetting cuts in income taxes. The New York Times re-
ports an aide to the Governor said:

Mr. Carey preferred a sales tax increase to an income tax increase becaush busi-
nesses the State was seeking to lure were particularly opposed to income tax in-
creases. Income tax reductions have been a cornerstone of the Governor's economic
development policies.

Is this an accurate reflection of why the sales tax was increased?
It's very interesting because the JEC study found that States that
taxed consumption grow faster than States that tax income. Gover-
nor King made a reference to that. Don't misunderstand me. I'm
not suggesting tax cuts alone can turn around every State experi-
encing economic misfortune. Many other variables must come into
play. What's interesting is that New York is choosing the tax con-
sumption rather than income because you feel this will lure busi-
ness into the State and improve the State economy and that's es-
sentially what we're trying to do in Washington. I'm trying to
figure out whether you taught Jack Kemp or Jack Kemp taught
you.

Governor CAREY. He lost the lesson book somewhere along the
way. Let me point out that I favor the consumption at Federal
level. We need a tax on consumption of motor fuel nationwide to
support mass transit and improvements in our road and highway



system, and Secretary Lewis is advocating that but the Congress is
not picking it up.

I also think we should have a tax on consumption on the import
of foreign fuel and perhaps pay for the defense budget. So I'm advo-
cating some increased taxes at the Federal level to cut this deficit.

Something that nobody has discussed today-we need to talk
about poor and middle income people. The No. 1 need is shelter
and housing. We have no housing program in the country today.

Representative BROWN. But you apparently would not tax
income in your State but would rather tax consumption, so are you
suggesting that we tax consumption at the Federal level?

Governor CAREY. Yes.
Representative BROWN. A fuel tax or something of that nature

rather than income?
Governor CAREY. Yes. I wouldn't if I didn't think it was needed.
Representative BROWN. But the argument is whether the reduc-

tion in income taxes should be blocked, and I would say that your
experience would argue against that. My time is up.

Representative REUSS. Thank you. Congresswoman Heckler.

IMPACT OF PROPOSITION 2%

Representative HECKLER. Thank you, Mr. Chairman.
Governor King, I think your charts have been very interesting.

Obviously, the situation in Massachusetts is no longer as relevant
as it once was-or at least much less relevant. However, there was
some question about the impact of Proposition 2 . Massachusetts
has had a double series of cutbacks, both Federal- and State-orient-
ed. I personally was against Proposition 2 because I was afraid it
would be unfairly and unevenly administered. However, I question
now, from experience, whether or not you feel there's been a nega-
tive impact on the elderly and the mentally retarded from the
Proposition 2 proposal.

Governor KING. I don't believe Proposition 2 has in any way
affected our human services programs. In my state of the State
message, I remember two figures. In 1978, the last year before I
started, and this year's budget, I believe it went from $340 to $630
million, something like an 87-percent increase. So we were able to
do that; Proposition 2 has produced a substantial tax relief for a
lot of people and I think that's been very, very beneficial.

Representative HECKLER. Do you have any figures on the number
of companies, or the amount of flight of industry from Massachu-
setts? We were suffering from the exodus into New Hampshire and
other States prior to your administration. Do you have any current
figures on that subject?

Governor KING. Well, just yesterday we were in one of the hear-
ings of NGA where the Massachusetts Industrial Finance Agency
came up and since 1979, 803 companies have participated in the
bonding and I think 47,000 jobs were created, brand new compa-
nies, building that did not exist before. So we do not have any
exodus whatsoever. We have a propeople climate, a probusiness cli-
mate if you will. We say that we invite all the business there. We
tell them we are going to do everything to make you sta7 there
profitably, recognizing if you didn t think so you wouldn t come



here, and if profits don't come you're not going to stay here. So ev-
erything we have done in the propeople, probusiness climate is in
the right direction, recognizing the fundamental strength of our
Nation is in the free enterprise system, and the tax cuts, particu-
larly the capital gains in income, are an incentive to people.

OCCUPATIONAL DEVELOPMENT

Representative HECKLER. Since we share with Governor Brown-
fortunately for us-the high-technology industry which has pro-
duced a great number of jobs, would you say you're concerned
about the continuation of that growth? The crisis of education indi-
cates that we are not developing the level of math and science
awareness in our students, at the high school and college level,
that will keep that industry in our State perhaps even in the
United States.

Governor KING. We were fortunate that right after the primary
in 1978 the high-technology companies approached us and made me
particularly aware, although generally I was, of their concerns, and
as we started the transition with Judge Otis, who's now the secre-
tary of economic affairs, who was an entrepreneur himself who
started his own company and is now on the New York Stock Ex-
change, we laid out a program with the universities for the math-
ematicians, the scientists, and the engineers that would be needed.
And while the high technology industry isn't totally satisfied, they
really are amazed at the progress we have made.

Just recently one of the major companies, Mr. Wang's, donated 3
million dollars' worth of equipment to the universities. He's a
member of the board of regents of our higher education depart-
ment. The high technology industry as a whole has set aside 2 per-
cent of their profits before taxes for education to be used for the
training of instructors and professors, and/or for learning equip-
ment or physical improvements to the educational institutions in
order to meet industry's needs.

So we recognize the absolute fundamental that no company can
be any better than its people and every company needs the exper-
tise. For every 30 people employed, we need to have one key person
employed, an engineer or a top professional, so it's incumbent upon
us to produce them and to guarantee that they are present at both
the public level and in private institutions. So we are in good
shape.

Representative HECKLER. Governor, I'm concerned not only about
the university level. I was very involved with making sure that tax
credits for donations of equipment to universities were included in
the recent tax bill. But I'm very concerned about the crisis in high
school education, and the need for the donation of equipment
there. I do intend to cosponsor the Stark bill, but I also feel that we
must make the equipment available at the local level, to the local
high schools.

Second, we must deal with the raiding of math and science teach-
ers, especially math teachers, by industry-and somehow provide a
substitute. We have an excess of teachers, but at the same time we
are losing some of our finest math teachers to the same industry
that is crying for, and asking us to have, higher academic stand-
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ards. They are, on the one hand, saying the standards should be
high-and I think rightfully so-and on the other hand, they are
making it impossible for the local educational system to meet those
standards, because they continue to hire the best math teachers
available.

Governor KING. We are aware of that, too. The first move that
we mentioned began with the community colleges and other col-
leges, but we have an education commission in the Commonwealth
of Massachusetts and that has been working with vocational
schools for maybe a couple of years now. I'm sure most equipment
will go as needed to the specialty schools, the Wentworths or the
vocational schools-and that would follow, but the basics are some-
thing that really have to be stressed. We are carefully watching
the improvement, or lack of improvement, in the SAT's and the
new commission gives us a chance to look back and review and
decide. The fundamentals are the message of the day.

INDEXING

Representative HECKLER. I certainly appreciate what Mr. Wang
has contributed. I think it's a lesson indeed to have the opportunity
to see his generosity, and to see him set the pace of donations of
equipment in such a significant fashion. It's quite indicative of the
appreciation felt by those who come to our country from other
lands. I think within our own country, we have an attitude that,
certainly, we want to contribute-but in high technology industry,
which is so vital in our State, we'll have to do more to meet the
needs of the local school districts and the local students because if
we're going to compete with Japan we must upgrade our education-
al standards.

I'd like to ask Governor Carey one question about the tax bill.
Governor, I was quite surprised to hear you speak negatively about
indexing, since that penalizes the low income wage earner so. The
Joint Economic Committee in studying the Economic Recovery Act
has found that by far the heaviest burden imposed by bracket
creep was on the lowest wage earner. In fact, for the person earn-
ing between $5,000 and $10,000 a year, bracket creep-the amount
that the Federal Government was invisibly stealing from the
pocket of that particular worker-was 19.8 percent. The $30,000
wage earner was suffering a bracket creep of 8.6 percent. The
higher the income rose, the smaller the bracket bite-because
those individuals were already in high income brackets.

In view of that, and in view of the insidious nature of this invisi-
ble bracket creep tax, isn't indexing probably one of the best things
we have done for the low income wage earner? At least now, won't
those workers not be victimized by having this kind of a pickpocket
operation?

Governor CAREY. Experience will show you that indexing can be
very dangerous. It takes away your options to cope with the Feder-
al needs and budget. You can't afford indexing. If you want to see
how indexing is done, look at Minnesota. It drove business out of
the State. Minnesota had a $700 million deficit because of indexing.
You couldn't control the flow of revenues. Until you get the Feder-
al budget under control, you can't afford indexing.



As I tried to say to Congressman Brown, we didn't just cut indi-
vidual taxes in New York. We also targeted the savings and invest-
ment into opportunity zones to create jobs. The reason we were
able to continue our tax reduction program to $6.3 billion is we
took a philosophy and we made it a pragmatic practice. We in-
creased the opportunity for jobs and then with the revenue base ex-
panding from jobs, not from bracket creep, the number of addition-
al people employed increased our revenue base so we could contin-
ue with targeted job opportunities-a loan program as was suggest-
ed here for small business, job incentive programs, job development
loans. All of that mix of things is exactly what you should be doing
at the Federal level.

But how can you do it when you're faced with a $147 billion defi-
cit which can be reduced to $90 billion by cutting $50 billion?
You've got to get your deficit under control.

Representative HECKLER. There are many, many facets to the
question, of course. For the revenue receiver, indexing is a disaster
because the silent tax no longer perpetuates itself, and the final
pot of gold is far diminished. For the taxpayer, it seems to me, it's
a fair break especially for the low income wage earner. Granted,
the recipient Federal Government-Uncle Sam-is getting an extra
bite in tax receipts. Without indexing, inflation pushed the wage
earner into a new bracket and so Uncle Sam got richer. But is that
a fair way to deal with the average American, one earning $25,000
down to $12,000, or the low income wage earner, who is paying the
highest hidden tax-19.8 percent for the $5,000 to $10,000 wage
earner? I don't know how that can be justified and it seems quite
amazing to me that those who criticize the Economic Recovery Act
as a tax break for the rich never understand or look at the tax
break to those who are being unfairly victimized by a silent tax
system that hits them disproportionately.

Governor CAREY. Let me suggest what will happen. When you're
indexing you're constraining the Federal flow of funds to a level
which will not sustain the support for poor people's programs and
working poor programs. The Deputy Secretary of the Treasury has
said this. We're cutting taxes. Now, if you people want to raise
them you can do so. As Governor Lamm said, most State tax sys-
tems tend to be more regressive than the Federal system. Bracket
creep normally affects higher level income people.

Representative HECKLER. Not really.
Governor CAREY. People who get higher wages through negotiat-

ed increases tend to be victims of bracket creep.
Representative HECKLER. That isn't the opinion of the Joint Eco-

nomic Committee study.
Governor CAREY. Bracket creep affects people with more income.
Representative HECKLER. I disagree with that completely.
Governor CAREY. Let's take the person earning from $12,000 to

$15,000, just above the poverty level in most States. What's going
to happen to that person when the programs that most affect
him-for his children's education, for support for local government
functions and facilities in State government-are removed by the
Federal Government? Do you know what's going to happen? You're
going to have to do what States have been doing. More than half
the States ran deficits, eliminated the surplus, had to raise local



taxes. What benefit is it for you to index and hold your bracket
creep down at the Federal level when the States who have income
tax programs have to go ahead and increase income taxes and
other taxes to make up the deficits in the Federal system?

Representative HECKLER. I think it's a question of integrity of
the -tax system. Is it correct, is it just, is it equitable to tax and to
increase taxes invisibly on the lowest wage earners because ulti-
mately they might, down the line, be recipients of some program?
Isn't it far more equitable-since it's the responsibility of Govern-
ment to be more direct about what it is funding, and the costs in-
volved-to make the tax burden an equal one, not an invisible one
that hits the lowest wage earner the hardest?

Governor CAREY. Yes. There are large corporations that pay
almost no taxes.

Representative HECKLER. I agree with that, but I also think that
you cannot oppose indexing. Inflation invisibly robs the lowest
income wage earner, the one who's just making it, just getting into
the marketplace, the one who has been the victim for all these
years of a system that puts him or her into a position where their
percentage of tax bite got disproportionately higher even though
they might on another scale receive some Federal benefits. I doubt
that all that equals out over a lifetime. The real victim of bracket
creep is the less affluent, the low income person.

Governor LAMM. May I make a comment? Colorado was the first
State to index. We're proud of it. It succeeded and the way you de-
scribed it is correct, but you've got to come down on the side that
the dislocations of the Federal indexing are immense and somebody
should have very thoughtfully studied the full future implications
over a number of years before all of a sudden getting a bill through
Congress that was added to a tax package without even a hearing,
as I understand it. Believe me, indexing which works in Colorado
and which is fit into our long-term scheme, is a fiscal time bomb
inserted in the Federal budget where its out-year implications are
just immense.

Representative REUSS. Congressman Brown.

TAX CUTS; BALANCED BUDGET

Representative BROWN. Thank you, Mr. Chairman.
I just wanted to ask Governor King a couple of questions because

I think they bear on the point. Many persons have argued that tax
cuts reduced Government revenues to such an extent that budget
cuts are required and budget cuts then cause human hardship. We
heard the argument presented the other way, that first the Federal
Government should balance the budget and then cut taxes.

What has happened to actual State and local revenues as taxes
have been reduced in Massachusetts and why did you elect to go
after-or did you elect to go after-your tax cuts first and then the
reductions or the tightening up on welfare payments and so forth?

Governor KING. I believe that we approached both facets of that
at the same time. We do not have the tremendous problem that
our Nation has with the debt of over $1 trillion and the annual in-
terest payments and the refunding problems. So we started with at-



trition of governmental employees right at January 1979 and it's
significant at this time. We started on welfare.

Representative BROWN. On that basis, how do you feel about the
welfare tradeoff, the AFDC and food stamp swap of the President?

Governor KING. I'm a supporter of federalism. I think something
that is present, but I did not hear mentioned during the debate is
that there's a tremendous saving to the bureaucracy both at the
Federal and State level when you separate the State level from the
Federal function and just let the one do it, tremendous savings
which benefit both the States and the Federal Government. And, of
course, when it does that it benefits our people.

Also, the purpose of the program is to provide a food stamp or a
check or some sort of medical service. The service has to be poor
when you only have one bureaucracy, whether it's Federal or
State, rather than the intertwining. On the question of food stamps
and the welfare, Governors preferred at this time to have it only as
a matter of discussion. My understanding is that if it gets in the
situation where it may be acceptable to the administration, the ne-
gotiating team will have to come back and bring it back to the Gov-
ernors for approval, which would require a two-thirds vote because
there's an existing policy now against the States assuming the
costs of AFDC and food stamps.

Personally, unless the argument has merit-and I have not
thought that through yet-if that has validity, I would just as soon
go ahead with it right now. I'm doing that because the President
has said twice that this is "dollar for dollar. We are not going to
attempt to balance the Federal budget at the expense of the States.
If you assume the responsibility for the program, we will give you
the resources. There will be no winners and no losers." That's been
said. That's part of the understanding on which I say that I will be
a supporter of it.

Representative BROWN. Thank you, Mr. Chairman.
Representative REUSS. This concludes the Joint Economic Com-

mittee's annual inquiry into the state of the economy. Tomorrow at
2 o'clock in Rayburn 2128 we will make public our annual report.
The President has asked Congress to put up or shut up and we
have decided to put up, so that will be done tomorrow.

Meanwhile, Governors Brown, Carey, King, Lamm, and Mathe-
son, many thanks to you. You have given us an awful lot to think
about from your great testimony and we are grateful to you all.
The committee stands adjourned.

[Whereupon, at 12:10 p.m., the committee adjourned, subject to
the call of the Chair.]



APPENDIX

STATEMENT OF THE AMERICAN COUNCIL OF LIFE INSURANCE

This statement is submitted on behalf of the American

Council of Life Insurance, a national trade association with a

membership of 524 companies which account for 96 percent of the

legal reserve life insurance in force and 97 percent of the total

assets of all U. S. life insurance companies. At the end of 1981,

total assets of the life insurance business aggregated more than

$520 billion, invested mainly in corporate and government securities

and mortgage loans to business and individuals. These funds

represent the savings that have been entrusted to the life insur-

ance business by millions of individual policyholders and employee

benefit plans. We are pleased to have this opportunity to present

the views of our business to the Joint Economic Committee as part

of its deliberations over national economic policies.

The Framework for Economic Policy

We believe that the major emphasis of national economic

policy for 1982 should be to promote economic recovery while

further reducing the rate of inflation. We are gratified by the

progress that has been made over this past year in bringing down

the inflation rate from the 12 to 13 percent range of late 1980 to

a current level of about 8 percent. If appropriate economic
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policies are pursued, there is a definite prospect that inflation

can be lowered still further by year-end to perhaps the 7 percent

range.

Nevertheless, prospects for the economy in 1982 are far

from favorable. The economy is currently in a cyclical recession

which promises to boost the unemployment rate to 9 percent and

beyond, while the plant utilization rate hovers just above 70 per-

cent of capacity. Many forecasters both in government and in

private industry are predicting that a trough will be reached

within the next few months, but there is serious question about

the strength of the recovery that is in prospect for the latter

half of 1982.

A major reason for expecting a weak recovery is the drag

on economic activity exerted by the current high levels of interest

rates. In spite of the current economic downturn, long-term rates

have recently moved back up toward the record highs that were

reached last fall, which in turn exceeded the earlier peak levels

registered at the end of 1980. In real terms, adjusted for the

current inflation rate, long-term interest rates today have reached

levels higher than at any time in this century, including even the

years 1907, 1920 and 1931-32--years that are notable in economic

history as periods of extreme financial stress. One goal of

national economic policy must be to facilitate a reduction in real

interest rates in order to foster economic recovery, but without

triggering an upturn in the inflation rate.
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Outlook for the Federal Budget

In our view, a major barrier to achieving the goals of

sustainable economic growth, lower interest rates, and further

reductions in inflation is the outlook for the federal budget. In

his annual Budget Message, the President has projected a deficit

of $99 billion in the current fiscal year, followed by a $92 billion

budget deficit for the fiscal year 1983. Indeed, outside observers

are fearful that the deficits in fiscal 1983 and beyond will

register a succession of rising deficits, ranging well above

$100 billion. This outcome could result from an unfortunate cycle

in which incomplete economic recovery holds down tax revenues and

enlarges the deficit, and the expanded need for borrowing then

raises interest outlays on the debt, and leads to still larger

deficits.

It is our considered opinion that the magnitude of the

federal budget deficit now in prospect is intolerable. The Congress

must find ways to achieve a substantial reduction in the fiscal

year 1983 deficit and thereby break the potential cycle of

escalating deficits in future years. This can be achieved, we

believe, by a three-part program which scales down the proposed

levels of military expenditures, cuts back on the high volume of

outlays for federal transfer payments, and increases budget receipts

by various methods to improve tax collections.

As to military spending, we note that the Budget Message

proposes that defense outlays over the next few years would rise

from 5.6 percent of the gross national product in 1981 to 7.3 per-

cent in 1987. Taken as a share of the total federal budget,
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defense would climb from 24 percent last year to 37 percent in

1987. While we recognize the importance of maintaining a strong

position for our national security, we question whether this sharp

acceleration in military outlays is consistent with attainment of

broader national goals. In our view, it would be shortsighted to

subordinate the imperative of a healthy economy to the goal of

strengthening our defense posture. We have learned in earlier

periods of military activity that the most vital underpinning of a

strong defense is a strong and productive economy. In order to

further the goal of reducing the projected budget deficit by a

significant amount, we urge the Congress to examine every possible

avenue for achieving greater efficiencies in the application of

our defense dollars.

The Role of Transfer Payments

Another area of federal outlays that requires close

scrutiny is the area of transfer payments, comprising such func-

tions as social security, medicare, federal retirement programs,

veterans' benefits, welfare payments, and the like. We recognize

that these many and varied programs have been developed over the

years to meet very genuine needs in our society--the poor, the

disadvantaged, and the elderly. But it has become increasingly

clear that outlays for these programs threaten to expand beyond

our capacity to support them.

Federal transfer payments to persons amounted to 4.6 per-

cent of gross national product in the early 1960s, but this share

had risen by 1981 to 9.6 percent of GNP. In order to hold back a
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continuation of this upward trend and also to achieve significant

reduction in future deficits, we urge that federal transfer

payments be held within the bounds of a simple guideline, namely,

that such payments rise no faster than the growth in GNP in future

budget years.

The third essential means for reducing the outsized budget

deficit in 1983 is through federal tax policy that would increase

the volume of tax collections. Methods should be chosen that would

not disturb the basic thrust of the individual and corporate income

tax reductions that were legislated last summer, to take effect in

a series of steps. There are various ways that could be adopted to

raise billions of dollars of additional revenue to the benefit of

our national budget position, without jeopardizing incentives to

work and invest. We urge the Congress to pursue these avenues in

tax policy as one means of reducing the potential upward trend in

budget deficits.

The Role of Monetary Policy

A critical element in achieving our national goals of

renewed economic growth and qreater price stability is the effec-

tive application of monetary policy, The Federal Reserve System

has recently reaffirmed its 1982 policy targets, setting forth a

range of 2 percent to 5 percent for the growth of the money

supply (MI) . This target represents a reduction in the upper limit

of one half percentage point from the comparable monetary target for

1981 and is designed to achieve further progress in reducing price

inflation.
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As a broad rule, we believe that monetary policy should

seek to assure that growth in the money supply will be sufficiently

constrained to bring down the rate of inflation, while still leaving

room for some real growth in economic activity. This is not an easy

balancing act to achieve in practice, but it has become increasingly

clear that the results desired for our economy cannot be achieved

without persistent application of this approach over a considerable

time period.

During the past three years, we have advocated a monetary

policy of successively lower growth rates in the money supply.

Indeed, we regard such a policy as a crucial element in the complex

-of national policies to bring about a lower rate of inflation. We

therefore support the monetary targets announced recently by

Federal Reserve Chairman Volcker. At the same time, it would seem

appropriate for the Federal Reserve to tolerate Ml growth in 1982

near the upper end of its 2 to 5 percent target range, so as not

to stifle emerging credit needs of the private sector as the economy

moves into a recovery phase later in the year.

Summary

The current size of the federal deficit and the likely

upward trend in deficits are intolerable. The potential harm to

the economy from high "real" interest rates demands a reconsidera-

tion of the size of proposed increases in defense outlays as well

as the scope and size of transfer payments. In addition, we must

examine various possibilities for raising tax revenues as one

necessary way to hold down the size of deficits. Without a strong

economy we cannot hope to maintain a strong defense and meet the

legitimate needs of other programs which government must provide.
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While the government has shifted from Keynesian to Supply-side

theories of economics, the economy continues its roller-coaster

ride from recovery to recession with persistent problems of in-

flation and declining productivity. It is time to focus on in-

centive economics.

The Reagan trickle-down theory will not be effective because

it is coupled with a social welfare policy that aggravates work

disincentives. The reductions in social spending have been

targeted at the working poor -- the group least able to afford

them. When the administration removes welfare eligibility for

workers with earnings near the poverty level, it is taxing earn-

ings excessively -- sometimes over 100 percent. The logical response

is for workers to give up their jobs to regain welfare eligibility.

They can then opt to supplement their benefits with unreported

earnings in the underground economy. These choices lead to a

reduction in productivity and the diversion of resources to less

healthy sectors of the economy.

Reagan's attempt to direct benefits to the "truly needy" will

in the long run have the perverse effect of increasing welfare

expenditures as the number of "truly needy" increase. Historical

evidence indicates that categorical aid programs induce people to

adjust their status to match the recipient categories. While the

working poor might be able to cope with the loss of AFDC benefits,

the overlapping of programs seriously intensifies the problem.

Medicaid in many cases is contingent upon AFDC eligibility and the
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benefits lost under this program may greatly exceed the workers

total earnings. Why should a welfare mother work when her net

return after inclusion of benefits is small or possibly negative?

In addition to reaffirming categorical aid, the Reagan

administration has increased bureaucratic burdens. States have

found the $1,000 asset limit for AFDC recipients burdensome to

enforce and many have chosen not to do so. While the administra-

tion has relaxed and simplified regulations in many sectors of

the economy, it has done the reverse in regard to welfare programs.

We can not restore the economy to good health without improv-

ing productivity. This will not be accomplished as long as mar-

ginal workers are induced by public policy to live off the dole

instead of working. The welfare rolls will decline and the work

force increase when incentives are provided to make this profitable.

In a recent book Free Enterprise Without Poverty, I outlined

a plan that would accomplish such a result. We must provide a

basic level of support for the needy with low marginal tax rates

so that the individual is always better off if he works. The

current myopic policy of reducing welfare expenditures by targeting

aid to the "truly needy" must in the long-term have contrary

results.

The Reagan administration was correct in its intention of

improving productivity by enhancing incentives for business and

reducing regulations. Why then in the most troublesome area of

the economy -- social welfare expenditures -- has it opted to do

the reverse? An extrapolation of the administration's general

policies would be expected to strengthen the incentives to work

even if this meant that in the short run all benefits were no
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longer to be limited to the "truly needy." An administration

so sensitive to the benefits of tax cuts for the wealthy should

understand the devastating impact of tax increases on the poor.

At present the one bright light in the economic picture is

the abatement of inflation. I believe that the stimulus neces-

sary to bring us out of the current recession will undo the

progress on inflation we have witnessed so far. Ultimately only

increased productivity will solve the inflation problem and this

will not occur until we create a climate that provides a strong

incentive to work.

O


